
 

 

4th Quarter 2018     

2018 Review & Outlook 

“Calling someone who trades actively in the market an investor is like calling someone who repeatedly engages in one-

night stands a romantic.” — Warren Buffett 

Dr. Jekyll and Mr. Hyde live 

For global capital markets, 2017 

and 2018 are reminiscent of the 

Robert Louis Stevenson novel the 

Strange Case of Dr. Jekyll and Mr. 

Hyde in which a kind, respected, 

and intelligent Dr. Jekyll could 

change into an evil alter ego after 

consuming a potion that would turn 

him into Mr. Hyde.  

In 2017, all the discussion was 

about global synchronized growth. 

Economies and countries around 

the globe were growing in unison, 

and capital markets worldwide soared. The Dr. Jekyll environment resulted in above average monthly equity returns 

with below average volatility that persisted into January of 2018. 

The evil Mr. Hyde made a brief appearance in late January and February of 2018 but abruptly went away, until the 4th 

quarter. Concerns over slowing global economic growth due primary to tariffs and potential trade wars resulted in 

nearly polar opposite returns for stocks and bonds in 2018. The table of capital markets returns shows the bipolar 

returns of 2017 and 2018. Most equity benchmarks experience correction-like returns in the 4th quarter (-10% or more) 

while U.S. small cap stocks experienced a bear market correction (greater than -20% decline). The S&P 500 index 

declined -13.5% in the 4th quarter while more than 50% of the stocks in the index were down 20% or greater. U.S. 

Treasury bills topped the charts for the first time since 1992 with a 1.8% total return.  

Forecasts for corporate earnings in 2019 have declined but are still strong. Analysts’ consensus for small cap earnings 

growth is the strongest due to less disruption from tariffs and tax reform. We see the 1% annualized return over the last 

two years for U.S. Small Cap stocks as an opportunity to increase allocations in the asset class. We also think Emerging 

Markets offer improved compensation for risk as country-specific risks—elections and currency crises in Turkey and 

Argentina—are largely in the past and expectations for earnings growth are highest, led by China as its tech sector 

recovers and economic stimulus supports its economy. 
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Core & Satellite holds steady 

We are pleased that our Core & Satellite philosophy held up well in the difficult market environment. We maintain an 

asset-weighted composite of client portfolios that are managed similarly. The main difference in the individual portfolios 

is that allocations to Core (ETFs), Satellite (individual stocks), and fixed income are customized to individual client return 

and risk objectives and constraints. The table above displays returns and risk information for the composite for the same 

time period as the asset class data chart above. The equity returns for the composite capture the returns of all security 

types, i.e. individual stocks, ETFs, mutual funds, etc. The equity returns and risk compare very favorable to other equity 

benchmarks. When we look at the dollar-weighted returns for each of these security types, however, our U.S. individual 

stocks were up 12.7% annually while our ETFs were up 5.9%. The results for ETFs were dragged down by our 

international asset class holdings. Our ADRs (foreign individual stocks traded on U.S. exchanges) were up 12.6% 

annualized for the period. As always, past performance is no assurance of future results. 

Our U.S. stocks and ADRs were leading portfolio segments due to some disciplined profit taking when stocks achieved or 

exceeded our valuation targets, and they declined less during the negative periods. The largest weightings of the 

composite were health care at 14% 

and technology at 13.8%. The health 

care sector has a very low beta 

relative to global GNP as demand for 

healthcare is relatively inelastic, 

according to Blackrock Investment 

Institue.  

Stocks and bond struggle 

Typically, stocks and bonds are 

uncorrelated asset classes, meaning 

when one goes up the other goes 

down (or goes up less), and vice 

versa. In 2018, U.S. stocks were 

negative and bonds were flat. 

Interest rates in the U.S. rose 
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moderately in 2018 as the Federal Reserve continued its tightening monetary policy. There have been only two calendar 

years since 1931 that were negative years for both stocks and bonds (see chart above from Blackrock). The year and 3 

year periods following those years were generally positive for both stocks and bonds. 

It was our belief that the Q4 2018 market selloff was overdone relative to how strong the U.S. economy remains. While 

GDP growth estimates for this year are lower than the extremely strong numbers posted in 2018, the average estimate 

for U.S. economic growth in 2019 is about 2.5%. 

The stock market seemed to believe similarly 

after the encouraging jobs report in early 

January and more tempered comments from 

the Federal Reserve about future interest rate 

hikes have sent stocks higher thus far in 2019. 

Through January 24th, the S&P 500, Russell 

2000, and NASDAQ Composite are up 5.5%, 

8.6%, and 6.6%, respectively. Although 

valuations became much more attractive during 

the downturn, we expect stocks to continue to 

be bipolar throughout the year due to late cycle 

concerns, tightening financial conditions, and 

geopolitical events.  

Solid earnings went largely unrewarded in 2018. Earnings multiple contraction was among the top-10 worst in all regions 

since 1988, according to Blackrock. The market paid a lot less for a given level of earnings. It was the third-worst year in 

the past 30 for the U.S. Returns were more often positive the year after major multiple contractions, as the chart above 

shows. 

Recession probability still low 

Signs of overheating in the U.S. economy are 

scant today, and monetary policy is still 

easier than it was ahead of past recessions, 

according to Blackrock. This implies the 

current cycle still has room to run. Their 

analysis suggests the one year forward 

probability of a U.S. recession is still relatively 

low, consistent with their base case for 

ongoing economic expansion in 2019. Yet the 

odds are set to rise steadily thereafter, with a 

cumulative probability of more than 50% that 

recession strikes by 2021. A rise in financial 

vulnerabilities such as excessive leverage 

could cut the cycle short. However, asset 

valuations look reasonable; household finances are in good shape, and corporate debt levels appear manageable, 

according to Blackrock.  
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Volatility unprecedented? 

For the 2 years leading up to 

the 4th quarter of 2018, we 

heard virtually nothing on 

the cable news business 

channels about quantitative, 

program, or high-frequency 

trading during that period of 

record low volatility. 

Volatility certainly spiked in 

the 4th quarter with the VIX 

or volatility index hitting 

36.4 around Christmas time 

last year. It has currently 

dropped to below 18 while 

hitting a low of 8.5 in 2017. 

The pundits on cable news 

were talking about the 

“record” volatility in 

December with calls for the 

SEC to investigate and 

regulate quantitative 

trading. Yes, during periods of volatility, the “Quants” are a nuisance. Certainly, as per the Warren Buffett quote at the 

beginning of this piece, high frequency trading has nothing to do with investing.  

As for “record” volatility, Blackrock puts things in perspective, see graph. In 2018, we saw 20 trading days of plus or 

minus 2% or greater, the most since 2015. However, volatility in recent years, including 2018, has been around average 

with 2018 ranking well below past years in terms of volatile days.  

Going forward 

We think our portfolios are well positioned going forward with an emphasis on quality companies with stable cash flows 

and strong balance sheets which typically do well during a slow down phase of an economic cycle. We note on the ETF 

Returns chart on the last page that the Low Volatility Factor ETFs performed as advertised in 2018, and we would tend 

to favor that risk factor going forward in the Core segment of our portfolios. For fixed income, we will continue to 

emphasize high quality but may add in some duration if it appears the Fed tightening is waning. Most importantly, 

reviewing your individual objectives and circumstances should be a priority.  

Please let us know if you have any questions. 

—Dana L. Crosby, CFA, CFP®, Rick Stein, & Scott Wilson 
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