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To parody a well-known proverb, the stock market came into the first quarter of 2019 like a bear and 

went out like a bull.  In early 2019, many prognosticators deemed the stock market oversold following the 

bruising sell-off in the fourth quarter of 2018. Indeed, stocks began the year trading higher. But we believe the 

real impetus for the strong performance of equity markets in the first quarter was the result of two key events:  

 

1. An abrupt change in monetary policy by the Federal Reserve:  Following the interest rate hike at the 

December policy meeting, Federal Reserve Chairman Jerome Powell articulated no change in the 

trajectory of interest rate increases. Moreover, he said that the Fed would continue unwinding its 

quantitative easing (QE) policy by reducing its holdings of debt securities at a pace of $50 billion per 

month. But following the January policy meeting, the Federal Reserve left interest rates unchanged. 

Powell articulated a near 180 degree about face in policy. He said the Fed would “be patient” as it 

determined the future course for interest rates while favoring “flexibility” on the pace of reducing its 

debt holdings.   

2. Progress in trade negotiations with China: One of the proximate causes for the weak equity market 

performance in 2018 was the growing concerns over real and perceived battles over trade and tariff 

policy. But President Trump and a number of administration officials have been indicating good 

progress in trade talks and that a comprehensive deal with China is in sight.  

 

The stock and bond markets traded nearly in tandem during the first quarter, helping reverse the poor 

performance in 2018 for both asset classes. While the bond market is normally pressured when economic 

expansion is showing signs of accelerating, the bond market saw meaningful declines in yield across the 

maturity spectrum. In our view, the bond market is being propped up by the collapse in interest rates in overseas 

economies, particularly in Europe and Japan, where economic growth is showing renewed signs of 

sluggishness. In fact, many overseas sovereign bonds are once again generating negative returns. According to 

some estimates, over $10 trillion in global sovereign debt is now trading with negative yields. That is right – in 

many instances, investors are paying for the “privilege” of lending foreign governments their money.  The 

upshot is that foreign investors have become increasingly attracted to the significantly higher interest rates that 

can be earned by investing those Euros and Yen in the United States debt markets. 

 The current “goldilocks” cocktail of rising equity prices and low interest rates is a salutary dynamic for 

the US economy in the short run. But we do not expect these conditions to persist longer term. One of our 

growing concerns is the ballooning fiscal deficit in the United States. Because of the 2017 tax reform 

legislation, as well as secular increases in Social Security and Medicare spending, the federal budget deficit is 

expected to surpass the $1 trillion mark in the current fiscal year. Moreover, given the expected acceleration in 

baby boomer retirements over the next decade, there are few signs that the trend of growing deficits will reverse 

anytime soon.  This could spell trouble for the domestic bond market as supply begins to overwhelm demand. 

 While our longer-term outlook for the equity market remains constructive, we are growing more 

cautious on the fixed income market. It does not make sense to us to be heavily invested in long term bonds 

when one can earn nearly similar returns for shorter dated maturities. While we believe that bonds will always 

have a place in balanced portfolios, we have a defensive posture and are increasingly focused on investing in 

bonds with shorter maturities and higher credit ratings. 
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