
1 
 

Investment Commentary 
Third Quarter –October 2018 
 
 
The Longest Bull Market on Record 
By Neil McPeak, Jr. 
 
On Wednesday August 22, 2018 the bull market that started on March 9, 2009 became the longest 
on record, turning 3,453 days old. This means that in 3,453 days we have not had a recession or 
significant downturn in the US economy. During that time, the market, as measured by the S&P 
500, has returned 415.9% or 19.0% per year (including reinvested dividends). 
 

 
 
Increasingly, investors are nervous that the end of this bull market run may be near. A decade 
without a substantial downturn is a significant milestone, but it still does not serve as an indication 
of the future. The economic recovery from the great “recession” in 2008 has been slow and gradual. 
In fact, while this bull market has been the longest on record, it has also been the slowest on record. 
Real GDP growth has averaged roughly 2.0% per year over the past ten years, while the average 
real GDP growth rate during the previous 10 recoveries has been 4.3%.i 
 
We believe that there is still room for additional growth. We feel that some value stocks that have 
been out of favor are currently good investments. We also believe that it is time to start investing 
in “cash alternatives,” such as CDs, T-Bills and short-term bonds for some protection. Cash 
alternatives now yield 2% or more without the risk of other investments.  
 
There are, however, a few causes for concern including tariffs, the Federal Reserve, and high market 
valuations.  
 
Tariffs 
Trade negotiations between the United States and the rest of the world continue to be a focus this 
year. In late August, the White House finalized a deal with Mexico and then in late September, 
finalized a deal with Canada renegotiating trade and essentially rewriting NAFTA (North American 
Free Trade Agreement). The goal of this negotiation is to reinvigorate the US manufacturing sector 
and to bring jobs back to the US. The trade deal will be voted on by Congress in coming months. 
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While trade negotiation between US, Mexico, and Canada have progressed, trade talks with China 
have gone backward. The US and China are in a bitter tariff war in which neither side is backing 
down. 
 
Currently, tariffs seem to be hurting China more so than the US. The manufacturing sector in the 
US is still growing and US GDP growth is positive. China on the other hand, is beginning to 
experience some economic weakness. In the first week of October, China cut their reserve 
requirement ratio for Chinese banks, providing stimulus to their economy. Cutting the reserve 
requirement is a form of stimulus that is generally done in times of stress. This could be a sign that 
the $500 billion in tariffs from the US are now causing some pressure for the Chinese economy. 
 
We believe that the US and China cannot operate for a long time in this tariff war and that 
negotiations will happen. We believe that this aggressive escalation of tariffs between two countries 
will cause too much pressure and both will have to come to the negotiating table.  
 
Federal Reserve 
In mid-September, the Federal Reserve raised the federal funds rate by 0.25% to a target range of 
2.00% to 2.25%. This marks the third interest rate increase this year and eighth since late 2015. The 
Fed is expected to increase rates one more time this year and potentially three times in 2019. 
 
The Federal Reserve believes that the US economy is strong enough to accommodate higher interest 
rates. With GDP growth of 4.2% and the unemployment rate below 4%, the Fed is ready to start 
making it more costly to borrow money. When the Fed increases rates, the cost of borrowing money 
increases. This in turn slows growth. The reason that the Fed raises the cost of borrowing is to 
prevent asset bubbles or excessive lending.  
 
The Fed’s job now is to balance growth with excess. They are trying to find an equilibrium in which 
the economy can still grow but without excessive lending or asset bubbles.  
 
At this point, we believe that the interest rate increase is justified. This increase will help savers as 
the yield on short-term investments, such as savings accounts, certificates of deposit (CDs), and 
short-term bonds, will now rise. We continue to watch the Federal Reserve closely to determine 
how well they are balancing. 
 
Market Valuations 
We feel that the US economy is in the latter half of the economic cycle, but there is still room for 
additional growth. The current forward price to earnings ratio for the S&P 500 is 16.8x earnings, 
close to the 25 year average of 16.1x earnings.  
 
While stock market valuations are slightly above normal, future returns for stocks still look better 
than fixed income. We looks at market valuations in terms of “earnings yield,” which is the inverse 
price to earnings ratio. The earnings yield is a conservative estimate of long-term future market 
growth. Currently the S&P 500 earnings yield is 5.95% (1 divided by 16.8). Compared to the 
current 10 year Treasury yield of 3.05%, equities still appear more attractive than fixed income on 
a relative basis. 
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When we look at other market peaks stocks still offer better future returns than bonds: 
 2000 2007 2018  
S&P 500 Earnings Yield (Inverse P/E) 3.7%  6.4% 5.9% 
10-Yr Treasury Bond Yield 6.2% 4.7% 3.1% 
Difference -2.5% 1.4% 2.8% 

*Expected returns are based on bond yields and P/E ratio for stocks. Stock returns are based on the S&P 500 and the 
bond returns are based on the Barclays Aggregate Bond Index. 
 
However, with the Federal Reserve increasing interest rates, cash and cash alternatives are all more 
appealing than they were this time two years ago when rates were near zero. Cash or money market 
funds now yield 2% or more. If you have a significant amount of money in a checking or savings 
account not earnings 2%, you need to make a change immediately. Income of 2% can now be 
achieved with little to no risk. 
 
Investment Performance 
In contrast to last year, investment returns this year have been bifurcated, with US stocks 
performing well and all other asset categories flat or negative for 2018. In 2017, all asset classes 
performed well. From fixed income to emerging markets, every investment category made money. 
This year, only US markets, and more specifically US large cap stocks and US small cap stocks, 
have performed well. All other investments have lagged.  
 

 2017 Returns 2018 Returns 
US Large Cap Stocks 21.8% 10.6% 
US Small Cap Stocks 14.7% 11.5% 
Developed Non-US Stocks 25.0% -1.4% 
Emerging Markets 37.3% -7.7% 
Taxable Bonds 3.54% -1.6% 
60/40 Stocks to Bonds 14.9% 0.8% 

*60/40 Stock to Bond portfolio is composed of: 35% US Large Cap Stocks, 10% US Small Cap Stocks, 10% Developed 
Non-US Stocks, 5% Emerging Markets and 40% Taxable Bonds. 
 
A well-diversified portfolio of 60% stocks and 40% bonds has only returned 1% this year compared 
to 15% last year. A portfolio with significant allocations to developed Non-US equities, emerging 
market equities, or taxable bonds, likely has flat returns year to date. 
 
Performance this year has been concentrated in US technology stocks, specifically Amazon 
(+71.3%), Apple (+34.9%), and Microsoft (+35.4%), which account for 50% of the S&P500 returns 
year to date. 
 
Bonds and fixed income returns have suffered because interest rates have risen consistently 
throughout the year. The 10-year treasury yield started the year at 2.44% and is now 3.05%. As 
interest rates go up, the prices of bonds decline. As a result, any intermediate term bonds (5 years 
to 15 years in maturity) have recently come under pressure.  
 
Overall, we feel that there is still potential for market growth going forward, however we recognize 
that the risks of investing in equities are higher than they have been in the past. We feel that 
investors should use cash alternatives as a buffer and look for opportunity to buy quality stocks 
during market declines. 
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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. 
 
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. 
 
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.  
 
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 expresses 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. 
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i Economic Growth Slower Than Previous 10 Expansions - https://fas.org/sgp/crs/misc/IN10520.pdf 
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