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Last 12 Mo.

Benchmark Returns as of December 31, 2018

S&P 500 Index (large-cap stocks)
Russell 2000 Index (small-cap stocks)

(13.52)
(20.20)

(6.85)
(17.35)

(4.38)
(11.01)

MSCI EAFE Net Total Return Index (US$)
S&P Europe 350 Index Net Total Return Index (US$)
MSCI Japan Net Total Return Index (US$)
MSCI Emerging Markets Net Total Return Index (US$)

(12.53)
(11.26)
(14.23)
(7.47)

(11.35)
(10.02)
(11.08)
(8.49)

(13.79)
(10.46)
(12.88)
(14.58)

US Dollar Index (DXY)
Euro
Gold
Oil (West Texas Intermediate)
Bitcoin

1.09
(1.18)
7.69
(38.01)
(44.69)

1.80
(1.86)
2.39
(38.76)
(37.72)

4.40
(4.48)
(1.56)
(24.84)
(74.33)

1.64
4.18
(0.42)
1.69
(0.18)
(4.53)
2.12

1.65
1.02
(1.24)
1.53
0.79
(2.24)
0.36

0.01
(1.98)
(1.26)
1.28
(2.51)
(2.08)
(0.38)

INDEX
US STOCKS

FOREIGN STOCKS

COMMODITIES

BONDS

BloomBar* US Aggregate Bond (investment-grade bonds)
ICE US Treasury 20+ Year TR Index
BloomBar* US Treas. Inflation Protected Securities (TIPS)
Bloomberg Barclays Municipal Bond Index
BBG* US Corporate Total Return (corporate bonds)
BloomBar* US Corp. High Yield Tot. Rtn. (high yield bonds)
BloomBar* Global Aggregate Treasuries Total Return

Fourth Quarter, 2018

US stocks have been hypersensitive to perceived
inflection points in monetary policy throughout the
fourth quarter sell-off, which began roughly after Fed
Chairman Jay Powell said in an October 3 interview that
interest rates were “a long way from neutral” implying
that the Federal Open Market Committee (the FOMC)
would likely continue raising short-term interest rates
meaningfully.
Chart 1: S&P 500 & Interest Rates

*Bloomberg Barclays; Source: Bloomberg Finance LP

By almost all measures, 2018 was not a good year for
the financial markets. For the S&P 500 Index of the
largest US publicly traded companies by market
capitalization, which actually led global stock market
performance significantly for the full year (see table
above), there were plenty of ugly milestones. It was the
worst annual return since 2008. There was a 10%
correction during the first quarter and a 20% correction
during the fourth quarter (Chart 1, top panel). It was
also the worst December performance since 1931. We
could also dig deeper into the sectors and industry
groups within the index and find numerous examples of
returns in the -20% to -48% range for the year. It’s
actually pretty amazing that the S&P 500 declined only
4.38% for the 12-months ended December 31, 2018. US
small companies and foreign markets were down 10%
to 15%. Oil declined 38% in the fourth quarter alone
and was almost under 25% for the year.

2018 bond market returns were positive for municipal
bonds, flat for intermediate-term investment grade
bonds and negative for riskier corporate bonds. Our
favored fixed-income asset class, floating rate bonds
outperformed the aggregate bond index by nearly 6%
through early-October before completely giving up their
outperformance in less than three-months as the stock
market sold off (Chart 2).

The bond market also had a complicated year. As with
the stock market, intermediate term interest rates
underwent large moves during the year (Chart 1, lower
panel). The first was mostly the result of accelerating
inflation fears early in the year. The second was the
result of hawkish Fed (mis)communications. It could be
argued that the two surges upward in interest rates were
the catalysts for stock market weakness as higher
interest rates preceded both bouts of stock market
weakness.

In this letter, I’m going to frame our analysis and
outlook from three perspectives: economic
fundamentals, corporate fundamentals and financial
market technical observations.
From our perspective, economic fundamentals have not
deteriorated to the degree implied by the decline in
stocks and corporate bonds during the fourth quarter,
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but political and policy uncertainty has. Admittedly,
there have been some high-profile disappointments
lately. Apple, Inc., one of the highest-profile companies
around, cut its revenue outlook for the first time in
almost two decades on January 2nd citing weaker
demand in China. Similarly, FedEx slashed its profit
forecast on December 19th on a darkening view of
demand for shipping services outside the US.

US could slip into recession sooner than previously
expected have hit risk assets hard.
Chart 3: Manufacturing & Service Sectors

Chart 2: Floating Rate Bonds, High Yield Bonds &
the Bloomberg Barclays US Aggregate Bond Index

Source: Bloomberg Finance LP

Chart 4: Economic Surprise Indices

Source: Bloomberg Finance LP. Normalized total return 12/31/17 to
12/31/18

Manufacturing industry data also declined more than
expected in December (Chart 3, black line). However,
service industries – which make up about 90% of the
US economy – have held up reasonably well (Chart 3,
blue line). The drop (from a high level) was led by a
decline in supplier-delivery times and business activity
even as the new orders component rose to a six-month
high.

Source: Bloomberg Finance LP

The weakness noted above notwithstanding, many
measures still point to an economy that is growing at an
above trend rate at a time when the financial markets
have priced in a significant economic slowdown.

While much of the recent economic data has come in
below market expectations, measures of economic
surprises (as tracked by economic surprise indices 1) are
nowhere near being out of the ordinary (Chart 4) with
strength in the labor market and household sectors
being offset by weakness in housing and business cycle
indicators.

Among the strongest indicators are job growth and other
measures of employment. The latest non-farm payrolls
report showed that job growth has accelerated. While
the labor market is often considered a lagging indicator,
and that may be true with regard to the level of
employment, it is a slowing rate of change in job
growth tends to lead economic downturns. (Chart 5).

The problem is that the drop in stock and corporate
bond prices that began in late September may have hurt
expectations of economic growth by enough to justify a
further discount in risk asset valuations – something of
a negative feedback loop or more accurately, a
“financial conditions doom loop” and concerns that the

Even though data on the manufacturing and service
sectors has disappointed lately, it is a case of going from
difference between analyst forecasts and the published value of
economic data releases.
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Surprise Indices show the degree to which analysts under- or
over-estimate the trends in the business cycle. The surprise
element is defined as the percentage (or percentage point)
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great to good (this is also true for corporate earnings
growth discussed later). Both sectors are well above 50
which is the level that is said to separate expansion and
contraction.

manufacturing surveys, but nothing in the services
survey, the National Federation of Independent
Business (NFIB) surveys or job openings and labor turn
over survey (JOLTS) merits too much concern.

Chart 5: Job Growth Annual Rate of Change

Chart 7: Employee Income Growth

Red shaded areas denote recessions; Chart source: Bloomberg Finance
LP

Source: Bloomberg Finance LP

Small business job postings hit a new record high and
hiring plans for the next three months picked up. Small
business optimism also remains high and wages
continue to accelerate (Charts 6 and 7).

There is widespread belief that President Trump is
obsessed with the stock market. His actions over the last
year clearly show he is not. The most recent example is
shutting down the federal government in the midst of a
significant stock market decline. We’re not sure how a
shutdown directly impacts corporate earnings, but it’s
clear that it doesn’t instill confidence among investors
that Trump and the incoming Democrat-held House will
be able to play nice together.

Chart 6: Small Business Hiring and Optimism

Trump has not exactly been a boon for the stock market
since passing his signature tax reform bill at the end of
2017. Throughout 2018, he has focused his policy on a
trade war with China. Admittedly, the stock market
completely ignored all bad news on the trade front
(Chart 8) – ironically, until a truce was called.
Chart 8: Stock Market and Tariff News

Source: Bloomberg Finance LP

The bottom line is that some survey data have
weakened as fiscal stimulus has diminished, just as
investors should have expected. We are keeping a close
eye on the both the ISM Manufacturing and Non-

Source: BCA Research
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Chart 9: Recession Indicators

For now, it seems the health of the stock market is not a
priority for Trump. Not only is the trade war a concern
to investors, but so are a slew of other confidencedeflating comments by the president on social media
and other tech industry regulation, the government
shutdown, White House staffing, and the Fed’s
independence.
With that said, we believe that President Trump, as with
all other presidents before him, would rather not deal
with a bear market. Those tend to foreshadow a
recession, and recessions tend to end re-election bids.
For much of 2019, we expect that President Trump will
focus on ensuring that a recession does not occur ahead
of his 2020 re-election bid. This is likely to become an
ever-stronger motivating factor in all policy, whether
domestic, foreign or trade. Can he be successful? The
US President cannot determine when a recession hits,
but the point is that he is likely to put his re-election bid
above all other considerations.
As far as trade negotiations with China go, China’s
recent description of the meetings as “extensive, indepth and detailed” doesn’t inspire a lot of confidence
that the trade dispute will be settled soon. It sounds like
there's still a big gap between their respective wish lists.
President Trump and President Xi have now given their
officials until March 1 to reach an accord on structural
changes on issues such as the forced transfer of
American technology. That sounds like an ambitious
target, and unpleasant news can easily come at any
time.

Red shaded areas denote recessions; Circles on middle panel denote
times when 3-month moving average of the unemployment rate increased
more than 1/3%; Chart source: Bloomberg Finance LP

From a policy perspective, I believe the Fed is having
the strongest impact on financial markets at this time.
Higher rate expectations preceded both the first quarter
and fourth quarter stock market declines. One of the
main takeaways from 2018 is that equity markets are
terrified of higher rates. While trade policy, the lack of
fiscal discipline, government shutdowns, and
geopolitics have all been negative and no doubt
exacerbated the moves to the downside in the financial
markets, I expect Fed policy will continue to be a key
driver of success or failure of stocks for most of 2019.

The bottom line is that President Trump probably
doesn’t care about stock prices any more than other
presidents have in the past. What matters to him is to
avoid a protracted bear market in equity prices, as it
would materially raise the probability of an upcoming
recession, endangering his chances of re-election. This
means an end to the government shutdown is probably
closer than it seems, that the trade negotiations have a
solid chance of making meaningful headway, and that
attacks on the Fed will ease up.

There has been an enormous amount of monetary
tightening since the Fed began increasing interest rates
at the end of 2015. Short-term interest rates are up by
225 basis points (from 0% - 0.25% to 2.25% - 2.50%)
over the last three years (Chart 10, top panel). The Fed’s
balance sheet is $500 billion below its peak (Chart 10,
bottom panel) – and the market is pricing in another
$600 billion of balance sheet contraction over the course
of 2019.

For now, our favorite recession indicators – the
Conference Board’s Leading Economic Indicator, the
12-month moving average of the unemployment rate,
and the shape of the yield curve – are not at levels that
have preceded or been coincident with recessions in the
past (Chart 9, blue circles). However, the two yield
curves have gotten very close to crossing below the zero
line (Chart 9, bottom panel) and the unemployment rate
is likely getting close to its lower bound.

Taking this together with wider corporate bond spreads
(the interest rate relative to treasuries corporate
borrowers pay – Chart 11), there has easily been 300 to
350 basis points of monetary tightening in the system,
possibly even more as the impact of quantitative
tightening (the contraction of the Fed’s balance sheet) is
difficult to measure in rate terms. Further, the high
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convexity 2 of short term interest rate moves from near
zero levels implies that the current tightening has had a
much larger impact than previous cyclical moves which
started from a higher rate level. For example, the
tightening in 1994 from 3% to 6% was less significant
than current tightening has been.

total) to two (according to the median projection in
Fed’s summary economic projections reported
quarterly) – a step in the right direction. During the
same period, investor expectations for interest rate hikes
(according to the futures market) have dropped from
0.60% (just over two 0.25% rate hikes) during 2019 to
0% (Chart 14).

Chart 10: Monetary Policy Tightening

Chart 11: Credit Spreads Have Widened

Source: Bloomberg Finance LP
Fed balance sheet shown in trillions of dollars

The Fed’s objectives for monetary policy are maximum
employment, stable prices (inflation), and moderate
long-term interest rates. While employment and the job
market are very strong and long-term interest rates can
easily be described as moderate, inflation (as measured
by the Fed’s preferred measure: personal consumption
expenditures) remains below the Fed’s target of 2%.

Chart 12: Inflation Expectations

Nearly every US inflation measure has rolled over in
the last six months. This is particularly true for
expectations about longer-term inflation (Chart 12).
And with oil having dropped 40% during the fourth
quarter, headline inflation is likely to collapse (Chart
13) which will seep through into core inflation
(inflation ex-food and energy) via the impact on energy
dependent prices such as transport costs.
Since Fed Chairman Powell’s October 3 remark that
short-term interest rates were “a long way from neutral”
that set the fourth quarter decline in risk assets in
motion, the Fed’s outlook for interest rate hikes during
2019 have dropped from three 0.25% increases (0.75%

Source: Bloomberg Finance LP

Fed Chair Powell’s remarks following the FOMC’s rate
hike on December 19 were more hawkish than the
market expected, and stocks sold off. Luckily, the
starting level is generally higher than the same absolute change in
interest rates from a high starting level.

2

Convexity describes the sensitivity of the impact of a change in
interest rates. The sensitivity to changes in interest rates at a low
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minutes of the December 18 – 19 meeting released on
January 9 showed many committee members felt the
central bank “could afford to be patient about further
policy firming.” That is a more dovish tone than the
gradual rate hikes the central bank telegraphed last year.

The rapid deterioration in financial conditions 3 during
the fourth quarter (Chart 15) flowed through to
corporate earnings expectations. According to FactSet
Research Systems, the consensus expected year-overyear earnings growth rate during the fourth quarter of
2018 for the companies in the S&P 500 Index dropped
from 16.7% on September 30, 2018 to 11.4% as of
January 2, 2019 (as of August 6, estimates were as high
as 17.9%). Analysts estimates for the first three quarters
of 2019 have dropped into the low- to mid-single digits
– down from over 7% as recently as September 14
(Chart 16).

Chart 13: Oil Prices Lead Inflation (CPI)

Chart 15: Financial Conditions

Source: BCA Research

Chart 14: Market Implied Projected One-Year
Change in Fed Funds Rate*

Source: Bloomberg Finance LP

Chart 16: Actual and Projected Corporate Earnings

*As discounted in the Eurodollar futures market
Source: Bloomberg Finance LP

Very recently, remarks from Fed Chair Powell have
been even more market friendly and risk assets have
responded nicely. His comments from last week that the
move up in average hourly earnings doesn't raise
concerns about “too-high inflation” is a signal he
welcomes wage acceleration, and that the Fed is willing
to be flexible and patient about the pace of interest rate
moves as long as overall inflation remains muted. This
should continue to give the market comfort that the Fed
can go easy in 2019 which should go a long way toward
underpinning investor appetite for riskier assets.

Source: FactSet Research Systems, Inc.

As shown in Chart 16 above, actual earnings reported
by S&P 500 companies have consistently exceed
analysts’ estimates. Over the last five years, the average
difference has been 4.8%. If half of the average
difference is added to the 11.4% estimate, the year-overyear growth rate would be close to 14%. Even if 11.4%

3

Financial conditions include measures of: various interest rates,
yield spreads, stock market levels and exchange rates.
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is the actual earnings growth rate for the quarter, it will
mark the fifth straight quarter of year-over-year double
digit earnings growth for the S&P 500. In our view, this
is similar to the current situation with the manufacturing
and service sector data where data has gone from
unsustainably great to just really good.

depths of the stock market decline in late December
marked an important low.
>

Extreme readings in fear-based hedging and volatility
When investors panic, the price they’re willing to pay
for protection against further declines using options
goes up in a hurry. The most widely used index to
measure the degree to which this is happening is the
VIX Volatility Index. On Christmas Eve the VIX
eclipsed 35, a historically elevated level. VIX spikes
above 35 were seen at important stock market lows in
1990, 1998, 2001-2002, 2008, 2010, 2011, 2015 and
2018 (Chart 18).

The decline in the stock market has improved
valuations significantly. While current valuations as
measured by the S&P 500 price-to-earnings ratio are
not as low as the once-in-a-generation lows we
experienced in 2008-2009, they are 30% lower than at
the start of the 2018 (Chart 17). The price-to-cashflow
ratio has also dropped 30% which is more than anything
experienced since the start of the current bull market on
March 9, 2009. The ratio is back to where it was at the
end of 2013.

Chart 18: Volatility Index

Chart 17: Stock Market Valuations Have Improved

Source: Bloomberg Finance LP

Source: Bloomberg Finance LP

The “waterfall” price decline the S&P 500 experienced
in December is something rarely seen. From a technical
perspective, we appear to have experienced a
statistically significant oversold extreme in US stocks.
This is important because such extreme readings
normally coincide with a selling climax that marks the
end – at least for a while – of the decline.

Actual realized volatility is also a useful measure in
gauging the end of a market decline as very high levels
of realized volatility have been coincident with the end
of selloffs in the past. Realized volatility recently
surged to their highest level in seven years (Chart 19,
lower panel).

The idea behind identifying a selling climax is that once
everyone has given in to the decline by selling their
loosing positions, the market will stop declining
because the selling is complete. There is no surefire
way to identify such circumstance, but there are a
number of indicators that can be helpful in shedding
light on determining whether investors have capitulated
and it’s time to become more constructive on the
outlook.

>

Market Internals
We also can assess the recent oversold conditions by
measuring the percent of stocks trading above their
200-day moving average. A reading below 25% is
consistent with a significant liquidation. More extreme
readings below 20% were experienced in 1990, 1998,
2001-2002, 2008-2009, 2011 and 2015. On Christmas
Eve, only 17% of stocks were trading above their 200day moving average (Chart 20), down from 82% just
three months earlier.

Many of these measures can be grouped into three
categories: measures of fear-based hedging and
volatility, market “internals” and sector analysis. All
three categories are now consistent in signaling that the

Measuring the percent of stocks making new 52-week
lows in their prices is another tool we can use to
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the process is more art than science. The examples
above are some of the methods and tools we use gauge
the likelihood that a bottom in stock prices either has
been or is in the process of making a bottom.

measure oversold extremes in stocks. On Christmas
Eve, over 48% of S&P 500 stocks were making new
52-week lows (Chart 21), a figure only eclipsed by the
period immediately following the failure of Lehman
Brothers in the autumn of 2008.

Chart 21: S&P 500 Stocks At 52 Week Lows

Chart 19: S&P 500 Realized Volatility

Source: Bloomberg Finance LP
Source: Bloomberg Finance LP

Chart 22: PSE Semiconductor Index, S&P
Homebuilder Index & Emerging Markets Stocks All Relative to the S&P 500 Index

Chart 20: S&P 500 % Stocks Below 200 Day MA

Source: Bloomberg Finance LP

>

Source: Bloomberg Finance LP

Sector Analysis
Bottoming signals historically come when high-flying
sectors that rolled over before the rest of the market
begin to outperform the overall market. In the recent
downturn, homebuilders, computer chip companies
and emerging market stocks were three such canaries
in the coal mine. Now, these three sectors are leading
the market to the upside (Chart 22).

The selloff during the fourth quarter – and particularly
the month of December – shows many of the
characteristics that have historically been consistent
with prior selling climaxes. However, there is at least
one potential missing ingredient: a “double bottom”. A
double bottom is a successful retest of the prior lows
after short lived rebounds. These tests are very common
before the rebound proves more durable (gray boxes on
Chart 23).

In the end, there are many techniques used in an
attempt to identify excessive moves in the financial
markets. And as with all attempts to predict the future,

Since 2015, significant new lows have been re-visited in
about three to six weeks. That would place a
hypothetical test of the December 24 market low
8

somewhere in the middle of the upcoming earnings
reporting period. That, as far as timing goes, would also
not be too far away from when corporate forecasts tend
to be at their most disappointing point of the year.

According to the Atlanta Fed’s GDPNow model and the
NY Fed’s Nowcast model, fourth quarter GDP is
forecast to be between 2.5% (NY) and 2.8% (Atlanta) as
of January 14. These are respectable, above trend
numbers. Year-over-year corporate earnings growth is
expected to be over 10% - another solid number. Fed
Chair Powell along with other voting members of the
FOMC have markedly eased their tone regarding
interest rate policy going forward, and we think there is
a reasonable probability that ongoing trade negotiations
result in either an outright deal or an extension of the
talks with no further tariffs – at least until the run-up to
the 2020 election.

Chart 23: Double Bottoms Are Common

Chart 24: S&P 500 Long-Term Trend

Source: Bloomberg Finance LP

It's not to say a test of the December lows is mandatory
– the fact the low was reached in a pre-holiday, half-day
session throws an interesting wrinkle into the mix. Still,
it wouldn't be surprising to see the index take a trip
back to that level.
Source: Bloomberg Finance LP

It is often said that markets go up like an escalator and
down like an elevator. This has basically held true since
the current bull market in US stocks began in 2009. The
downdraft in the fourth quarter can be blamed on
factors ranging from the political environment and Fed
policy to slowing economic and corporate earnings
growth expectations. All of these factors no doubt
played a part.

Chart 25: S&P 500 Annual Returns

What’s interesting is that none of these should have
come as a surprise. Trade policy has been simmering
since Trump took office, the Fed’s intended path to
higher interest rates has been well know, and real GDP
growth of 4.2% and 3.4% over the last two quarters and
25% year-over-year growth in corporate earnings over
the last three quarters are unsustainable over the long
term. With the S&P 500 index two standard deviations
above its average level since bottoming in early 2009 at
the end of the third quarter (Chart 24), a correction was
all but inevitable.

Source: Bloomberg Finance LP

The bottom line is that to us, the environment isn’t as
bad as fourth quarter returns would imply. The market
seems to be coming around to this view as well with the
S&P 500 advancing over 10% since December 24
(Chart 26).

2018 represents the worst year of the 2009-to-date bull
run in stocks, but it doesn't necessarily mark the end of
this bull market. Even the great run in the 1980s - 90s
had a few down years and the bull market of the 1950s60s also had multiple years in which stocks dropped
over a calendar year (Chart 25).

We’re not calling the “all clear”, and we expect
volatility to remain high. Market sentiment probably
won't fully recover until Fed Chair Powell – who has
flip-flopped regularly – displays an even more marketfriendly posture or a breakthrough on the trade-war
front emerges. But once investors recognize just how
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strong fundamentals still are, there's certainly room for
a rebound from current beaten-down levels.
Chart 26: S&P 500 Return Since Dec. 24, 2018

Source: Bloomberg Finance LP

Cautious optimism probably best describes our outlook
for 2019. Our clients’ portfolios are generally
underweight stocks, have shorter duration bond
exposure and are overweight cash. Our underweight
stocks/overweight cash is likely to return to normal
during the first quarter.
-Brant Kairies
952-885-2732
The views expressed are those of Access Financial Services, Inc.,
and should not be construed directly or indirectly, as an offer to
buy or sell any securities. Due to volatility within the markets
mentioned, opinions are subject to change without notice.
Information throughout the letter is obtained from sources which
we believe to be reliable, but we do not warrant or guarantee the
timeliness or accuracy of this information.

10

