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Happy New Year to all our clients and friends of MCM.  2019 starts on an interesting note 

of a government shutdown, Federal Reserve confusion, a weakening China and a new 

Congress. Plenty to discuss, for sure…. Remember, MCM’s INSIGHT program will be 

February 7, 2019 6 – 9pm at the Lubbock Country Club Ballroom. Be there.      
 

MARKET OVERVIEW 
Global markets suffered their worst year in almost 

a decade as the toxic mix of extreme optimism, 

slower global growth and tighter monetary policy 

caused intense selling during the fourth quarter of 

2018.  As seen in the table, all equity indexes 

experienced negative returns for the year. This is 

the first year since 1994 that cash beat the S&P 

500 and Treasury Bonds.  According to Leuthold 

research, an equally weighted portfolio of large 

stocks, small stocks, non US stocks, real estate 

investment trusts, 10 year US treasury bonds, 

commodities and gold lost 6.7 percent for 2018, 

the second worst year in 47 years.  The only 

worse result was 2008!  So much for 

diversification.  

 

Markets, at tops and bottoms, are usually marked 

by emotion – FEAR & GREED.  This year was 

no exception. The strong US stock market, the tax cut and the synchronized global economic 

recovery pushed both investor and consumer confidence to all-time highs earlier this year.  Even 

with the hard sell-off in the 4th quarter, the long-run investor sentiment moved very little. In fact, 

according to Leuthold Group research, this measure still rates as the 6th highest reading in the 55 

year history of the survey.  The chart below reflects the annual average of BULLISH sentiment 

measured by the Investors Intelligence survey, the longest-running of this kind of information and 

the strongest negative relationship to subsequent year’s stock performance.  According to 

Leuthold Group research, the returns following extreme high readings of sentiment usually result 

in negative subsequent years.  Year-end readings for 2017 were at 77% bullish (the 2nd highest in 

history) and as you would have it, stocks ended the year negative.  2018 year-end’s reading was 

73.9% bullish, so according to past history, 2019 could be a difficult year for equity returns.  

 

 

 

Valuations and Expected Returns 
A year ago, all assets were expensive compared to their 

longer-run normal measures. The US stock market (as 

measured by the S&P 500) was extremely overvalued 

with regard to price/sales, price/cash flow, price/book 

value and price/earnings leaving little upside for returns.  

Now, due to the market correction and a strong earnings 

Market Sector Returns 4Q 
2018 

YTD 
2018 

2017 

S&P 500 (total return) -13.5 -4.4 21.8 

DJIA (total return) -11.3 -3.5 28.1 

NASDAQ Composite -17.3 -2.8 29.6 

Russell 2000 (small cap) -20.2 -11.0 14.6 

EAFE (International) -12.5 -13.8 25.0 

MSCI AC World -12.8 -9.4 24.0 

MSCI Emerging Mkts -7.5 -14.6 37.3 

90 day T-bills -- 1.75 0.69 

US Aggregate 1.6 0.0 3.5 

US Treasury 2.6 0.9 2.3 

Municipal Bonds (20 yr) 1.7 1.3 5.4 

US Inv. Grade Corp -0.2 -2.5 6.4 

High Yield Bonds (“Junk”) -4.5 -2.1 7.5 

Gold 7.7 -0.9 12.7 

WTI Crude -37.9 -24.8 12.5 

BBerg Commodity -9.4 -11.2 1.7 
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picture of 2018, the US stock market, while not dirt cheap, is much less expensive versus these 

metrics and more attractive for the next 10 year time horizon. This is a longer run positive for 

sure. The larger short term risk now however is the risk of an economic RECESSION and much 

lower earnings.  Absent a US recession, the expected return profile is now improved versus one 

year ago even though it “feels” worse.  

 

Fed Policy 

In many of our prior letters, we argued that the Federal Reserve would have a difficult time 

raising short term interest rates aggressively and that longer term rates will remain “lower for 

longer.”  With nine increases in the short-term interest rates since 2015 from zero to 2.5 percent 

and rolling off nearly $400 Billion in securities from their balance sheet, the Fed is now 

discussing a “pause” in any further increases in the near future.  Why are they pausing now?  We 

believe it is due to the December stock market decline and the abrupt slowdown in the US 

housing market. It is also important to remember that equity performance after a Fed “pause” or 

“cut” are not typically positive. As mentioned numerous times in our client communications, the 

Federal Reserve has bet the farm on the “wealth effect” of higher asset prices spreading 

confidence and spending throughout the economy.  We have witnessed the wealth effect in 

investor speculative activity bidding up prices of any asset that pays out income; bonds, stocks, 

real estate, etc.  We still believe the Fed will talk and talk about raising rates but will not move 

aggressively for a variety of reasons.  

 

 

In addition, the Eurozone remains in a perpetual slump and they continue to rely on monetary 

policy to stimulate activity. Many parts of the globe are in a growth slowdown at best and have 

few policy options available to stimulate.  China and the ongoing trade dispute are also a risk for 

growth.  

 

2019 OUTLOOK 

MCM lowered its equity weighting substantially beginning in mid-October of last year and we 

remain at defensive levels.  We also increased our fixed income weight due to the slowing of the 

global economy and the Federal Reserve pause in its interest rate plan.  We believe this pause will 

keep interest rates to stay level or fall from here which is positive for fixed-income securities.  

 

Fourth quarter earnings are being reported 

now and for the most part have been solid 

with those firms reporting so far up a +11 

percent over last year on 5 percent higher 

revenues. However, Q4 estimates have been 

declining and 2019 full year estimates are 

coming down as well and are at more 

historical averages around 6 percent.  

 

Remember, 2018 earnings growth peaked 

during the 2Q at 25 percent year-over-year. 

Obviously, that is not a sustainable number but shows just how excited investors were after the 

tax cut package in late 2017.  
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Financial markets are weighing the odds of the globe and/or the U.S. entering an economic 

recession in 2019 or 2020.  This economic cycle has been one of the longest if not the longest in 

modern times.  Ned Davis Research (NDR)’s Global Recession Probability Model is now in the 

HIGH RECESSION RISK area as seen in the chart below.   

 

On the other hand, U.S. economic growth remains 

positive and recession risk here remains very low.  

Credit conditions remain positive and the banking 

system is well capitalized.  We remain positive on 

U.S. growth but a slower rate.   

 

 

We are here to grow and protect your wealth.   

Do not hesitate to call with any questions and/or 

concerns.  We always look forward to hearing from 

you.  

 

Eric McDonald, CFA 

Tyler Sturdivant 
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