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• SANTA CLAUS SELL-OFF: After making new all-time highs in September, the benchmark S&P 500
Index declined sharply in December and posted its biggest quarterly loss since Q4 2008—the throes of
the global financial crisis. The poor quarter capped the S&P 500’s first negative year in a decade. Global
stock indices faced similar struggles in 2018, with major non-US indices finishing down double-digits
for the year.
• THE LONG LIST OF CONCERNS: Investors struggled to digest the myriad issues facing the global
economy during Q4. Concerns ranged from trade wars to a hawkish Fed to Brexit drama to a US
government shutdown. While US growth and economic data generally remained firm, an increasing
number of economists and strategists began to openly discuss the prospects of a recession within the
next 12 to 24 months.
• THE FED UNDER THE MICROSCOPE: Despite the market gyrations in December, the Fed opted to
raise interest rates another 25 bps, drawing the public ire of President Trump. As rates approach the
Fed’s measure of “neutral”—meaning neither accommodative nor restrictive—the Fed’s actions will
be under close scrutiny. A Fed policy misstep could threaten tipping the economy into a recession.

Market Recap

FIXED INCOME
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Q4 2018 marked the worst quarter for US stocks
since the depths of the financial crisis in 2008 as a
confluence of concerns about the Fed, global growth,
protectionist trade policies, and geopolitical tensions
roiled investors. Gains for the year were fully erased
during the December correction, and every major
stock index around the world finished 2018 in the red.

Q4 2018

Index

YTD

Barclays 1-10 Yr Muni

1.6%

1.6%

Barclays US Agg. Bond

1.6%

0.0%

BofA/ML HY Master II

-4.7%

-2.3%

EQUITIES
The most interest rate sensitive portions of the bond
market rallied into the close of the year, helping core
bonds post strong outperformance relative to other
major asset classes during the quarter. After a dismal
start to 2018, the Barclays Aggregate Bond Index
finished flat for the year thanks to the flood of safe
haven flows. Conversely, high yield markets that were
up roughly 2.5% through Q3 reversed gains and closed
down for the year. Investors that had flocked to lower
quality, higher yielding securities reversed course in
an effort to reduce credit risk in their portfolios.

USD Total Return (%)
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YTD

Russell 3000

-14.3%

-5.2%

S&P 500

-13.5%

-4.4%

Russell 2000

-20.2%

-11.0%

MSCI All Country World

-12.8%

-9.4%

MSCI EAFE

-12.5%

-13.8%

-7.5%

-14.6%

Index

MSCI Emerging Mkts
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AN EXTRAORDINARY DECEMBER
After the modest equity market sell-off in October was partially recovered in November, investor risk appetite
fell off of a cliff at the beginning of December. The S&P 500 tumbled roughly 15% in three weeks before staging
a 7% rally to salvage what would have been a historically bad month for the benchmark US index. Even with the
month-end bounce, the S&P 500’s 9.2% price decline marked the worst December since 1931.
To put numbers to the carnage, consider the following stats on the S&P 500:
•

T he average range between the daily high and low was 2.57% in December. Through Q3, the year-to-date
average range had been 0.99%. In 2017, the average daily range was 0.51%.

• 	Looking at rolling 21-day periods through the history of Bloomberg’s data on the S&P 500 (previously the S&P
Composite) dating back to 1928, the period ending December 24, 2018 was in the worst 0.5% of outcomes.
The chart below shows the historical distribution and where this period fell (red arrow).
DISTRIBUTION OF S&P 500 21-DAY % RETURNS (SINCE 1928)
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Source: Bloomberg (Data as of 12/31/2018)

•	30-day volatility hit its highest levels since the European debt crisis and fears of a double-dip recession
in 2011.
•	The market’s expectations for volatility—as measured by the VIX Index (i.e., implied volatility)—undershot
actual volatility (i.e., realized volatility) by over 9%. That is a substantial divergence in historical terms,
suggesting that investors were caught off-guard by the magnitude of the decline.
•	Strategists and analysts covering the S&P 500 had set their 2018 year-end price targets at 2,893 on average,
per Bloomberg surveys. With the market closing the year at 2,507, the group was off by over 13%—the
widest miss since 2002.
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WHO’S TO BLAME?
Markets have a history of confounding even the most intelligent investors from time to time, and Q4 2018
likely left many market participants perplexed. With numerous narratives hitting the headlines, there was no
clear catalyst for why markets were behaving so badly. To briefly summarize, the quarter started with concerns
about the yield curve potentially inverting (i.e., when short-term interest rates exceed long-term interest rates
—typically a precursor to a recession) as well as ongoing US/China trade war worries. Then, headlines bounced
from topic-to-topic, including the messy Brexit process, riots in France, a solid Q3 GDP report, the US mid-term
elections, oil price declines, the arrest of a top Chinese executive in Canada, a potential trade truce between
the US and China, and the Fed’s upbeat assessment of the economy. To cap it off, the quarter ended with a
government shutdown, a controversial Fed rate hike, and key members of the Trump administration departing
under difficult circumstances.
The market has been known to climb a wall of worry, but it may have been overwhelmed by the negative news
flow during Q4. Perhaps more concerning are the deleterious effects this type of market activity can have on
investors’ psyches—particularly in the late stages of a market cycle. In fact, using Google’s “Trends” function that
aggregates user activity, the word “recession” was searched more in December than it had been since August
2011. Whether or not Q4 will mark the end of the bull market remains to be seen—economic growth and
corporate earnings data would suggest otherwise, and oftentimes the best buying opportunities are when
sentiment becomes extremely negative—but investors should have a healthy respect for the possibility that
fears about the market and economy become self-fulfilling prophecies.
RELATIVE STRENGTH OUTSIDE THE US
After materially underperforming the US markets during the first three quarters of the year, non-US indices
showed signs of relative strength during Q4, insomuch as they did not fall as far as their US counterparts. It could
be a function of investors looking for bargains after international stocks had been so beat up, but perhaps it was
simply a function of expectations being set so low. Whatever the reason, 2018 was a reminder that, in such an
interconnected global economy, it is rare for dramatic performance divergences to persist indefinitely.
US STOCKS VS. NON-US STOCKS - 2018 RETURNS
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FED STAYS THE COURSE, BUT BOND MARKETS SKEPTICAL ABOUT 2019
The Fed stuck to its guidance in Q4 and delivered the fourth 25 basis point rate hike of the year—despite the
volatility occurring in markets and numerous commentators suggesting that a pause would be prudent. The
Fed’s small nod to the market’s recent turbulence came via a change to its “dot plot”—the chart plotting each
member’s expectation of where short-term interest rates will be over the next four years as well as the long run
“neutral rate.” Consensus expectations were revised lower to reflect only two rate hikes in 2019 from the prior
projections of three hikes—a tacit acknowledgment of the market’s message to slow the pace of rate increases.
Despite the Fed’s best efforts to be transparent, markets have essentially ignored its projections about the rate
hike trajectory. As of year-end, the market-implied probabilities were that the Fed would most likely not hike at all
in 2019 and may even cut rates in 2020—essentially saying that the US is headed for a recessionary environment
within the next 12 to 18 months, and that the data will force the Fed to take a more accommodative stance.
STEALTH RATE HIKES?
While most market observers have rightfully been focused on the headline Fed Funds target rate—the
benchmark short-term interest rate set by the Fed’s Federal Open Market Committee, or FOMC—there has been
a growing camp of commentators suggesting that the systematic unwind of the Fed’s balance sheet has been
having a similarly influential effect on liquidity conditions. You may recall that, as part of its multiple quantitative
easing campaigns aimed at injecting liquidity into the economy after the financial crisis, the Fed had been
holding over $4.5 trillion of Treasuries and mortgage-backed securities (MBS) on its balance sheet. As of Q4 2017,
the Fed had begun the process of decreasing its Treasury and MBS holdings by no longer reinvesting bond
maturities and is currently reducing its balance sheet by $50 billion per month.
In an effort to quantify the effective short-term rate implied by overall liquidity levels, economists derived a
measure of the “shadow” Fed funds rate that could go negative based on the impact of the Fed’s balance sheet.
The so-called Wu Xia model of the shadow Fed Funds rate is depicted in red on the chart below (linking the
black lines showing the actual Fed Funds rate), showing just how low interest rates effectively fell at the height
of the balance sheet expansion and how far it has come since then. Using this framework, after the shadow rate
bottomed in mid-2014 at roughly -3%, the market has endured the equivalent of twenty-two 0.25% rate hikes—
not the nine “official” hikes from the FOMC. Perhaps this is part of the reason the market is so skeptical about the
Fed’s predictions for 2019; when viewing the balance sheet and target rate holistically, this would already be the
most dramatic Fed hiking cycle since it was fighting runaway inflation in the 1970s.
FED FUNDS TARGET RATE AND "SHADOW RATE" SINCE 2008
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CREDIT SHOWING CRACKS
Unlike the stock market correction in February when credit markets hardly reacted, investment grade and
high yield spreads—the excess yield that investors demand to compensate for taking credit risk—widened
significantly in Q4. Credit markets are generally viewed as a leading indicator or early warning sign of
deteriorating corporate health and often presage equity market moves.
Within credit, we would suggest that the two charts below are worth monitoring closely over the coming
quarters. The first chart shows the growth of BBB-rated bonds as a percentage of the overall investment grade
bond market (BBB being the lowest credit rating to still be considered “investment grade”). Why is this worth
monitoring? At face value, it is evidence that the overall quality of corporate bond issuance has eroded over
the past five years. Perhaps more critically for credit markets though, the BBB/BB-rating is the line between
investment grade and high yield. If BBB bonds begin to experience increased credit downgrades, that can lead
to a wave of forced sales by large, institutional owners—such as pensions or mutual funds—that are either not
permitted to own non-investment grade bonds or have caps on their allowed exposure.
BBB-RATED BONDS % OF INVESTMENT GRADE BOND MARKET
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The second chart plots US corporate debt as a percentage of US GDP (the blue line) with high yield spreads
overlaid (the green line). Clearly, US corporate debt levels follow a cyclical pattern, and we are at levels that
roughly coincided with peaks in prior cycles. Moreover, high yield spreads have historically widened as more
leverage—in the form of corporate debt—has been added to balance sheets. We may be seeing signs that this
dynamic is beginning to emerge, with the lagged effect likely a result of the low interest rate environment. This
may squeeze corporate margins in the near-term, but the bigger, systemic effect occurs when companies are
forced to repay lenders in the throes of a recessionary environment. We would expect to see defaults increase
under those circumstances—never a good sign for the economy.
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US CORPORATE DEBT-TO-GDP (%) VS. HIGH YIELD SPREADS
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COMMODITY PRICES CRATER
While the Fed has warned about upside risks to inflation, consider the commodity markets skeptical. Q4 saw the
Bloomberg Commodity Index—tracking a broad basket of energy, metals, and agricultural prices—drop 10%,
which would hardly be reflective of an inflationary environment. Moreover, the drop in prices of key industrial
inputs such as oil, natural gas, and copper would seem to provide confirmation of a slowing global economy.

Chart of the Quarter
What a difference a year makes. After a historically placid year in 2017 that saw gains across nearly every
major asset class, 2018 was filled with upward and downward lurches—from interest rates to stock markets
and everything in-between.
The “Chart of the Quarter” for Q4 distills that narrative into a single image. Below, you will see the CBOE VIX
Index, which tracks volatility on the S&P 500 based on options prices. The dotted red line was the average
index level in 2017 and the dotted blue line was the average in 2018; this year was roughly 50% more
volatile—the biggest year-to-year
VIX INDEX LEVEL (2017-2018)
increase since 2007 to 2008.
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At the end of last year, we suggested that
2017 was the exception to the rule and
implored you to calibrate expectations
accordingly. If complacency was the
potential sin coming out of 2017, acting
impulsively will likely be the concern
following 2018. From one extreme to the
other, the same advice applies: Staying
disciplined and sticking to a process will
always be at the heart of a successful,
long-term investment strategy.
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The Stock Market Is Not the Economy
As investors perform their 2018 post-mortems, many will look back at the year and wonder how the S&P 500
posted negative returns against a broadly positive economic backdrop in the US. Real GDP growth should finish
the year at roughly 3% and the unemployment rate is approaching levels not seen since the late 1960s. In fact,
look at the table below; it lays out the likely results for 2018 and 2019 consensus forecasts for major economic
data points.
Data Point

2018*

2019 (est.)**

US Real GDP Growth

2.9%

2.6%

US Consumer Spending Growth

2.7%

2.7%

US Industrial Production Growth

3.9%

2.7%

US Unemployment

3.9%

3.6%

US Inflation (Core CPI)

2.4%

2.2%

*2018 numbers are not final and may be revised.
**2019 estimates are based on economist surveys conducted by Bloomberg.
Source: Bloomberg (Data as of 12/31/2018)

So, why would the market suffer a correction of nearly 20% in this environment? The simple answer is the old
expression “the stock market is not the economy.” That can mean a few things. For one, the market acts as a
forward-looking discounting mechanism, meaning that it generally values securities based on their future cash
flows. Stock indices can be considered a leading indicator. On the other hand, the data above are typically viewed
as lagging indicators—or at best, coincident. In that context, these figures are best viewed in terms of what they
portend about the next 6 to 12 months or how they compare to consensus expectations.
As a corollary to the first point, if the economy is so good that it is beginning to overheat, that usually means the
Fed will be hiking interest rates in an effort to mitigate inflationary pressures and prevent a severe labor market
imbalance. When Fed policy becomes more restrictive, future economic growth and corporate profit growth are
likely to decelerate—a negative environment for stock prices.
If the market is a leading indicator and data is so good that it paradoxically becomes a negative, does that mean
we are invariably tumbling into a recession based on the recent performance? Not necessarily. Over the last
50 years, you can find a number of examples of the S&P 500 experiencing a significant drawdown outside of a
recessionary environment. For instance, 1987’s Black Monday crash occurred outside of a recession. The S&P 500’s
22% decline in 1998 did not coincide with a recession. The final leg down of the dot-com collapse occurred months
after the recession technically ended in 2001.
2018 may be another head fake, or it may mark the beginning stages of a bear market; it is too hard to say with
certainty. As the economist Paul Samuelson famously joked, the market has predicted nine out of the last five
recessions. The bottom line is that the stock market is not the economy, and it certainly does not always get
it right.
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