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We hope you’re having a wonderful holiday season.  Unfortunately, it appears as though the market 

pullback that began in October is likely to result in most equity indices experiencing their first negative 

calendar year as a group since 2011 (foreign stocks were negative in 2014 and 2015, though US stocks 

posted gains).  As of close on Thursday, December 21st, the S&P 500 is now down 5.9% this year and is 

down 15.4% from its all-time closing high just three months ago on September 20th.  Foreign equities 

have fared worse, with the MSCI EAFE International Index down 14.2% year-to-date. 

 

These are certainly significant numbers, but when we zoom out to a longer-term perspective, an 

investor who bought the S&P 500 10 years ago today (in the brink of the financial crisis) has gained 

243%, which annualizes to 13.1% per year.  It is also interesting perspective that the S&P 500 Index, 

even following this decline, has returned 18.7% since the Presidential election a little over two years 

ago. 

 

So, what is this pullback all about? 

 

This market drawdown appears to be a re-pricing of risk by investors used to near-zero interest rates 

and above-trend growth.  Relative to a year ago, it is marginally more expensive to borrow and the 

boost from lower corporate tax rates is mostly behind us.  Growing earnings just isn’t as easy as it was. 

This coupled with uncertainty around interest rates, trade wars and a government shutdown has 

investors are re-evaluating how much they will pay for the companies in their portfolios.  This 

adjustment has happened in a fairly uncomfortable manner over the last several weeks.   

 

The Federal Reserve has increased the Fed Funds Rate to 2.5% this week despite some signs of softness 

in interest rate sensitive sectors such as housing and automotive.  We believe the Fed should have 

resisted raising rates this week, taking a pause to allow the impact of previous rate hikes to be fully 

reflected in the data.  Of course, if the Fed had opted to pause, they would have been accused of 

bowing to political pressure, putting them in a no-win situation.  Unfortunately, we won’t be surprised 

to see volatility continue into the new year as we have yet to see selling reach the panic levels we’ve 

seen during prior declines and there could be continued tax loss selling into year end. 

 

Nobel Prize-winning economist, Paul Samuelson, once famously quipped, “The stock market has 

predicted nine of the last five recessions.”  From our perspective, the economy and consumers appear 

healthy, and leading economic indicators continue to be resilient.  As visible in the chart below, leading 



economic indicators tend to roll over well in advance of recessions.  We continue to watch this closely 

but at this juncture they remain quite healthy.  Unemployment remains at very low levels, energy 

prices have come down, and inflation appears to be muted.  Economic growth appears to be running 

between 2 and 3 percent in the near term which is quite healthy.  We will watch for further changes or 

deterioration in the leading indicators.  A continuation of trade tariffs and conflicts could slow growth 

more dramatically, whereas a resolution in U.S. – Chinese trade tensions (as we have witnessed 

between the U.S., Mexico, and Canada) could support more robust growth in 2019. 

 

 
“The LEI increased slightly in November, but its overall pace of improvement has slowed in the last two 

months,” said Ataman Ozyildirim, Director of Economic Research at The Conference Board. “Despite the 

recent volatility in stock prices, the strengths among the leading indicators have been widespread. Solid 

GDP growth at about 2.8 percent should continue in early 2019, but the LEI suggests the economy is 

likely to moderate further in the second half of 2019.” 

 

 

 

 



Putting market declines in context 

 

While market volatility can cause increased anxiety, it is important to remember that periods of decline 

and volatility during market cycles are a very normal part of investing.  The chart below from Capital 

Group indicates the frequency of historical declines in the Dow Jones Industrial Average going back to 

1948. 

 

 
 

Equities are in fair valuation territory again 

 

Markets had experienced an unprecedented run with relatively low volatility and were making new 

highs with relatively rich valuations.  As markets have declined, investors are presented with more 

attractive valuations.  Many high quality companies have seen their stock prices decline precipitously 

although their underlying business fundamentals remain strong.  Often companies are sold off 

indiscriminately which can create compelling opportunities to buy attractive franchises on sale.  While 

the concept of “buy low” is readily understood by most investors, it is in practice difficult to exercise 

due to the emotion that accompanies steep market declines. 

 

As the market has declined so has the price-to-earnings (P/E) multiple for the S&P 500 Index.  It is now 

16.8 times trailing earnings and 15.1 times estimated earnings in 2019.  While we wouldn’t consider 

the S&P 500 to be historically cheap, you’d have to go back to 2014 to find a time when the P/E 



multiple was lower.  It is fair to say that U.S. valuations don’t appear expensive anymore and that 

values are even better overseas.  Foreign stocks are now trading at a trailing P/E multiple of 13.4 times, 

their cheapest level since mid-2012. 

 

As markets have sold off the dividend yields have also become more appealing.  Currently the dividend 

yield on the S&P 500 Index is 2.2 percent and for foreign stocks as measured by the MSCI EAFE Index, 

that measure is now an attractive 3.7 percent. 

 

Summary 

 

At this point, our expectation is that volatility is likely to persist through year end but that this period 

will ultimately create good opportunities for 2019.  Periods of market volatility can be emotionally 

trying and risk triggering bad investment actions.  We continue to focus on making sound long-term 

investment decisions and will take advantage of dislocations in the market to establish positions in high 

quality investments that will benefit portfolios in the years ahead. 

 

Thank you for your confidence and support.  We wish you have a wonderful holiday break and New 

Year celebration with your families.  Please be sure to reach out to schedule a time for a personalized 

portfolio review with our investment team in the New Year. 

 

 

 

 

Source: Bloomberg, American Funds, Advisor Perspectives.  Past performance may not be 

representative of future results.  All investments are subject to loss.  Forecasts regarding the market or 

economy are subject to a wide range of possible outcomes.  The views presented in this market update 

may prove to be inaccurate for a variety of factors.  These views are as of December 21, 2018 and are 

subject to change based on changes in fundamental economic or market related data.  Please contact 

your Financial Advisor to do an updated risk assessment to ensure you have the appropriate target 

portfolio allocation. 

 

 

 

 

 

 

 

 

 

 

 


