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Market Review
Investors welcomed a very strong start to the
year, recapturing most of the losses from the
fourth quarter of 2018. The reversals in
equity markets reflected an oversold position
in late December and put the 12-month S&P
500 Index returns at almost 10%. Incredibly,
it has been 10 years since the S&P’s nadir
during the Great Recession (March 9, 2009).
Consequently, the 10-year annualized
returns for most U.S. equity indices are
around 16%! The chart to the right
illustrates the S&P 500 Index's relentless rise
since the March 2009 low.
Despite evidence of a softening economy,
investors were buoyed by the realization that
not only is the Fed unlikely to raise interest
rates this year, there is currently a better
than even chance of a rate cut towards the
end of 2019. The Fed also announced that
the drawdown of its balance sheet would
end in September. U.S. equities led global
indices with the S&P gaining 13.7% and the
small-cap focused Russell 2000 Index rallying
14.6%. Developed market and emerging
market equities also performed well, up
10.3% and 9.9% respectively. On the back of
additional government stimulus and better
economic data, China was the best
performing global equity market with a gain
of 27%. Fixed income markets did well as
interest rates dropped and credit spreads
tightened during the quarter. The broad U.S.
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investment grade market (both municipals
and taxable) was up 2.9% while emerging
market debt and U.S. high yield debt both
rose about 7%.
While the start to the year has been
welcomed by investors, we do not expect
this rate of return to be maintained. Indeed,
it is likely that most of 2019’s return has
already been generated.

Q1 2019 Returns %
INDEX

1Q19

1-Year

10-Year

S&P 500 Index

13.65

9.48

15.90

Russell 2000 Index

14.57

2.01

15.34

MSCI EAFE Index

10.15

-3.20

9.56

MSCI Emerging Market Index

9.90

-7.11

9.31

MSCI All-Country World Index

12.33

3.16

12.62

Source: J.P. Morgan Asset Management, “Guide to the Markets: U.S., 2Q 21019”, as of March 31, 2019, page 4; Consensus Economics. Compustat, FactSet, Federal Reserve, Standard & Poor’s, J.P.
Morgan Asset Management. Dividend yield is calculated as consensus estimates of dividends for the next 12 months, divided by most recent price, as provided by Compustat. Forward price to
earnings ratio is a bottom-up calculation based on the most recent S&P 500 Index price, divided by consensus estimates for earnings in the next 12 months (NTM), and is provided by FactSet
Market Aggregates. Returns are cumulative and based on S&P 500 Index price movement only, and do not include the reinvestment of dividends. Past performance is not indicative of future
returns. Guide to the Markets – U.S. Data are as of March 31, 2019.
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Outlook and Strategy
While U.S. economic and financial conditions
remain solid and do not suggest a recession is
likely in 2019, there has been a discernible
softening of U.S. and global economic activity.
The slowdown in earnings growth and GDP that
was priced in during the Q4 selloff remains on
track. Estimates for 2019 GDP remain in low 2%
range while earnings growth should remain low
but positive. Although the tax-cut boost is
wearing off, a lack of inflationary pressures
coupled with the possibility of an interest rate
cut should provide support to slower but stable
economic growth - the dramatic slump in
mortgage rates that followed the recent Fed
announcement has already provided a muchneeded lift to the housing market. We view a low
growth/low inflation environment that has the
tailwind of a supportive Federal Reserve as a
mildly positive environment for equity investors.
Europe remains a frustrating region, with the
Eurozone GDP growing by just 0.2% in the last
quarter of 2018. Germany, Europe’s single
largest economy, posted 0% growth while Italian
GDP declined 0.1%. Consensus forecasts for 2019
Eurozone GDP growth have slumped from 1.8%
to just 1.3% and it is not yet clear whether the
European Central Bank’s (ECB) fiscal easing will
be enough of a tailwind to sustain a higher
growth rate. Currently, leading indicators are
pointing to further weakness with the March
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Manufacturing PMI coming in at 47.5, a level
indicating the sharpest economic contraction
since April 2013. In the current protectionist
environment, a slowdown in world trade is
hurting Germany’s export-dependent economy.
So, while European equity valuations are
relatively attractive, the risks of a new crisis in
Italy, a hard BREXIT, and policy missteps by the
ECB all weigh on our enthusiasm. Additionally,
from a structural perspective, the European
equity market has fewer technology firms than
the U.S. and many of its most successful
companies remain privately held; there are some
good reasons for the European equity valuation
discount to remain.
Internationally, we continue to favor emerging
market equities which are now benefiting from
the Fed rate hike pause as well as China’s
ongoing efforts to stimulate its own economy.
(See EM vs. DM Growth chart, right.) The prime
beneficiaries are Emerging Asian economies with
equities in this region forecast to deliver as high
as 10% earnings growth this year. Looking
forward, we are retaining our neutral exposure
to U.S. equities, cognizant of the risks but aware
that the U.S. remains one of the most attractive
stock markets for investors in this era of lower
developed market growth. As we go through the
remainder of 2019, we will be seeking to identify
whether the current patch of economic

weakness was simply a mini cycle or an early
indicator that the U.S. is nearing the end of the
second longest period of economic growth since
WWII. While our belief is that we are not yet at
the end of the cycle, we are likely to lock in some
profits if markets are pushed to new highs. We
are also adding niche strategies, especially within
High Yield, that take advantage of market
dislocations and which offer superior riskadjusted returns.

Source: J.P. Morgan Asset Management, “Guide to the Markets: U.S., 2Q 21019, as of March
31, 2019, page 54; Consensus Economics.
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U.S. Equities
First quarter sector returns recouped
almost all of the 2018 fourth quarter
losses proving markets have short
memories. Financials, Energy and
Healthcare were the only sectors that
did not recoup their losses as idiosyncratic risks weigh on those sectors.

Percentage

U.S. Sector Returns

Source: Bloomberg
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Highlights
•

•

As negative sentiment abated during the first
quarter, growth stocks continued to outpace
value across the capitalization spectrum. Mid-Cap
growth returned 19.6% and Small-Cap growth
returned 17.1% while their value counterparts
returned 14.4% and 11.9%, respectively.
Despite softening economic data and growth
concerns, a Federal Reserve pivot to more dovish
and accommodative policies helped fuel a rally in
risk assets. Rate-sensitive sectors such as Real
Estate and Technology led the way returning
17.5% and 19.9%, respectively.

•

Trade deal headlines dominated the first quarter,
sparking optimism on the growth front. This
helped U.S. equities across the capitalization
spectrum with small and large caps finishing up
14.6% and 14%, respectively.

•

The growth vs. value outperformance dynamic is
solidly ingrained in markets. Forecasts for 2019
and 2020 earnings growth continue to favor
growth stocks across the capitalization spectrum.
We expect growth to continue to outperform.

Markets Still Betting Growth Beats Value

Percentage

Sentiment Shifts

Source: Bloomberg
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International Equities
Europe Rallies Without ECB help

Italy led the European region with a 14% return
despite falling into a technical recession during
the fourth quarter. Conversely, Spain had the
weakest quarterly return at 6.7% despite stronger
fundamental growth metrics .

•

There were broad gains across sectors with the
Technology and Real Estate sectors leading with
each returning 14.6%. The Communications and
Financials sectors were the weakest at 6.9% and
7.8%, respectively.

•

Japanese markets finished higher as stronger
fourth quarter GDP helped the nation avoid a
technical recession. The Japanese Nikkei 225
Index rallied 6.5% in the first quarter.

•

While the risk rally boosted markets,
fundamentals remain shaky as growth is
softening. It is likely that most of the return for
2019 has already occurred in the first quarter (see
chart below). Positive catalysts will be needed to
push earnings and in turn markets higher.

International ex U.S. Sector Returns

Most of Estimated ‘19 Returns Just Happened!

Percentage

•

Percentage

The first quarter marked the first time
that the European Central Bank (ECB)
stopped its bond buying program but
equity markets remained resilient on
the back of trade deal optimism and
cheap valuations. International markets returned 10.2%, as measured by
MSCI EAFE, in the first quarter.

Highlights

Source: Bloomberg
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Source: Bloomberg
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Emerging Market Equities
Strong First Quarter
Emerging markets had a strong first
quarter returning 9.9%. Investor sentiment was boosted by China's fiscal
stimulus which should help improve
growth throughout Asia.

Highlights
•

China led all countries with a return of 27% in the
first quarter while Argentina and Turkey were the
weakest performers as both nations continue to
face economic turmoil and weaker currencies.

•

Larger-Cap stocks led with a 10.4% first quarter
return as softer economic data capped gains for
the more domestically oriented Small and MidCap emerging market stocks. Small and Mid-Cap
stocks returned 7.4% and 7.1%, respectively.

EM Capitalization and Sector Returns

Source: Bloomberg
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•

Emerging market equity valuations remain
attractive versus developed markets. As earnings
have been downgraded, any easing of trade
tensions will likely lead to positive earnings
surprises.

•

China remains a key driver of global growth. The
stimulus measures it has taken to boost its
economy will likely support both China and the
regional emerging Asian economies as we go
through 2019.

Equity Market Valuations

Price-to-Earnings

Source: Bloomberg
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Commodities
U.S. Set to Surpass Saudi Arabia
As the shale boom continues to expand, the U.S. is set to be world’s top
crude oil producer this year, taking
the top spot from Saudi Arabia.

Highlights
•

•

Real Estate Security Returns

Source: Bloomberg
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Global real estate market returns were positive
during the first quarter of 2019. U.S. REITs
returned 15.9% in the recent quarter and are now
up 19.2% over the past year. The FTSE Developed
Europe and the FTSE Developed Asia indexes
provided positive performance, returning 12.3%
and 12.4%, respectively.
The commodities market posted mixed
performance during the first quarter. The
Bloomberg Commodity Index, a broadly

diversified commodity index, returned 6.3% in
the first quarter.
•

The GSCI Agriculture & Livestock Index posted the
lowest results in the first quarter returning -1.8%.

•

WTI crude oil prices ended at $60.17/barrel, up
33% from $45.15/barrel at the end of last year.
MLPs joined in the rally with a 16.8% return.
Conversely, natural gas prices fell 14.4% as strong
U.S. production growth pressured pricing.

MLP’s Sensitivity to Oil

Source: Bloomberg
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Fixed Income
Municipal Bond Demand Increase
Municipal bonds saw increased demand as investors looked to help offset
SALT* limits while supply could not
keep up. Municipal bonds returned
2.9% during the first quarter; lower
rated high-yield municipal bonds returned 3.9% as low defaults and stable
economic growth made their taxexempt yields more attractive.

Highlights
•

Fixed income markets had a strong first quarter
led by the riskier segments of the market; easy
monetary policy has investors believing that that
defaults will remain low. The High Yield Corporate
Index led with a 7.3% return.

•

Emerging market debt returned 6.6% in the first
quarter. The asset class’s fundamentals remain
strong and yields are more attractive than
developed country debt.

•

Global sovereign bond yields declined amid
growth concerns throughout the quarter, setting

up an oddity that remains worth watching; the
amount of global debt with negative yields. The
amount has increased over the past 6 months, as
concerns over slowing economic growth persist
and recessionary indicators continue to flash
warning signs.
•

After widening significantly during the fourth
quarter, municipal closed-end fund discounts to
net asset value (NAV) narrowed. The sector also
benefited from a leveraged exposure to rallying
municipal bonds.

*State and Local Taxes

Fixed Income Returns

Global Aggregated Negative Yielding Debt

Source: Bloomberg

Source: Bloomberg
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U.S. Economy
Highlights
•

•

The U.S. economy remains the healthiest of
developed markets but has begun to slow with
fourth quarter GDP revised down to 2.15%
leading to a 2018 full year growth rate of 2.97%.
Despite the slowdown, the U.S. economy
remains on solid footing with a strong consumer
and low inflation; this is a supportive
background for modest growth in 2019.
As softer economic data persisted throughout
the first quarter, the Federal Reserve announced
a more accommodative stance for 2019 with no

further rate increases projected and a potential
halt to its balance sheet reduction. This change
in stance by the Fed should provide a modest
boost to both liquidity and confidence in the
short-term.
•

Home sales have slowed but remained
consistent with 5-year averages. New Home
Sales are slightly above the 5-year average of
556,000 and Housing Starts are just below the
average of 1.1 million. While the market has
slowed, it remains stronger than monthly data

Wage Increase with Little Inflationary Impact

Source: Bloomberg
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may imply given the supporting fundamentals of
low inflation, unemployment, and modest
economic growth.
•

Inflation continues to remain muted despite
trade uncertainties, tariffs and solid wage gains;
even as energy prices roared back in the first
quarter, headline inflation was only 1.5%. The
Atlanta Fed's inflation expectations are 1.9% for
the next 12 months while the University of
Michigan's inflation expectations are 2.5%, both
sustainable in a modest growth environment.

Housing: Not as Bad as Many Believe

Source: Bloomberg
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International Economy
Highlights
•

While international manufacturing PMI's have
been declining since their 2017 peak, Asian and
some European countries are beginning to see
some stabilization on the back of improved
investor optimism. Germany, Europe's biggest
economy, remains the exception as trade
uncertainty remains a concern to its outlook.

•

China's trade has began to show the negative
impact of the U.S. hard-line trade policy as exports
and imports have declined. Despite trade falling, it
should be noted that 50% of China's exports go to
the Asian region while less than 20% is to the
United States. Uncertainty is also likely playing a
role but a trade deal with the U.S. and the
government's fiscal stimulus could help stabilize
China's global trade volumes.

•

Japan’s fourth quarter GDP was revised higher,
avoiding a technical recession and providing
optimism for 2019. However, the Japanese
government plans to keep its value-add tax
increase in place which may reverse economic
momentum.

•

Politics remain a significant headline risk in 2019.
As BREXIT continues to make one step forward and
two steps back progress, it is likely to impact
markets until a final resolution is known. Italy’s
fiscal struggles amid a populist agenda and a battle
with the EU will also continue to weigh on
European assets.

International Recovery or stabilization?

Source: Bloomberg

Trade War or Uncertainty Making an Impact?

Source: Bloomberg
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Opportunity Zones
Tax Benefits and a Social Impact
as Opportunity Zones Seek to
Rejuvenate Low-Income Areas.
Qualified Opportunity Funds offer the
potential to defer taxes on existing
capital gains and to avoid taxes on
future capital gains. While the tax
aspect is attractive, the risk is that a
poorly performing Opportunity Zone
Fund negates the tax benefit;
conducting proper due diligence and
selecting a respected investment
manager with a solid track record is
just as important as the tax benefit.

Highlights
•

Qualified Opportunity Zones were created by the
Tax Cuts and Jobs Act of 2017. The zones are lowincome census tracts that would benefit from
investment capital development. There are 8,700
zones throughout the U.S.A. ranging from
impoverished areas near Corning, NY, to select
parts of Manhattan and San Francisco.

•

The designated zones have a median annual
income of $33,345, an unemployment rate of
13.1% and a poverty rate of 31.8%*. It is hoped
that attracting investment capital to these regions
will have a transformative impact.

•

Qualified Opportunity Funds (QOF) are real estate
investment vehicles that invest in the designated
zones. The cash raised for investment must be
invested within 31 months. While a QOF may
invest in existing buildings, if it does so it must
make additional capital improvements equal to
the purchase price of the existing real estate.

•

The tax benefits are most advantageous to
investors who have a large investment gain that
they wish to realize. As long as the capital gain
amount is invested in a QOF within 180 days of
realization, the tax benefits are threefold:
1. Tax on the realized capital gain will be
deferred until 2026.
2. By investing in 2019, the deferred tax
liability will be reduced by 15% or by
investing before 2021, the deferred tax
liability will be decreased by 10%.
3. Assuming that the investment is held for at
least 10 years, the investment in the QOF
may be sold without incurring capital gains
tax. However, income generated and
distributed by the QOF will be taxed.
* Community Development Financial Institution Fund and Urban
Institute analysis of 2012–16 US Census Bureau American Community
Survey

Qualified Opportunity Fund Investment Timeline
May 1, 2019

June 1, 2019

June 1, 2024

June 1, 2026

December 31, 2026

June 1, 2029

5 years
7 years
Within 180 days

Capital gain of
$500,000 results
from sale of asset
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10 years

The $500,000 is
invested in a QOF,
deferring tax
payment until
Dec. 31, 2026

There is a 10%
step-up in the
QOF interest
basis

There is an
additional 5%
step-up in the
QOF interest
basis

The QOF interest has been held
for 7yrs and received a basis
adjustment of 15%. $425,000
must be recognized in gain on
Dec. 31, 2026

Assuming a 9.6% annual
return, upon sale the QOF is
worth $1,250,000. As the QOF
has been held for 10yrs, the
basis is equal to $1,250,000,
fair market value
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Recession Risks
Yield Curve Inversion ...

Highlights

During the first quarter, the yield
curve inverted for the first time in
almost 12 years (proxy by 3M-10YR
Spread). The rule of thumb is that an
inverted yield curve predicts a
recession, although the timing before
one occurs can range from 6 to 18
months.

•

Credit spreads have tightened to extremely low
levels but have yet to widen out, an event that
would imply impending growth concerns.

•

Industrial production and PMI's, a lagging and
coincident indicator, are suggesting that
production growth has peaked but remains at a
sustainable level. PMI's remain above the 50
expansion/contraction level and can hover there
for some time.

Credit Spreads

Source: Bloomberg
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•

GDP is likely to slow but is unlikely to "fall off a
cliff" as monetary policy remains accommodative

and inflation remains anchored at lower levels. It
is likely the U.S. will experience a slow growth,
low inflationary environment for some time
before eventually seeing a contraction in GDP.
•

Growth was boosted by tax cuts leading to
increased consumer spending; growth is unlikely
to be sustained at 2018 levels as demand has
been effectively been brought forward .

•

Overall, we believe that the warning signs are
blinking but that the current data signals a slower
growth rate rather than an imminent recession.

Production & PMI’s

Source: Bloomberg
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Tactical Asset Allocation
Market Street Growth Strategy
ASSET CLASS
CASH

INVESTMENT GRADE BONDS
Municipal Bonds
HIGH YIELD DEBT
High Yield Municipal Bonds
High Yield Corporate Bonds
Emerging Market Debt
HEDGED ASSETS
Long/Short Equity
Distressed Credit

NEGATIVE

First Quarter 2019

NEUTRAL

POSITIVE
Maintaining neutral exposures to cash. With the interest rate tightening cycle
apparently over for now, we will be reducing exposure to high quality bonds in
favor of niche opportunities in the high yield credit markets.
While high yield municipal valuations have become a little rich, their fundamentals
and the interest rate cycle are supportive. We are maintaining a tactical allocation
to Emerging Market Debt and Closed End Funds and are considering an allocation
to a specialist European bond manager focused on Contingent Convertibles where
the risk return potential is attractive.
Although equity markets swiftly recovered from December’s dramatic sell-off, we
expect volatility to remain high and will maintain a full allocation to hedge funds.
Hedge funds provide access to strategies and opportunities that are not readily
available in mutual fund format.

EQUITIES
U.S. Equities - Large Cap
U.S. Equities - Small Cap
Developed Market Equities
Emerging Market Equities

Despite a strong first quarter rally, U.S. equities remain attractive relative to many
other developed markets given the underlying strength of the U.S. economy, low
unemployment, and supportive interest rates. Internationally, we continue to view
emerging market equities as particularly attractive. Market Street’s private equity
program provides attractive exposures that cannot be obtained in the public
markets.

Private Equity
REAL ASSETS
MLPs
Global Real Estate/REITs
Natural Resources/Energy
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Having increased exposure to natural resources at the start of 2019 we remain
positive given underlying supply fundamentals. MLPs continue to offer compelling
long-term return opportunities given the oil price recovery and the nation’s future
mid-stream infrastructure needs.
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This presentation has been prepared by Market Street Trust Company. The
views expressed herein represent opinions of Market Street and are presented
for informational purposes only. They are not intended to be a recommendation
or investment advice and do not take into account the individual financial
circumstances or objectives of the investor who receives it.
Certain statements included in this presentation constitute forward looking
statements. Forward looking statements are not facts but reflect current
thinking regarding future events or results. These forward statements are
subject to risks that may result in actual results being materially different from
current expectations.
Past performance (before and after taxes) does not guarantee future
performance. There is no assurance that Market Street Trust Company funds
will achieve their investment objectives, or that they will or are likely to achieve
results comparable to those shown herein, or will make any profit, or will be
able to avoid incurring losses. Exposure to foreign currencies may cause

additional fluctuation in the value of any investment. Each investor must assess
the suitability of an investment, one’s tolerance for risk and the impact on one’s
diversification strategy. This presentation does not constitute an invitation to
buy or an offer to sell securities, or any other products or services.
This is intended as general information only. Investors in these funds may be
required to meet certain criteria under the securities laws in order to qualify.
Any discussion of U.S. tax matters is not intended and cannot be used or relied
upon for the purpose of avoiding U.S. tax-related penalties.
Please visit our website for additional information on the funds and any
investment fund updates. As always, please feel free to contact us if you would
like to learn more about our investment program.

MARKET STREET TRUST COMPANY:

Main Office:
2 International Drive, Suite 301
Portsmouth, NH 03801
800.962.6876 phone
Representative Office:
499 Park Avenue, 26th Floor
New York, New York 10022
212.400.9070 phone
www.marketstreettrust.com
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