Q1 2019
ECONOMIC OUTLOOK
By the LNWM Investment Strategy & Research Group

“ The best way to measure your investing success is not by whether you’re

beating the market but by whether you’ve put in place a financial plan and
a behavioral discipline that are likely to get you where you want to go.”
– Benjamin Graham

SUMMARY
• We are in the later stages of the current economic cycle. The US economy seems to be clearly in the
later stages of what has been a very long period of growth. That is not to say that we expect a recession
but rather expect slowing growth rates, which will likely be reflected in higher market volatility.
• Further interest rate hikes will be more “data-dependent.” As recently as Nov. 2018, the Federal
Reserve was steadfast in their message of two to three additional hikes in 2019 along with continued
reduction of the fixed-income securities on their balance sheet. Capital markets reacted negatively
in December, which caused some change in rhetoric from Fed Chairman Powell. Given that there are
no signs of an overheating US economy, the Federal Reserve will have reason to pause and reflect on
economic data in 2019.
• Global growth rates will continue to diverge. This is not new but recent events in Europe (Brexit,
French protests, Italian budget) will likely cause the difference in growth rates to grow wider. Emerging
markets are likely to benefit from lower energy prices but any repricing will depend on a US-China trade
war settlement.
• Portfolio positioning will be more conservative. Given the later stages of the economic cycle, global
debt levels (government and corporate), and the escalating geopolitical issues, we are positioning our
portfolios more conservatively. We think there may be an opportunity to add risk later this year, but we
think the currently available risk/reward ratio justifies some caution.

2019: Changing Tide Will Not Lift All Ships
On Dec. 24, 2018 in an email to clients, we talked about a shift in market sentiment, which has largely
carried over into the first part of 2019. What has shifted? There is now more concern and even
fear than there has been for quite a while. Virtually all the concerns we expressed in our Q4 2018
Economic Outlook about global economic growth and the possibility that we are nearing the end of a
bullish cycle are still with us, except now they are being more widely acknowledged.
To be sure, we are entering a late-cycle phase, particularly in the US, which does not portend a
recession (we expect to hear that more frequently in 2019) but does increase market vulnerability,
i.e. volatility. At the same time, however, the fundamentals are actually quite strong, with historically
low US unemployment, and corporate earnings growth that is in most cases meeting expectations.
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December was especially difficult. The S&P 500 dropped nearly 10%, wiping out all gains for the
year and finishing down just over 4% for 2018, including dividends. We think the root cause of the
December debacle was the market’s uneasiness with the path laid out for interest rates by the Federal
Reserve. We’ve highlighted in past Outlooks the importance of the Fed’s target interest rate and why
it is so influential on asset pricing, and we also recognize that there is an optimal level that reflects
current levels of unemployment and inflation. Recent market moves are to a large extent a repricing of
assets to reflect higher interest rates, with the added concern that the Fed may raise rates too far and
fast, stifling US economic growth. While we think these initial market moves were extreme, and the
Fed is likley to tread carefully here out, we are not sitting idly as we think there is reason for caution as
well as some optimism for future opportunities.

US Treasury Bond Yields*: Where Will Rates Go from Here?
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US interest rates have
risen but primarily on
shorter maturities as
the Federal Reserve
hiked its target interest
rate four times in 2018.
This is in part why we
believe shorter maturities
offer a better risk-reward
opportunity compared to
longer-term bonds at this
time.
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*Yields as of Dec. 31, 2018. **Estimated yields based on pricing of derivate contracts.
Source Data: Bloomberg.

Portfolio Performance and Positioning
The 4th quarter of 2018 was disappointing, to be sure, as we underperformed our 60/40 passive
benchmark, which drove the underperformance for the year. However, our asset manager selection
was additive for the quarter and for the year, as the funds we are invested in generally outperformed
their benchmarks. Further, the asset allocation changes we made to LNWM portfolios in early and
mid-December (see next paragraph) have proven additive, as our portfolios have rebounded so far in
2019 to outperform the benchmark, although we acknowledge this is a short period of time. We are well
aware that the global diversification we maintain in our portfolios was not beneficial at the end of 2018,
when virtually all asset classes suffered losses. However, over longer periods of time we believe that
diversification will continue to add value.

© 2019 LNWM | 801 SECOND AVENUE | SUITE 1600 | SEATTLE WA 98104 | 206.464.5100 | WWW.LAIRDNORTONWM.COM

2

Q1 2019
ECONOMIC OUTLOOK

Performance of Asset Classes
Quarter-to-Date and Year-to-Date (As of December 31, 2018)
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Generally speaking, we are taking a cautious approach to start 2019, having in December increased
our allocation to short-term fixed income and reduced our exposures in three areas: (1) hedge funds;
(2) high-yield fixed income; and (3) foreign equities. Maintaining an increased allocation to short-term
fixed income, which is now offering the highest yield in several years, will allow us to take advantage
of opportunities as they present themselves later this year and provide downside protection should
the economy turn for the worse. Additionally, we have topped off our allocations to infrastructure,
which is an area that offers portfolios both real return potential and some measure of diversification.
Several asset classes (US equities and corporate bonds, for example) are now trading at relatively
attractive levels, which we think could become more compelling in time. By contrast, foreign markets
are facing stiffer headwinds. After a great 2017, last year proved to be difficult for foreign equities,
emerging markets (EM) in particular. EM investments have long been volatile and 2018 was no
different. That said, we continue to see value in emerging markets given their potential for growth.
In China, there are increasing concerns for growth, which seem to be directly related to the ongoing
trade war with the US. We think this will force both countries to the table to negotiate a trade deal.
Should a deal be struck, it would almost certainly improve the short-term prospects for EM equities,
which we think offer attractive longer-term potential.
In foreign developed markets, the story is a bit different, as we see signs of increasing risk. In
Europe, both Italy and Britain are likely to lead the headlines in 2019. Italy has presented a budget to
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the EU showing a 2.04% deficit relative to GDP, which, given the current populist government, will be
difficult to achieve. Interestingly, by some measures, Italy’s deficit is more fiscally responsible than the
current deficit of the US.
The official Brexit date is March 29, 2019 and the British Parliament on January 15 voted down the
Brexit deal proposed by Prime Minister Theresa May. A close friend who is proudly British and lives in
London understandably said to me: “There is absolutely no plan for how to deal with this.
In fact, there are thousands of people who don’t know how long they will be able to remain in Britain.”
The difficulties for Europe that are likely to be caused by Italy and Britain in 2019 have caused us to
trim our exposures there as we don’t think the risks have been completely priced in.

Looking Forward
Historically, equity markets have performed well during years with split governments as we have now
(Democrats control the House, Republicans the Senate), although there is no economic basis for this.
However, the current US government is embroiled in a series of investigations with the threat of more
to come, which we think will not be well-received by capital markets.
As 2019 progresses, we think these two economic factors will increasingly weigh on the markets:
1) The continued growth of the US deficit and the related change in Fed policy; and (2) China-US
trade relations. Combine the nearly $1 trillion increase in the US federal budget deficit with the Fed
reducing its holdings of fixed-income securities plus continued trade negotiations with the largest
holder of our debt (China) and it is difficult to have an optimistic outlook for US bond yields. To be
clear, this is a long-term concern but one that it seems no political party has the courage to confront.
Still, there is much that can go right in 2019, as well as wrong. Since our email to clients on Dec. 24,
Fed Chair Jerome Powell has indicated that the Fed remains open to fewer interest rate hikes going
forward. Markets have certainly reacted positively to this and are even pricing in a cut in interest
rates in 2020. In 2019, the markets would welcome a pause in US interest rate increases, given
that decelerating global growth is now more apparent from the macroeconomic data, and earnings
releases from globally exposed corporations are revealing slowing revenue growth and shrinking
profit margins.
The impact of the trade dispute with China and the longest-ever US government shutdown (now in
effect) will also increasingly factor into the outlook for corporate earnings. We think first-quarter 2019
earnings will be particularly meaningful since the benefit of the 2017 corporate tax cuts will be fully
baked into comparisons. In the second quarter of 2018, S&P 500 companies averaged a tax rate of
just under 20%, the lowest tax rate since 1993, according to Blackstone.
Another positive is robust spending by US consumers, which makes up 67% of the US economy.
Unemployment remains at historically low levels which has driven some wage inflation. Further, the
fall in energy prices during the second half of 2018 should provide a further boost for consumers.
We acknowledge that we are in the later stages of an economic expansion but feel the US consumer
is the most likely catalyst to extend it. Along with that, it seems the Federal Reserve has reason to
pause on their tightening of monetary policy, which should serve to calm markets.
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Key Economic Drivers 2019
Central Bank Policy. December 2018 demonstrated how sensitive the markets are to central bank
policy, especially that of the Federal Reserve. Sensitivity to central bank policy exists globally,
including moves by the European Central Bank and the Bank of Japan. The Federal Reserve
finds itself in an unenviable position as it tries to reduce its fixed-income holdings (unwind its
balance sheet) and normalize US interest rates without derailing the economy. We think a pause
in interest rate increases is likely and justified given price stability and tame US inflation. Current
market pricing is implying the same. Other central banks find themselves in an even less desirable
position, with similar balance sheet issues but economies that are not growing as quickly.
Europe (Brexit, France, Italy). With the looming Brexit deadline quickly approaching – March 29,
2019 — the UK parliament has yet to approve a strategy. The lack of clarity could cause significant
price swings in UK assets with secondary effect for European assets. It’s clear that the honeymoon
period for France’s Macron is over given his 23% approval ratings. He seems unable to implement
the additional necessary reforms to move France forward. Italy’s budget deficit, lack of growth,
and lack of willingness to reform will continue to be a headwind for Europe. One must begin to
question how unified the European Union really is.
Credit-Driven Concerns. For many years, cheap credit was available to corporations, consumers
and governments alike. We have long said that corporations with healthy balance sheets did the
right thing by increasing the debt side of their balance sheets while reducing equity; however, debt
has become more costly given the rise in yields, and it will only take one or two significant defaults
to cause contagion in credit markets. It will be no surprise to see defaults this year in lower-quality
credit, which is covered by loose or no covenants. Consumer balance sheets are generally healthy,
though student loans will be an increasing issue in the coming years. Foreign government debt
has long concerned us although in the near term it should only be an issue for countries with other
fiscal problems, i.e. Italy, Greece, and to a lesser extent, France.
Asset Price Correlations. The 4th quarter of 2018 was troubling on many fronts but the change in
correlation among asset classes could easily lead one to question diversification. In other words,
assets that were supposed to zig when others zagged, didn’t. We saw some reversal toward
normalcy late in December. We continue to believe in the principles of diversification and will
maintain diversified portfolios. In fact, we think recent volatility will demonstrate the benefits of
active management (as opposed to index investing) more so than in the past.
US-China Trade. We’ve discussed this for some time. As one of the largest and fastest growing
economies, there is no dispute of the importance of China in the global economy. Since the
beginning of the tensions between the US and China, the Chinese equity market has sold off by
more than 20% and recent data show signs of slowing growth there. While the US economy is
actually more isolated (less dependent on trade), we will certainly feel the effects of an ongoing
trade war. We believe markets will force both countries to the table in 2019 to iron out a solution,
although it is very difficult to assess timing.
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S&P 500 Stock Index: Number of Days Price Moved by 1% or More
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The 4th quarter of 2018,
especially December, featured
much more market volatility
than we have seen in quite
a while, given a very calm
2017. That said, the number
of trading days in 2018 with
moves of at least 1% in equity
prices was roughly in line
with the average since 2009.
Interestingly, we had 32 up
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32 down days of at least 1%.
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Index Level

Uncertainty about
government economic policy
around the world (see chart
at left) soared in 2018 and
reached its highest level on
record. Investors are getting
mixed messages regarding
both monetary and fiscal
policy. A high and/or rising
level of uncertainty about
policy makes it difficult for
businesses to invest and is
a headwind for continued
economic expansion.

Economic Policy Uncertainty Index (Global)

350

300

250

200

150

100

50

0
1999

2004

2009

2014

2019

Source of Data: Bloomberg.

Cumulative
Return (%)

Uncertainty Drag
Estimated macroeconomic drivers of US equity performance (2016 - 2018)

45%

30%

Growth Effect

15%

US Equity Return
0%

Looking back at the last few
years underscores how much
of a toll that uncertainty can
take on financial market
performance. Growth
expectations generally drive
equity market returns. However,
according to BlackRock,
uncertainty regarding US trade
and other economic policies
have subtracted roughly 10%
from the US equity returns.
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GDP
Growth (%)

Losing Some Steam
The World Bank expects GDP growth to ease globally and in major economies
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Expectations for GDP
growth worldwide were
very strong going into 2018,
whereas GDP growth is
anticipated to slow down
across most economies in
2019 and 2020. That said,
growth is expected to remain
positive in balance, and, as
we’ve seen, markets often
do well at times of moderate
economic growth.
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Manufacturing expectations
continue to indicate economic
expansion globally. That is
based on readings above 50
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contraction.
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The highest PMI readings are
now in the US, while in most
other regions those making
major purchasing decisions in
the manufacturing sector are
less optimistic than they have
been over the last few years.
Nowhere has that change
been more dramatic than in
the Eurozone, an area that
faces both geopolitical and
economic obstacles in 2019.

Source of Data: Bloomberg.
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US
and Global Leading Indicators Vs. Inflation
US and Global Leading Indicators Next to Inflation
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One of the greatest threats
to economic stability is the
Federal Reserve raising
interest rates too much or too
fast. The recent downturn in
global leading indicators (in
the US and abroad), at a time
when inflation has stabilized,
makes it more likely that the
Fed will reassess its timeline
for raising interest rates in
2019.
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Flattening yield curve coincides with dimmer views of future

Consumer
Confidence
Recession

Recession

Recession

Recession

Yield
Spread

Recession

300
200
200

100
100

0

0

-100

-100

Much attention is being given
to the flattening in the US
Treasury yield curve (the yields
on short and long-term bonds
converging). Typically the
yield curve flattens and inverts
(shorter-term bonds yield more
than longer-term ones) a year
or more before a recession. We
think a more timely indicator
of recession is a drop in US
consumer confidence. At
this point, we haven't seen a
meaningful deterioration in this
metric.

-200
-200
'77

'80

'85

'90

'95

'00

'05

'10

'15

Market Matrix US Sell 2 Year and Buy 10 Year Bond Yield Spread (Right Axis)
Conference Board Consumer Confidence SA 1985=100 (Left Axis)

Source of Data: Bloomberg.

© 2019 LNWM | 801 SECOND AVENUE | SUITE 1600 | SEATTLE WA 98104 | 206.464.5100 | WWW.LAIRDNORTONWM.COM

9

Q1 2019
ECONOMIC OUTLOOK

Credit Ratings on Investment-Grade Corporate Bonds
Issued Globally 2001 - 2018
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regarding credit exposure.
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are generally quite high, and
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Corporate earnings growth has
been very strong, especially
in the US, during the last few
years with a sharp acceleration
beginning in 2016. More
recently, however, we have
seen a deceleration, as the
benefits of the 2017 corporate
tax cuts are now fully reflected
in earnings, and global trade is
slowing down, giving us reason
to be cautious.
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Global Equity Valuations
Current and 25-Year Historical Valuations
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While acknowledging that equity
valuations could get cheaper,
we continue to be positive on
the outlook for equities with
valuation a key component of
our analysis. Globally, equities
are undervalued to varying
degrees, relative to their longterm average. We are most
optimistic about Asia and
emerging markets.
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Seeking Bottom
Return

Worst periods for US value stock performance versus growth (1934 - 2018)
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Value's slump ranks
among the worst

Value stocks, which comprise
a meaningful portion of the
actively managed stock funds
we invest in, have been in a
downturn since 2016, while
growth stocks have been
very much in favor. Multiyear underperformance by
value or growth stocks is
not rare; however, this is
the 4th longest period of
underperformance by value
stocks since 1934. We think
a reversal in this trend will
benefit LNWM portfolios.
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are weighted to account for economic significance and market liquidity and weighting restrictions on individual commodities and
commodity groups promote diversification.
Global REITs: FTSE EPRA/NAREIT Global Equity REIT Index, a measure that tracks the performance of listed real estate companies and
REITs worldwide.
Managed Futures: The SG CTA Index provides the market with a reliable daily performance benchmark of major commodity trading
advisors (CTAs). The SG CTA Index calculates the daily rate of return for a pool of CTAs selected from the larger managers that are open
to new investment.
Hedge Funds – Liquid: HFRX Global Hedge Fund Index – A daily-valued index designed to be representative of the overall liquid hedge
fund universe. It is comprised of all eligible hedge fund strategies; including but not limited to convertible arbitrage, distressed securities,
equity hedge, equity market neutral, event driven, macro, merger arbitrage, and relative value arbitrage. The strategies are asset weighted
based on the distribution of assets in the hedge fund industry. For
Hedge Funds – Illiquid: HFRI Fund Weighted Composite Index – A global, monthly-valued, equal-weighted index of over 2,000 singlemanager funds that is designed to be representative of the overall composition of the hedge fund universe. It is comprised of all eligible
hedge fund strategies. Constituent funds report monthly net of all fees performance in U.S. dollar and have a minimum of $50 Million
under management or a twelve (12) month track record of active performance. The HFRI Fund Weighted Composite Index does not
include Funds of Hedge Funds.

BENCHMARK 60/40 BLEND PORTFOLIO
The 60/40 Equity & Fixed-Income Blend Portfolio: Annually rebalanced blend of the Barclays Capital US Aggregate Bond Index and
the MSCI All-Country World Index (ACWI). The blend is intended to reflect a typical moderate asset allocation without active management
or manager fees for comparison.
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DISCLOSURE
All investments involve a level of risk, and past performance is not a guarantee of future investment results. The value of investments and the
income derived from them can go down as well as up. Future returns are not guaranteed and a loss of principal may occur. All investment
performance can be affected by general economic conditions and the extent and timing of investor participation in both the equity and fixed
income markets. Fees charged by LNWM will reduce the net performance of the investment portfolio.
The information presented herein does not constitute and should not be construed as legal advice or as an offer to buy or sell any investment
product or service. Any opinions or investment planning solutions herein described may not be suitable for all investors nor apply to all
situations. All opinions expressed are those of Laird Norton Wealth Management and are current only as of the date appearing on this material.
Any accounting, business or tax advice contained in this presentation (or communication, including attachments and enclosures) is
not intended as a thorough, in-depth analysis of specific issues, nor a substitute for a formal opinion, nor is it sufficient to avoid
tax-related penalties.
Some investments may not be publicly traded and they may only allow redemptions at certain times conditioned on various notice provisions
and other factors as more fully described in the related offering and subscription documents provided at the time of the investment. Due
to the nature of these types of investment funds, hedge funds, fund of funds, and similar partnership-like investment vehicles, they should
be considered illiquid. In addition to restrictions on redemption, they often include holdback provisions that may delay a full redemption for
several months or longer. There is no guarantee that the amount of the initial investment can be received upon redemption. Due to the nature
of the tax reporting that may be available from these types of investments, clients should expect to extend the filing of their tax returns.
A benchmark is an unmanaged index, and its performance does not include any advisory fees, transaction costs or other charges that may
be incurred in connection with your investments. Indices are statistical composites and are shown for informational purposes only. It is not
possible to invest directly in an index. Indices are unmanaged and are not subject to management fees. Any benchmark whose return is shown
for comparison purposes may include different holdings, a different number of holdings, and a different degree of investment in individual
securities, industries or economic sectors than the investments and/or investment accounts to which it is compared. Comparisons of
individual account or portfolio performance to an index or benchmark composed of indices are unreliable as indicators of future performance
of an actual account or portfolio. Actual performance presented represents past performance net of investment management fees unless
otherwise noted. Other fees, such as custodial fees or transaction related fees may not be reflected in the actual performance results shown.
The LNWM Moderate Model Index with Hedge Funds performance shown is comprised of a hypothetical combination of actual investment
returns generated by investment managers and funds recommended by LNWM during the time period indicated. Past performance is no
guarantee of future results. The Index allocation ranged from 20%-33% fixed income, 36%-67% equity, 10%-33% hedge funds and 0-5%
cash. The actual allocations at any given time are available upon request. Within equities there is a mix of active and passive strategies, value
and growth, various capitalizations and international stocks. The Index reflects all changes in LNWM’s recommended managers during the
period. The investment results include the reinvestment of dividends and other earnings. The Index is net of mutual fund fees and gross of
LNWM management fees.
The Moderate Index with Hedge Funds is not an actual portfolio and it is not possible to invest in the Index directly. Neither is it possible to
invest directly in any index used in the comparative asset allocation blends shown. The Index investment performance does not represent
the actual performance experienced by any client or group of client accounts. Actual performance results in client accounts will have varied
substantially from the performance shown as a result of the inception of the investment, the timing and expenses of trades in the portfolio,
the addition or withdrawal of cash, funds or securities, the imposition of taxes, expenses of custody and other variables not accounted for in
the Index.
Fees charged by Laird Norton Wealth Management will reduce the net performance of your investment portfolio. For example, a $3,000,000
investment for the 10-year period ending December 31, 2016, allocated in line with a Moderate Index, would have a value of approximately
$4,863,109 at the end of the period. A 1% annual fee, collected monthly in arrears, would reduce the ending balance to approximately
$4,403,809. The Laird Norton Tyee Asset Strategies, LLC standard schedule of fees is set forth in our Form ADV Part 2A and is available
upon request. Fees for accounts managed by Laird Norton Trust Company are based on the trust company’s standard fee schedule and may
include fiduciary fees and related expenses in addition to investment management fees.
Certain information herein has been obtained from public third party data sources, outside funds and investment managers. Although we
believe this information to be reliable, no representation or warranty, expressed or implied, is made, and no liability is accepted by Laird
Norton Wealth Management or any of its officers, agents or affiliates as to the accuracy, completeness or correctness of the information herein
contained. In addition, due to the nature of an investment or the date of the creation of the attached presentation, some values shown or used
in the calculation of performance may be based on estimates that are subject to change.
The attached materials may contain confidential information that is intended only for the person to whom it is presented. By accepting this
information, you agree to maintain its confidentiality and not to distribute it to any other person without the express permission of Laird
Norton Wealth Management. Laird Norton Wealth Management is comprised of two distinct entities that may offer similar services to clients.
Laird Norton Trust Company is a State of Washington chartered trust company. Its wholly owned subsidiary, Laird Norton Tyee Asset
Strategies, LLC, is an Investment Advisor registered with the Securities and Exchange Commission. Such registration does not imply any level
of skill or expertise.
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