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Despite tax cuts, initial estimates of 15% earnings growth that ultimately became 25%, and a 
hands-off regulatory environment, the S&P 500 experienced its first down year since the 
Financial Crisis. Very few would have predicted on January 1 of 2018 that 25% earnings growth 
would lead to a 4.50% negative return for the US stock market. However, there are plenty of 
times in history when markets have moved in the opposite direction of earnings.  

The table below shows where the damage came from. Non-US stocks and small caps were the 
biggest drag on returns last quarter. Information Technology, the largest sector in the S&P 500 
(20% of the index) dropped 18% last quarter. However, despite avoiding the fourth quarter’s 
Tech carnage, the sector’s strong January - September performance meant Tech was still one of 
the better performing sectors for the year, although still down slightly.  

 

Also, of note, a surprise fourth quarter rally in bonds, which lifted fixed income returns ever so 
slightly into positive territory for the year. The Bloomberg Bond Aggregate, the standard 
benchmark for fixed income portfolios, has been in positive territory five years running.  

Following the turmoil of the fourth quarter, when indices were falling at a double-digit pace, we 
continue to believe that globally diversified balanced portfolios make the most sense for all but 
for the most aggressive investors. 

Outlook                                                                                                                                                                                                          
The fourth quarter selloff made stock markets look a little bit less expensive. The Price/ Earnings 
ratio for the S&P 500 dropped from 16.4X at the start of 2018 to today’s 15X estimate for 2019. 
US stocks now look reasonably priced. Non-US developed markets (Europe, Japan, Australia) 
trade at 11.6X earnings but offer little earnings growth. Emerging Markets, which held up well in  

 

the recent selloff, look cheap at 10.6X earnings and offer meaningful earnings growth, something 
missing in the rest of the world. 



However, as important as earnings growth and valuation are to the outlook, referenced above, 
central bank policy may be more important. The tightening of policy/ withdrawal of liquidity 
appears to be playing a greater role in the markets than other factors (Trump, Global Trade, Brexit, 
Earnings Growth, Valuations, etc.). 

The chart below shows the history of Quantitative Easing and the performance of the S&P 500. 
A strong correlation exists. This is also true with non-US stock markets. When the central banks 
were buying bonds (blue line) stocks (red line) advanced. And now, with the ending of QE, it 
appears the correlation remains. I.e. despite rising earnings estimates, stock prices went down in 
sync with the end of central banks bond purchases, as seen on the far right of the chart below. 

 

The positive take on this is that if the economy slows, which it seems to be doing, central banks 
can reign in their tightening policies. This is effectively what happened on January 4th when Fed 
Chair Jay Powell signaled that the next round of scheduled tightening might be delayed. The 
S&P 500 advanced 3.4% on the day. A clearer statement that central bankers continue to drive 
returns could not have been made. Continued moderate growth in the US economy, consensus is 
around 2% for 2019, should slow the pace of Fed interest rate hikes. That may put a floor under 
stock prices.  

It is somewhat paradoxical, but slower, not faster, growth is good for stocks. Fears that inflation 
will drive interest higher appear the bigger worry. If inflation picks up so might Fed tightening.  

 


