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Fourth-Quarter 2018 Market Commentary 

 

Index Performance and Analysis 

2018 was a disappointing year for investors. Nothing worked. There was a lull mid-year when low volume trading took 

indexes to new highs, yet there was an undercurrent of fragility to last year’s markets. The summer calm was broken by 

the fourth quarter’s abrupt reversal that was accompanied by wild price swings and a sell-off of nearly all investment 

categories. The table below shows how no security investment saw a positive return in 2018. For the first time since 1994 

holding cash offered a better return than any stocks or bonds. 

 

In many ways 2018 was the complete reverse of 2017. Whereas all asset categories rose in ’17, all fell in ’18; whereas ’17 

set records for its low volatility rise, ’18 experienced disruptive volatility to the downside; stocks the world over rose in 

’17 while in ’18 stocks the world over all fell. Perhaps the most significant reversal we observed last year was that of 

investor sentiment. No longer were buying and selling immune to the relentless news cycle. Investor attitudes seemed to 

turn on a dime with every ill-conceived presidential tweet or imprecise utterance of the Federal Reserve Chairman. One 

astute observer remarked that 2018’s volatility stunned investors into a false sense of insecurity. Instead of reasonably 

considering world events and economic data with a ’17-style levelheadedness, everything provoked a negative reaction. 

This was especially so in the first and fourth quarters, which unfortunately bookended the year with volatility and 

corrections.  

The fourth quarter was brutal for stocks. The S&P 500 experienced its worst December since the Great Depression as only 

14 of its constituent companies gained for the month. The rest of the 486 fell and had an average loss of over -10%. The 

Nasdaq (mostly tech stocks) and Russell 2000 (small company stocks) both fell into bear markets, which is a drop of at 

least -20% from a recent high. The table below shows the enormity of December’s losses for the major indexes and sectors. 

As you can see, the primary measure of the U.S. stock market, the S&P 500, missed falling into a bear market by 0.22%. 

Source: EdgeTech Analytics, LLC 
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Such a minor distinction—between bear market and not bear 

market—would seem an overly legalistic quibble, but we must 

always remember that markets rise and fall on the whims of human 

behavior. Thus, even though the S&P could be described as having 

experienced a bear market in December, the technical fact that it 

did not provided psychological reassurance to investors and 

prevented the endless scaremongering of “bear markets” on the 

nightly news that would lead to a herd mentality overreaction and 

even more selling. The S&P missed the bear by a hair and bottomed 

out on Christmas Eve.   

Trade and Federal Reserve Capture Market’s Attention 

Interestingly the catalyst to the first quarter’s correction was fear 

of an overheating economy while the fourth quarter’s correction 

was blamed in part on a slowing economy. Neither concern came 

to complete fruition though both are premised on broad shifts in trade, fiscal and monetary policy and what these shifts 

imply for the domestic and global economy in the years ahead. In other words, investors were focused on President Trump 

and the Federal Reserve. 

President Trump’s trade war with China reached a 

fever pitch last year. The stock market had the 

luxury to be able to ignore Trump’s trade bluster 

in 2017 because the effects were mild. American 

farmers were hurting but could count on the 

government to throw money at a problem that it 

itself had created. In the standoff between the 

world’s two superpowers, China blinked. The still-

developing nation of over a billion people led by a 

single autocrat in Xi Jingping essentially conceded 

that it had more to lose in the trade dispute than 

the United States. Investors turned their attention 

to the global macro implications of the vulnerable, 

slowing Chinese economy (see chart above) and 

voiced their pessimism through the market’s 

volatile correction and bear market. Despite a relatively stable domestic economy, China’s slowdown and its status as a 

linchpin supplier of cheap labor, material and manufacturing in the global economy was sufficient discouragement for 

2018’s newly insecure investors. 

Anxiety over the trade war was consistent throughout the year and finally came to a head in early December. At the Group 

of 20 meeting in Argentina Presidents Trump and Xi agreed to a 90-day truce in the trade war while both sides pursue 

further negotiations. Following a turbulent November, markets initially welcomed the tariff hiatus. And then, on 

December 4th, the President tweeted, “President Xi and I want this deal to happen, and it probably will. But if not 

remember, I am a Tariff Man.” The President’s reaffirmation of his commitment to tariffs was all it took for nervous 

investors to throw in the towel and start selling. The market dropped over -3% the day of the Tariff Man tweet and didn’t 

stop falling until Christmas Eve.  

The other market mover at the top of investors’ minds in 2018 was the Federal Reserve and its Chairman, Jerome Powell. 

recall that the Fed’s dual mandate is, first, foster conditions to maximize employment and, second, maintain stable prices 

by keeping inflation in check. According to the numbers (see Key Economic Indicators below) the employment situation 

has never been better. So, with real growth finally making a return the Fed has undertaken a program of normalizing 

Source: EdgeTech Analytics, LLC 

Source: IMF 

Index

Peak to Trough 

(December 24th)

Dow -18.77%

S&P 500 -19.78%

Nasdaq -23.64%

EAFE (International) -24%

Technology Sector -24%

Industrials Sector -25%

Financials Sector -27%

Russell 2000 -27.22%

Energy Sector -31%
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interest rates through a series of planned hikes. The Fed has the unenviable task of trying to find a goldilocks interest rate 

(called the “neutral rate”) at which the economy will neither overheat nor dip into a recession. And it must do this based 

on necessarily backward-looking data, flawed forward-facing forecasts and stock market investors whose understandable 

preference is for corporate access to easy money.  

Chairman Powell and his committee felt compelled to continue tightening because of the burst of growth unleashed by 

the Republican tax cuts and generous government spending. Indeed, when Powell announced on October 3rd his belief 

that the economy remains a long way from the neutral interest rate (i.e., implying that several more rate hikes are on the 

way) he inadvertently kickstarted the fourth quarter’s volatility. See the graph below showing the last half of 2018 and 

the market’s reaction from October 3rd through the end of the year at the prospect of more interest rate hikes. 

By December there were reports of economies around the world starting to slow down. Not only our trade foe China, but 

also developed markets like Germany and Japan, each of which experienced GDP contraction in the third quarter. The 

President, who takes personal pride in the performance of the stock market, could not resist highlighting the incongruity 

of the Fed tightening 

financial conditions in the 

face of slowing growth, 

flat inflation and volatile 

stocks. Two days before 

the Fed announced their 

December rate decision 

President Trump tweeted, 

“It is incredible that with a 

very strong dollar and 

virtually no inflation, the 

outside world blowing up 

around us…the Fed is 

even considering yet 

another interest rate hike. 

Take the Victory!” The 

Fed, backed into a corner 

and eager to assert its independence from political considerations, did not take the Victory and raised rates in defiance of 

the President’s public protestations. The market, reflecting Trump’s legitimate concerns, fell almost 8% from the 

December hike to the Christmas Eve bottom. Having hiked rates four times in 2018 the Fed is sounding a much more 

dovish tone heading into this year. Two hikes are scheduled though Chairman Powell, chastened by recent data showing 

a deceleration of 2018’s growth, maintains the Fed will be patient and “see how the economy evolves.” Markets rose over 

3% the day he said that. 

Key Economic Indicators 

Consumer Sentiments 

The mindset of the American consumer was decidedly positive through the end of last year. Measurements of confidence 

and comfort fell in the fourth quarter in response to the stock market’s volatility though they remain high by historical 

standards. Our preferred measure of consumer attitudes, the University of Michigan Index of Consumer Sentiment, 

actually rose in December as consumers focused on job and wage gains and tuned out the stock market’s wild swings. 

Consumer spending is robust. Preliminary readings of holiday season spending show a substantial increase year-over-year. 

Black Friday online sales were up 26% from 2017 and MasterCard reported a 5% increase in sales from Thanksgiving 

through Christmas. Official numbers for December retail sales have not yet been released because of the government 

shutdown. Overall the data and surveys point to a comfortable American consumer whose cautious consumption indicates 

a solid foundation upon which growth in 2019 will be based. 
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Gross Domestic Product 

2018 was the year that American growth finally broke free of the post-recession 2% growth malaise. Owing to a 

combination of catalysts—including corporate tax cuts, deregulation, low unemployment and rising wages—we are set to 

record an annual GDP growth rate of 3% for the first time since 2005. And for the first time since 2004 our economy for 

the year is set to record four straight quarters of at least 2% growth. While stock and bond markets reflected newfound 

sensitivity last year, the many participants in the American economy—consumers, manufacturers, small businesses, 

service providers—exhibited a confidence scarcely seen in these post-recession years. Manufacturing and services indexes 

slowed somewhat in December but still remain firmly in expansion mode. And surveys of the mood of the American small 

business owner (significant drivers of the economy not represented in public markets) continue to show optimism 

hovering near record levels. Since 1980 annual GDP growth has averaged 2.7%. Since 2009 annual growth has averaged 

just 2%. With businesses and consumers confident, with employment expanding and wages rising, and with inflation 

running below expectations, we maintain a bullish stance on American growth in the year ahead.  

Labor Market 

We repeat ourselves again in this newsletter in stating that the employment situation is as good as it has ever been. The 

headline unemployment rate sits at 3.9% for 2018, the lowest annual average unemployment rate since 1969. We have 

gone 99-straight months without an aggregate loss of jobs, and applications for unemployment benefits are at levels we 

haven’t seen in fifty years. Participation in this sustained, healthy labor market transcends all age, race and gender 

distinctions. Women, men, African-Americans, Hispanic Americans and others all are enjoying the favorable jobs market, 

and all are contributing to our world-leading economic output.  

Wages are starting to catch up with the low unemployment rate as employers vie for the best candidates. Average hourly 

earnings increased last year at their fastest rate since before the recession though the fears of inflation are misplaced 

because the rate remains below the historical wage gain average and just barely above the current rate of inflation. In 

addition to this gradual increase in wages, the labor force participation rate still significantly lags that which we observed 

during the 1990s expansion. We take these as signs that there is yet more room to run in the already booming labor 

market. The existence of this “slack” bodes well for growth in the year ahead as better compensated employees make for 

confident consumers. And consumption, including housing costs, now accounts for three quarters of U.S. gross domestic 

product.  

Looking Ahead to 2019 

It is important to keep in mind that however painful 2018 was for markets it was nothing out of the ordinary. As we 

explained earlier last year the shock of the volatility and correction was amplified because the prolonged calm of 2017 

was so unusual. 2018 was a return to normality, a reminder that investing involves risk. Some risk is foreseeable, some is 

not, and market reactions are inherently unknowable. In the following we examine these known risks and some 

countervailing forces that may balance them out. We reiterate that stock market predictions are pointless, but it is 

nevertheless important to understand the risks and trends to which your portfolio will be subjected. 

The primary known risk to markets in 2019 comes from abroad. Global growth is faltering thanks in part to the ongoing 

trade war. China’s 2018 annual GDP reading of 6.6% was its lowest since 1990. President Trump’s assertion that China has 

little leverage in the trade dispute was borne out in its effects on the Chinese economy. The export-dependent Chinese 

saw growth in goods and services fall 9% last year and Chinese consumers, seen as a reliable growing market for western 

goods, have pulled back on buying at a rate not seen in fifteen years. Likewise, in Europe, growth is trending down. In 

addition to Germany’s economic contraction, France has been crippled by “yellow vest” protesters obstructing the would-

be reformer Emmanuel Macron and Britain continues to dither with the terms of exiting the European Union. Eurozone 

growth is forecast to be just 1.9% this year.  

Oil rallied last year to over $70 per barrel but tumbled down to $42 in the fourth quarter on oversupply and light demand. 

The effects of cheap oil are less important than what they signify: weak demand for oil denotes weak growth and thus 
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further evidence of a slower-growing global economy. While the United States is uniquely positioned to be able to weather 

an international slowdown, we are sufficiently integrated into the system of world trade such that we would not come 

out unscathed. Should global economic activity continue to sputter and the trade war between the world’s two largest 

economies persist, we should be prepared for prolonged market volatility as investors adjust to a slower growth regime. 

In addition to these risks from abroad, investors also are nervous about some uncertainties here at home. Primary among 

these is the Federal Reserve and its ability to foster a soft economic landing as it tightens monetary conditions after years 

of near-zero interest rates. The Fed’s dilemma is this: further rate hikes will strengthen an already mighty dollar and 

depress global markets awash in greenback-denominated debt; but leaving rates alone or cutting them may stoke inflation 

and lead to asset bubbles in domestic markets. Investors will be keenly attuned to Chairman Powell’s delicate balancing 

act as he and the Fed ween our economy off of its easy money policies. These necessary tightening cycles, as the Wall 

Street Journal notes, “often aren’t painless,” so volatility is to be expected. 

Next there have been mutterings of a recession arriving sooner than later based on signals gleaned from stock and bond 

market behavior. We outlined the regrettable December and the bear market in stocks above. The bond market also 

flashed warning signs last month that investors are not as confident in further growth than would be presumed given 

consistent positive economic data. A key metric for bond investor sentiment is the yield curve. The yield curve simply tells 

us the difference in yield between longer-term bonds and shorter-term bonds. When short-term bonds yield more than 

long-term bonds (i.e., bond-holders are compensated more for short-term debt), then investors are perceived to be 

pessimistic in their assessment of future growth. Such occurrences are called yield curve “inversions.” While some 

observers last month cherry-picked different duration bonds in order to find an inversion, we note that the benchmark 

measure of the yield curve—the difference between two and ten-year Treasury bond yields—came to within 0.11% of an 

inversion but never did invert. 

Finally, investors will have to grapple with the political circus of our divided federal government. As of this writing we are 

in the midst of the longest government shutdown in our history. Estimates are that each week of shutdown amounts to a 

tenth of a percent shaved off of GDP for the quarter. The Democratic-controlled House has no incentive to make 

concessions to the President and the President cannot lose the support of his base by giving in to Democratic demands. 

Legislation in these next two years appears to be a dead end. What’s more, a significant factor in the market’s growth 

since Trump’s election was his vow to cut business-stifling regulation and pass business-friendly tax reform. Thus, have 

we seen businesses thrive and small business optimism still at record levels. With the leading lights of the Democratic 

party espousing “democratic socialism” and Trump’s popularity fading with every day of the shutdown the prospect of 

Democrats taking the White House in 2020 would likely not be welcome news to investors. We will be looking at the 

Democratic presidential race to see which wing emerges victorious: the neo-liberals comfortable with the free market or 

the populist democratic socialists hostile to markets and capitalism.  

Navigating Through the Turbulence 

In all cases market turbulence will be a feature in the year ahead as uncertainties abound and leave investors on edge. 

Uncertainty is the enemy of investors and so our approach to markets remains vigilant and cautious. We recognize that 

the US economy is on steady, if slowing, footing: employment continues to expand, consumers and businesses remain 

confident and there are no obvious bubbles ready to burst. Global growth, however, is rapidly decelerating: the trade war 

is taking its toll on China, a country and economy indispensable to trade in Asia, Europe and, to a lesser but still notable 

extent, the United States. We do not believe recession is imminent. Yet we note that, with growth deteriorating 

worldwide, the economy is more susceptible to negative external shocks which could then bring about recessionary 

conditions. 

Come what may, you can be assured that our investment process will stay the same: unemotional, responsive, diverse 

asset allocation aided by proprietary investment management software. This software is calibrated to be both reactive 

and proactive. It is able to discern price trends—positive or negative—earlier in the life of the trend thereby enabling 

quicker reactive decision-making. This allows for proactive portfolio allocations adapted to the market’s current behavior. 
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And our volatility-targeting solution allows for steady participation in markets that adjusts allocations based on the 

market’s recent price movement. Regardless of the market’s volatility in the year ahead our process will not change: it is 

prepared to go on offense or defense as the market’s movement may indicate. 

Performance Disclaimer 

Sources: 

No investment strategy or methodology can guarantee profits or protect against losses. Investment risk is inherent in 

every individual portfolio and no computer model or modeling program used or relied upon in making investment choices 

for a portfolio can eliminate risk. 
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