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Investment Commentary 
First Quarter – January 2019 
 
Largest Market Decline since 2008 & Balanced Investing 
By Neil McPeak, Jr. 
 
In the fourth quarter of 2018, global stock markets experienced a swift and steep correction. All 
major equity indexes were down for the year and many indexes declined 20%+ from their highs 
achieved in 2018. This marked the first 20%+ decline since the financial crisis in 2008. 
 
Concerns about a trade war with China and the Federal Reserve increasing interest rates both 
contributed to the stock market volatility. However, we feel strongly that tax loss selling, weak 
volume, and some automatic or “computerized” trading exacerbated the decline. 
 
We do not believe that this is the start of a recession. We feel equity markets have the ability to 
recover. The US economy is growing, companies are strong, and debt levels are healthy. 
 
We feel that we are at the later stages of the economic cycle and the risks of recession are increasing. 
Up until now, it was best to invest in as much stock as possible mainly due to low interest rates. 
We are now taking a more balanced approach by investing in more fixed income. 
 
US Economy 
The US economy is strong. GDP growth for 2018 should finish around 3.0% for the year, 
unemployment ticked down to a multi-decade low of 3.7%, and wages grew at 2.9%. 
 
Earnings and revenue growth from US companies were particularly impressive. Top line revenue 
grew at a rate of 8.9%, the fastest rate of growth since 2011. Earnings grew at a rate of 20.3% last 
year, the highest annual growth since 2010. 
 
The tax reform law passed in 2017 helps explain much of the growth in earnings and revenue. The 
effective tax rate for companies in the S&P 500 dropped from 25.7% to 19.0% in 2018. According 
to FactSet, the 2017 tax reform contributed to 10% of the 20.3% increase in earnings.i 
 
Going forward for 2019, companies are predicting slight slowdown in earnings. For the first three 
quarters of 2019, analysts are estimating low, single-digit earnings.  
 
The Risk of Recession 
While recessions happen suddenly, pressures that cause recessions increase gradually. Reasons for 
recessions vary, but generally a combination of factors lead to a significant market and economic 
decline. Economic pressures build until the “bubble” pops. 
 
Our job as your financial advisors is not to time the recession, but to weigh the risks of a market 
decline and invest accordingly. By outlining the different components that cause recessions, we 
hope to give you some insight into our thought process on how to invest.  
 
We use four major criteria to evaluate the risk of a recession or market decline. They are 
geopolitical risk, excess debt, high market valuations, and monetary policy. 
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Geopolitical Risk – Geopolitical risks are factors such as a trade war with China, Brexit, and the 
US government shutdown. While these issues are serious, they rarely are the sole cause of an 
economic recession. However, coupled with other factors such as high interest rates or excessive 
debt, geopolitical risks can create pressure on economic growth. 
 
We feel that the trade war with China is the most impactful geopolitical risk at this time. The trade 
war with China has hurt China more than the United States, however US companies are starting to 
see the impact. In early January 2019, Apple (AAPL) cut its revenue forecast due to slow iPhone 
sales in China. This caused the stock to decline nearly 10% in one day. This is a direct impact of 
the US tariffs and a slowdown in China.  
  
It is our belief that the tariff war with China will pass and that while tariffs could cause a slowdown 
in the economy, they will not be the chief cause of a recession. JPMorgan’s chief economist said 
in an annual review: “A slowdown in the US can cause a global recession, but a global slowdown 
will not cause a US recession.” 
 
Excess Debt – The second factor that we consider is excessive debt. The classic example of 
excessive debt was the 2008 financial crisis. In the years leading up to the crisis, homeowners and 
investors could buy property with no money down and no income. This lead to unrestrained lending 
and the dramatic rise in home prices. 
 
This is simply not the case today. Household debt payments as a percentage of disposable income 
are still at a multi decade low. The current rate is 9.9% versus a high of 13.2% in 2008. This is 
partly because interest rates have been so low for so long, but also consumers have been “shell 
shocked” since 2008 and have not taken on more debt. Consumer behavior is the main reason we 
believe that there is no imminent risk of recession. 
 
While there are pockets of excessive debt in the student loan and bank loan markets, we do not feel 
that these risks are significant enough to bring down the US economy.  
 
High Market Valuations – The third factor is market valuations. The quintessential example of 
high market valuations leading to a recession is the 2000 tech boom and subsequent bust. The price 
to earnings ratio for the S&P 500 in 2000 reached 24 times earnings, an astronomical valuation. 
Compared to the 25-year average of 16 times earnings, the market was significantly overvalued. In 
2018, the market P/E ratio was as high as 18 times earnings and ended the year at 14.4 times forward 
earnings. When the price to earnings ratio of the market is lower than average, this is typically a 
good time to purchase equities. 
 
Furthermore, looking at the individual companies in the S&P 500, there are a number of high 
quality stocks trading at nearly 10 times earnings. We believe at this time purchasing select stocks 
that you are willing to hold for a long time is a smart investment. Many of these stocks are still 
down 20% or more from their highs and offer good long term growth. 
 
Monetary Policy – The last factor that we look at is the Federal Reserve and monetary policy. This 
is the greatest factor, due to the historic impact the Federal Reserve has on future economic growth. 
The adage goes: “Bull markets do not die of old age, the Fed kills them.” When the Federal Reserve 
is raising interest rates, it is best to have a balanced investment approach. 
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While we think geopolitical issues will pass, debt levels are healthy, 
and market valuations are fair, we do feel that monetary policy is 
becoming more challenging. The metric that we look at the closest 
to determine if the Federal Reserve is tightening too quickly is the 
yield curve. The yield curve is the difference between the 10 Year 
Treasury yields and 2 Year Treasury yields. For example, the 10 
Year Treasury Bond is at 3% and the 2 Year Treasury Bill is at 2%, 
then the yield curve would be 1%. When the difference is negative, 
this is considered an inverted yield curve. Typically when the yield curve “inverts”, there is 
approximately 14 months before we have a recession.ii 
 
Currently the difference in the 10 Year Treasury and the 2 Year Treasury is less than 0.50%, 
meaning that we do not have an inverted yield curve. This is a good sign, but something that we 
are looking at closely. If the yield curve does invert, economic growth is likely to slow down in the 
near future. 
 
Balanced Investment Approach 
Since the financial crisis in 2008, the best investment strategy has been to buy and hold as much 
stock as possible, mainly because fixed income was not a viable investment alternative. 
 
In 2008, the Federal Reserve dropped short-term interest rates to zero. For the next eight years, 
conservative investments such as bonds, CDs, and money market funds were not a viable 
investment option. From 2009 to 2017, short term CDs and bonds had yields below 1%. While 
these investments offer protection, they did not offer any growth or income. As a result, investors 
were “forced” into stocks as the only viable alternative for growth. 
 
Now however, investors have more options. Three month CDs yield 2.50%+, longer term municipal 
bonds yield 4.0%+ and preferred stocks yield 6.0%+. This offers investors a chance to diversify 
their portfolio and provide income. 
 
Short-Term Fixed Income – Yields on short-term fixed income have increased over the past few 
years from near zero in 2016 to 2.5% or more in 2018. For conservative investors holding cash, 
CDs, money market funds and short-term corporate bonds are now a great place to invest idle cash. 
 
Preferred Stocks – Preferred stocks are a “hybrid” between common stock and bonds. When 
purchasing a preferred stock you receive a high dividend payment, but no equity 
growth.  Preferred shares generally have dividends paid out before common shareholders, and the 
shares usually do not carry voting rights. 
 
Currently, high quality preferred stocks yield 6% or more. This yield is fixed and oftentimes the 
income is taxed at long-term capital gains rates. This gives investors a chance to earn 6% in their 
fixed income portfolio, increasing diversification and still providing a high degree of income. 
 
Dividend Paying Stocks – After the market decline in December, we are starting to see good 
investment opportunities in high quality dividend paying stocks. We have always been advocates 
of high quality stocks that consistently increase their dividend distributions. However, some stocks 
remain down as much as 30% from their high. High dividend paying stocks are still growing and 
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increasing dividend distributions. Nothing has changed fundamentally. Typically when this 
happens, it is a great opportunity for long term buy and hold investors. 

Index Returns: US Large Cap Equity: S&P 500 Index; US Small Cap Equity: Russell 2000; Non-US Developed Equity: MSCI 
EAFE; Emerging Markets Equity: MSCI EM Emerging Mkts; Commodity: Bloomberg Commodity Index; Investment Grade Taxable 
Bonds: Barclays US Aggregate Bond; Investment grade Tax Exempt Bonds: Barclays Muni Bond; High-Yield Bonds: BofA ML 
High Yield Master II 

As PIM portfolios are separately managed, the individual client account holdings will vary, perhaps significantly, from those listed 
on this factsheet. A client opening an account today may, or may not, be invested in securities. For the most recent portfolio 
composition please contact the PIM Manager. Please see your Wells Fargo Advisors Client Statement for your most current 
holdings. The minimum account size for this program is $50,000. 
 
The Private Investment Management program is not designed for excessively traded or inactive accounts, and may not be suitable 
for all investors. Please carefully review the Wells Fargo Advisors advisory disclosure document for a full description of our 
services. 
 
S&P 500 Index: The S&P 500 Index consists of 500 stocks chosen for market size, liquidity, and industry group representation. It 
is a market value weighted index with each stock's weight in the Index proportionate to its market value.  
 
Investments and investment strategies contained are provided for informational purposes only. We would need to review your 
individual situation before recommending appropriate strategies to you. Stocks offer long-term growth potential, but may fluctuate 
more and provide less current income than other investments. 
 
Investing in fixed income securities involves certain risks such as market risk if sold prior to maturity and credit risk especially if 
investing in high yield bonds, which have lower ratings and are subject to greater volatility. All fixed income investments may be 
worth less than original cost upon redemption or maturity. 
 
Dividends are not guaranteed and are subject to change or elimination.  
 
While stocks generally have a greater potential return than government bonds and treasury bills, they involve a higher degree of 
risk. Government bonds and treasury bills, unlike stocks, are guaranteed as to payment of principal and interest by the US 
Government if held to maturity. 
 
The opinions expressed here reflect the judgment of the author as of the date of the report and are subject to change without notice. 
Statistical information has been obtained from sources believes to be reliable, but its accuracy and completeness are not guaranteed. 
 
Wells Fargo Advisors is a trade name used by Wells Fargo Clearing Services, LLC, Member SIPC, a registered broker-dealer and 
separate non-bank affiliate of Wells Fargo and Company. 

0219-01164 
  

ihttps://www.factset.com/hubfs/Resources%20Section/Research%20Desk/Earnings%20Insight/EarningsInsight_122
118.pdf 
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ii JPMorgan Guide to the Markets – December 31, 2018 https://am.jpmorgan.com/us/en/asset-
management/gim/adv/insights/guide-to-the-markets/viewer 
 

https://am.jpmorgan.com/us/en/asset-management/gim/adv/insights/guide-to-the-markets/viewer
https://am.jpmorgan.com/us/en/asset-management/gim/adv/insights/guide-to-the-markets/viewer

