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After a near decade-long bull market in financial assets, 

investors experienced decidedly more bearish conditions 

towards the end of 2018, with volatile stock markets losing 

significant ground during the final quarter of the year. 

A tangle of factors appeared to unsettle financial-market 

participants, but to US President Donald Trump it was the 

“out of control” Federal Reserve (Fed) that was 

overwhelmingly at fault for the loss of confidence.1 Perhaps 

the influence of Kanye West, the rapper responsible for tracks 

including Blame Game and Guilt Trip, who met the president 

in the Oval Office shortly before this first tirade against the 

central bank in October, had rubbed off.

Throughout the closing months of the year, the president’s 

rhetoric towards the central bank remained explicit. In 

response to the Fed’s continuing interest-rate increases and 

balance-sheet shrinkage, Mr Trump said he was 

“disappointed” in Chairman Jerome Powell. He referred to 

the central bank’s policymaking as “ridiculous”, and added 

that “I’d like our Fed not to be so aggressive because I think 

they’re making a big mistake”.2 By the end of the year, 

speculation that the president would go so far as to sack Mr 

Powell led Treasury Secretary Steven Mnuchin to try 

(unsuccessfully it seemed) to calm investors’ nerves by 

clarifying that his job was, in fact, safe.

In the wake of December’s fourth US rate rise of 2018, equity 

markets fell sharply. Investors apparently took fright not 

simply at the likelihood of further hikes in 2019, but at the 

indecision evident in the Fed chair’s repeated assessment that 

there was “significant uncertainty” about the path of 

borrowing costs.3

Undoubtedly, changes in monetary policy have been a critical 

element in the more bearish mood in markets. Alongside the 

US central bank’s move from quantitative easing (bond 

buying) to quantitative tightening (bond selling), the European 

Central Bank (ECB) brought its own bond-buying programme 

to a close at the end of 2018, and even the perma-cautious 

Bank of Japan has indicated that its next move might be to 

tighten policy. In contrast with the abundant liquidity 

provided by authorities over the decade since the global 

financial crisis, these changes entail a much less obliging 

global monetary environment.

Aside from the momentous shift in central-bank 

policymaking, investors have contended with a host of other 

challenges. Not least among them has been a deteriorating 

outlook for corporate profits. In the US, the $1.5 trillion fillip 

from the Tax Cuts and Jobs Act is set to fade, and, more 

broadly, rising wages, mounting interest costs and the effects 

of trade tensions are set to slow the rate of growth in 

earnings. 2018 is likely to have been as good as it gets.

The threat of a much more protectionist trading environment 

has been mounting. The 90-day ceasefire in trade hostilities 

agreed between the US and Chinese presidents in December 

was superficially welcome, but the likelihood that it will lead 

to a sustained bridging of the divide between their two 

nations appears low. The detail of the agreement was 

immediately disputed by both parties.

Elsewhere in the political sphere, there have been significant 

sources of apprehension for investors. Italy’s row with the 

European Commission over its budget, and the great 

uncertainty surrounding the nature of the UK’s departure 

from the European Union (EU), have been obvious 

tribulations.

Against this backdrop, and with cash (short-dated US 

Treasury bills) offering a real, inflation-adjusted return for the 

first time in ten years, capital markets experienced their 

largest contraction since the financial crisis of 2008.  

ECONOMIC AND  
MARKET BACKGROUND 

1 https://www.bloomberg.com/news/articles/2018-10-11/trump-escalates-fed-assault-laments-high-rate-he-s-paying
2 https://uk.reuters.com/article/us-usa-trump-fed/trump-calls-loco-federal-reserve-too-aggressive-idUKKCN1ML1TA
3	 https://www.federalreserve.gov/mediacenter/files/FOMCpresconf20181219.pdf
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While scientists from Wageningen 

University in the Netherlands and 

banana producer Chiquita successfully 

harvested the world’s first crop of 

bananas to be grown without soil as 

part of an effort to stem the spread  

of a deadly fungus, equity markets 

delivered only negative returns as they 

faced the withdrawal of the liquidity 

which has quenched them in recent 

years.

In local-currency terms, the major 

regional indices ended 2018 

conspicuously in the red. To the 

UK-based investor, Japan’s stock 

market was the weakest of the main 

regions, its fourth-quarter return of 

-12.4% taking its full-year return to 

-7.6%. North American equities 

returned -11.5%, with only the marked 

strength of the US dollar versus sterling 

salvaging a positive return (of +0.8%) 

over the year as a whole. Europe 

(excluding the UK) returned -10.9% 

over the quarter (-9.5% over 2018), the 

UK returned -10.2% (also -9.5% over 

the year), the Asia-Pacific ex Japan 

region delivered a return of -8.1% 

(-6.8%), and emerging markets returned 

-3.9%, for a 12-month return of -7.6%.4  

In fixed-income markets, following a 

period of turbulence which had seen 

benchmark 10-year US Treasury yields 

4	 Equity	market	returns	sourced	from	FactSet,	01.01.19	(All	sterling	total	
returns,	FTSE	World	Index)

5 https://www.bloomberg.com/news/articles/2018-12-18/biggest-ever-
shift-to-bonds-as-extreme-bearishness-approaches

6	 Bond	market	returns	sourced	from	FactSet,	01.01.19
7	 https://www.ft.com/content/f58afe5a-101c-11e9-acdc-4d9976f1533b
8	 Gold	bullion	return	sourced	from	FactSet,	01.01.19
9	 https://nabe.com/NABE/Surveys/Business_Conditions_Surveys/

October_2018_Business_Conditions_Survey_Summary.aspx
10 https://www.cbo.gov/about/products/budget-economic-data#3
11	 https://www.ft.com/content/f5be46b0-e2aa-11e8-a6e5-792428919cee
12	https://www.nytimes.com/2018/11/09/business/stock-market-

midterms-congress.html
13	https://papers.ssrn.com/sol3/papers.cfm?abstract_id=687211
14 https://www.federalreserve.gov/newsevents/speech/powell20180824a.

htm

hit their highest level for seven years, the reassertion of their 

safe-haven credentials towards the end of the year allowed 

government bond markets to eke out positive aggregate 

returns for 2018. According to the Bank of America Merrill 

Lynch fund manager survey, investors made their largest-ever 

shift into bonds in December.5

In the UK, the FTA Government All Stocks Index (gilts) 

returned +1.9% over the quarter (+0.6% over the 12-month 

period), while the JPM Global Government Bond Index 

(excluding the UK), propelled chiefly by currency movements 

rather than more fundamental factors, returned +4.6% 

(+5.9%) to sterling investors. Corporate bonds failed to 

reverse earlier losses, however, with the BofA ML Sterling 

Non-Gilts Index flat over the quarter, to post a 2018 return of 

-1.6%.6

Gold demonstrated its allure in times of trouble, with the 

holdings of gold-backed exchange-traded funds rising by 

2.25 million ounces in December.7 In headline US-dollar 

terms, the price of gold rose by 7.6% over the quarter (to cut 

its losses for 2018 to -1.5%); and in sterling terms the return 

was even stronger: +9.9% in the fourth quarter, and +4.2% 

over the year.8

Headline readings of the US economy have depicted healthy 

momentum; the economy grew at an annualised rate of 3.4% 

in real terms in the third quarter of 2018, with the president’s 

fiscal measures having provided a near-term boost, and 

estimates for the fourth quarter paint a picture of softening, 

but still buoyant, activity. Proponents of the tax cuts argue 

that they will unleash permanently higher growth and 

investment, but, to detractors, the measures will prove to 

have been reckless and their effects will soon fade. Just 12% 

of 116 businesses surveyed by the National Association of 

Business Economics in October reported having responded 

to the tax cuts by increasing investment,9 and, ominously, the 

Congressional Budget Office forecast earlier in 2018 that US 

government debt servicing costs would triple to nearly $1 

trillion per annum by 2028, and soon eclipse military 

spending.10

Following the Democrats’ success in November’s mid-term 

elections, which saw the party win a majority in the House of 

Representatives, US business leaders warned of the dangers 

of governmental deadlock on key economic issues, but 

President Trump said that he envisaged a “beautiful bipartisan 

type of situation”.11 There is much debate as to the likely 

impact of divided government on financial-market returns, 

but data over the last 84 years shows that gridlock has been 

good for equities only when a Democrat has been 

president.12 Research has actually shown that more than 90% 

of the price gains of the Dow Jones Industrial 

Average over the 108 years to 2006 actually came 

on days when Congress was out of session.13 

Politics, whatever its hue, seems rarely to be 

good for stock-market investors’ fortunes.

If the task of Fed policymakers over the 

summer months was akin to navigating by 

the stars,14 it has more recently been 
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Italy’s row with the European Commission over the terms of 

its budget, meanwhile, was a reminder that, in the wake of 

the eurozone’s sovereign debt crisis, the economies of the 

single currency zone continue to operate at significantly 

different speeds. A truce was eventually struck between 

Rome’s populist coalition government and Brussels, but 

concerns may resurface. As the region marks the 20th 

anniversary of the launch of the euro, the structure and 

operation of the eurozone remain works in progress.

15	https://www.cnbc.com/2018/11/16/cnbc-exclusive-cnbc-transcript-us-federal-reserve-vice-chairman-richard-clarida-speaks-with-cnbcs-steve-liesman-today.html

16	https://www.federalreserve.gov/publications/files/financial-stability-report-201811.pdf

17	 https://www.gfk.com/en-gb/insights/press-release/uk-consumer-confidence-drops-one-point-in-december-to-14/

18	https://www.bankofengland.co.uk/report/2018/eu-withdrawal-scenarios-and-monetary-and-financial-stability

19	https://www.ft.com/content/b26db726-db91-11e8-9f04-38d397e6661c

likened to walking shoeless around a darkroom and trying 

not to stub one’s toes.15 US central bankers, unlike their 

recent predecessors, had appeared reluctant to sooth the 

nerves of agitated investors, and in pointing to “elevated” 

valuations in its recent Financial Stability Report,16 the Fed had 

seemed to suggest a tolerance of asset-price falls. That 

stance came into question, however, during the opening days 

of 2019, when Chairman Powell affirmed that it could be 

flexible in response to changes in financial conditions.

Deep uncertainty surrounding Brexit appears already to have 

taken a toll on the UK economy. It is doubtful whether the 

boss of Sports Direct, Mike Ashley, was right in saying that 

retailers’ disastrous Christmas trading would “literally smash 

them to pieces”, but consumer confidence (an important 

barometer of the overall outlook given that consumption 

drives two thirds of economic output) did drop to its lowest 

level in five years in December.17

The delay in the parliamentary vote on Prime Minister May’s 

proposed Brexit deal exacerbated uncertainty for investors, 

and means, at the time of writing, that multiple potential 

outcomes are still possible. On one reading of the situation, 

the UK stands on the brink of a constitutional crisis, with the 

prospect of a ‘no-deal’ Brexit leaving the economy and 

financial markets at a cliff edge. For investors, uncertainty and 

volatility can create opportunities, but policymakers have 

pulled no punches in stressing the risks. Bank of England 

analysis has shown, for example, that if the UK were to leave 

the EU without a deal, it could endure the sharpest fall in 

national income since the Second World War, with output 

falling, under the severest of Brexits, by as much as 10.5% 

over a five-year period.18

A plan to stop regulating Europe’s clocks has been delayed 

by national governments until 2021 amid warnings of travel 

chaos and “catastrophic” consequences for the functioning 

of the single market.19 Politicians have raised concerns about 

the economic disruption from neighbouring EU countries 

operating in different time zones.

UK consumer confidence
GfK Index
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...consumer 
confidence... 
did drop to its 
lowest level in 
five years in 
December.17
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After four years and €2.6 trillion of bond buying, the ECB 

called time on its quantitative-easing programme at the turn 

of the year. It will continue to reinvest the proceeds of 

maturing bonds for an extended period, but will no longer 

allocate fresh funds, and it also expects to keep rates on hold 

at least until the summer. However, weakening growth and 

resolutely below-target inflation were not the conditions in 

which the central bank had hoped to ease up on its policy 

measures; even Germany’s economy, a reliable engine of 

growth since the global financial crisis, shrank during the 

third quarter of 2018.

In Japan, the central bank seems keen not to find itself out of 

sync with its major counterparts. Its governor, Haruhiko 

Kuroda, told business leaders in November that Japan was 

“no longer in a stage where decisively implementing a large-

scale policy to overcome deflation was judged as the most 

appropriate policy conduct”.20 The Bank of Japan (BoJ) is not 

apparently planning any immediate tightening of policy, and 

continues to pledge that interest rates will be kept extremely 

low for “an extended period of time”.21 However, with 

consumer price inflation running at below 1% (versus the 

BoJ’s 2% objective), the economy contracting in the third 

quarter, the shadow of a further rise in consumption tax to 

10% in October looming, and the global economic and 

financial-market setting becoming more challenging, there 

are clear obstacles to backing away from policy support.

A Chinese lunar exploration mission achieved the first ‘soft 

landing’ on the far side of the Moon at the beginning of 

January, its aim being to determine the age and composition 

of the Moon’s unexplored hemisphere. Back on Earth, 

attention is focused on the composition of China’s economic 

growth. Expansion of 6.5% in the third quarter (compared 

with 6.7% in the second quarter) hardly constituted a 

calamity, and it is dubious whether the country’s official GDP 

statistics are even accurate to within 0.2%. However, the 

lower figure was a catalyst for debate about the sustainability 

of China’s economic strength.

China’s influence on the world as a whole has grown 

considerably since the global financial crisis, with its share of 

global GDP rising from 6% to almost 16% over the intervening 

period.22 That expansion has been fuelled in large measure by 

the accumulation of debt, much of it being facilitated by 

institutions outside the formal banking system, but the 

country’s drive to deal with its ballooning ‘shadow banking’ 

sector has deprived consumers of unregulated credit and 

made it harder for local governments to borrow. There were 

signs in the opening days of 2019 that China may yet fall 

back on renewed stimulus measures to bolster the economy. 

It injected funds into the banking system via the lowering of 

the ratio of deposits that commercial banks must hold with 

the central bank, for example, and approved $125 billion of 

new rail projects. Whether such initiatives will be sufficient to 

counteract growing trade friction and the overcapacity of a 

wide range of industries remains to be seen.

20	https://www.ft.com/content/1d2c8e46-e0bc-11e8-a6e5-792428919cee

21	https://www.boj.or.jp/en/announcements/release_2018/k181220a.pdf

22	https://www.economist.com/finance-and-economics/2018/11/15/what-china-talks-about-when-it-talks-about-stimulus
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During the final quarter of 2018, there 

was much focus upon the continued 

flattening (and prospective inversion) 

of the yield curve in the US 

government bond market. Inversion, 

which depicts a fall in long-dated 

yields below the level of their shorter-

dated counterparts, is a phenomenon 

eyed with some trepidation because it 

has typically been a prelude to 

economic recession. In December, the 

difference between three-year and 

five-year Treasury yields did indeed 

turn negative, but the gap between 

two-year and ten-year issues (the 

more traditional focus of attention) 

stayed marginally positive as investors’ 

expectations of Federal Reserve rate 

hikes in 2019 moderated.

While slower global growth, softer 

headline inflation (aided by lower 

energy prices) and persistent volatility 

in financial markets are consistent with 

a tentative approach by the US central 

bank to further rate rises, a tight US 

labour market and the extent of year-

end re-pricing appears to warrant 

caution on shorter-dated Treasuries. 

The recent underperformance of 

longer-dated Treasuries (versus short-

dated) may render 30-year Treasuries a 

more attractive hedge to ‘risk’ 

exposure in the event of a further 

global economic slowdown. 

In the meantime, a vigilant 

approach to high-yield and 

longer-dated investment-

grade corporate bonds 

appears advisable given the 

maturity of the credit cycle, 

as well as unfavourable 

outflows from those 

segments of the fixed-

income markets and often 

stretched valuations.

Emile Ratelband, a 69-year-

old Dutch pensioner who 

“identifies as 49”, launched a 

(failed) lawsuit in November 

to legally reduce his age.23 

Hoping to find more success 

on Tinder, the matching 

app, Mr Ratelband argued 

that his recent check-up 

had found him to be 

biologically 25 years 

younger than his date of 

birth would imply. Equity 

markets, meanwhile, had 

their own check-up towards 

the end of the year, and 

their long bull run aged 

badly.

INVESTMENT 
IMPLICATIONS 

23	https://www.telegraph.co.uk/news/2018/11/07/dutch-man-69-identifies-20-years-younger-launches-legal-battle/



24	https://www.bloomberg.com/news/articles/2019-01-07/powell-muddies-fed-s-monetary-message-to-pacify-markets-for-now
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There was plenty to agitate stock-

market investors in the closing months 

of 2018, and there is much to keep 

volatility heightened in the period 

ahead. Among perils are the 

diminishing growth of corporate 

earnings, slowing economic growth 

(and the aggravating threat of trade 

barriers), as well as political landmines 

including Brexit, US government 

gridlock and renewed tensions 

between the eurozone’s core and 

periphery. The greatest influence on 

equity markets, however, is likely to be 

the seminal change in the monetary-

policy backdrop.

Over much of the last decade, a rising 

tide of liquidity has lifted many 

financial boats, with share prices, and 

the prices of risk assets more broadly, 

being imbued with trillions of dollars of 

central-bank funds. The tightening of 

monetary policy, which began in the 

second half of 2017 and continued 

throughout 2018, has led to a steady 

withdrawal of liquidity, particularly in 

the offshore dollar financial system, on 

which the fortunes of most emerging-

market economies have been to some 

extent dependent.

The Federal Reserve alone is shrinking 

its balance sheet by $50 billion a 

month, which amounts to a syphoning 

of $600 billion from markets over the 

course of 2019, and for investors the 

picture is complicated by uncertainty 

about the outlook for US interest rates. 

Chairman Powell appeared keen to 

improve his bedside manner following 

sustained falls in share prices during 

the opening trading sessions of the 

year. In an unscheduled statement on 

monetary policy, he took the 

opportunity to clarify that “if we came 

to the view that the balance-sheet 

normalisation plan — or any other 

aspect of normalisation — was part of 

the problem, we wouldn't hesitate to 

make a change".24 In doing so, Mr 

Powell mimicked the ‘put’ provided by 

his predecessors (the presumption that 

authorities would step in to prop up 

ailing financial markets), but, in 

aggregate, the measures of 

policymakers at the start of 2019 

appear to be no match for the 

combined stimulus that lifted financial 

markets in 2016 and 2017.

Liquidity conditions may yet be 

improved. However, the outlook for 

equity markets is likely to be shaped to 

a much greater extent than in recent 

years by fundamental characteristics, 

rather than by policy anaesthesia. 
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N-now th-that that don't kill me 
Can only make me stronger.

Kanye West, Stronger (2007)
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CONCLUSION
The closing months of 2018 

arguably saw the beginning 

of a sea change in the 

determinants of financial-

asset valuations which is set 

to persist throughout 2019. 

Having provided succour to 

investors throughout the 

post financial-crisis period 

via its extraordinarily 

accommodative policy 

measures, the US central 

bank is now raising rates 

and selling its bond 

holdings, and its 

counterparts are tightening 

policy or looking at 

opportunities to do so. 

Investors appear to have 

been fixated on a broad 

range of threats in recent 

months, but particularly on 

events in the ‘real’ economy 

– arguably at the expense 

of the dangers posed by the 

financial system. History 

shows that the latter 

repeatedly leads the former, 

and so a focus on the shifts 

in monetary conditions is 

critical to understanding the 

investment outlook. 

With the expansion of the 

leading central banks’ 

balance sheets having 

encouraged investors to 

search for yield and buy 

risky assets, the contraction 

of those balance sheets is 

likely to have the reverse 

effect. Ultra-loose policy 

allowed risk to become 

mispriced, and its 

withdrawal is set to expose 

the complacency that has 

built up in corners of capital 

markets. 

The adjustment to a new 

epoch of monetary 

policymaking, together with 

nervousness about trade 

tensions, economic growth, 

corporate earnings and the 

contours of political 

landscapes, has significant 

scope to incite elevated 

levels of volatility in 

financial markets. Instability 

is unsettling, but, with risk 

being reappraised in an 

often disorderly fashion, 

such volatility should create 

opportunities for active 

investors.


