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Q1 2019 Highlights 
 
 Economic Growth Is Slowing But Still Positive 
 Fed Flips & Yield Curve Inverts 
 Investors Continue To Pay Up For Growth 
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After the worst December since 1931, stocks bounced back with the best start to the year in over two decades. An about face by the Federal 
Reserve and mixed but mostly positive economic data led to a re-rating higher in stock valuations despite a grim picture painted by the bond 
market. As has been the case numerous times over the past decade, the recovery in stocks was nearly as swift as the correction.  

If you would have known that the 10-year treasury yield would continue its end of year decline through the first quarter (from 2.69% on 12/31 
to 2.41% on 3/31), we may have assumed a follow-through bid for safety assets would have meant more choppy waters for risk assets. Just the 
opposite was true as volatility collapsed, credit markets thawed and investors re-priced equities from the Christmas bargain bin.  

Right now there is plenty of data to suffice both bulls and bears. The bearish or pessimistic narrative would point to the inversion of the yield 
curve, cautious late cycle Fed actions, and a downtrend in global economic growth. Bulls are happy to point to healthy labor and housing 
markets, still positive economic readings, and an increasingly attractive equity risk premium given the recent decline in interest rates.    

As we noted in early January, we felt the December selloff was partly technical in nature as fundamentals were not commensurate with price 
action in stocks and sentiment was overly bearish. At that time, the Fed appeared set on further tightening, while corporate America had 
growing concerns around the potential fallout from a long-lasting trade war. Now that the Fed has flipped back to fully accommodative and 
optimism on a trade resolution has risen, markets have had to reprice downside risks to equities.  

As an example of how fundamentals and prices can diverge in the short run, last year earnings for S&P 500 companies grew over 20% yet the 
Dow & S&P 500 indices both declined ~4%. This year, earnings may decline year-over-year in the first two quarters (technically an “earnings 
recession”), yet the S&P 500 is off to its best start since 1998. So while fundamentals matter to long-term trends, sentiment and relative 
uncertainty drive short-term trends. The randomness of which is nearly impossible to predict in advance.  

The flat yield curve is definitely a yellow flag for expected economic growth, but slower growth does not have to necessitate an economic 
collapse. Many investors would be better served to refresh their perspective on the average economic and stock market cycle as opposed to 
anchoring only to the dotcom collapse and financial crisis. There are plenty of risks to factor into stocks, but we still don’t see the cyclical 
excesses that exaggerated those two cycles. For those unable to stomach the uncertainty, we continue to feel that diversification with selective 
active positioning, especially in fixed income allocations, is the best way to insulate from the next inevitable market selloff.  

 

Economic Growth Is Slowing But Still Positive 
Global growth remains positive through the first part of 2019, but the trajectory has 
undoubtedly slowed and become more uneven. The U.S. has once again held up the best, 
with recent first quarter G.D.P. estimates moving higher throughout the quarter. Europe, 
on the other hand, has felt a bigger impact from the slowdown in China’s growth, with 
manufacturing gauges contracting over the past two quarters.  

Leading economic indicators in the U.S. are still positive, but are rising at a much slower 
pace vs. last year at this time. This feels very similar to the period in late 2015, early 2016 
where earnings contracted as the U.S. felt some effects of a global economic slowdown, 
but sidestepped the recession that hurt many emerging market countries. We will continue 
to monitor the trend in leading economic indicators, but for now this is indicative of a pause 
in growth, not a contraction. 

In fact, tracking similar leading indicators in emerging markets tells us that the trend is already starting to recover. China recently increased 
its own stimulus measures which appears to be supporting economic activity. The Chinese Purchasing Manager’s Index (PMI) unexpectedly 
jumped back into expansionary levels in March while the Shanghai stock market has surged 27% through the first 3 months of the year, most 
likely a reflection of a potential trade resolution and improved growth estimates. Strong global equity markets and improving trends in major 
indicators tells us that the recent slowdown may have troughed and the trajectory in near-term fundamentals is directionally higher.    

 

 

 

Category Index Q1	2019 1‐Yr 3‐YR
US	Equity Russell	3000	Index 14.0% 8.8% 13.5%

Large	Cap S&P	500	Index 13.6% 9.5% 13.5%
Mid	Cap S&P	Midcap	400 14.5% 2.6% 11.2%

Small	Cap Russell	2000	Index 14.6% 2.0% 12.9%
Growth Russell	3000	Growth 16.2% 12.1% 16.4%
Value Russell	3000	Value 11.9% 5.3% 10.5%

International	Equity MSCI	ACWI	ex‐U.S.	Index 10.3% ‐4.2% 8.1%
Developed MSCI	EAFE	Index 10.0% ‐3.7% 7.3%
Emerging MSCI	Emerging	Markets	Index 9.9% ‐7.4% 10.7%

Fixed	Income Bbrg	Barclays	Global	Aggregate 2.2% ‐0.4% 1.5%
U.S.	Bonds Bbrg	Barclays	US	Aggregate 2.9% 4.5% 2.0%

U.S.	High	Yield ICE	BofAML	US	High	Yield	Master 7.4% 5.9% 8.7%
Cash Bbrg	Barclays	1‐3	Month	US	Treasury	Bill	Index 0.6% 2.1% 1.2%

Alternatives Morningstar	Diversified	Alternatives	Index 2.7% 1.2% 1.4%
Commodities Bloomberg	Commodity	Index 6.3% ‐5.3% 2.2%
Real	Estate MSCI	U.S.	REIT	Index 15.9% 19.2% 4.6%
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Fed Flips & Yield Curve Inverts 
In mid-December, the Fed increased the fed funds target rate 0.25% and reiterated its expectations for 5 more rate hikes by the end of 2020. 
Markets continued to plummet over the successive two weeks. Less than a month later, they had completely removed expectations for any 
2019 rate hikes and by March they announced an end to their $50 billion/month balance sheet runoff starting in September. So when all is said 
and done, the fed funds target range has moved from 0 to 2.25-2.50% and the balance sheet will have moved from ~$4.5 trillion in bonds to 
~$3.5 trillion, more than 4 times the roughly $870 billion heading into the financial crisis. This could mark the top of this tightening cycle 
unless the economy enters into another surprise late-cycle growth surge. The fed futures market is pricing in a rate cut as the next Fed move.  

As for the overall treasury yield curve, the middle and long-end of the curve is mostly a reflection of demand for fixed rate assets in the global 
market. When investors expect a healthier economy, the yield curve slopes upward as investors need to be compensated for longer dated risk 
of fixed returns. With growth estimates slowing and global sovereign yields once again declining, bond yields in the middle and long-end of 
the curve have fallen while the front-end remains static as influenced by Fed policy. This has resulted in 3-month treasury yields briefly 
yielding more than 10-year treasury yields for the first time in over a decade, itself a poor signal for expected growth. 

According to the San Francisco Federal Reserve, a yield curve inversion has preceded all 9 recessions since 1955, with only one false positive 
in the mid-1960’s when an inversion was followed by a slowdown but not an official recession1. The delay between the term spread turning 
negative and the beginning of a recession has ranged between 6 and 24 months, according to the Fed’s research study.  

We would note that we are in unusual times in terms of monetary policy, whereby global central banks own a higher proportion of government 
bonds, likely distorting true demand. As of quarter-end, there was over $10 trillion in global debt that yielded less than 0%, primarily German 
and Japanese bonds2. Much of this is driven by central banks, and it has helped to drive intermediate and long-term U.S. treasury yields lower 
along with growth and inflation expectations.   

Nevertheless, if investors hope to see improved expectations for economic growth and stock market gains, they may first want to start cheering 
against their bonds and see interest rates move higher in the middle and long portions of the yield curve.  

 

Investors Continue To Pay Up For Growth 
Overall, low interest rates have supported the equity risk 
premium in recent years, but this has also created a growing 
disparity between value and growth stocks as a result. For 
the 10 years ending March 31, 2019, the Russell 3000 Value 
index is up 287%, while the Russell 3000 Growth index is 
up 399%3.   

With growth at a premium in the global economy, investors 
have piled into companies that can demonstrate above-
average revenue growth. Additionally, attractive costs of 
capital from low interest rates and moderate wage inflation, 
in addition to overall technological shifts to asset-light 
business models, has fueled earnings growth for technology 
companies, more so than asset-heavy energy companies and 
interest rate-dependent financial stocks.  

As the chart above illustrates, the value factor premium that persisted for decades and is a foundation for many investment strategies, appears 
highly correlated to the current level of interest rates. As interest rates rose and peaked into the early 80’s, price mattered more than growth. 
Conversely, as rates declined over the past 3½ decades, growth led value despite the large mean reversion in the early 2000’s. Given relative 
valuation differentials and the many reasons that make value stocks attractive historically, it is very likely that this trend will reverse course at 
some point in the future; however, it may not occur until interest rates trend meaningfully higher. Higher rates would restrict capital market 
activity and the premiums for growth, making balance sheets a more important factor for investors. Until then, the premiums for growth could 
very well persist to the chagrin of the value-investing framework.   

 

Since December, stocks have re-rated higher after the worst case scenario dissipated, but sentiment is still mostly agnostic to this recent 
recovery. The economy is still on track to expand in 2019, despite growth moderating from its early 2018 pace. More importantly, we see very 
few signs that the economy is overheating and financial conditions are still very accommodative, especially with the Fed’s recent U-turn on 
monetary policy. We may have captured most of this year’s returns in the first three months of the year, so we think a focus on quality in 
portfolio allocations is prudent. Active positioning in both fixed income and equity markets could be more meaningful for the duration of 2019 
now that the low hanging fruit has been taken.   

Jack Holmes, CFA® 
Chief Investment Officer 

WealthPLAN Partners 
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Sources: 
1. https://www.frbsf.org/economic-research/publications/economic-letter/2018/march/economic-forecasts-with-yield-curve/ 
2. https://www.marketwatch.com/story/amount-of-global-debt-yielding-less-than-0-approaching-10-trillion-2019-03-22 
3. Morningstar Direct 
 
The opinions voiced in this material are for general information only and are not intended to provide specific advice or recommendations for any individual. To determine 
which Investment(s) may be appropriate for you, consult your financial advisor prior to investing. Information is based on sources believed to be reliable, however, their 
accuracy or completeness cannot be guaranteed. Statements of forecast and trends are for informational purposes, and are not guaranteed to occur in the future.  
 
All performance referenced is historical and is no guarantee of future results. Stock investing involves risk including loss of principal. An investor cannot invest directly in an 
index. There is no guarantee that a diversified portfolio will enhance overall returns or outperform a non-diversified portfolio. Diversification does not protect against market 
risk. Asset allocation does not ensure a profit or protect against a loss. 


