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As we approach the end of 2018, it’s fair to say we’ve been on a wild ride this year as far as the equity 

markets go. The year started off strong for U.S. stocks and the S&P 500 hit an all-time high in August. But 

when volatility roared back in November and early December, most of the year’s gains were wiped out and 

the average for the year went negative. There are also troubling signs overseas—bear market in China, sell-

off in parts of Europe, changes in monetary policy from the European Central Bank—but overall, most 

leading economic indicators remain favorable. In the U.S., real GDP is growing at about 3.5% while 

unemployment at 3.7% is lower than it’s been in almost 50 years. Reported consumer price index inflation is 

only about 2.2%, although anecdotal evidence hints that it may be a bit higher than that.  

Right now, the Fed is continuing its tightening of monetary policy by 

allowing about $50 billion a month of mortgage-backed securities and 

Treasuries to mature without replacement. One of the main questions 

therefore troubling investors is how the unwinding of central bank 

balance sheets is going to impact the global economy? That’s definitely 

on the mind of fixed income investors lately.  

If monetary policy continues to tighten, it could have negative impact on the overall fixed income new 

issuance market. We’ve already seen that to some degree in the decline in new high yield bond issues. 

Should this trend continue, it could lead to a broader reset in the fixed income market, which would bode 

poorly for highly-levered companies and highly-levered industries that rely on the bond market to fund their 

operations. If these companies can’t afford to borrow, or worse are unable to pay their debts when they 

become due, we could see a rise in bankruptcies. However, an uptick in bankruptcies probably isn’t enough 

on its own to have much of an impact on the U.S. economy as a whole. At the same time, there’s a chance 

that several large issuers, such as General Electric (GE) or Pacific Gas & Electric (PCG) to cite just two 

examples, could be downgraded and that could shake things up quite a bit.  

This uncertainty in the fixed income market may also help explain what’s happening with banks. We’ve seen 

an alarming sell-off in the stocks of many of the big name banks (such as Bank of America, Citigroup, and 

Wells Fargo) and it appears that may be driven by two conjectures. The first is that lower interest rates, such 

as we’ve seen in the past couple weeks, will cause the banks’ future net interest income margins to drop. The 

second fear is that the economy will start to slow down so much that banks will be forced to increase their 
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loss reserves and thereby mark down their loan portfolios as the outlook for borrowers worsens and some 

tumble into distress. 

On the other hand, it looks to me like we will continue to be in a long term interest rate rising cycle despite 

the occasional temporary setback like the interest rate drop of the past few weeks. The 10-year Treasury, 

which was at 3.25% just a few weeks ago, recently dropped to 2.85%. This decrease means there’s been a 

significant increase in the price of Treasuries – most likely due to increased demand from safe haven buyers. 

That does represent a net short term negative for banks as a result of expected lower net interest income 

margins; however, the market appears to have overreacted, as if we’re entering a recession and it’s 

premature to make that call. Meantime, lower current interest rates may also help stimulate greater 

economic growth as lower rates usually foreshadow increased risk taking by investors as they move up the 

risk curve to generate higher returns.  

However, one of the challenges for investors is that the Federal Reserve Bank is attempting to unwind the 

most significant asset accumulation program (quantitative easing) ever. Thankfully, tighter monetary policy 

(higher interest rates and quantitative tightening) is being implemented side-by-side with dramatically 

expansionary fiscal policy, such as tax cuts and deregulation. For example, opportunity zone tax incentives – 

encouraging investment in distressed real estate across thousands of towns across America – as well as 

capital repatriation tax incentives will likely keep boosting U.S. GDP. Whether these expansionary fiscal 

policies will more-than-offset the negative effects from tighter monetary policy remains to be seen, but they 

are certainly on the minds of many investors. 

In conclusion, based on conditions right now and what we expect in 2019, we’re still looking at an economy 

that’s growing. Volatility in the stock market has been a shock to many but we’re still more at risk of 

overheating than we are of a sudden contraction.  

And as I said at the start, it’s been a wild ride this year. 2019 promises to be even more interesting.  Happy 

investing! 

George Schultze is a hedge fund manager and the founder of Schultze Asset Management. He is the author 
of The Art of Vulture Investing: Adventures in Distressed Securities Management. 
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