
1st Quarter 2019
It’s amazing how fast things can change in just a few months’ time. When we last wrote, the market
had just experienced its worst quarter in over a decade, with most investors expecting an imminent
recession on the horizon. Fast forward three months, and the market is up 13.6% as recession fears
have abated (somewhat). We gave you a lot to digest in our end of the year commentary, including

our outlook for this year. Now that we are through the 1st quarter we will return to our traditional
format covering what happened in the quarter and items we feel are important to you. This
commentary will be more brief than the end of the year commentary (try to contain your

excitement), but we will still try and hit the highlights. For the 1st quarter large, mid and small caps
ended the quarter up 13.6%, 16.5% and 14.6% respectively. Outside the U.S., developed
international equities were up 10.1% during the quarter with emerging markets up 9.6%. Fixed
income investors were up 2.9% during the quarter, as the 10-year rate decreased 28 basis points.
Turning to alternatives, commodities, real estate and MLP’s were all up in the quarter 15.0%, 14.6%,
and 14.5% respectively.

Economy
This economic recovery is now officially the longest in history. Well, not quite yet. It will officially be

the longest recovery in history at the end of the 2nd quarter. But given that the recovery will end
when we get a recession, and a recession is defined by two consecutive quarters of GDP decline, and

we saw positive GDP growth in the 1st quarter, I am confident enough to say this is officially the
longest. While this is (ok, will be) the longest recovery in history, it’s also been one of the slowest.
The average GDP growth rate over the last 40 plus years has been 2.7%, and this expansion has
averaged 2.3%. We did see 3% growth in 2018, but that was mainly from the tax cuts, and we will
likely see 2019 moderate back toward 2%. However, slowing growth doesn’t mean negative growth,
and thus we still don’t see a recession in the near term. We hear a lot of comments that “we must
be near a recession because we haven’t seen one in quite a while” (hence the record expansion).
That’s logical thinking, however we don’t feel that just because it’s been a long time since we have
seen a recession one must be coming soon. A recession will come because economic activity slows
and we would typically see that in the data. However, the data isn’t showing that quite yet. One
place to see these signs are in the economically sensitive sectors of housing, vehicle sales, and
business investment. Before the last recession we saw a significant build up in these sectors, a signal
we are not seeing today. We will continue to watch these closely. The Federal Reserve has signaled
that they will likely not be raising rates again in 2019, with the market actually forecasting a higher
probability of a rate decline this year. Our prediction on interest rates isn’t worth the paper it’s
written on (not sure of the current email version of this saying), but it’s safe to say that investors




probably needn’t worry about interest rates rising significantly in the near term. We did see the yield
curve invert as the 3 month treasury rate exceeded the 10 year rate for a few days in the first
quarter. We have written about this previously so we won’t go into too much detail here. An
inversion is typically a sign that a recession is coming, however there is some debate as to whether
an inversion is signaled by the 3 month exceeding the 10 year or the 2 year exceeding the 10 year.
We tend to look at the 2 year and 10 year spread, so the most recent inversion doesn’t cause us a
great deal of concern.

Equities

Equities made up for a rough 4th quarter of 2018 by staging a strong rally in the 1st quarter of 2019.
The rally was broad based, as all equity asset classes were up. We wrote at the end of the year that

we felt the markets decline in the 4th quarter was overdone and fears of an imminent recession
were misplaced. It’s our feeling that the recovery we saw in the first quarter was the market coming

around to that fact and simply recovering back to the levels we were before the 4th quarter of 2018.
Now the big question is where do we go from here? We saw strong earnings growth in 2018, up
21.8%, with much of that growth coming from the tax cuts. We won’t see the tax cut tailwind in
2019 and thus expect to see earnings growth slow to 9.5% this year. At current levels the S&P 500
trades at 16.4 times 2019 earnings, which is slightly above the 25 year average of 16.2. If we look out
to 2020 the earnings estimate is expected to be $184.07 per share. If we apply the 25 year average
multiple to the 2020 earnings estimate, a case can be made that we could see the S&P 500 end this
year at 2,981 which is 5.5% higher than these levels.  To be clear this is not our price target as we
don’t subscribe to making end of the year targets, but simply  a way to show that there is a path to
higher levels and additional performance  as we move throughout the year. We haven’t experienced
much volatility this year, but we don’t expect that lack of volatility to continue throughout the entire
year. Investors should be prepared to see some turbulence between now and the end of the year.

Fixed Income

Fixed income investors enjoyed strong performance in the 1st quarter with the Barclays Aggregate
up 2.9%. Much of what can be said about fixed income we mentioned above. However, we do want
to point out how flat the yield curve has gotten. Below you can see the yield curve as of December

31st, 2013 and the end of the 1st quarter of 2019.



From the chart above you can see how much short term rates have risen while lone term rates have
declined. Six years ago the spread between the 2 year and 10 year was 266 basis points. At the end
of the quarter it was 20 basis points. Investors are not being compensated for taking duration risk
and thus we still recommend fixed income investors position portfolios in the short end of the curve.

Alternatives
The traditional alternative assets classes of Commodities, Real Estate and MLP’s performed well in
the quarter. In our previous commentaries you have read our thoughts on what we think of as true
alternatives. We describe these strategies as consistent, non-correlated absolute returns, through
the distribution of income, in strategies we can understand. We have given you examples in the past
of such things as longevity assets, private credit, and alternative income. We still feel that these
strategies can add a lot of value in an overall portfolio of traditional stocks and bonds.

As usual, there are more topics we could have touched on, but hopefully we have provided you
some insight into our thoughts about the current environment and hit on a few of the highlights. We
haven’t changed our previous views and feel the current environment continues with a slower and
longer recovery and lower than average equity and fixed income returns. We encourage investors to
consider alternatives in their overall asset allocation and favor niche strategies that offer attractive
risk adjusted returns. As always, we would like to thank you for the trust and confidence you place in
us. We look forward to speaking with you in the coming weeks.
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