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Economic Conditions

Due to the government shutdown, the Department of Commerce has not yet released the 

estimate for gross domestic product for the fourth quarter of 2018.  The latest projections for Q4 GDP 

growth range anywhere from 2.2% to 3%, which indicates a slight slowdown from Q3 growth (3.4%) and 

would put annual GDP growth in the ballpark of just over 3% in 2018.  US employers added 304,000 jobs 

in January – the fastest year-over-year growth rate (1.9%) since Q1 2016.  Unemployment ticked up to 

4%, mainly due to increased unemployment claims from furloughed government employees.  Despite 

positive economic data, Fed Chairman Jay Powell not only maintained his dovish stance but came off 

even more dovish than when he initially reversed course in November last year. In a speech in late 

January stating that the Fed would put a stronger focus on risks to the global outlook, he insinuated that 

the Fed has hit the “pause” button on rate hikes.  Historically, a Fed pause has typically preceded a rate 

cut.  There’s an old adage that states “bull markets don’t die of old age, the Fed kills them,” and it looks 

as though the Fed is trying very hard not to kill this bull market. 
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Market Conditions

Index Returns

Jan ‘19 YTD

S&P 500 7.87% 7.87%

DJIA 7.17% 7.17%

NASDAQ 9.74% 9.74%

MSCI EAFE 6.47% 6.47%

Barclays Aggregate 1.06% 1.06%

Following the December bloodbath that pushed the NASDAQ 

into official bear market territory and both the Dow and S&P 500 less 

than one percent from an official bear market, the Santa Claus rally off of 

Christmas Eve lows continued through the start of the year and all major 

market indexes ended January in the black.  The S&P 500, Dow Jones and 

NASDAQ are 15%, 14.7%, and 17.6% off of their Dec 24 lows, respectively  

and returned high single digits last month.  As we discussed in the Q1 newsletter, the three main drivers 

of the pullback we saw in December were slower earnings growth, an aggressive Fed, and trade worries.  

All three of those fears have been somewhat subdued this month.  Nearly half of S&P 500 companies have 

reported earnings for Q4 2018 and 70% of those results have shown surprises to the upside. Fed officials 

have pivoted so abruptly from their previously hawkish tone that the general consensus among traders is 

that we will not only see zero rate hikes in 2019, but that we are now more likely to see a rate cut in 2020.  

Trade worries remained fairly muted in January but will most likely be at the forefront of headlines as we 

get closer to the March 1 truce deadline without an official trade agreement with China.  Although 2019 is 

off to a solid start, we know from 2018 the tides can change quite swiftly.  
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Sequence of Returns Matter

Immediately following the euphoric year investors experienced in 2017, which gave them 

outsized returns and historic low volatility, 2018 was a harsh reminder of how volatility can effect a 

portfolio.  While fears of slower growth have been somewhat mitigated in the short-term it is still clear 

that we are likely closer to a recession than we are to higher growth rates.  That’s not to say that the 

current expansion cannot continue on for several more quarters or even years, but realistically we cannot 

expect it to continue for the next decade.  This is why it’s important to point out that the sequence of 

returns matter.  What we mean when we say “sequence of returns” is that just because the S&P 500 has 

averaged about a 7.2% annual return for the past 20 years, it doesn’t mean the S&P 500 has returned 

7.2% every year for the last 20 years.  If a retiree is taking a distribution of 4% per year, then a 7% 

return each year should suffice for their distribution rate.  However, the risk that an investor won’t be 

able to sustain a consistent distribution rate due to the volatility in their portfolio is referred to as 

sequence risk.  For example, a 20%+ drop in the market immediately prior to or immediately following 

retirement when distributions are set to begin can have a more drastic effect on a portfolio than a 20% 

drop several years after beginning distributions in retirement.  The graphic on the following page 

illustrates this effect in simple terms.  You can see in this example when the three consecutive years of

(Continued on Next Page)
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Sequence of Returns Matter

(Continued on Next Page)

15% drawdowns occur in the first 

three years as opposed to the last 

three years the end results are 

drastically different.  This example 

is an extreme case but nonetheless 

effectively illustrates why the 

sequence of returns matter and 

why investors should establish 

distribution plans for retirement 

before their actual retirement date.  

These risks can be mitigated by 

creating a “bucket approach” for 

retirement spending.  In short, a 

bucket approach entails splitting your retirement assets into three buckets – an income bucket, income 

replacement bucket, and growth bucket.  The income bucket is allocated in short-term fixed income  
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Sequence of Returns Matter

investments such as cash and short duration bonds in order to provide you with income for a set number 

of years.  The sole purpose of this bucket is to keep up with the rate of inflation and will be where income 

will be distributed from.  The second bucket’s purpose is to achieve a return slightly above that of 

inflation and is predominantly invested in intermediate-term fixed income and potentially some equities.  

This is the bucket that will eventually, in theory, replace the income bucket once it is exhausted.  The 

third bucket is the growth, or aspirational, bucket.  This specific pool of assets has a longer-term time 

horizon and is primarily invested in equities.  Because of it’s long-term nature it can afford to take more 

risk than the first two buckets and prevents the investor from needing to sell securities in a down market 

to meet distribution needs.  The goal of this bucket is to provide enough returns to eventually replenish 

the first two buckets once those assets are exhausted.  Ideally, once the income and income replacement 

buckets have been replenished with appropriate amounts, there is still a level of assets left in the growth 

bucket to continue this income cycle again and continue through the investor’s lifetime. 

These “buckets” can be either actual separate accounts with different risk objectives, or 

theoretical buckets where the assets are allocated in one or several accounts with an overall risk 

objective being taken into account.  Regardless of the construction of the strategy, the idea is that you are  

(Continued on Next Page)
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Sequence of Returns Matter

able to withstand volatile swings in the markets and are not faced with the unfortunate scenario where 

you otherwise may be forced to sell into a market downturn in order to meet income needs.  We instead 

are then able to participate in the imminent recovery of the riskier assets in the portfolio while 

protecting principal.  Right now, with the markets recovering from their December losses, would be a 

good time to speak with your advisor to ensure your portfolio is set up for success as we navigate through 

this environment of heightened volatility.   
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Disclosures & Index Definitions

Under style performance boxes, indexes referenced in the equities section for large, mid and 

small reference the Russell 1000, Russell MidCap and Russell 2000 stock indices, respectively. 

The Barclays US Government, Barclays Credit and Barclays High Yield fixed income indices refer 

to Gov’t, Corp, and HY, respectively. Short, Intermediate and Long refer to the time frame of the 

investments and their positions on the yield curve. 

The information and opinions stated in this presentation are not intended to be utilized as an 

overall guide to investing; nor should they be taken as recommendations to buy, sell or hold any 

particular investment. This presentation is not an offer to sell or a solicitation of any investment 

products or other financial product or service, an official confirmation of any transaction, or an 

official statement of presenter. The opinions and views conveyed are for informational purposes 

and make no recommendations in regards to how a client’s portfolio should be managed, as that 

involves inquiring, in depth, of a client’s or prospective client’s risk tolerance, investment 

objectives, time frame for investing and any other details pertinent to said client’s or prospective 

client’s financial situation. The presentation may not be suitable to be relied on for accounting, 

legal or tax advice. 

Past performance is not indicative of future returns. Prices and values of investment vehicles will 

rise and fall as broad market conditions change. Investors’ portfolios may fluctuate, to varying 

degrees, in tandem with market conditions.  Diversification neither guarantees returns nor does it 

eliminate the risk of a portfolio decreasing in value. Equity securities tend to be more volatile than 

bond/fixed income products and carry greater risk factors than that of fixed income products. 

Smaller capitalization equities (i.e. mid and small caps) typically involve more risk than that of 

larger capitalization stocks. Political, economic, and currency risk are all risks subsumed under 

the additional risk factors of investments in international securities, to include  those in both 

developed and emerging markets. In addition, political conditions in emerging markets can tend to 

be more volatile than in those of developed markets. 

Investments in bonds will be subject to credit risk, market risk and interest rate risk. Interest rates 

will have an inverse effect on prices of bonds. Bonds of lower credit ratings, also known as High 

Yield bonds which hold a rating of less than investment grade (BB+ and below), will have greater 

risks attached than will those of investment grade bonds and will experience greater volatility. 

All dates are as of January 31, 2019 unless stated otherwise. 

Presentation prepared by Financial Advisory Service, Inc., an SEC Registered Investment 

Adviser. Securities offered through FAS Corp., an affiliated insurance agency and broker/dealer. 

Any dissemination, distribution, copying, or other use of this presentation or any of its content by 

any person other than the intended recipient is strictly prohibited. FAS only transacts business in 

states where it is properly registered or notice filed, or excluded or exempted from registration 

requirements. Follow-up and individualized responses to this presentation that involve either the 

effecting or attempting to effect transactions in securities, or the rendering of personalized 

investment advice for compensation, as the case may be, will not be made absent compliance 

with state investment adviser and investment adviser representative registration requirements, or 

an applicable exemption or exclusion.

Index Definitions

The S&P 500 Index is based on the market capitalizations of 500 large companies whose stocks 

are listed on the NYSE and NASDAQ. This is widely regarded as the single best gauge of large 

cap US Equities. 

The Dow Jones Industrial Average is a price-weighted average of 30 actively traded blue-chip 

stocks, primarily industrials. It is used as a barometer of how shares if the largest US companies 

are performing.

The NASDAQ is a market capitalization weighted index of the more than 3000 common equities 

listed on the NASDAQ Stock Exchange. These securities include American Depository Receipts, 

common stocks, real estate investment trusts, and tracking stocks. 

The MSCI EAFE (Europe, Australasia, Far East) Net Index is recognized as the pre-eminent 

benchmark in the US to measure international equity performance. It comprises the MSCI country 

indices that represent developed markets outside of North America, Europe, Australia, and the 

Far East. 

The MSCI Emerging Markets Index captures large and mid cap representation across 23 

Emerging Markets (EM) countries. With 822 countries, the index covers approximately 85% of the 

free float-adjusted market capitalization in each country. 

The Barclays US Aggregate Index is a broad-based flagship benchmark that measures the 

investment grade, US dollar-denominated, fixed rate taxable bond market. The index includes 

Treasuries, government-related and corporate securities, MBS, ABS, and CMBS. 

All index information has been gathered from public sources who are assumed to be reliable, 

although we cannot guarantee the accuracy or completeness of those public sources. 


