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Welcome to 1492 Capital Management’s quarterly newsletter for the fourth quarter of 2018.  In 

each quarterly newsletter, we provide our perspective on the most recent quarter, preview what 

lies ahead, and offer a bit of market trivia.    
 

Our corporate slogan is “Discovering Opportunity” which is our daily focus for our clients.  Our 

investment professionals possess a tremendous amount of experience navigating through 

multiple market cycles.  This experience was demonstrated as we are again pleased to announce 

that 1492 Capital Management has been named a Top Gun(1) by Informa Investment Solutions’ 

PSN manager database, North America’s longest running database of investment managers. The 

1492 Small Cap Core Alpha strategy was recognized as the third best performing strategy in their 

Small-Mid Core Universe for the three year period ended September 30, 2018.  Additionally, the 

1492 Small Cap Growth Strategy was ranked 8th out of 470 for the one year performance and 

12th out of 403  for the three year performance for period ending September 30, 2018 within the 

U.S. Small-Cap Equity category in  Broadridge Marketplace Best Money Managers(2) list.   
 

 

Series of policy missteps around the globe send most indices into bear market correction.  

If you’ve ever watched a snowball roll down a steep hill of freshly fallen snow, you can envision 

it gathering momentum as it accelerates with additional little snowballs created as it carves its 

path to the bottom.  This movement is analogous to what has occurred in economies around the 

globe in the fourth quarter.  The snowball, in our case, is the cavalier and overly aggressive U.S. 

Federal Reserve who backed themselves into a corner in late 2017 when they announced that 

they were hell bent on raising interest rates at least four times in 2018 and an additional three 

times in 2019.  Once they started this snowball rolling downhill, it gathered steam and is now 

looking like they’ve already created a policy mistake.  To make matters worse, a series of other 

policy related issues appeared simultaneously.  We witnessed China tariffs, OPEC oil production 

quotas, and the French government’s environmental policy, among a litany of others that caused 

shockwaves across global markets.  The good news is that many of these policy blunders can be 

corrected in relatively short order.  Unfortunately, much of the selling gathered momentum at 

exactly the wrong time on the calendar as tax loss capitulation added fuel to the fire in December.  

This selloff paints a very scary picture of what could happen if we actually enter into a 

recessionary period.  The two very steep and abrupt declines that the stock market endured in 

2018 highlight the heightened risk due to the dominance of algorithmic trading and the huge 

flows into passive investment products (ETF’s) over the past decade.    Regardless, we believe 

the pervasive negativity looming over the stock market will diminish as we enter 2019 as there 

are already movements afoot that could cause global growth to reaccelerate.  Please read on to 

see our unique views of what’s on tap for 2019, what the key drivers will be, and indulge in some 

stock market trivia. 

 

For detailed performance information on 1492’s strategies, please click on these fact sheet links 

(Small Cap Growth / Small Cap Value / Small Cap Core Alpha) to find gross and net of fee 
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performance information and disclosures.  If you would like to discuss any of these strategies with us, please contact Tim Stracka 

at 414-238-3398.   

 

A Review of 2018: Series of Policy Missteps Around the Globe Send Markets into Bear Market Correction 
 

After nine months of robust stock market returns and fabulous earnings growth in the U.S., a cavalier and overly aggressive U.S. 

Federal Reserve sent the markets spiraling downward with all major U.S. indices falling more than 20% from their peaks and 

entering bear market territory for the first time since 2009.  While we place much of the blame for this correction on the Fed and 

their very hawkish stance on interest rates, there were a number of other governmental policy missteps around the globe that 

occurred simultaneously that lead to concerns that the global economy was headed for recession.  We don’t share this recessionary 

view on the global economy. To the contrary, we believe that we may actually see an acceleration in global growth rates as we 

move further into 2019.  Before we explore this view further, let’s recap the policy missteps that have occurred to date.  The 

good news is that many of these policy blunders can be corrected in relatively short order.   

 

Cavalier and overly aggressive Federal Reserve 

We just don’t grasp their logic.  For the ten years since the “great recession”, the Fed’s goal was to do anything that they could 

to ignite inflation and prevent a very ugly deflationary spiral.  For the most part, they succeeded on this front as interest rate cuts 

and quantitative easing programs were deployed which led to dramatic appreciation of both financial and real assets from the 

depths of the market trough in March 2009.  However, inflation has barely budged and still hovers around 2%, which is quite 

low by historical standards.  The question is why is the Fed being so cavalier about their interest rate policy?  We believe that 

the Federal Reserve backed themselves into a corner in late 2017 when they announced that they were hell bent on raising interest 

rates at least four times in 2018 and an additional three times in 2019.  Combined with the unwinding of the quantitative easing 

programs in which they are reducing the nearly $4 trillion worth of bonds accumulated over the past five years by $50 billion per 

month, it is equivalent of another 25 basis point hike in rates according to economists.  The chart below left shows the Core CPI 

(Consumer Price Index) over time (blue line) compared with the Fed Funds rate (red line).  Note that every time the fed funds 

rate has gotten too far out in front of inflation, the economy slowed or went into recession.  As you can see, the Fed did their job 

in keeping us out of a deflationary spiral following the recession, but inflation has been relatively flat for nearly six years.  The 

chart below right will likely be the most used chart in newsletters this quarter.  It too implies that the market believes that there 

is little inflation on the horizon and is becoming concerned with the Fed’s aggressive monetary policy.  We have to ask the Fed 

where’s the fire?  The good news is that the Fed seems to be walking back their aggressive tone that they set last fall and are 

getting the market’s collective message.  

 

      
Source: Strategas Research 

 

China tariffs 

We don’t blame Trump for going after a better deal for the U.S. in trade policy with China or other countries.  After all, we 

import more than three times the amount of goods than we export to China, and thus we have significant leverage.  However, 

we believe that this issue has more to do with protecting our intellectual property (IP) rights, which China has done a really 

good job of ignoring over the past two decades.  Given the amount of trade that is at risk for China, we fully expect that they 
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will cut a deal with the U.S. that focuses more on protecting IP than it does on trade.  The reason being is that U.S. companies 

read the tea leaves and saw that a drawn out trade battle could be in the cards and wanted no part of it.   Voting with their feet, 

they are exiting/shifting their China manufacturing operations at light speed, and this shift can be seen in the latest export 

statistics coming out of China.  In October, exports were up 15% year-over-year and in November, this growth shrunk to just 

5%.  As the chart below left shows, export orders also fell off a cliff in the past few months which implies that exports will 

remain weak in the coming months too.  Companies are moving quite rapidly to shift production to other countries like Vietnam, 

Malaysia, Indonesia, and even India to escape the 25% tariffs that were scheduled to be levied on January 1, 2019.  Besides 

the desire to avoid tariffs, the wage arbitrage that U.S. companies took advantage of over the past twenty years, no longer exists 

in China as shown in the chart below right.   

 

 
Source; Cornerstone Macro 

 

Interestingly, two of our portfolio companies recently highlighted moves they are making to avoid the tariffs.  The first one is 

a semiconductor company that distributes their products to various end markets in China from tech to automotive companies.  

They said that the China-based distributors that are responsible for distributing their products to local manufacturers have 

stopped ordering from them until they know where the end product will be manufactured in the future.  However, the reports 

that they receive from the end customers show that there has been no slowdown in their shipments out the door.  This situation 

implies that the supply chain is in flux and the distributors are trying to ascertain where products will be built (Vietnam, etc.) 

which may be giving false economic slowdown signals.  We believe that an inventory rebuild will need to take place as 

manufacturing locations become settled.  The second company is an apparel manufacturer that licenses well-known brands like 

Calvin Klein and Tommy Hilfiger.  They are moving manufacturing rapidly out of China in what appears to be a permanent 

move out of the country.  They are exploring places like Vietnam, which already has a strong apparel infrastructure, and India 

as alternatives and expect to be up and running in these new venues in the coming months.  China’s government has to be 

seeing this rapid shift and we believe that this trend will lead to a rather quick deal on trade.  The China stock exchanges saw 

drops of -25%-35% in 2018, which also sends a message that tariffs are hurting them.   

 

United Kingdom Brexit 

The citizens of the United Kingdom voted to leave the European Union over two years ago, and now they can’t figure out how 

to do it gracefully with the March 29, 2019 deadline looming.  There has been talk of voting out Prime Minister May, of a 

revote on Brexit, and of votes of no confidence.  However, this drama is all leading to a lack of confidence for consumers and 

businesses that operate there.  We expect that the rules of disengagement will be forthcoming and that could lead to a rebound 

in the UK’s economy in 2019 but this situation is very fluid with very little consensus at the moment. 

 

Europe Auto Emissions Regulations 

New emissions rules that went into effect in September 2018 caused new car registrations to drop 24% across the European 

Union at precisely the time that so many other economic issues detailed above were occurring.  European auto manufacturers 

tried to offload non-compliant vehicles from their inventories in front of the deadline, which borrowed some demand from the 

future.  In the charts below notice that auto production in the top chart is highly correlated with the overall PMI of Germany in 
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the bottom chart.  The first leg down in Germany’s PMI in the first half was probably correlated with the slowdown in China 

as Europe tends to have more exposure to China’s manufacturing economy than the U.S.   

 

 
Source: Cornerstone Macro 

 

France Environmental Protests 

The “yellow vest” protests which began as a grassroots rebellion against diesel taxes and the high cost of living have literally 

shut down parts of France over the past several months, and their economy is suffering as a result.  President Macron is trying 

to implement stricter rules for unemployment benefits and cut thousands of public sector jobs which is causing more unrest.  

This prolonged unrest has hurt business investment and tourism as many of the protests are taking place in cities like Paris 

which are tourism havens.  The chart below shows the precipitous falloff of the French economy as these protests took hold in 

December.   

 
Source: Cornerstone Macro 
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U.S. Government Shutdown and others 

Rounding out the global policy missteps are the U.S. government shutdown, Iran oil sanction waivers which added to oil supply 

concerns, Saudi Arabia’s killing of a U.S. based journalist, and the arrest of Huawei’s CFO in Canada.  While quantifying the 

impact of any one of these events is hard, they cumulatively piled on at a time when uncertainty was already at extreme levels.   

 

After a very strong first nine months of the year for the U.S. economy and stock market (Russell 2000 +11% through 

September), the cumulative impact of the policy missteps that we highlighted above was just too much for the stock market to 

bear (no pun intended) and pushed all of the major U.S. indices into bear market territory.  The month of December was 

particularly ugly for small caps as it was the worst month of December since 1940 with a decline of -11.9%.  For the S&P 500, 

it was the first bear market correction (more than -20%) since the great recession in 2009.  Small caps fared far worse as the 

Russell 2000 fell over 27% from peak to trough and posted its worst quarterly return since September 2011 with a -20.2% drop 

for fourth quarter and -11% dip for the full year.  Large cap stocks fared better than small caps but still ended the quarter down 

-13.5% for the S&P 500.  The NASDAQ composite finished the year as the U.S. gold medalist with a -2.8% retreat.  The table 

below highlights the returns for the fourth quarter and for 2018 year-to-date returns for the popular indices. 

 

 
 
                    Source: 1492 Capital Management, LLC and Factset    

 

From a style perspective, the Russell 2000 Value Index (-18.7%) gave up less ground than the Russell 2000 Growth Index       

(-21.7%) in the quarter, which isn’t much of a consolation prize.  Despite the beating the Russell 2000 Growth index took in 

the quarter, it managed to outpace the Russell 2000 Value index for the year by about 360 basis points.  All sectors within the 

Russell 2000 finished in the red for the year, except for Utilities (+1.9%).  The worst performing sectors were Basic Materials 

(-27.1%) and Energy (-37.3%) as investors feared a global slowdown.  It’s hard to believe but the energy sector has been the 

worst performer for four of the last five years.  The first two tables below highlight the performance of the Russell 2000 style 

indices by sector for the month of December, the fourth quarter, and year-to-date 2018.  Lastly, the third table below shows 

that the performance within the Russell 2000 was worse as you moved down market cap.  This effect is a continuation of a 

trend which has existed since early 2014 with only a brief respite in the second half of 2016 and earlier in 2018. 

 

 
 

Index 4th Qtr. 2018 2018 YTD 

Russell 2000 -20.22% -11.06%

Russell 2000 Growth -21.65% -9.27%

Russell 2000 Value -18.67% -12.85%

S&P 500 -13.52% -4.38%

Dow Jones Industrials -11.83% -5.63%

NASDAQ Composite -17.29% -2.84%

                                    Index Returns
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Source: Jefferies 

 

The tariff wars continued to take their toll on China’s stock market during the quarter, which fell double digits, but their markets 

actually outperformed the S&P 500 during the fourth quarter.  However, the Chinese markets fell substantially more for the 

year.  Many other international markets, which are being used as pawns in this trade chess match, showed a nice rebound, in 

particular Brazil, which is more exposed to goods being sold into China.  Germany and much of Europe continued to fall due 

to their manufacturing ties to China as well as to an ill-timed auto regulation that caused the auto market to sputter.   The new 

rules put in place last summer had a large impact on the production of cars that could meet the new emission specs.  Most other 

international markets were down in synch with the U.S. and Europe.  India was also a standout as their stock market finished 

higher for the year as it may end up being a beneficiary of companies choosing an alternate location in which to manufacture 

goods.  Bond investments did relatively well in the quarter as there was a clear flight to safety as the stock market crumbled 

but were in the red for the year as interest rates climbed for much of the first nine months of the year.  Bond investors are being 

reminded that they too can lose money after many years of gains.  Amongst commodities, precious metals like gold were the 

biggest winners in the fourth quarter as money moved in as part of the safety trade but still finished lower for the year.  Oil 

collapsed in the quarter as concerns intensified about oversupply and a global economic slowdown.  The largest mover for the 

quarter and the year was the volatility index which spiked up +73% in the quarter as the stock market fell into bear market 

territory. 

 
             Source: 1492 Capital Management, LLC 

4th Qtr. 2018 YTD

2018 Return Return

France -13.56% -8.00%

Germany -13.78% -18.26%

Brazil 10.77% 15.03%

India -0.20% 7.23%

China- A Shares -11.62% -24.60%

China- Shenzhen A Shares -12.04% -33.26%

Japan -16.78% -10.29%

Long-Term Treasuries (TLO) 3.11% -4.24%

Investment Grade Corp. Bonds 0.45% -1.73%

Gold 7.11% -2.14%

Volatility- VIX index 72.99% 110.68%

Oil -38.01% -24.84%

Natural Gas -5.22% -3.45%

Lumber -3.46% -25.78%

Index
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Predictions and Prognostications in 2018: How Did We Do? 
 

While we aren’t in the business of making formal forecasts on the economy and on the stock market, we thought it would be 

interesting to review our 2018 outlook from a year ago and see where our prognostications hit and missed the mark.  Our 

predictions/prognostications are in italics below.  

 

Similar to last year (2017), this year is probably more difficult to predict than most given the strong returns posted in 2017, a 

mid-term election, and central banks tightening around the globe.  However, at the end of the day, markets are most influenced 

by earnings and we have a hard time coming up with a bad outcome with all the positive developments highlighted above like 

tax reform, regulatory reform, confidence, and oil.  Many of the things that have been supportive to the economy will remain 

in place like historically low interest rates, low unemployment, and accelerating wages.  The environment should remain 

supportive of M&A activity given the low relative valuations of stocks that we highlighted above.  Small cap valuations relative 

to large caps remain below the long-term median level and are supportive of outperformance.  However, the wild cards are 

Trump, foreign relations, and global stimulus.  Therefore, our prediction, in contrast to last year, is that the market will likely 

be strong over the first half of the year and then pause as mid-term elections play out and the market starts to look forward to 

2019 earnings growth.  It will calibrate if corporations will be able to tack on much earnings growth to what should be a very 

robust earnings year in 2018.  The bottom line is that there is still a relative valuation gap for small caps, and with earnings 

growth potentially greater than 15% (due to tax cuts and the energy sector no longer dragging down earnings), we wouldn’t 

be surprised to see an advance of 5-10% by year’s end. 

 

With the help of hindsight, several of our comments from a year ago were correct.  While we certainly didn’t predict the beat 

down the markets experienced in the fourth quarter, our general view that 2018 returns in the market would be front end loaded 

was on target.  In fact, by the end of August the Russell 2000 was up nearly 15%.  Better than expected earnings growth which 

approached +25% in the third quarter fueled this advance.  Merger and acquisition (“M&A”) activity stayed robust for most 

of the year as predicted.  However, we underestimated how quickly the market would anticipate decelerating earnings growth 

into 2019.  We clearly highlighted the wild cards that Trump, foreign relations, and global stimulus (or lack thereof) would be 

in 2018.  However, I’m not sure anyone could have predicted the litany of policy errors and confusion in the Trump White 

House which heightened uncertainty in an already uncertain environment.   

 

2019 Outlook:  The Stock Market is Trying to Talk the Economy into a Recession Again 
 

For the third time since the “great recession,” the stock market is trying to talk the economy into a recession.  The prior two 

efforts in 2011 and 2015 failed.  Recessions aren’t made of the following:  312,000 jobs added in December, PMI in November 

of 59.1, consumer confidence at near all-time highs, mundane inflation, job openings in JOLT survey greater than 7,000,000, 

loan growth accelerating, and small business confidence near all-time highs.  It isn’t to say that there aren’t points of concern.  

There always are.  However, our take on the market action of the past few months is what we articulated earlier.  There are a 

number of policy missteps occurred simultaneously leading to an overly pessimistic stock market that has a habit of 

overshooting both to the upside and downside.  In this case, we believe the market overshot to the downside.  There is no 

question earnings growth will slow in 2019.  Tax reform and that won’t be repeated in 2019 juiced 2018 earnings growth.  

However, as is typical of Wall Street, they collectively apply a linear decline to decelerating growth numbers and incorrectly 

conclude that growth will go negative (i.e. a recession).  We are not in that camp.  Below are a series of charts that provide a 

picture of some data series that are quite bullish.  We’ll provide a few charts later that are concerning.   
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Source: Cornerstone Macro 

 

                  
         Source: Strategas Research 

The Market Headwinds 

 

Our biggest concerns focus on three fronts, the U.S. Fed, oil, and China.  However, the multitude of policy missteps detailed 

above, if not corrected soon, could become much larger issues and be added to this list.  If the Fed backs off their flawed 

indiscriminate approach to interest rate hikes, then that fear goes away.  They’ve recently signaled that they are likely to be 

more data dependent in making their decisions about future rate hikes.  Isn’t that always supposed to be the case???   If you 

look at the two charts below, they highlight why we are concerned about the Fed’s rate hike calculus.  Two of our largest 

industries in the U.S., namely automotive manufacturing and homebuilding, are highly sensitive to interest rate hikes and have 

already shown signs of pausing (auto sales) or rolling over (home sales).  With interest rates pulling back recently, we’ll see if 

these industries can stabilize or return to a growth track.   
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Our second concern is the price of oil, and we detail our concerns in the next section of the newsletter below.  That leaves us 

China.  China is a concern on a couple of fronts.  These fronts include tariffs and their wishy washy approach to monetary, 

policy which whips back and forth.  The latter is a problem because of the size of their economy and the impact it has on 

emerging market growth in particular.  The chart directly below shows how the U.S. manufacturing PMI (red line) and the all-

world stock index (blue line) have diverged over the past year which generally isn’t the case for very long.  It would appear 

that stock markets outside the U.S. are concerned that the sizable Chinese economy (#2 in the world) will lead a global 

slowdown.  China’s stock markets finished down in the range of -25 to -35% in 2018.  The question becomes will the U.S. 

economy slow to meet up with the rest of the world or will the world markets rebound to catch back up to the U.S. econony.  

We believe that it is likely they will meet in the middle, particularly if a trade deal is reached with China in relatively short 

order.  A PMI reading, given that it’s a diffusion index, is difficult to sustain at a reading near 60 for an extended period of 

time.  Recall that a reading above 50 represents an expanding economy, and we would expect that reading to fall into the low 

to mid 50’s in 2019.  However, there are movements afoot that could reaccelerate global growth, which takes us to our market 

tailwinds. 

 

 
Source: Strategas Research 

The Market Tailwinds 

 
There are two major tailwinds coming from the U.S. that the markets may be missing or underestimating.  The first one is the 

fiscal stimulus that was put in place as part of the budget well over a year ago.  As you can see on the chart below left, 

government spending will be higher in 2019 by .5% of GDP compared with 2018 levels.  Right out of the shoot in 2019, all 

else equal, GDP growth will have a .5% increase.  With the U.S. economy approaching $20 trillion, this difference isn’t chump 

change.  The second tailwind relates to a significant increase in disposable personal income that will take place in the first 

quarter of 2019 related to income tax refunds as a result of tax reform. See chart below right.  This additional income should 

provide a nice boost to consumer spending in the first half of 2019.   
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Source: Strategas Research       Source: Cornerstone Macro 

 

The Chinese economy, which has slowed dramatically in 2018 due to the tariff war, has already been given a couple doses of 

stimulus to reaccelerate it.  The first is a significant cut in the Chinese equivalent to the U.S. fed funds interest rates.  This tool 

is used much more liberally in China than what we’re accustomed to in the U.S.  In the chart below left, note the whipsaw 

action in their rates over relatively short timeframes. The second measure is fiscal spending. As shown in the chart below right, 

the Chinese government is accelerating their spending rate to nearly double digit increases as we approach year end.    

                
Source: Cornerstone Macro 

 

 

 

2019 Outlook:  Unfortunately, We’re Back to “Quite Simply-It’s All About Oil” Again 

 
For those that read our 2017 newsletters, you may remember that we had a series of essays that were entitled “Quite Simply- 

It’s All About Oil”.  In these segments of our newsletters we hypothesized that the collapse in the price of oil from $100 per 

barrel in the summer of 2014 to the low of $26/barrel in February 2016 precipitated the industrial recession of 2015 and that 

the importance of the oil industry to the U.S. economy’s health was significantly underappreciated.  Unfortunately, after a 

couple of good years for the price of oil, the commodity has collapsed -44% in a mere three months.  The reason for the 

precipitous drop is still a bit unclear.  However, pundits have blamed it on an oversupply of oil globally due to the rapid growth 

in U.S. shale production at the same time that we’ve seen some demand weakness in Europe and China.  Additionally, a policy 

misstep by President Trump in which he backed off the U.S. ban on other countries importing oil from Iran, further loosened 
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the supply/demand picture.  Trump has been jawboning oil lower over the past year and saying that he favored lower oil as a 

benefit to U.S. consumers.  However, I don’t recall too many consumers complaining that they were paying too much at the 

pump for a gallon of gas.  Maybe Trump is just playing the political game by talking oil lower but the fact is that the economic 

impact of a weak oil market is far more meaningful to the U.S. economy.  The two charts below are from our 2017 newsletters.  

The one on the left shows the precipitous fall in oil and gas related capital expenditures as the price of oil collapsed in late 

2014, which continued for the next eighteen months.  The chart below right shows the significantly increased correlation that 

U.S. manufacturing levels have with the price of oil.  Therefore, if the price of oil doesn’t rebound dramatically in the next few 

months, we can expect to see economic weakness spread throughout the U.S. industrial economy again.  The softness in oil 

prices has already forced a couple of large Permian basin oil companies to reduce 2019 capital expenditure plans by a total of 

over $1 billion.  This theme will likely continue to permeate across other E&P companies in the coming months and is one of 

our biggest concerns heading into 2019 for the U.S. economy.   

 

 
 

Bringing it all back to small caps 

 

While we’re not in the business of making predictions, we always present some directional views on where we think the market 

will trend over the next year.  If, and it’s a big if, the tariff war with China can be resolved in short order (in the first quarter) 

and the Fed backs off on rate hikes early in the year, we believe that the stock market could have a sizeable move to the upside 

as the market selloff late in 2018 lowered the bar to a stock market recovery.  The resolution of the other policy missteps 

around the globe, like Brexit, will just be icing on the cake.  However, at the end of the day, earnings and fundamentals have 

the most influence on markets.  We expect fourth quarter 2018 earnings reports to be relatively good for most companies but 

with the latest turmoil, we expect companies to use the recent market downturn as cover to lower earnings expectations for 

2019 as they’ll try to under promise and over deliver.  As we move through 2019 and some of the major issues are clarified, 

growth could reaccelerate compared to dramatically lowered expectations due to the stimuli that we mentioned above.  Many 

of the things that have been supportive to the economy will remain in place like historically low interest rates, low 

unemployment, and accelerating wages.  The environment should remain supportive of M&A activity given the low relative 

valuations of stocks that we highlighted above.  Small cap valuations relative to large caps remain below the long-term median 

level and are supportive of outperformance.  However, the wild cards remain Trump, foreign relations, and global stimulus.  

Therefore, our prediction, similar to last year is that the market will likely be strong over the first half of the year and then 

pause as the market starts to look forward to 2020 earnings growth.  The bottom line is that there is still a widening relative 

valuation gap for small caps, and with earnings growth potentially greater than 10% (due to full year impact from tax cuts), we 

wouldn’t be surprised to see a market advance of 10-15% by year’s end. 
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2019 Outlook:  Ugly December Provides a Preview of What a Recession-led Downturn May Look Like 
 

If you think that the fourth quarter selloff was bad, it may be only a taste of what future selloffs may look like.  ETF’s and 

algorithmic trading likely heavily impacted the aggressive nature of the selloff, particularly in December.  Over the past decade, 

ETF’s and algorithmic trading have become enormous and not always good influences on the stock market.  ETF’s have 

provided the average investor the ability to trade in and out of stocks relatively inexpensively while obtaining the sector and 

industry exposures they desire.  The issue is that these ETF’s are often times buying the same “popular” stocks for months or 

years on end.  The problem is when the view sours.  You saw a taste of it in December where a number of these crowded trades 

came undone, and given the structure of the ETF market, investors/traders can buy and sell intraday or place sell stop loss 

trades if a certain price level is breached.  The herd mentality tends to be much more aggressive in selloffs than in upward 

biased markets.  This pattern forces ETF’s to become indiscriminate sellers of the same basket of stocks at any price because 

they have to meet the redemptions that came in overnight by the end of the following day.  This practice is particularly bad 

when the markets are lightly bid by institutional players.   In the month of December, many institutions shut down their trading 

books as yearend approaches and liquidity naturally dries up.  This year the downward spiral was exacerbated because the 

selloff gained steam as tax loss selling season was much higher than a normal year due to the gains of the prior years, and 

selling begat selling.  Now throw the algorithmic traders into the mix which are generally acting solely on technicals of a stock 

or overall market.  It’s estimated that anywhere from 70-90% of all trading on the U.S. exchanges is done algorithmically.  The 

chart below shows the enormous growth of algorithmic trading over the last few years.  They feed on the trends that ETF’s 

establish based on the flow of funds that they are seeing and magnify them because many of the algorithms are set to participate 

in a certain percent of the volume traded in a stock regardless of price.  This trading can lead to some crazy daily or even 

intraday moves.  The question to be answered is what will happen to markets if we have a market meltdown similar to 

2008/2009?  We may have just seen a small preview in December.   

 

This combination of ETF and algorithmic trading can prove to be lethal as the masses who have piled assets into these passive 

products place sell stop loss orders at exactly the worst time.  The algorithmic traders then feed on the wave of selling that the 

price insensitive ETF’s cause as they must execute the sell orders on a daily basis regardless of the liquidity picture of the stock 

market . 

 
Source: Quantiacs 

 

2019 Outlook: A Picture is Worth a Thousand Words 
 

Above we articulated our 2019 outlook and the key issues and drivers for the stock market.  Yet, we believe that there are other 

topics that we haven’t spent a great deal of time on that deserve some mention.  In order to provide you with a shorter read, as 

everyone’s time is valuable, we decided to express it in pictures.  As they say, a picture is worth a thousand words, and we’ll 

let you interpret what we view as some compelling charts.  We’ll provide a bullet point or two of explanation as to why we 

think the chart or graphic is important. 
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U.S. oil production has exploded over the past two years as shown on the left, despite the rig count barely reaching the nadir 

of 2009 as shown on the right.  This trend implies that U.S. E&P companies are becoming incredibly efficient in producing 

incremental oil supply, and the rig count may never get back to prior peaks. 

 

  
 

Source: Strategas Research 

 

Non-performing loans are showing little, if any, stress and are on a trajectory to match the lowest levels seen in the past few 

decades. 

 
          Source: Strategas Research 

 
U.S. mortgage rates imply home sales may slow even further from current levels.  Another sign the Fed may be overdoing it 

on interest rates. 

 
Source: Cornerstone Macro 
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The S&P 500 index has had major declines in the past without the economy going into recession. 

 

 
Source: Strategas Research 

 

Price/Earnings ratios have compressed by one of the largest levels for any calendar year as shown below left.  This shrinkage 

implies that the stock market decline swamped strong earnings growth.  Consequently the market’s current valuation is at the 

long-term average despite significantly lower interest rates, as shown below right. 

 

  
 

Thematic Investing:  Political Suicide or an Agriculture Stock Rebound in 2019? 

As President Trump wrangles with the Chinese for an acceptable trade agreement, the U.S. agricultural community has suffered 

from plunging export volumes and prices across a variety of its key products.  One can envision the Chinese leadership sitting 

with their map of the U.S. Electoral College and ranking trade retaliation items based on how Trump can lose the 2020 election.  

Items such as soybean exports to China, which are of massive importance in multiple U.S. states, have decreased substantially.  

China’s 40% tariff (use to be 65%) on U.S. ethanol has severely crimped that business to the point where the cost of corn to 

make a gallon of ethanol exceeds the price of ethanol.  Consequently, the price of corn suffers from the weakened state of its 

second largest demand driver.    Tariffs on U.S. pork of 62% have also created an oversupplied market in the U.S. and have 

weakened the pricing of the competitive product of chicken as well.  With difficult market conditions for the key U.S. 
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agricultural exports to China featured below, Trump could be staring at the loss of several key states in 2020 that he won in 

2016 such as Iowa, Indiana, Ohio, Wisconsin to name a few.   

                                  
According to a CME Group research piece, the U.S. accounted for 35% of global corn and soybean production in the 2017/2018 

agricultural year (August end).  More importantly, roughly 47% of our soybean production is exported versus roughly 16% of 

our corn over the same period.  China is historically the destination for over half of our soybean exports, which currently have 

a 25% tariff levied on them.  In a proverbial game of chicken (no pun intended), China can only participate for so long as there 

simply isn’t enough Brazilian and Argentinian product to replace U.S. soybeans, but conversely there are few other export 

markets for U.S. soybeans, which spoil much faster than corn.  Soybean prices have to rise to nearly $9.70/bushel just to cover 

production costs, which compares to the current price of roughly $8.69/bushel.  According to USDA data for 2017, soybeans 

were the number one agricultural export for Indiana, Iowa, Missouri, Nebraska, and Ohio and number two for Wisconsin.  Corn 

was number two in Indiana, Missouri and Ohio and number three in Nebraska, Wisconsin, and Iowa.  Pork is the number one 

agricultural export in North Carolina, which is another key swing state, and number two in Iowa.  With the African swine fever 

impacting 80% of the hog production areas in China according to RBC research, there is currently a rebound underway for U.S 

pork exports.  Lastly, Iowa and Nebraska are also the country’s largest and second largest ethanol producers, respectively.  

Between all of these states just mentioned, there are 75 electoral votes at stake if poor agricultural business conditions continue.  

Importantly, President Trump won by 74 electoral votes in 2016.  If people vote with their wallets as the old saying goes, the 

Trump administration needs to save face with the American farmer in 2019 with an agriculture friendly trade agreement with 

China.  We believe that this outcome should make for a fertile investment environment for agriculture related investment 

themes this year.              

 

 

Thematic Investing:  Opioid Crisis in America  

 

On October 24, 2018, President Trump signed in to law the Opioid Crisis Response Act of 2018.  This act was a bipartisan bill 

that sailed through both houses of Congress with overwhelming support from both Republicans and Democrats.  The law is 

intended to provide resources and funding for preventing and treating opioid abuse.  The fact that the bill passed through 

Congress with near unanimous support from both sides of the aisle indicates that this crisis is a major social issue and not 

political.  President Trump campaigned on the topic in 2016 and made good on his promise to address the problem.  This bill 

is the second law passed that is focused on the opioid crisis as President Obama signed the first, The Comprehensive Addiction 

and Recovery Act, in 2016. 
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The opioid crisis that has swept across our nation has no biases.  It has impacted and taken its toll on every race and 

socioeconomic tier of our society.  According to CDC data, 72,000 deaths in 2017 were attributed to opioid overdoses.  This 

number was a 10% increase from the prior year.  President Trump signed the bill, which provides more resources for treatment 

and seeks to better regulate access to the drug.  The crisis will not be solved overnight and will require years of focus and 

funding. 

 

Our research team at 1492 Capital have been studying the dynamics and intricacies of the opioid crisis for the past several 

months.  When possible we attempt to deploy our client funds in investment themes that will not only generate positive returns, 

but will also positively impact our society.  To this end, we have initiated positions in a couple of companies that have 

developed products that address the severe pain market where opioids are prescribed prevalently.  The severe pain market, 

especially for chronic pain, is where the use of opioids can potentially lead to addiction and ultimately abuse.  These company’s 

products have unique characteristics and formulations that helps lower the risk of addiction and deters abuse.  The product 

rollout for both of these companies is in the relative early stages but both companies are enjoying outsized market share gains 

versus the competition.  The initial success of these novel products leads us to believe that these companies will be terrific long 

term holdings for our client portfolios and in the end be part of the solution for the opioid crisis in our country. 

 

 

Market Trivia 
 

Each quarter we offer a piece of market trivia that we believe is interesting or timely, or both.  The table below shows the worst 

quarterly returns for small cap stocks going back to 1940.  The December 2018 quarter was the eleventh worst.  That’s the bad 

news.  The good news is that the average returns for the following year have been 25% as shown in the green circle.   

  
 

As we all know, the mid-term elections have shuffled the deck on the makeup of congress for the next two years.  Unfortunately, 

history hasn’t been as kind with a split congress and a Republican President.  The good news is that it could be worse.  We’ll 

repeat a fun fact from last quarter with the market’s drop following the mid-term elections.  Since 1946, the S&P 500 has never 

declined in the 20 months following the mid-term elections!  We’ve got some work to do.  Let’s hope that streak continues!! 
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 Source: Strategas Research 

 

We hope that you found our fourth quarter 2018 review and 2019 outlook newsletter to be insightful and interesting.  Should 

you have any questions about anything discussed herein or would like more information about 1492 Capital Management, 

please call us at 414-276-1492.   

 

Joe Frohna          Rodney Hathaway             Adam France              Nancy Frohna      Tim Stracka 
 

Important Disclosures: 

 
 (1)  Utilizing a proprietary blend of Informa Investment Solutions' top priority performance screens, PSN Top Guns ranks 

products in six proprietary star categories in over 50 universes. This is a highly anticipated quarterly ranking and is widely 

used by institutional asset managers and investors. Top Guns receive a star rating in the range from one to six. The stars 

indicate the continued performance over a length of time. 1492 Capital Management was named a Top Gun as the 1492 Small 

Cap Core Alpha strategy was recognized as the third best performing strategy in their Small-Mid Core Universe for the three 

year period ended September 30, 2018 

 

The complete list of PSN Top Guns and an overview of the methodology can be located 

on http://www.informais.com/resources/psn-top-guns. For more details on the methodology behind the PSN Top Guns 

Rankings or to purchase PSN Top Guns Reports, contact Ruth Calderon at ruth.calderon@informais.com. About Informa 

Investment Solutions: A market leader in intelligence and software solutions for investment professionals and financial 

institutions of all sizes, Informa Investment Solutions offers a robust set of analytics and tools to help you grow and retain 

your business. With a nearly 40-year history, Informa Investment Solutions is part of Informa PLC, a leading business-to-

business knowledge provider serving International markets. Informa Investment Solutions has set the standard for providing 

turnkey and customizable applications for performing manager searches, building wealth plans, and producing client reports 

and investment marketing materials for companies worldwide. For more information, please 

visit http://www.informais.com/ and follow https://twitter.com/InformaInvest   

 (2)  The minimum criteria for inclusion in Best Money Managers:  Performance must be calculated "net” of all fees and 

brokerage commissions. This means after all fees have been deducted. This standard is somewhat controversial, as the SEC 

requires that only "net” of fees numbers be presented publicly, while GIPS (Global Investment Performance Standards) prefers 

that "gross” numbers be presented along with a fee schedule. Since the SEC is a regulatory authority, and since complete fee 

schedule presentation would be impractical in this "ranking" format, we require "net” numbers. Performance must be 

calculated inclusive of all cash reserves. To explain, any given investment portfolio will hold some level of cash over a 

particular reporting period. Even equity portfolios which specifically seek to be fully invested in the market at all times will 

temporarily have dividend payments and other ordinary cash flows which cannot instantaneously be invested in the market. 

http://www.informais.com/resources/psn-top-guns
mailto:ruth.calderon@informais.com
http://www.informais.com/
https://twitter.com/InformaInvest
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These cash holdings obviously will have an effect on the performance of the overall portfolio – negative when cash returns 

are low relative to returns of the asset class, and positive if the opposite is true. While presentation of "equity-only” (for 

example) returns may provide a valuable insight into the security selection skills of the manager, we require for comparability's 

sake that performance results be inclusive of cash reserves for consideration in the rankings. Performance results must be 

calculated in U.S. dollars, that is, from the perspective of a U.S.-based investor. Currency holdings can have a very significant 

impact on the performance of a portfolio with international holdings. While this will always be the case (as we do not make 

distinctions between hedged and unhedged portfolios), we require that performance must be translated into U.S. dollars to 

ensure comparability to the point where these are all returns that would be seen by a U.S.-based investor. Performance results 

must be calculated on an asset base which is at least $10 million in size for "traditional” U.S. asset classes (equity, fixed 

income, and balanced accounts) or at least $1 million in the case of international and "alternative” U.S. asset classes. This 

minimum ensures that the firm and product are somewhat established. The goal is to not taint the rankings with "flashes in 

the pan” while also not excluding promising emerging managers. The minimum asset base requirement, therefore, is set at a 

level which balances these objectives. The classification of the product must fall into one of the categories which we rank. 

We only publish rankings for categories/time period combinations for which we have at least 20 contenders. 

Comments and opinions expressed in this document regarding individual securities, markets, strategies and case studies are 

not recommendations or predictions, and thus should not be acted upon. They are based only upon the judgments and opinions 

of 1492’s professional staff. The use of any investment strategy does not guarantee that an investment return will be achieved, 

or that a loss will not occur from the advice provided. Past performance does not guarantee future results.  No investment 

firm, including 1492 Capital Management, guarantees gains or that losses will not occur from the strategies applied to 

managed portfolios.  You are encouraged to contact us with your questions.  

 

1492 Capital Management, LLC 

309 North Water Street 

Suite 505 

Milwaukee, WI 53202 

Main: 414-276-1492 

Fax: 414-224-9158 

www.1492CapitalManagement.com 

http://www.1492capitalmanagement.com/

