Q1 2019
Investment Perspectives
Dave Keevins
Chief Investment Officer

Andrew Krei, CFA
Head of Investment Research

April 2019

• STOCKS BOUNCE BACK: On the heels of its biggest quarterly loss since Q4 2008, the S&P 500 staged
a powerful rally in Q1 2019. The benchmark index gained 13.7%, its best quarter since Q3 2009. Global
stock indices followed suit with double-digit advances after double-digit declines in 2018.
• CENTRAL BANKS SUPPORTIVE: Underpinning the rally in equities were dovish comments
from central banks around the world, pledging supportive measures to combat slowing growth
and deflationary concerns. Fed Chair Jerome Powell provided the biggest surprise of the quarter,
announcing that the Fed would no longer consider raising rates during 2019 and would end its balance
sheet reduction program in the coming months.
• INTEREST RATES DOWN; BOND PRICES UP: With the Fed stepping back from its previously
communicated rate hike trajectory, Treasury yields tumbled, shifting the entire yield curve lower. As
rates fell, bond prices rose, leading to strong returns across core bonds and credit markets. In fact, the
2.9% Q1 advance for the Barclays US Aggregate Bond Index was its second best quarterly return in the
last eight years.
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What a difference a quarter makes. After US stocks
posted their worst quarterly returns since the 2008
global financial crisis in Q4 2018, Q1 2019 saw the
S&P 500 threaten to retest its all-time highs set in
September 2018. Global stocks modestly lagged the
US but also posted double-digit returns for the quarter.
Both the safest and riskiest portions of fixed income
markets rallied smartly in Q1 as central banks around
the world redoubled their supportive efforts. High
yield bonds fared the best during the period with
investors embracing a more risk-on sentiment, and
long duration bonds were not far behind with
falling rates pushing bond prices higher.

Q1 2019

Index

2018

Barclays 1-10 Yr Muni

2.2%

1.6%

Barclays US Agg. Bond

2.9%

0.0%

BofA/ML HY Master II

7.4%

-2.3%

EQUITIES
USD Total Return (%)
Q1 2019

2018

Russell 3000

14.0%

-5.2%

S&P 500

13.6%

-4.4%

THE “EVERYTHING RALLY”

Russell 2000

14.6%

-11.0%

As difficult as 2018 was from an investment returns
perspective, 2019 has been equally impressive thus
far. The chart on the following page plots year-to-date
returns (green) and last year’s returns (blue) for a variety
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of asset classes and major commodities.
The contrast is stark; for most asset
classes, the two periods practically form
a mirror image. Even for assets that were
roughly flat to modestly positive last
year, a number have already matched or
exceeded those returns in 2019. Of the
19 asset classes listed, only one has a
negative return this year (natural gas).
Consider the following dynamics:
1) Unlike the beginning of 2018 when
interest rates were facing upward
pressure, 2019 has seen interest
rates decline.
2) Part and parcel with point one, central
banks around the world have doubled
down on accommodative monetary
policies in 2019, whereas 2018 brought
talk of quantitative tightening.
3) The trade wars that were an overhang
in 2018 appear closer to a resolution.
All told, even if global growth remains
relatively tepid, a few of the strongest
headwinds from 2018 seem to
have abated.
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easing, Powell and his Fed colleagues
reversed course. We suspect that the
market signals sent in Q4 proved too loud to ignore. Powell began to revise his messaging in January, adopting
a more flexible posture and measured tone about the trajectory of interest rate hikes as well as the reduction
of the Fed’s $4-plus trillion balance sheet. We walk through the timeline in greater detail in a subsequent section,
but the pivot reached a crescendo in March when the Fed managed to surprise the market with its ultradovish guidance.

Arguably, the market took the wheel from the Fed and steered it toward its more dovish stance. Consider that, in
January, futures markets were predicting that the Fed’s next move would actually be a rate cut despite the Fed
having forecasted two rate hikes for 2019 and an additional rate hike in 2020 two weeks earlier. By the end of Q1,
rates markets were pricing in greater than one rate cut over the next 12 months. With investors painting such a
divergent picture, the Fed likely felt compelled to capitulate.
continued on page 3
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EUPHORIC STOCKS AND SKEPTICAL BONDS
Q1 saw an interesting dynamic develop between equity markets and fixed income markets. As global stocks
were rallying, suggesting that the growth outlook was firming, global interest rates remained in the freefall that
started during Q4 2018—hardly an endorsement of a robust economic backdrop. Consider that the percentage
of debt paying a negative yield in the Barclays Global Aggregate Bond Index rose to nearly 20%, its highest level
since mid-2016. Or, that the 10-year Treasury yield declined over 0.80% from the beginning of November through
the end of March.

S&P 500 index Level

With a hat tip to BCA Research for its work on this subject, the chart below plots the S&P 500 (green) against
the 10-year Treasury yield (blue) since
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be seen.
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The traditional wisdom in financial markets is that bonds represent the “smart money,” and that fixed income
investors tend to sniff out trouble earlier than equity investors. If yields on quality bonds drop and/or credit
spreads widen, stock markets should be on the lookout for trouble—or, so the thinking goes. To be sure, this has
often been the case in the past; after all, it would not be axiomatic if it had not worked. But, recent years suggest
that this relationship may not be foolproof.
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GEARING UP FOR GLOBAL GROWTH?
Despite modestly underperforming their US brethren, non-US stocks were game participants in the Q1 equity
rally. In particular, China was one of the best performing markets in Q1, with the MSCI China Index gaining
roughly 18%. China is expected to account for roughly one-third of total global growth in 2019 (per International
Monetary Fund forecasts), so any signs of an economic acceleration would be welcomed by regions more
levered to cyclical growth, such as Europe, Japan, and emerging markets more broadly.
What indications do we have that China may be on the verge of a breakout? Setting aside the obvious positives
that could result from the removal of tariffs, Chinese credit data often provides a window into the policy priorities
of the Chinese authorities. Specifically, looking at the rate of change of China’s credit impulse, or the growth of
credit as a percentage of GDP, has historically been a fairly effective cyclical indicator. Authorities have attempted
to walk the line between reducing leverage and promoting growth over recent years, causing credit creation to
ebb and flow.
As companies and individuals increase borrowing to fund various types of consumption, the Chinese equity
market typically exhibits a positive response—albeit on a lag. The chart below illustrates this relationship since
2007; as credit growth increases year-over-year (gray line), Chinese equities have followed suit (red line). With
credit growth appearing to form a bottom in Q1 and whispers of Chinese stimulus growing louder, the world’s
largest growth engine could be poised to lead a second half of 2019 rally.
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COMMODITY PRICES BOUNCE BACK
After a weak end to 2018—punctuated by the precipitous decline in crude oil prices—commodity prices staged
an impressive comeback in Q1 2019. Oil rallied nearly 30% in the quarter as fears of a global supply glut were
alleviated. In fact, political tensions in Venezuela, violence in Libya, and questions about whether the Trump
administration would extend waivers of sanctions on Iranian oil purchases all raised concerns about a potential
supply disruption.
In addition to the surge in crude oil prices, industrial metals such as copper, nickel, and iron ore rallied during Q1.
While some portion of the recovery was likely a relief rally, signs from China were a positive factor and central
bank dovishness was also well received by these cyclically-sensitive commodity markets. All in all, a stark contrast
from the dynamics witnessed in Q4 and an indication that global growth may not be as soft as initially feared.
4
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What Is the Yield Curve Telling Us?
For those that consume financial media or more nuanced mainstream financial reporting, it is likely that you at least
saw a headline about the US Treasury yield curve “inverting” during Q1. While the subject of Treasury rates may not
be as sexy as an Apple product announcement or a widely-anticipated IPO, the yield curve can tell us a great deal
about the market’s expectations for the economy, inflation, and Fed actions. Below is a “FAQ” style overview to help
demystify the topic.
Q: What is the Treasury yield curve?
A: The yield curve is a plot of prevailing Treasury interest rates by maturity. The image below shows the yield curve
at the end of Q1 2019.
US TREASURY YIELD CURVE (3/31/2019)
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Q: What determines US Treasury rates and the shape of the yield curve?
A: Generally speaking, short-term interest rates tend to be driven by Fed policy (i.e., the Fed Funds rate) and
expectations about future Fed actions, while long-term rates tend to be driven by future growth and inflation
expectations. Of course, there are a number of other factors that can influence rates, including: interventionist
monetary policy, the overall supply of and demand for Treasuries (demand often increases during market
corrections and recessions as investors flock to high quality, “safe haven” assets), and the so-called “term premium.”
Term premium is the compensation that investors require for holding a longer maturity bond versus owning a
series of shorter maturity bonds.
Since 1980, the yield curve has been upwardly sloping (as measured by the 2-year/10-year Treasury yield spread
each month) roughly 89% of the time—meaning long-term rates exceeded short-term rates. Intuitively, this
makes sense; all things being equal, investors will command a relatively higher rate of return to compensate for
the inherent uncertainties of holding an asset for a longer period of time. The other 11% of the time occurs when
the yield curve “inverts”…
continued on page 6
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Q: Why does the yield curve invert and what does it mean?
A: Simply defined, a yield curve “inversion” occurs when short-term interest rates exceed long-term interest rates.
There are different ways to measure these rate differentials, but two of the most common are the yield spread
between the 3-month Treasury bill and the 10-year Treasury bond, or the yield spread between the 2-year
Treasury note and the 10-year Treasury bond.
Inversions can occur as a result of short-term rates rising more quickly than long-term rates, or long-term rates
declining more quickly than short-term rates. The most ominous scenario for the economy—and in turn,
stocks—is when the Fed is hiking short-term rates and long-term rates stagnate or fall, causing the curve to
invert. Although the exact timing is imprecise, inversions have historically preceded US recessions. The chart
below plots this relationship over time and shows periods of recessions shaded in red.
2YR-10YR TREASURY YIELD SPREAD & US RECESSIONS (SHADED)
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Q: What is the yield curve telling us now?
A: With portions of the yield curve inverting in recent months—including the widely-followed 3-month/10-year
Treasury yield spread turning negative in March—the market seems to be suggesting that Fed policy is too tight
relative to the current economic and inflationary backdrop. Financial markets orthodoxy would tell investors to
expect the Fed’s next moves to be rate cuts in response to flagging growth and inflation expectations. Whether
a recession is on the horizon in the near-term is a subject of great debate, but the yield curve is certainly flashing
warning signs to investors.
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Chart of the Quarter
While the global stock market rally was already underway, central bank dovishness from around the world
undoubtedly poured fuel on the fire in Q1. From Mario Draghi and his colleagues at the European Central
Bank (ECB) announcing a fresh round of monetary stimulus in Europe to Fed Chair Jerome Powell and the
Federal Open Market Committee (FOMC) announcing their intentions to hold rates steady through year-end,
the specter of global quantitative tightening was effectively eliminated.
The “Chart of the Quarter” revisits the path of US stocks and short-term interest rates during Q4 2018 and
Q1 2019 and highlights the US market’s reaction to various central bank communications. The blue line is
the S&P 500 and the green line is the 2-year Treasury yield, and the numbered circles correspond to the
timeline below.
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1) On October 3, Fed Chair Powell commented that interest rates are likely “a long way from neutral,”
implying that the Fed would need to hike rates a number of times before monetary policy became
restrictive. Stocks responded by declining nearly 10% over the course of the month.
2) At the December 19 press conference following the Fed’s 25 basis point rate hike announcement,
Powell stated that the unwind of the Fed’s balance sheet was on “autopilot.” With markets hoping for a
more flexible approach, stocks plummeted. By this point, interest rates had begun to discount a change
of course by the Fed, with the 2-year yield declining nearly 0.50% from its peak through year-end.
3) January 4 marked the beginnings of the “Powell pivot” as the Fed Chair suggested that he and his
colleagues would listen to signals from the market and consider pausing rate hikes. Moreover, he
expressed a more pragmatic attitude about the balance sheet, emphasizing that there would be “no
preset path for policy.” The S&P 500, already off its lows, regained much of the ground lost in December
during the days following Powell’s statement.
continued on page 8
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4) The ECB joined the action on March 7 with Chair Mario Draghi announcing that the central bank would not
entertain a rate hike during 2019 and would go one step further by introducing a fresh round of monetary
stimulus via its long-term refinancing operation, or LTRO. Stocks celebrated the news and rates responded
by moving lower.
5) The Fed and Chair Powell completed their policy pivot on March 20 by announcing that the Fed was no
longer forecasting any rate increases for 2019—down from the two rate hikes predicted at the December
meeting. Additionally, Powell communicated that the Fed would cease its balance sheet reduction efforts
after August 2019 and would slow the pace of tapering in the interim. While stock markets initially seemed
skeptical about what the announcement might portend with respect to the state of the global economy,
interest rates plunged. Subsequently, the S&P 500 resumed its rally and has nearly regained its levels from
early October.
With interest rates playing such an important role in the cost of capital and determining the discount rate
that investors apply to future cash flows, it stands to reason that a more benign central bank backdrop
would buoy stock prices. If supportive measures from central banks and governments around the globe—
particularly China—provide a tailwind for global growth, one could reasonably argue that a “Goldilocks”
scenario akin to 2017 (growth is accelerating, inflation is tame, and central banks are supportive) may mean
that this bull market still has legs after all.
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