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Attitude Adjustment. 

We will be the first to admit that markets have been much 
more volatile than we expected. Furthermore, the downdraft 
in the 4th quarter seems extremely unwarranted. 
Nevertheless, what we see is a “Crisis of Confidence” brought 
on by careless Federal Reserve comments, trade tensions, 
and pessimistic attitudes. This has caused risk assets to sell 
off in broad fashion.  However, the “hard data” remains quite 
strong and we believe this quarter will bring a positive 
attitude adjustment back to the markets…  

US Economics 
Don’t look now but we believe the US economy is about to post its first year since 2006 where it grew by 
greater than 3%.  You wouldn’t think that by the way the US stock market is performing, but it’s true!   
We project the full year 2018 will come in around 3.15% GDP growth.   That momentum is unlikely to 
slow to the point of recession as some have suggested, or even the point of concern.  In fact, our view is 
that we have another year of “above trend” growth for 2019.  The mix of ingredients remains favorable 
with strong GDP growth, moderate wage growth, and still modest inflation. The latest December full 
year GDP estimate from the Federal Reserve was raised and tightened to 3.0%-3.1% from 2.9%-3.2% in 
September.  Unemployment (official, U-3) inched up to 3.9% in December from 3.7% in September and 
U-6 unemployment rate (broader definition including part-time) followed by increasing from 7.5%-7.6%, 
but that is largely due to the surprisingly positive increase in the labor participation rate to 63.1% from 
62.7% in September. The increase in labor participation has been something we have been awaiting for 
quite some time, and is further confirmation of the strength of our economy.  This is most likely the 
result of low unemployment rates as well as accelerating wage growth, which came in at 3.2% for 
November.   Lastly, inflation, according to Core PCE (Personal Consumption Expenditures used by the 
Fed) is down to 1.88% year over year, still below the Fed’s minimum target.  If we were handing our 
grades, we would certainly give the current economic backdrop an A+!  
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US Equity Markets 
The negativity in the US stock market last quarter was puzzling.  Typically the 4th quarter is a good one, 
especially after mid-after elections.  Throw in an economy growing at 3%+, corporate earnings on track 
to grow by nearly 20% year over year, middle of the road P/E levels and we would have expected a 
much better performance.  To the contrary, markets seemed to throw out all of that positive data and 
instead focused on fear and anxiety.  To which the biggest source was the Fed, followed by the degree 
of economic slowdown and finally trade tensions - in our view.  Stock prices diverged significantly from 
the fundamentals, which we identify as a “dislocation” opportunity for the near term.  This can be 
evidenced by comparing the forward P/E ratio of the S&P 500 at the beginning of 2018 to the end of the 
year. The P/E ratio is a measure of Price/Earnings, or how much investors are willing to pay for the next 
dollar of earnings and is a measure of investor confidence.  We observed this ratio falling from 18.2 to 
14.4 by the end, which comes out to be a -20.88% decline.  This is why we assigned the term “Crisis of 
Confidence”.   To further illustrate our point, even though it started 2018 at 18.2, if the S&P 500 P/E 
ratio only gets back to its 25 year average of 16.1 (according to JPMorgan), that would provide a return 
(excluding dividends) of 11.81% given earnings remain as forecasted.  Our view is that US equities across 
the style boxes are undervalued, with small cap value being the cheapest.   
 
 
 
US Fixed Income 
The bond market has been on a roller coaster.  As evidenced by the most common benchmark, the 10-
year treasury, we saw the year start with a 2.40% yield, spiked up to 3.24% in early November after fed 
comments (which spooked many other markets), and then return to “safe-haven” status which caused 
an increase in buying to bring the yield all the way back down to 2.56% January 3rd 2019.  Remember, 
when yields rise, that means prices fall and vice versa.  Most other fixed income saw similar patterns, 
just not to the same extent.  Moreover, even though the spike in yields contributed to downturns in 
broader markets, bonds stepped in to play their role in providing some ballast for portfolios.   Many 
talking heads were talking about abandoning your bond positions earlier in 2018, which would not have 
served investors well.  This is why we remain committed to strategic weightings in our diversified 
portfolios. Total bond performance was mixed.  We did however, make a strategic asset allocation 
decision to remove our GNMA asset class and replaced it with floating rate.  This decision was due to the 
lower expected market cycle returns and persistent interest rate risk for GNMA bonds, while floating 
rate participates in rising interest rates.  We acknowledge the change in credit risk and believe the 
recent era of extremely low defaults will continue.    
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International Markets 
Last year, both developed market and emerging market international stocks were major detractors from 
portfolios. This was almost entirely due to multiple compression i.e. lower P/E ratios.  But here, the 
“Crisis of Confidence” is a little more justified since economic growth rates are meager, there are 
currency pressures, deflationary worries and a myriad of trade negotiation unknowns.  That said, these 
low multiples make the case for international outperformance look very good, especially in emerging 
markets.  
 

 
 
Real Estate 
The backdrop for Real Estate in 2019 hasn’t changed much from 2018.  There isn’t a substantial supply 
or demand imbalance, which should keep asset values relatively stable.   Although we have seen reports 
of a downturn in New York City, this seems isolated.  A strong economy should provide extra 
discretionary income for consumers as well as pricing power for landlords.  Our view is that interest 
rates will rise, but less than expected.  All of this put together leads us to expect returns around their 
long term average.  
 
 
 
Legislative 
Since we started the year in the middle of a partial government shutdown, it’s probably a sign of how 
the year will go in Washington.  Funding for the border wall is a proxy for the feeling of pent-up 
frustration from Democrats to not let the Trump administration make any more progress, on anything.  
Congressional gridlock and funding battles will most likely be commonplace for the next 2 years.  At 
times however, I wouldn’t be surprised if President Trump pivots to attempt progress on things that 
have traditionally held Democrat support such as infrastructure spending or further bolstering domestic 
production through trade re-structuring.   However, the biggest legislative accomplishment needs to 
come from the White House in the form of a trade deal with China.   This seems to be well-positioned, 
with the Chinese economy begging for mercy, and negotiations resuming.  Our view is that, although 
having level (or no) tariffs between the two countries would be ideal, I don’t think the Chinese 
government is anywhere close to being ready to do that.  Instead, our belief is that a combination of 
stronger intellectual property rights, more open Chinese markets, along with key industry tariff relief i.e. 
US automobiles and agriculture will be enough to “bury the hatchet”.   
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Interest Rates & the Fed 
The Fed was the main culprit that started, influenced, and ultimately ended the volatile market moves in 
the 4th quarter.  Just as the 4th quarter kicked off, on October 3rd Fed Chair J. Powell made the comment 
that interest rates were “a long way from neutral” and that they may indeed “go past neutral” in their 
planned rate hikes.   This initially caused bond yields to spike and bond prices to sell off hard, which in 
turn caused stocks to selloff based upon the threat of higher than anticipated costs due to higher 
interest rates.   This then turned into a growing fear that the Fed would foolishly raise rates to the point 
that it strangles the economy and causes a recession, which we have seen in previous Fed 
administrations.   Then, on November 28th, Chairman Powell tried to walk back those comments by 
saying that the central bank’s interest rate was “just below” neutral. However, as we saw in December, 
that failed to comfort the markets.   Then came the official Fed meeting and statement released on 
December 19th that raised the Fed funds target by ¼ of a percent and did not strongly indicate that it 
would back off of its 2019 expected rate hike forecast.   We thought there were three possible 
scenarios, #1:  The Fed raises interest rates in December but strongly indicates to the market that they 
feel they are at neutral and will be data dependent going forward, we gave this a 60% likelihood and felt 
it would be very well received by the markets.  Scenario #2:  The Fed pauses its rate hikes in December 
and indicates it may pick them back up in early 2019 based on the data.  We gave this a 30% likelihood 
(primarily because we felt the Fed needed to reassert its independence after being criticized several 
times by the President), but would have also been comforting to the markets.   Lastly, Scenario #3: The 
Fed raises rates and signals that their plans for 2019 are little changed.  We gave this scenario only a 
10% likelihood of occurrence but this is what happened, and as expected, markets did not take it well.  It 
wasn’t until January 4th 2019, when Chairman Powell and his two immediate predecessors Janet Yellen 
and Ben Bernanke spoke at a publicized session of the American Economic Association’s annual meeting 
that the environment noticeably changed.  It was my assessment, and mostly the markets it appears, 
that Bernanke and Yellen said all the right things that the market wanted to hear, such as continued 
strong economic growth, low chances of a recession and no immediate need to further raise interest 
rates, which appeared to drag Chairman Powell over to their point of view.   Bernanke even reiterated a 
point that he has expressed in the past, “Expansions don’t die of old age. I like to say they get 
murdered,”.   This new sense of dovishness coupled with that day’s home-run jobs report kicked off a 
renewed sense of economic confidence.  One other nuance is that unlike previous years when a Fed 
press conference was scheduled every other meeting, in 2019 there is a press conference every 
meeting.  Since the Fed has the tradition of only raising interest rates when there is a press conference, 
this means every meeting in 2019 is considered a “live” meeting.   We anticipate that the Fed hopefully 
has learned a lesson and will pause at least for this quarter.  
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Keeping Behavioral Bias in Check.  
 
At this point in time, we think it is important to remind ourselves of some of the natural biases that can 
frame the way we look at our investments.  When a negative surprise happens, such as a pick-up in 
volatility, these behavioral biases can lead us to not always think in a rational manner.  If left unchecked, 
studies have shown that interferences can lead investors to lose out on up to 4% per year.  So, let’s take 
a look at these hard-wired reactions, gut-feelings, and habits that are very common when thinking about 
financial issues.   Which ones do you have?   
 
A few of the most common are listed below:  
 

o Framing – Refers to decisions being affected by the way in which the choice is framed.  
For example, in up markets we might want higher risk/return and in down markets seek 
less risk/return, ignoring the long-term effects on our financial plan. 

 
o Self-control bias – Refers to a lack of discipline.   An example would be selling out of a 

portfolio even though that would not be in your long-term self-interest.   
 

o Anchoring bias –Assigning a reference point such as a high-water mark or other 
memorable point in time to judge performance.  An example would be citing losses 
from an all-time high vs more standardized periods such as year-to date, quarterly or 
annually.  

 
o Cognitive dissonance – Mental conflict from information that contradicts your beliefs.  

An example would be that even though data show strong fundamentals, your “feeling” 
is that things aren’t so good, which causes you not to invest.  

 
o Confirmation bias – Seeking data to support your beliefs while ignoring contradictory 

facts.  An example could be scavenging for a data point that illustrates economic 
weakness even though the vast majority of data points to strength.  

 

o Loss aversion bias – Placing greater emphasis on losses than on gains of the same 
magnitude.  A simple example is that it feels way worse to lose 10% than it feels good to 
gain 10%.  

 
After you identify which biases tend to affect you, let’s talk about them!  The key to making consistently 
sound financial decisions is to recognize biases and actively work to neutralize them….   
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