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Q4 2018 
ECONOMIC OUTLOOK

By the LNWM Investment Strategy & Research Group

After a somewhat benign third quarter, Q4 began ominously. Through Friday, October 12, the S&P 
500 had fallen seven consecutive days, the longest losing streak in nearly two years. That was 
not the first time this year we’ve seen such an extreme move. Back in late January/early February, 
the S&P sold off by nearly 9%. At that time, we advocated staying the course, given the positive 
backdrop for equities; the market subsequently recovered all the lost ground and then some. Is 
this time different? We don’t think so. 

In our view, what we are experiencing is a return to normal levels of volatility, and not the 
beginning of a bear market. Volatility by itself is not usually a sign that we are about to enter a 
bear market, which is ultimately a result of economic fundamentals pointing to lack of growth or 
negative growth. However, we do recognize that there are signs that the likelihood of recession 
has increased, although what will tip the US into a recession and when remains uncertain.  
 

FUNDAMENTALLY SOUND, INEXTRICABLY NOISY

SUMMARY

• Globally, Risks Are Increasing. After an extremely moderate 2017, trade tensions, rising US 
interest rates, and a stronger-than-expected dollar are causing markets, particularly growth-
oriented stocks, to reprice. While signs of recession are increasing, we don’t see this as a near-
term possibility. 

• Growth Rates Are Diverging. Economic growth in the US has flattened, while the pace of growth 
for the rest of the developed world, though positive, is much slower than the US. Looking forward, 
we think growth rates will begin to converge – either US growth will slow down or foreign growth 
will pick up, with no clear indication yet about which of these two outcomes will occur.  

• US Interest Rates Will Rise Further. The Federal Reserve has indicated its intent to continue 
raising its target rate through 2019. Yields on longer-dated bonds will likely also continue to 
increase amid concerns about the US budget deficit, keeping US bond prices under pressure. 

• We Are Maintaining Globally Diversified Portfolios, with an emphasis on asset classes likely 
to benefit from rising interest rates/inflation. Within fixed income, we continue to focus on 
investments less sensitive to rising interest rates. In general, we continue to search for strategies 
that help to diversify our exposures.

“

O“

The return to monetary stability does not generate a crisis. It only brings to 
 light the malinvestments and other mistakes that were made under the  

hallucination of the illusory prosperity created by the easy money. ”

– Ludwig von Mises

http://www.lairdnortonwm.com


Q4 2018 
ECONOMIC OUTLOOK

2© 2018 LNWM  |  801 SECOND AVENUE  |  SUITE 1600  |  SEATTLE WA 98104  |  206.464.5100  |  WWW.LAIRDNORTONWM.COM

Days

1980 '84 '88 '96 '00

Source of Data: J.P. Morgan.

'92

Market Swings of Over 1% Are Not Uncommon  
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Average: 62 Days Per Year

After 2017, which was one of the least volatile years on record for US equities, the recent volatility 
can seem extreme. However, as the chart above illustrates, the S&P 500 has closed up or down by 
1% or more 62 days each year, on average, since 1980. In 2018 so far, we’ve seen 39 days with such 
moves, although several of these moves happened close together in a week’s time. 

In reality, very little has changed fundamentally for the US economy since the start of 2018. So far, 
we have not seen a significant deceleration in US economic growth and corporate profits, but we are 
keeping a close watch since risks to global growth seem to be mounting. The International Monetary 
Fund recently reduced its global growth forecast for 2019 to 3.5% (down from 3.7%) and warned of 
increased risks for the global economy, including high government debt levels. 

The recent selloff was driven by a combination of factors that do have the potential to derail global 
economic growth. For the most part, these are the same factors that we have pointed to in previous 
Economic Outlooks. On the following page is an update, including the impacts we’ve seen so far. 

Looking forward, we think corporate earnings will continue to be strong through 2018 (Q3 2018 
earnings are expected to be up close to 22% from the year-earlier period). However, we think this 
strength will provide a floor for equity prices, not spark a rally. It is becoming increasingly likely that 
US stock market returns will become more muted going forward, given relatively low increases in US 
productivity and tightening monetary policy.
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Update on Key Economic Drivers 

Shift in Monetary Policy (and rising interest rates). Across the maturity spectrum, bond yields are 
higher than they were at the outset of the year. That’s especially true for the shorter maturities (“the 
front end of the yield curve”), where the Fed has most control over yields. A major concern for many 
is that the Fed is raising rates too quickly and unnecessarily given the lack of inflation. 

In fact, the Fed is raising rates at a much slower pace relative to prior periods of monetary 
tightening. That’s because US inflation continues to remain tame (at 2% or below), despite fears to 
the contrary.  Further, we believe the Fed is working diligently to avoid an asset pricing bubble, such 
as the dotcom and housing meltdowns, both of which were largely fueled by cheap credit. 

Yields on longer-term US bonds have moved higher as well, but we view this as reflecting the 
increase in issuance by the US Treasury and concerns over the size of the US budget deficit.

Global trade tensions and slowing growth in China. Trade tensions continue to be an area of 
focus for the markets, but we have yet to see a significant impact on US corporate earnings growth. 
We will be keenly watching 3rd quarter earnings reports for signs that corporations have the pricing 
power to pass along higher trade-related costs to consumers. 

High stock market valuations. Certainly, we are in the later stages of the current economic cycle. 
Given the market drop in October, the S&P 500 was recently priced at 15.9 times earnings estimates 
for the next 12 months, which is right near the long-term average. Here out, we think investors will 
be especially focused on the sustainability of earnings growth and signs of any deterioration. 

Performance and Portfolio Positioning

Through the end of the 3rd quarter, performance of the LNWM Moderate Portfolio had been in line 
with our passive 60/40 benchmark. However, so far this year, our allocations to emerging markets 
(EM) and alternative assets continue to be detractors. The stronger US dollar has created a headwind 
for EM economies as many of these countries and EM corporations find it increasingly difficult to 
pay down dollar-denominated debt. Some pundits have even begun expressing concerns of an EM 
currency crisis.  

In fact, as we’ve discussed in previous editions of the Economic Outlook, EM countries have 
diversified their economies and are far less dependent on commodity exports. The EM selloff in 
Q3 was driven by increasing trade tensions between the US and China, US dollar strength, and 
fears of contagion from Turkey and Argentina. Indeed, a stronger US dollar and trade tensions 
will put pressure on EM equities, but as the EM rebound in mid-September showed, markets may 
have overreacted to these concerns. The long-term growth potential of emerging markets has not 
changed. The size of our allocation to any asset class reflects expected volatility and correlation 
to other asset classes. In the case of emerging markets, 2017 made it appear as if we had under-
allocated given that EM equities were up more than over 30%. EM underperformance in 2018 
demonstrates the necessity of diversification. 
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Chart 2

Our allocation to liquid alternatives has also had a difficult year after a strong 2017. In discussing 
this with clients, I often remind them that we invest in liquid alternatives because they have minimal 
correlation to traditional assets (the stock and bond portions of your portfolio). During times like 
this, we take a step back and ask if the strategies are somehow now “broken” and question our 
asset managers at length. While the consecutive negative performance of liquid alts during May and 
June was surprising, the drop is not outside expectations, and we continue to think our allocation to 
liquid alts is appropriate. However, we recently terminated one of our mangers in liquid alts due to 
performance that was inconsistent with our original investment thesis. 

We have also made a few other changes to LNWM portfolios, including the replacement of two 
managers – one in small-cap stocks and the other in emerging market equities. In both cases, we think 
the funds had grown too large to invest effectively in their respective asset classes. While it has only 
been a few months, both replacement funds have outperformed their benchmarks so far. 

Year to date, the performance of US equities — particularly small-cap stocks — continues to stand out 
in both absolute and relative terms. Our fixed-income allocations have also held up well, given their 
relatively low duration (lower sensitivity to interest rates), and some exposure to credit. We are currently 
in the early stages of determining asset allocations for 2019. In the meantime, we are maintaining our 
current allocations, although we do expect to make some changes to the LNWM Model Portfolios at 
the beginning of the year.

Total Return

Performance of Asset Classes 
Quarter-to-Date and Year-to-Date (As of September 30, 2018)

U.S. Large-Cap Equities

U.S. Small-Cap Equities 
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U.S. Core Taxable Bonds

Intermediate Municipal Bonds 

Hedge Funds – Liquid
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Source of Data: Morningstar, Bloomberg, Hedge Fund Research. Please see the disclosure and definitions.
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*Diversified asset allocation: 20% U.S. Large Cap Equities; 20% U.S. Municipal Bonds; 20% Hedge Funds (10% Absolute Return, 10% Market Directional); 15% Int’l Developed 
Equities; 5% U.S. Small Cap Equities; 5% Emerging Markets Equities; 5% Global REITs; 5%, Commodities; 5% Managed Futures. 
 
#Annualized Volatility as measured by standard deviation (the dispersion of outcomes around “the mean,” or average result). When the standard deviation is lower, realized results tend 
to be closer to expected results (and vice versa). Standard deviation is not intended to reflect the entire range of gains or losses possible from an investment. 
 
Past performance is no guarantee of future results. Data as of 9/30/2018. Returns are for period and index indicated (see Disclosures page for index definitions). “Diversified Allocation” 
returns assume quarterly rebalancing. 
 
Source of Data: Morningstar.

THE BENEFITS OF DIVERSIFICATION 
Total return by asset category relative to a diversified* allocation.

2018

2018

The chart above shows annual returns on a diversified portfolio (see above for asset allocation) for each year 
from 2003 to 2018, relative to returns on all other major classes. The last two columns show 15-year annualized 
returns and price volatility for the diversified portfolio (relative to other asset classes). Non-US equities were the 
top performers in 2017 (both developed and emerging markets) and added value to portfolios last year, but they 
have been a headwind to portfolio performance so far in 2018. However, when performance is evaluated over 
the long term (15 years in this case), global diversification has added value in terms of risk reduction and return 
enhancement. 
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In the third quarter, the S&P 
500 significantly widened its 
performance lead over almost 
all major equity indexes on 
investors' greater confidence 
in the future growth prospects 
of US companies compared 
to those internationally. The 
one anomaly is Japan, where 
investors are becoming more 
positive about the outlook for  
GDP and earnings growth. 
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Typically, market selloffs see 
a corresponding, proportional 
increase in market volatility.  
The most recent decline in 
October 2018 is no exception, 
although we can see that 
volatility (as measured by the 
VIX Index) has on average 
been higher since the 
February 2018 downturn.
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More companies in the S&P 
500 are tempering earnings 
expectations, as US dollar 
strength and trade-related 
tensions and uncertainty 
have had an impact on their 
operations in the US and/or 
abroad. 

S&P 500 Companies are Lowering Forecasts for 3Q Earnings 

Source of Data: WSJ, Factset.
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Historically, investors have 
considered bond yields 
and stocks to be negatively 
correlated (generally to 
move in opposite directions), 
although that relationship has 
shown signs of breaking down. 

At the beginning of 2018, 
there was negative correlation 
between US Treasury yields 
and US stock prices: as yields 
rose, equities fell. But during 
the summer of 2018, the stock 
market and bond yields both 
rose before abruptly diverging 
again in October. 
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Strength in the US dollar is 
likely to dampen earnings for 
companies in the S&P 500, 
since roughly 35% of S&P 500 
sales happen outside the US. A 
stronger dollar makes products 
priced in US dollars less 
competitive in foreign markets.

Where S&P 500 Companies Get Their Revenue: Top 8 Countries

Source of Data: WSJ, Factset.
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Investors have been eyeing 
steadily rising corporate 
debt levels since the 
2008 financial crisis as a 
potentialy negative catalyst 
in the credit markets. 
However, net corporate 
debt, which excludes cash 
on the balance sheet, is 
near the historical average. 
Additionally, the ability of 
companies to generate 
relatively high cash flow 
and profits suggests that 
a substantial correction in 
the credit markets may be 
a ways off. Finally, the yield 
differential between high-
yield bonds and Treasuries 
is relatively tight, indicating 
the market view that 
corporate creditworthiness 
is not deteriorating.  

US Corporate Debt (Gross and Net) as % of US GDP 
(Net debt is debt minus cash on the balance sheet)

Source of Data: Federal Reserve, BEA, Moody's Analytics.
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The US Treasury is issuing 
more debt to cover the rising 
US budget deficit, at the same 
time that US interest rates 
are rising, resulting in higher 
interest payments. As the US 
government pays out more in 
interest, it has less money to 
spend elsewhere and potentially 
its stellar creditworthiness may 
come into question. 
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While the Federal Reserve 
has been increasing short-
term US interest rates, 
longer-term rates have not 
risen as sharply, due to 
expectations for subdued 
US economic growth and 
inflation. But this could 
change, since the majority 
of US economic data point 
to continued economic 
growth and inflation. These 
factors are likely to drive 
longer-term interest rates 
higher, with most of the 
increase happening in the 
intermediate-term (6 to 10 
years) and longer maturities. 
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We continue to expect US
interest rates to keep rising.
One reason: higher issuance
of US Treasury debt to fund
the budget deficit, which is 
increasing due to the 2017 tax 
cuts and higher government 
spending. Given a higher level 
of Treasury bond issuance, 
investors might require higher 
yields to buy, pushing rates up.

Net Issuance of US Treasury Bonds (12 Months Prior) 
USD  
Billions ($)
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It was a volatile 3rd quarter 
for emerging markets 
(EM), marked by budget 
and economic uncertainty, 
especially in Argentina and 
Turkey. However, investors 
grew more comfortable with 
the potential outcomes in 
each country, and emerging 
market currencies started to 
firm relative to the US dollar 
in mid-August. Both these 
developments helped EM 
debt add value to portfolios.    

Emerging Market Bonds (Dollar Denominated) vs. US Bonds Q3 2018
USD ($)
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ABOUT LAIRD NORTON WEALTH MANAGEMENT

With nearly $5 billion in assets under advisement, Laird Norton Wealth Management is the Northwest’s premier wealth 
management company. Founded in 1967 to serve the financial management needs of the Laird and Norton families, the 
firm now provides integrated wealth management solutions to more than 600 individuals, families, business leaders, 
private foundations and nonprofit organizations.

LNWM ASSET CLASS RETURNS CHART INDEX DEFINITIONS 
Intermediate Municipal Bonds: Barclays Municipal Bond 1-10 Year Blend Index that measures the performance of municipal bonds with 
maturities between one and 10 years.

U.S. High-Yield Bonds: ICE BofAML US High Yield Index tracks the performance of US dollar denominated below investment grade 
corporate debt publicly issued in the US domestic market.

U.S. Core Taxable Bonds: The Barclays Capital U.S. Aggregate Bond Index covers the USD denominated, investment-grade, fixed-rate, 
taxable bond market of SEC-registered securities. The index includes bonds from the Treasury, Government-Related, Corporate, MBS, 
ABS, and CMBS sectors. 

U.S. Large-Cap Equities: The Russell 1000 Index is an index of approximately 1,000 of the largest companies in the U.S. equity market.

U.S. Small-Cap Equities: Russell 2000 Index, a measure of the performance of the 2,000 smallest companies in the Russell 3000 Index, 
representative of the U.S. small capitalization securities market.

Developed International Equities: MSCI EAFE Index, a free float-adjusted market capitalization index that is designed to measure 
developed market equity performance, excluding the US & Canada. As of June 2014, the MSCI EAFE Index consisted of the following 
21 developed market country indices: Australia, Austria, Belgium, Denmark, Finland, France, Germany, Hong Kong, Ireland, Israel, Italy, 
Japan, the Netherlands, New Zealand, Norway, Portugal, Singapore, Spain, Sweden, Switzerland, and the United Kingdom.

Emerging Markets: MSCI Emerging Markets Index, a free float-adjusted market capitalization index that is designed to measure equity 
market performance in the global emerging markets. As of June 2014, MSCI Emerging Markets Index consisted of the following 23 
emerging market country indices: Brazil, Chile, China, Colombia, Czech Republic, Egypt, Greece, Hungary, India, Indonesia, Korea, 
Malaysia, Mexico, Peru, Philippines, Poland, Qatar, Russia, South Africa, Taiwan, Thailand, Turkey and United Arab Emirates.

Commodities: The Bloomberg Commodity Index is made up of 22 exchange-traded futures on physical commodities. The commodities 
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 single-
manager 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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Managing Director at BlackRock Inc. in New York City, responsible for managing risk in the firm’s alternative asset portfolios 
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Alternative Advisors (2006 to 2010), Head of Fixed Income Research at Russell Investments (2010 to 2012) and a fixed 
income analyst and portfolio manager at Microsoft and IAC/InterActive Corp.
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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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