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Volatility returned in 2018. The lack of  +/-1% moves 
seen in 2017 is proving to be a clear historical outlier. 
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The price swings in 2018 occurred within a broad 
trading range and the peak-to-trough drawdown for 
the year was actually below average. 
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An uptick in large price swings within a broad trading 
range has meant that volatility (as measured by the 
VIX) is seeing a record level of  volatility. 
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2018 has defied the adage that “there is a bull market 
somewhere” -- it is poised to be the first year since at 
least 1972 where no asset class had at least a 5% gain.  



Source: Baird Investment Strategy team Baird Market and Investment Strategy │6 

The weight of  the evidence turned cautious in mid-
2018 and the message persists heading into 2019. 
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One source of  market volatility has been central banks 
shifting from quantitative easing to tightening – this 
could intensify in 2019. 
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As of  September, the consensus view on the Fed was 
that after a December rate hike (the 4th move of  2018), 
three more hikes would be in store for 2019. 

FOMC participants’ assessments of appropriate monetary policy: 
Midpoint of target range or target level for the federal funds rate 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

Source: Federal Reserve, Chairman's FOMC Press Conference Projections Materials, September 26, 2018  
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Moderating inflation pressures would give the Fed 
flexibility to adopt a more dovish stance. The data are 
not consistent in suggesting inflation is moderating. 
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Bond yields are on the Fed’s radar: The move higher 
in 2018 by the 10-Year T-Note was not confirmed by 
German yields or Copper prices. 
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The yield on the 2-Year T-Note has risen even faster 
than the yield on the 10-Year T-Note, producing a 
flattening and near inversion of  the yield curve. 
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An inverted yield curve is typically associated with an 
increased risk of  recession. Heading into 2019, 
recession risk in the U.S. remains quite low. 
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Globally synchronized growth proved fleeting. The 
likelihood that the global economy had entered a 
recession rose over the course of  2018. 
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Disappointing global g rowth has been evident in the 
Economic Surprise Indexes. We want to see if  these 
can move back into positive territory in 2019.  
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Additional evidence that g rowth is becoming re-
synchronized would be an upturn and more positive 
tone from the country-level leading indicators.  
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Global g rowth has faltered, but U.S. g rowth has kept 
accelerating. Yearly g rowth in GDP has moved higher 
in eight consecutive quarters. 
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Weighing on growth in 2019 is the lack of  additional 
tax cut stimulus and evidence that business optimism 
is moderating. 
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Echoing the pullback in small business optimism is 
the decline in CEO confidence. Animal spirits may not 
be the tailwind in 2019 that they were in 2018.  
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Real median household income moving to a new high 
in 2017 is further evidence that a bullish secular shift 
has occurred in the economy. 
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Forecast Actual  

Actual g rowth has moved ahead of  forecast g rowth 
even as forecasts call for slower growth. This supports 
a view that economic surprises may be to the upside. 
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Fueling this secular upswing in the economy has been 
resurgent productivity g rowth, the trend of  which has 
turned higher after a decade-plus of  declining. 
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The improving trend in economic growth combined 
with the tax cuts to deliver strong corporate results in 
2018, with both top- and bottom-line growth improving. 
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In a marked shift from previous years, earnings 
expectations for 2018 actually rose over the course of  
the year. Hoping for a repeat of  this in 2019.  
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Stock market volatility and improving earnings growth 
helped bring down valuations. Stocks, however, are 
still not cheap from a historical perspective. 
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Valuations are best viewed from the perspective of  
longer-term risk/reward. Current valuations are 
consistent with muted forward returns. 
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While the seasonal pattern argues for strength in early 
2019, recent leadership and the ongoing cyclical bear 
market are not consistent with that trend. 
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The September peak in the S&P 500 came with a 
momentum divergence, and selling since then has 
broken the cyclical trend that emerged in 2016. 
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As stocks in the U.S. were making new high mid-year, 
an increasing percentage of  global markets were 
already rolling over and trending lower. 
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In the U.S., index-level highs were accompanied by a 
narrowing in the new high list, and selling since has 
produced a sharp expansion in the new low list. 
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The percentage of  industry groups in up-trends 
continues to decline. Seeing improvement here is key 
if  cyclical conditions are going to improve in 2019. 
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By the time the past two cyclical bear markets (2011 & 
2015/16) had run their course, the bull-bear spread 
had turned negative, indicating excessive pessimism. 
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After an initial surge in inflows, equity funds have 
seen outflows for much of  2018. This suggests some 
skepticism among investors. 
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After seeing excessive pessimism followed by 
capitulation, an upside breadth thrust would signal 
that the ensuing rally could lead to a new cyclical bull. 
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Small-caps gaining strength relative to large caps 
would suggest historically bullish seasonal tailwinds 
are emerging. 
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If  the cyclical bear yields to a cyclical bull market in 
2019, it could be signaled by more substantial 
leadership from Emerging Markets. 
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requirement to hold an Australian financial services license. Baird is regulated by the United States Securities and Exchange Commission, FINRA, and
various other self-regulatory organizations and those laws and regulations may differ from Australian laws. This report has been prepared in
accordance with the laws and regulations governing United States broker-dealers and not Australian laws.

United Kingdom (“UK”) disclosure requirements for the purpose of distributing this research into the UK and other countries for which
Robert W. Baird Limited holds a MiFID passport.
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The contents of this report may contain an "investment recommendation", as defined by the Market Abuse Regulation EU No 596/2014 ("MAR").
This report does not contain a “personal recommendation” or “investment advice”, as defined by the Market in Financial Instruments Directive
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to persons in the UK falling within Articles 19, 38, 47, and 49 of the Financial Services and Markets Act of 2000 (Financial Promotion) Order 2005
(all such persons being referred to as “relevant persons”). Accordingly, this document is intended only for persons regarded as investment
professionals (or equivalent) and is not to be distributed to or passed onto any other person (such as persons who would be classified as Retail
clients under MiFID).

All substantially material sources of the information contained in this report are disclosed. All sources of information in this report are reliable, but
where there is any doubt as to reliability of a particular source, this is clearly indicated. There is no intention to update this report in future.
Where, for any reason, an update is made, this will be made clear in writing on the research report. Such instances will be occasional only.

Investment involves risk. The price of securities may fluctuate and past performance is not indicative of future results. Any recommendation
contained in the research report does not have regard to the specific investment objectives, financial situation and the particular needs of any
individuals. You are advised to exercise caution in relation to the research report. If you are in any doubt about any of the contents of this
document, you should obtain independent professional advice.
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