
Symbol Name 2018 Return (%) 

AGG iShares Core US Aggregate Bond ETF 0.0

HYG iShares iBoxx $ High Yield Corp Bd ETF -1.9

LQD iShares iBoxx $ Invmt Grade Corp Bd ETF -3.8
SPY SPDR® S&P 500 ETF -4.4

IWM iShares Russell 2000 ETF -11.0
EFA iShares MSCI EAFE ETF -13.8

VWO Vanguard FTSE Emerging Markets ETF -14.6
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QUARTERLY MARKET UPDATE

Year-End Market Reversal

2018 was on track for another strong year for stocks, 
but over the last quarter major indices experienced quite 
a reversal. Apparent concerns related to economic and 
earnings growth, in conjunction with the nature of index 
price movements were entirely out of character for this 
long enduring bull market.

The Standard and Poor’s (S&P) 500 had a total return 
of over 10% for the year at the end of September.  
However, the S&P 500 ended down 4.4 % for the year, 
with five out of eleven S&P 500 sectors registering 

double-digit percentage drops and was the first negative 
year for the S&P 500 on a total return basis since 2008. 
Interestingly, there was no clear pattern of sector returns 
based on market cycle expectations. That is, there exists 
a mix of both cyclical and defensive sector over and 
underperformance to a greater degree than might be 
expected based on business cycle forecasts.

S&P 500 Sectors 2018 Return (%) 
Health Care 6.5

Utilities 4.1
Consumer Discretionary 0.8
Information Technology -0.3

Real Estate -2.2
Consumer Staples -8.4

Communication Services -12.5
Financials -13.0
Industrials -13.3
Materials -14.7
Energy -18.1

Continued on next page.
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Chart 1 – 
Comparing 
Inflation 
and Growth 
Expectations
Source: 
Federal Reserve
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Continued on next page.

Most assets posted negative returns. A partially expanded 
list would include US small cap stocks, emerging market 
stocks, Japanese stocks, the Europe, Australasia and Far 
East (EAFE) index of foreign developed markets, Hong 
Kong stocks, timber, crude oil, and Chinese stocks. 
All these asset classes technically entered bear market 
territory at some point last year. 

There exists no agreement as to why these all declined, 
though a few common issues are often referenced for the 
change in outlook:
• Growth Concerns
 p  Global economic growth is decelerating.
 p  The impact of fiscal stimulus in the US is  
   reduced.
  p  Credit spreads are widening.
  p  Earnings growth is peaking.
• Monetary Policy
  p  Interest rates continue to increase.
  p  Global central bank risk remains.

• Geopolitical Risk
  p  New US Congressional dynamic.
  p  The trade/tariff dispute with China remains  
   unresolved. 
  p  Europe/Brexit/Italy, etc.

On balance, negativity has been dominant, evidenced 
by the unusual selling-into-strength dynamic as opposed 
to the former buy-the-dip mentality. It is the opposite of 
the bullish narrative entering 2018 which featured talk 
of fiscal stimulus fueling above-trend economic and 
earnings growth, rising interest rates being a symptom of 
a strong economy, firm leadership from the information 
technology, consumer discretionary, and financial 
sectors, invincible returns from the FAANG1 stocks, and 
of course the ongoing success of buy-the-dip efforts.

1 FAANG is an acronym for the market’s five most popular and best-per-
forming tech stocks, namely Facebook, Apple, Amazon, Netflix and 
Alphabet’s Google 

Chart 2 – Watching the Yield Curve

Source: Department of the Treasury
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GLOBAL GROWTH
As the US faced the prospects of diminishing tailwinds 
in 2018, it opted for a late-cycle fiscal expansion, 
borrowing money to fund tax cuts and federal spending. 
By various measures, it’s estimated to have added 
approximately 0.5% to US gross domestic product 
(GDP) growth and helped amplify corporate revenues 
and profits last year. However, the primary effects of this 
stimulus on sales and earnings growth will be diminished 
going forward. Tighter financial conditions resulting 
from rising interest rates, wider corporate bond spreads, 
falling equity market valuations and rising taxes on 
international trade will impact economic growth.

Global growth estimates are still positive, however. The 
International Monetary Fund (IMF) is forecasting 3.7% 
World GDP growth for 2019, with developing economies 
contributing higher rates than the developed economies. 
These growth estimates are healthy, though they have 
been somewhat reduced due to the afore-listed issues. 

Treasury Inflation Protected Securities (TIPS) and 
nominal 10-year Treasury yields can offer perspective on 
real inflation and growth expectations. The direction and 
magnitude of changes in these indicators track (align) 
with market expectations regarding these variables. The 
recent decline in inflation expectations has been more 
pronounced than the reduction in growth expectations. 
Still decent growth with lower inflation expectations can 
only be viewed positively. Essentially, conditions have 
not materially changed, as these indicators remain in the 
same multi-year range. 

MONETARY POLICY
As the global economic expansion continues, developed 
countries are beginning to experience rising interest 
rates accompanying greater levels of accumulated debt. 
How this reversal of loose monetary conditions plays out 
remains uneven and unknown.

The US Federal Reserve (Fed) is furthest along in this 

Chart 3 – Reduced Price Multiple

Source: Standard and Poor’s

Continued on next page.
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tightening dynamic, with Europe following behind. 
China’s central bank is moving in the opposite direction, 
though, turning more accommodative in the last quarter 
of 2018.  The unwinding of large central bank balance 
sheets will not be easy, as we remain in unchartered 
territory, but at current interest rate levels, the economy 
should be strong enough to withstand them. Additionally, 
there is no definitive correlation between central bank 
balance sheets and market indexes.

An extension of central bank activity is the yield curve. 
It seems popular as a recession indicator, with the 
expectation of inversion (10-2 Year Treasury Spread 
going negative) signaling the next economic downturn. 
In fact, it’s historically not a reliable indicator and does 
not require inversion prior to recession. We could easily 
invert without a recession, and we could have a recession 
without inversion. 

The yield curve has steepened slightly recently but the 
trend is still toward flattening, which is not unusual. 
Recession will likely be signaled by a rapid steepening 
of the curve as the market anticipates looser monetary 
policy in response to a softening economy. That is not 
yet the case.

VALUATION IMPROVEMENT
Positive perceptions fueled a strong beginning to 2018, 
so investors shouldn’t be surprised if the prevailing 
gloomy outlook fuels a negative or volatile start to the 
new year. As  long-term investors, one should have a 
time horizon that is longer than any single calendar year, 
though, and we are currently in a better position to earn 
a positive return going forward than we were entering 
2018. 

Buying the market at a lower valuation is the best 
ingredient for long-term return prospects and should 
be the focus during periods of short-term uncertainty 
and increased volatility. The following demonstrate 
comparably more attractive conditions.
• The forward twelve-month Price-to-Earnings (P/E) 

multiple for the S&P 500 currently stands at 14.2 vs 
18.3 entering 2018. 

• The core personal consumption expenditures (PCE) 
inflation rate stands at 1.9% vs 1.6% a year ago. This 
is still below the Fed’s long-run target.  

• The S&P 500 earnings yield is 7.14% vs 5.46% last 
year.

WHAT WILL HAPPEN IN 2019?
Predicting what will occur this year is an impossibility 
of course, especially when there exists disagreement 
about the nature of past and even present conditions. As 
such, investment strategies should not be based on Wall 
Street’s outlook. Of the 19 Wall Street strategists tracked 
by Bloomberg last year, not one of them predicted 
the correct direction, let alone magnitude of US stock 
market’s movements. 

Trying to predict the future is a waste of time. No one 
can do it. We do make tactical changes to our portfolio, 
but they are relatively infrequent and rely on market-
based indicators. That is, instead of trying to predict 
markets, we attempt to observe and interpret conditions, 
making any adjustments based on reality rather than 
sentiment.

Bear in mind that this recent selloff in risk assets was not 
unusual or severe. Corrections, a drop of more than 10% 
but less than 20%, happen roughly every year and a half. 
We have been spoiled by a historically significant dearth 
of volatility over the recent past. If this correction caused 
significant angst, a greater decline down the road might 
prove psychologically untenable.

Sticking with a strategy through periods of volatility is 
essential to long-term investing success, which requires 
an understanding and comfort level with potential 
outcomes. A diversified portfolio of different assets is 
crucial, and as is the incorporation of significant life 
changes into any investment plan or allocation strategy.



This market update provides commentary on current economic and market conditions and is not directly relevant to any particular client 
account. The information contained herein should not be construed as personalized investment advice or recommendations to buy or sell any 
security or adopt an investment strategy. There can be no assurance that the views and opinions expressed in this article will come to pass. All 
investing involves the risk of loss, including the possible loss of principal. 

Past performance is no guarantee of future results. Information contained herein is subject to change without notice.  

All indices are unmanaged and cannot be directly invested in.

Please contact a qualified attorney, tax or financial advisor regarding your personal situation.

Investment Advisory Services offered through BerganKDV Wealth Management LLC, an SEC Registered Investment Advisor.  

Locations: 

Minneapolis
3800 American Blvd W
Suite 1000
Minneapolis, MN 55431
952.563.6900

St. Cloud
220 Park Avenue S.
P.O. Box 1304
St. Cloud, MN 56301
320.650.0250

Cedar Rapids 
2720 First Ave. NE
Suite 300
Cedar Rapids, IA 52402
319.294.8000

Coralville 
2451 Oakdale Blvd
Suite 204
Coralville, IA 52241
319.354.3000

Des Moines
9207 Northpark Drive
Johnston, IA 50131
515.727.5700

Waterloo 
100 East Park Ave.  
Suite 300
Waterloo, IA 50703
319.234.6885
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This newsletter provides generic information intended for a 
diverse audience, but cannot give individualized investment 
advice. Investors seeking a better understanding of how a 
sell-decision process might apply to their specific situation, 
or who have questions about their investment guidelines 
for liquidity or risk, should contact a professional financial 
advisor to review their financial plans and portfolio asset 
allocations. 

WEALTH MANAGEMENT
by BerganKDV


