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Coming off the worst December performance in 80 years, and the
first negative total annual return for domestic markets since 2008, investor

sentiment had turned decidedly negative. Add to the December swoon a
government shutdown, escalating trade tensions with China and Europe, concerns
over monetary policy and a synchronized global slowdown and the outlook was
indeed bleak. With fears of an impending worldwide recession and associated bear
market forecasts, stocks did what they do best and began to climb the proverbial
wall of worry. One by one, threats that had sent the market into a year-end tailspin
failed to materialize or were resolved positively - leading stocks higher each
successive month. The quarter ended a few percentage points below last year’s alltime highs. With fears of a recession off the table, growth stocks resumed their
dominance over value stocks. Concerns over US growth dented small-cap stocks in
March, but they still bested their larger peers for the quarter. International stocks were
mixed; growth concerns were an overall weight while bellwethers like China roared
higher in the quarter. US stocks again outpaced the rest of the world.
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S&P 500

1.94%

13.65%

13.65%

MSCI AC World Index (incl. US)

1.32%

12.33%

12.33%

MSCI EAFE (Europe, Asia, Far East)

0.74%

10.13%

10.13%

MSCI EM (Emerging Markets)

0.86%

9.95%

9.95%

Russell 1000

1.74%

14.00%

14.00%

Russell 1000 Growth

2.85%

16.10%

16.10%

Russell 1000 Value

0.63%

11.93%

11.93%

Russell Midcap

0.86%

16.54%

16.54%

Russell 2000

-2.09%

14.58%

14.58%
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Even as stocks rallied in the quarter, money continued to pour into the bond market,
driving prices up across the maturity schedule. With the fears of a recession subsiding,
US Corporate Credit enjoyed a strong bounce back, ending the quarter with a
positive return of 4.87%. Although a recession was seemingly taken off the table,
action in the fixed income market certainly sided with the slow growth outlook: long
dated bonds rallied the most. US Treasuries and long US Corporate Credit ended the
quarter up 4.73% and 7.86% respectively, with the bulk of those gains in March. High
yield bonds also benefited from the risk on nature of returns in the quarter, up 7.26%,
after being the worst performer in the previous quarter. Municipal bonds returned
2.90% while the Bloomberg Barclays Global Aggregate index was up 2.20%

Growth scare helps to
invert the curve…

The abnormal shape the yield curve took on at the end of 2018 largely persisted
throughout the first quarter, with the primary difference being a shift lower in rates
across the curve. A multitude of factors contributed to this: central banks from the US
to China to Brazil to New Zealand (and plenty more in between) either eased policy
or rhetoric leading to lower rates in the short end of the curve; continued growth
concerns, particularly in Europe and China, impacted inflation and growth
expectations, pulling down the long end. The depths of the growth scare caused the
curve to invert slightly, with 3 month yields higher than the 10 year, but better than
feared economic numbers at the end of the quarter returned it to a positive slope.
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Yields continue to fall,
curve flattens…
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Broadly speaking, commodities, as measured by the CRB Index, were higher in the
quarter but a closer look revealed a divergence in fortunes.
Energy rips higher, leading
commodity prices…

Energy was the prime force in the move higher for commodity prices. The OPEC+
nations have taken over a million barrels of oil a day out of production, which has led
to a much tighter supply/demand balance and higher prices. The rally in oil prices
bled into gasoline, with prices 39% higher in the quarter.
Helping to tame overall commodity prices were lower agricultural prices, with
bellwethers like corn and wheat both down through March.
In an indication that growth might not be as bad as feared, copper prices (which are
historically highly correlated with the global economy) jumped 12% in the quarter.
Commodity
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CRB (Commodity Research Bureau) Index

8.85%

8.85%

Oil

33.31%

33.31%

Gold

1.15%

1.15%

Global slowdown fears to
start the year…

Job market roars back in
March, consumers
confident…

Business and banks both
feeling better…

The new year began with almost every indicator pointing to US growth recoupling
with the rest of the world’s growth slowdown. As the early weeks of January played
out, increasingly disappointing numbers led to concern over a global recession.
Perhaps the high point of economic fear was the initial jobs report for February which
stated that the US added only 20,000 jobs. Ensuing data stabilized as the quarter
came to a close, however, suggesting slowing growth as more likely than recession.
In contrast to the soft jobs reading for February, March came back strong with the
economy adding 196,000 jobs (versus expectations for 175,000). The dual tailwind of
increasing minimum wages (both locally mandated and company initiated) and tight
labor market combined to push up average hourly earnings by 3.2% over the past
year. By way of comparison, that reading was 2.8% in March of 2018. At the same
time, new claims for unemployment fell to 202,000 which is the lowest reading since
1969. The strong jobs market likely played a major role in the March consumer
sentiment index, which improved to 98.4. Of note, the gains in consumer sentiment
came entirely from the lower 2/3 of income earners. More confident consumers sent
auto sales up 5.3% month over month in March to an annualized rate of 17.5 million.
Business survey data also pointed to solid, if unspectacular growth. The March
manufacturing ISM (Institute for Supply Management) was better than expected at
55.3, with strength in new orders. The non-manufacturing index did fall, but at 56.1 still
clearly showed expansion. The NFIB (National Federation of Independent Business)
survey of small business sentiment also stabilized in March after large declines in
January and February. Banks also suggested growing confidence in their economic
outlooks based on their increases in lending, which topped out at a 5.5% year over
year gain in March.
Housing activity was a noted weak spot during the quarter, with the sharp rise in
interest rates from 2018 impacting affordability and interest. Housing remains an
important sector because of its large multiplier effect. With falling rates in the first
quarter pushing the 30 year mortgage back toward 4%, housing began to perk up as
evidenced by single-family home sales surging to a 667,000 annual rate in February.

Housing showing signs of
life…

By the end of the first quarter, US economic growth appeared to have settled back
into a slow but solid growth mode after the boomlet of 2018. Abroad, two sources of
2018 economic weakness had been Europe and China. For the first time in a year,
signs began to emerge that prospects were improving in both regions.
Germany, the plough horse of the European Union, saw its manufacturing sector
weaken, with the manufacturing PMI (Purchasing Managers Index) down to 44.1, due
to the strong reliance on China. However, there were early signs of improvement as
February industrial production moved up 0.7% month to month and January’s reading
was revised higher. Meanwhile, their domestic economy remained robust, with the
jobless rate reaching a 30 year low and February retail sales up 5.5%.

Green shoots appearing in
Germany and China…

While the Chinese government’s official stance was that growth never dipped below
6%, the soft data released throughout 2018 painted a different picture. In response,
the government eased aggressively and their suite of actions looked to begin to pay
off in the first quarter. The Chinese service PMI reached 54.4 in March, marking a 14
month high. The manufacturing PMI also returned to growth, if just barely, at 50.8 in
the final month of the quarter. The improvement in both readings resulted in a higher
composite PMI reading in each month of the quarter, ending March at 52.8.

S&P close to reclaiming
record high…

The strong start to the year managed to make up nearly all the ground that was lost in
the fourth quarter meltdown of 2018, with the S&P 500 finishing only 95 points below its
all-time high. What stood out in the rally, however, was the divergent tone from fixed
income markets. While industrial commodity prices rose and volatility fell alongside
the rally in equities, Treasury securities continued to see their prices bid up and yields
fall. The continued easing in inflation measures coupled with the Fed moving to pause
in their rate hike schedule were the primary drivers of the Treasury rally. If growth
continues to firm going forward, yields should start to rise.

Strength can beget
strength…

Since 1950 there have been 19 occurrences when the equity market return has been
positive in each of the first three months of the year. In those 19 examples, the
average return through the remaining nine months of the year has been a positive
10%, with only one instance of a negative return. That is not to say all is smooth sailing,
though, as there has still been an average drawdown of 9% in those years.

Historical reference as a
road map…

Central banks and policy
makers easing to spur
growth…

It is often instructive to look back for periods in history that were experiencing similar
macro influences to get a sense of where the market might be headed. After all,
history does not repeat itself, but if often rhymes. The last time there was a global
backdrop of low inflation, low fixed income rates, low economic volatility and
supportive monetary policy was 2016.
In 2015 the market was flat as global growth was slowing. In response, economies
around the world, led by China, pushed stimulative measures and eased policy to
support their economies. With the success of those measures still in doubt, markets fell
-13% over three months, before bottoming in February of 2016 and rallying 22% into
the end of the year. That was, of course, followed up by the historic run witnessed in
2017.
Again in 2019, central banks around the world are easing policy, highlighted by Fed
Governor Evans saying the Fed might not have to raise rates until inflation hits 2.5% (a
number it last reached 25 years ago). At the same time, the Chinese government is
pouring money into their economy and the potential exists for further stimulative
policy moves if trade deals are resolved.
This is not to say markets are on the verge of another historic run or that the near
future is without risk.

Little room for policy error…

The downside is that with economic growth low, there is less cushion for any policy
mistake, political or monetary. The Fed overreacting to an inflation spike caused by
higher energy prices or a ratcheting up of trade tensions or tariffs could depress
growth.
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