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Two thousand eighteen was a year of disruption and transition in financial markets.  The year began 
auspiciously for equities. In January, the U.S. stock market soared, driven by a sense that the unleashing of 
American enterprise through deregulation and lower taxes would produce outsized earnings for U.S. 
companies.  In Europe, long‐sought labor reforms were enacted in Spain and France, following on Germany’s 
lead earlier in the decade, giving investors some hope that finally some flexibility would seep into Europe’s 
notoriously sclerotic labor market and help stimulate the private sector and boost corporate earnings.  
Additionally, there was a sense that the continent would need to keep pace with an ascendant U.S. so 
additional economic reforms would surely follow.  Business confidence levels rose.  European corporates, long 
undervalued, were expected to flourish.  Indeed, European stock markets rose in tandem with the U.S. market.   
In Asia, for the first time in five years, corporate earnings expectations for 2018 were revised upward.  In 
previous years, the opposite occurred.  Unsurprisingly, Asian markets also performed well early in the year. 

On a more macro level, the expectation was that the U.S. would be in the vanguard of quickening global 
growth.   Spurred by business‐friendly policy noted above, growth did accelerate in the U.S. and appeared to 
go above trend in other regions of the world.   In the U.S., growth has been running at an annual rate above 
3%, for most of the year, a level thought of only in nostalgic terms since the Great Recession.   Europe ran at a 
2% annual rate early in the year, levels seldom seen in the region.   Yes, 2018 would be a very good year for 
equity markets. 

Clearly, this promise was not realized. What happened?  Certainly, interest rates and liquidity were factors in 
the turn of market sentiment heading into the latter part of the year.   If it had become difficult to validate the 
Friedman axiom in the loose money years following the Great Recession of 2008 that “inflation is always and 
everywhere a monetary phenomenon”, amending the statement to “asset inflation” would make it a truism.  
Asset prices ramped on the leverage of very cheap money.  But the party was ending however. With the 
Federal Reserve having raised the Fed Funds rate four times this year in quarter point increments and the 
pronouncement by the ECB that quantitative easing would cease by year end, the reality of a higher interest 
rates and diminished liquidity drove down valuations across asset classes.  Bonds, gold and oil joined equities 
among the asset classes that declined for the year; in fact, 90% of the 70 asset classes tracked by Deutsche 
Bank were posting negative total returns in dollar terms through mid‐November, according to The Wall Street 
Journal. According to the same article, there hasn’t been this much red for investors in nearly 100 years. Credit 
spreads, which had been notably stable earlier this year and indeed for most of this recent era of easy money, 
widened in the last quarter, an unwelcome omen for corporate bonds and the real economy.    



We have all lived through periods of withdrawal of monetary stimulus.  Needless to say, these periods are 
usually nerve wracking to the investor.  Volatility is introduced into markets as adjustments to pricing models 
are made and then refined to take into account new and evolving monetary conditions.  However, it is fair to 
say that none of us has experienced this adjustment process against a backdrop of the extraordinary amount 
of global debt that has been added since the Great Recession.  Nor have we ever seen the magnitude of 
interest rate increases off an almost non‐existent base.  Since 2008, the amount of debt taken on by both 
private and public borrowers world‐wide amounts to roughly $70 trillion, an increase of about 40% over that 
period.  The seemingly easy tolerance for this massive increase has been enabled by near zero and, in some 
cases, below zero interest rates that have made debt the financing instrument of choice.  With central banks 
now seemingly intent on withdrawing this extraordinary liquidity, borrowers now must pay the piper.  The line 
item for debt service may double in the years ahead for many corporates and most governments.  Borrowers, 
and markets, are recognizing a long sublimated fear that there is no free lunch.   

But it is not just interest rates and debt pressuring markets. Much of the year was taken up with a forced 
reassessment of a global trading order more or less in place since the end of the second world war. 
Multilateral arrangements involving all regions of the world were called into question by the Trump 
administration, which is seeking more favorable terms for the U.S.  (China is the main target of the president’s 
jihad.  But it is not alone.  Any country which runs a trade surplus with the U.S. is also implicated.)   Earlier in 
the year, the Administration’s bold maneuvering, which included unilateral tariffs, was considered in the 
context of a negotiating strategy anticipating that mutually beneficial deals would emerge.  These deals have 
proved elusive and the market now is concerned that a new, as yet unknown, trade paradigm within a 
framework of China containment and overall protectionism might replace the imperfect but workable 
arrangements already in place.  As of this writing, no new trade deal, including a new Nafta, has been signed. 

So, interest rates and trade, major economic issues that have profound implications for financial markets, have 
weighed heavily on market sentiment in the latter part of the year.  Compounding the distress is increasing 
evidence of slowing global growth, which is the feedback response to the higher cost of money and unsettled 
trade.  

We would go further.  There may be something more insidious seeping into market psychology.  It is the 
unknown of a new world political order. Old alliances are fraying to the point where friends appear foes and 
vice versa. Globalism is giving way to an aggressive form of populism that, as a political reality, makes sensible 
compromise harder to achieve.  We may be seeing a loss of confidence, and effectiveness, in political systems 
and mechanisms of arbitration globally.  We believe that a coarser realpolitik may be contributing to market 
nervousness.   

We have long believed that Europe, not Asia or China, represents a chink in the armor of global economic 
stability.  Brexit, or lack thereof, is but a manifestation of the tenuousness of the bonds of the EU as a 
functioning federation.  Europe has some big problems including asylum‐ seeking migrants from North Africa 
and the Middle East, slowing growth, Russian adventurism on Europe’s eastern border, ISIS inspired terrorism, 
suspect Italian and Greek bad debt, the afore‐mentioned Brexit, or lack thereof, a populist revolt in France, 
and a rocky relationship with the Trump administration.  At the same time that Europe deals with these 
threats, the ECB has announced that it will begin to deleverage its balance sheet, which, like the Federal 
Reserve’s, is bloated from its own quantitative easing initiative.  The withdrawal of liquidity may occur at 
precisely the wrong time.  

So, at year end the markets are trying to tell us something.  It is certainly not clear sailing.  But it never is.  And 
all is not bleak.  There is ample reason for some optimism.   In fact, we may be setting up for a good year in 
2019, for the following reasons: 



1. Although the Fed did hike the Fed Funds rate by 25 bps at their last meeting in December, it, at the 
same time, signaled that the rate is more or less at neutral.  For most of the year, the markets had 
anticipated a significantly higher benchmark rate. This development is hugely important for markets as 
we believe that this most recently expressed dovishness is not currently reflected in equity valuations.   
 

2. We believe that trade issues will resolve.  We will likely see new deals with Canada and Mexico and, 
down the road, Europe.  There likely will not be one grand bargain with China but a series of smaller 
arrangements beginning with the low hanging fruit of increased purchases of U.S. agricultural product 
by China.  This would address Trump’s fixation with the numerical disparity in trade between China 
and the U.S.  Even on the larger issue of China containment we have of late seen some positive 
movement in China’s scrapping of its China 2025 initiative, which essentially is China’s blueprint and 
timeline for global economic supremacy.  China is markedly slowing; too much of its success depends 
on external markets and technology transfer.  It desperately needs a deal.  The downturn in the U.S. 
market is nudging the U.S. in the same direction.  Real progress on a deal with China would cheer 
markets. 
 

3. We do not see a recession next year in the U.S.  The efficacy of the 2018 tax cuts will not be fully felt 
until 2019, the year when the first tax refunds calculated on the reduced rates in the Tax Cuts and 
Jobs Act of 2017 are sent to consumers.  Additionally, we have high hopes that capital expenditures 
will be more of a factor next year, because of lower corporate tax rates, the immediate full expensing 
of these investments and more clarity on interest rates.   
 

4. With the selloff in 2018, stocks look cheap.  Even recognizing that earnings forecasts may come down 
for the coming year, multiples range from 10x (Hong Kong) to 15x (U.S.) earnings for next year based 
on consensus analyst projections.  At the current level of expected interest rates, these valuations are 
very attractive.   

One final thought on that which is bedeviling the market, specifically: the idea that we are late in the business 
cycle in the U.S.  We don’t think this is the case.  Note:  we direct you to www.seabridge.com under the 
Investment Outlook tab (“U.S Economic and Stock Market Outlook”) where you will find some proprietary 
analysis suggesting that the housing market, because of house‐hungry millennials and rising affordability, is 
spring‐loaded for an upturn.  If we are right about housing, the single most important segment of the U.S. 
economy, then the U.S. should continue to perform well with significant positive implications for growth 
everywhere.  

So, what does this all mean for next year in terms of portfolios?  We think it means positive returns for equities 
accompanied by volatility which is a function of news flow that will track developments related to the myriad 
unresolved issues noted.  We also believe that 2019 will be a year of opportunity for active money 
management to outshine its passive competition, a style of investing which was particularly successful during 
this period, now ended, of free money.   

SeaBridge has a roster of actively managed strategies across the risk spectrum that may be appropriate for you 
in a fast‐changing world.  We would be happy to discuss these products with you and work with you to tailor 
your investment exposure to your circumstances. 

We look forward to serving you in the new year. 

Your SeaBridge Team 

http://www.seabridge.com/
http://seabridge.com/media/Outlook_Dec_2018.pdf


 

Note we have an additional presentation on our website under the Investment Outlook tab, Placing the 
Current Period in Context: 2018 vs. 2007, that you may be interested in reading. 

 

The views presented here represent the opinions of SeaBridge Investment Advisors based on analysis of publicly available 
information. The opinions of other analysts based on these data may differ, including other analysts in SeaBridge. The 
conclusions of the analysis may not be realized in the future. There may be other factors which have more influence on future 
growth, economic recovery and market performance than those presented here. There may be errors in the data referenced in 
this analysis. Investment involves risk and past performance is not indicative of future performance. 

This is for information only and should not be considered a solicitation or offering of any specific investment products or services. 

This is not a recommendation to buy any security or sector. SeaBridge may buy or sell securities for client or personal portfolios at 
any time in the future depending on individual circumstances or changes in SeaBridge’s conclusions about the outlook. There is 
no representation about the future performance of the stocks mentioned in the Commentary. There may be other stocks in the 
portfolio that performed worse than the examples presented here. SeaBridge’s opinion of the economic and market prospects 
may change in the future.  

There are differences among portfolios managed by SeaBridge in each strategy based on client-specific factors. Not all portfolios 
hold the same securities. Not all stocks held in the portfolio perform similarly. Some client accounts may not have as much cash 
reserved as other accounts managed in the strategy due to client withdrawals or other issues. SeaBridge manages portfolios in 
several styles. 

http://seabridge.com/media/Current_Period_Context.pdf
http://seabridge.com/media/Current_Period_Context.pdf

