
Investment Outlook +



Contents
Anticipation ......................................................................................1

The Role of Fixed Income Investments .........................................2

Global Debt .....................................................................................3

Economic Growth and Trade ........................................................6

Equity Markets —Tailwinds or Headwinds ................................8

Final Thoughts ..............................................................................14



“We can never know about the days to 
come, but we think about them anyway.” 
Carly Simon sang those words in her 
1971 hit single “Anticipation.” Many 
Americans will also remember the song 
as being used in the Heinz Ketchup 
commercial as two children wait with 
great anticipation as the ketchup slowly 
pours out of the bottle. As investment 
advisors, part of our job in working with 
you is to think about the days ahead. 
Anticipation plays a daily role as we 
look out over the investment landscape. 
Our many years of experience help us 
to imagine what might lie ahead and we 
use the depth of our knowledge to find 
investments that are appropriate for the 
needs of you and your family today and in 
the future. 

The fall of 2018 marked the 10th 
anniversary of the great recession. 
In the waning months of 2008, we 
witnessed anticipation turn to anxiety 
as corporations failed, unemployment 

soared, home values fell, wealth was 
destroyed, and extraordinary steps were 
taken by the Federal Reserve (Fed) to 
keep the country out of a depression. 
Ten years later, conditions couldn’t be 
more different. As 2018 draws to a close, 
anticipation is high as corporations are 
thriving, unemployment is near record 
lows, home values have recovered, wealth 
has been created and the Fed has been 
reversing the extraordinary steps it took to 
keep the economy afloat. And, in addition 
to this good news, we are just beginning 
to see the effects of the tax cut. Many are 
anticipating more of the same.

In our outlook for 2019, we’ll think about 
the days to come and what they might 
mean for fixed-income (bond) investing, 
the economy, Fed actions and the equity 
markets. We will anticipate what effect all 
of these factors could potentially have on 
your investment portfolio.

We won’t keep you waiting.

Anticipation…
By Paul W. Gifford, Jr., Cfa, Chief investment offiCer
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The past two years have been difficult for 

fixed-income (bond) investors. Interest 

rates have quickly moved higher and 

fixed-income portfolios have barely eked 

out positive returns. A fixed-income 

client of ours said, “It almost feels like 

we’ve been running in place.” Despite 

having little forward momentum, the 

role of bonds in an investment portfolio 

has increased in importance as equities 

have continued to reach new highs and 

valuations in many cases appear to be 

slightly stretched. Bonds are meant to 

provide income, stability and capital 

preservation to an investment portfolio. 

Bonds also help investors to diversify 

their portfolios whether combined 

with equities, real estate and/or cash. 

As the yield on the two-year Treasury 

note moved higher from 0.24% on 

October 14, 2014 to almost 2.90% as 

of early November 2018, the decision 

to re-balance one’s portfolio or allocate 

more assets to fixed-income investments 

has become easier. Being able to obtain a 

higher yield on fixed-income investments 

makes it more feasible to reduce equity 

holdings when finding reasonably priced 

equities has become more difficult.

At 1st Source, our goal as investment 

advisors is to create diversified fixed-

income portfolios that are built with the 

potential to outperform their respective 

benchmarks. We decide whether it’s 

more attractive to own shorter maturity 

securities or longer maturity securities. 

And we determine the balance and 

weighting of investment grade corporate 

bonds, securitized investments, 

government bonds and high yield bonds 

The Role of Fixed
Income Investments

By erik ClaPsaddle, Cfa, CfP®, viCe President and senior fixed inCome Portfolio manaGer
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within our portfolios. At the core of 

our fixed-income portfolios, we use 

investment grade corporate bonds because 

they yield more than U.S. Treasury 

securities and also provide stability. We 

utilize government bonds because they are 

deemed to be virtually risk-free and they 

provide liquidity to our portfolios. Lastly, 

we allocate a smaller percentage of assets 

to high-yield bonds and preferred stocks. 

While our allocation to these securities 

varies, we like their potential to provide 

greater income and higher total returns 

over time periods of three years or longer.

We don’t lose sight of the two most 

fundamental purposes of holding fixed-

income investments—providing investors 

with income and preserving their capital. 

These two important elements continue to 

be central to our fixed-income portfolios.

Global Debt
In the last 15 years, global debt has almost 

tripled. With ultra-low interest rates and 

strong consumer demand globally the 

increase in debt will likely last for years 

to come. Why does it matter? It matters 

because countries’ economies move in 

cycles. Economies grow and then fall 

back. Corporations, governments and 

consumers borrow too much and then 

must pay off their debts. In other words, 

they must deleverage. These days, in 

the name of faster and greater economic 

growth, governments have not only 

borrowed too much, but they also have 
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been buying back their own debt, creating 

ultra-low to negative interest rates. The 

practice of government buying of debt 

securities is known as “quantitative 

easing.” For example, the Eurozone 

countries have issued approximately €835 

billion in government debt securities over 

the last five years (source: Bloomberg) 

and the European Central Bank has 

purchased €2.2 trillion of government and 

non-government debt securities as part of 

their quantitative easing program through 

August 2018. 

We see the gluttonous appetite for debt as 

a serious long-term issue for developed 

markets. Debt is what created the global 

financial crisis in 2008. And as history 

has a strong tendency to repeat itself, 

we expect another debt-fueled crisis will 

occur someday, although likely much 

further down the road. The last debt crisis 

in the United States moved the Federal 

Reserve to lower its target interest rate to 

0% for seven years and more importantly 

to buy back $4.5 trillion of its own debt 

(Treasuries and government mortgage-

backed securities). As 2018 was ending, 

the Fed’s extraordinary monetary stimulus 

efforts appear, at least on the surface, to be 

working. Economic growth in the United 

States pushed back above 4% in the second 

quarter, followed that with a 3.5% growth 
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rate in the third quarter, labor markets are 

at what is considered full employment, 

the Fed’s goal of price stability has been 

met with a 2% core inflation rate, and 

manufacturing in the U.S. is strong. 

Moreover, the Fed has raised the federal-

funds target rate eight times and the equity 

market has just started reacting to higher 

interest rates. 

What will happen when central banks 

in Europe, Japan, Canada or the United 

Kingdom begin trying to unwind the 

monetary stimulus provided to their 

economies in the wake of the financial 

crisis? We have a hard time believing 

their efforts will have as little impact as 

those of the Fed, especially those of the 

European Central Bank and the Bank of 

Japan since they are far more entrenched 

in quantitative easing than the U.S. 

Federal Reserve. These illogical policies 

continue to drive us to make well thought-

out and long-term focused decisions in 

both fixed income and equities.
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Economic Growth 
and Trade
As we write this report in late 2018, the 

labor markets have had an outstanding 

year thus far. The unemployment rate 

has stayed low and currently hovers 

between 3.7% and 4%, consistent 

with the Fed’s objective of maximum 

employment. The underemployment 

rate reached its lowest level since 2001. 

According to a Job Openings and Labor 

Turnover (JOLT) survey, the number of 

job openings in the U.S. have exceeded 

the number of unemployed workers since 

March 2018. We believe the labor market 

will continue to be strong throughout 

2019 as enactment of the Tax Cuts and 

Jobs Act of 2017 will continue to drive 

hiring by corporations. Consumers have 

become more optimistic as real wage 

growth has finally found its way back 

into the economy. Hourly earnings have 

been growing monthly at an average 

annual pace of 2.5% to 3.1% throughout 

2018. The Federal Reserve’s favorite 

inflation gauge, the personal consumption 

expenditures price index, has been 

increasing at around 2% annually and 

that is expected to continue throughout 

2019. We expect the driving forces for 

the economy to be continued strength in 

the labor market, tepid inflation, robust 

consumer spending and confidence, and 

real wage growth. The mid-term election  

results will not likely force notable 

changes to fiscal policy.

Trade and tariff issues are still a cloud 

over the global economy. Whatever 

agreement, if any, that the United 

States and China come to will likely be 

consequential not only for U.S. consumers 

who rely on cheap imports from China, 

but also for the manufacturing sector 

world-wide. Aside from China, the United 

States has had some success in revising 

and/or replacing agreements with some of 

its global trading partners. Moreover, the 

current administration has been working 

to strengthen the trading position of the 

U.S. by asking countries to reduce tariffs 

on U.S. goods and by pushing for more 

open markets for U.S. exports. 

We believe that China’s tough talk on 

trade with the U.S. will wane as the 

Chinese economy starts to feel the effects 

of U.S. tariffs. China is the United States’ 

largest trading partner. In 2017, according 

to the website census.gov, the U.S. trade 

deficit with China was over $375 billion 
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and we imported $506 billion worth of 

goods from China, which equates to 

almost 22% of total U.S. imports. At 

the same time, 19% of China’s exports 

went to the U.S. The reality of this trade 

imbalance is that the U.S. can put tariffs 

on far more Chinese goods than China 

can put on American goods. We expect 

China to capitulate and begin trade 

negotiations with the U.S. sooner rather 

than later.

In 2017, according 

to www.census.gov, 

the U.S. trade deficit 

with China was over 

$375 billion.
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Equity Markets: 
Tailwinds or 
Headwinds
By roB romano, Cfa, viCe President and Portfolio manaGer

The U.S. equity market set an impressive 

milestone in August 2018 by becoming 

the longest bull market on record. The 

S&P 500, an index containing 500 of the 

United States’ largest stocks from a wide 

variety of industries, bottomed at 667 

on March 9, 2009, and has since been 

climbing steadily with pullbacks being 

seen by investors as opportunities to buy 

stocks. This bull market has survived 

many scares including the downgrade 

of America’s credit in 2011, the near 

collapse of the euro, and the economic 

slowdown in China. Yet these geopolitical 

and economic events failed to derail the 

dramatic improvement in U.S. corporate 

earnings, which has propelled the market 

to record highs. The longest bull market 

run prior to this one began in October 

1990 and ended with the bursting of the 

dot-com bubble in March 2000 when 

market euphoria fizzled over high-flying 

internet-based companies, many of which 

had never made a profit and some of 

which had begun to fail. On the other 

hand, this current bull market has been 

labeled the most hated bull market ever. 

In fact, it’s been investors’ lingering 

doubts that have allowed the equity 

market to advance for 10 consecutive 

years. This bull market has come to 

be known as the “most hated” because 

many believe it’s been propelled upward 

by the Federal Reserve’s excessive 

monetary policy accommodation in 

the wake of the financial crisis, which 

reduced interest rates to historical lows 

and artificially inflated asset values. 

In August 2018, the 1st Source asset 

allocation committee recommended that 

the equity allocation in our portfolios be 

reduced from overweight to neutral. We 

feel this is prudent as global central bank 

policy becomes less accommodative and 
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S&P 500 Index vs. Household as a Percent of Disposable Income
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as investors’ optimism surrounding tax 

reform subsides and they become focused 

on whether U.S. companies have reached 

peak earnings. We expect concern over 

peak earnings to continue into 2019.

The Federal Reserve’s policy actions 

during the financial crisis were 

unprecedented and intended to limit the 

damage to the economy and the financial 

markets. The Fed slashed interest rates 

to historical lows and soon realized that 

was not enough to counter the distress to 

the U.S. economy. The Fed used other 

tools such as quantitative easing, under 

which it purchased government securities 

and fixed-income investments as a way 

to provide even more liquidity to the 

financial markets. As a result of this 

massive liquidity injection, asset prices, 

including housing prices, fixed-income 

investments and equities, soared. The 
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equity markets witnessed 10 straight years 

of positive annual returns. Many market 

participants debate the effectiveness of 

the Fed’s quantitative easing program 

and whether it will lead to a series of 

unintended negative consequences. 

Today, the Fed is unwinding the liquidity 

supplied over the eight-year period. 

Over the past three years, the Fed has 

raised interest rates eight times. The Fed 

is in the process of reducing its $4.5 

trillion balance sheet built up through 

quantitative easing by selling $50 billion 

worth of assets per month. As mentioned, 

we believe the equity market is in the 

later stages of its cycle and have moved 

the recommended equity weighting for 

our portfolios from overweight to neutral. 

Historically, tighter financial conditions 

and a rising interest rate environment 

have led to equity market returns below 

historical norms. 

Strong economic growth 

combined with the tax reform 

package passed by Congress 

late last year has Corporate 

America enjoying record profits 

with earnings growth of 21% 

for the third calendar quarter of 

2018. The Tax Cuts and Jobs 

Act of 2017 reduced the corporate tax 

rate from 35% to 21% and changed U.S. 

corporations from a global to a territorial 

tax system where each subsidiary pays 

the tax rate of the country in which it 

was legally established. Furthermore, 

tax reform allows corporations to 

repatriate foreign earnings held in the 

form of cash at a 15.5% tax rate, and 

remaining earnings are taxed at 8% with 

companies paying in installments over 

an eight-year period. A survey by the 

National Association of Manufacturers 

for the second quarter of 2018 showed 

that executives recorded their highest 

confidence level in the survey’s 20-year 

history. Technology and pharmaceutical 

companies dominate the list of companies 

with the most overseas cash as they 

represent 11 out of the top 15 companies. 

Corporate America is using the cash from 

record earnings and repatriated profits to 
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repurchase large amounts of their stock on 

the open market. Goldman Sachs reported 

that companies are expected to approve 

the repurchase of more than $1 trillion 

in shares for 2018—more than double 

the total for 2017. The buyback parade 

is being led by technology giant Apple, 

which increased its planned repurchase 

of stock by $100 billion. JPMorgan 

Chase and Bank of America each have 

$20 billion stock buyback programs. 

After the strong earnings growth reported 

during 2018, companies’ rate of growth 

in 2019 is expected to slow dramatically 

with earnings forecasts in the mid to 

single digits. Rising labor and commodity 

costs may compress margins making it 

difficult for companies to exceed earnings 

expectations. On quarterly conference 

calls in late 2018, we heard executives of 

Caterpillar and other industrial companies 

caution that peak earnings had likely been 

reached due to increases in these costs. 

The 1st Source asset allocation team 

is focused on risk management as the 

current business cycle extends further 

into old age. We’ll continue to proactively 

manage your accounts in an effort to 

reduce volatility in a market environment 

that is likely to become more challenging.

Strongest Global Economic Expansion  Since the Financial Crisis

EARLY              MID        LATE                    RECESSION

Top: The diagram above is a hypothetical illustration of the business cycle. There is not always a chronological, linear progression among the phases of the business 
cycle, and there have been cycles when the economy has skipped a phase or retraced an earlier one. Source: Fidelity Investments (AART) as of 06/30/2018. Bottom: 
Source: Factset, Real GDP (seasonally adjusted) as of: Q1 2018, except China which is as of Q4 2017.

For investors

% Real GDP Y/Y
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United States 2.77% South Africa 1.50% India 7.74%

European Union 2.43% Portugal 2.13% Indonesia 5.06%

China 6.90% Italy 1.38% Thailand 4.82%

Japan 1.13% Greece 2.35% Philippines 6.83%

Germany 2.29% Spain 2.97% Malaysia 5.37%



As the U.S. economy and stock market 

enter the 10th year of growth, one can 

easily begin to think about how both 

streaks might end. Numerous sports 

metaphors such as the fourth quarter or 

the eighth inning come to mind to explain 

where the economy might be in the 

current cycle. Our investment philosophy 

states that within economic cycles there 

will be news and that information can 

help inform investment decisions. The 

chart on page 11 shows an opinion of 

what stage of the economic cycle the U.S. 

and other countries are in today. 

At 1st Source, we do not make 

investment decisions by looking at 

just one factor, such as the economic 

stage. Even with a strong belief in its 

importance, we also consider other data 

points including interest rates, inflation, 

corporate earnings, economic growth 

rates internationally, wages and consumer 

spending. Even by taking all these factors 

into account, they still do not capture 

the entire economic picture. The use 

of computers and artificial intelligence 

only add to the number of data points 

to review. In our home base of northern 

Indiana there is a data point we see as 

growing in importance—recreational 

vehicle (RV) sales. RVs are one of the 

most discretionary purchases a household 

can have, so the sales numbers have 

become a good indicator of consumer 

confidence to spend their additional 

wages. The total picture of these factors 

help drive the investment decision.
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Randy Thornton
Randy Thornton has served 

clients of 1st Source for the 

past decade as a Portfolio 

Manager by analyzing and 

managing client investments. 

After more than 40 years in 

the industry, he has made the 

decision to retire at the end 

of 2018. Randy’s reputation 

of insight, thoughtfulness and 

client service are respected and 

appreciated by clients and his 

colleagues.  We want to thank 

Randy for his service and wish 

him well in retirement.
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At 1st Source, we have many years of 

investing experience and many tools at 

our disposal to help us anticipate what 

might happen with the U.S. economy. 

Applying that knowledge to your 

investment portfolio works best when we 

work closely with you to understand your 

situation. Decisions to make changes to 

your portfolio must be done with such 

an understanding, especially since each 

of our clients has a different tolerance 

for risk. The thing about a good equity 

market like the one we have had over 

the past 10 years is that it tends to make 

people more comfortable with risk than 

they normally would be. Your Wealth 

Advisory team understands that tendency. 

We want to have a good discussion with 

you regarding your unique situation so we 

can help you determine the level of risk 

appropriate for your portfolio and your 

comfort level. 
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Asset allocation is one way we can help 

better manage risk in your portfolio. 

If we can see the whole view of your                     

assets, we can analyze the percentage that 

is in riskier assets such as stocks. This 

will help us determine whether the level 

of risk is appropriate for your particular 

situation. Also, understanding what types 

of accounts the assets are in gives us the 

opportunity to explore how to reduce risk 

in tax-deferred accounts such as IRAs or 

401(k) plans.

Helping us to understand your cash-

flow needs can help us determine the 

correct time to make portfolio changes. 

For example, if you have anticipated 

large withdrawals, we can better manage 

potential tax implications prior to when 

you actually need the cash. Seeing the 

whole picture will also help us assist you 

in meeting those cash-flow needs in an 

efficient manner.

As we look ahead into 2019, we anticipate  

that clients will generally have greater 

capital gains in the next couple of years. 

After a 10-year bull market, there are very 

few losses to take when selling equities 

to reduce equity exposure in accounts. 

Capital gains will also come from 

equity mutual funds. Those capital-gain 

distributions typically occur in December. 

This year the distribution could be 5% 

to 10% of the value of a U.S. equity 

fund and slightly less for international 

equity funds.

We do anticipate more equity market 

volatility during 2019 as investors factor 

in Federal Reserve actions, geopolitical 

issues, trade negotiations and corporate 

earnings. As always, we stand ready 

to work closely with you as you make 

decisions regarding your portfolio in light 

of changes to the investment landscape 

and your circumstances. We appreciate 

the opportunity to be a trusted advisor to 

you and your family. Thank you.

Understanding your 

cash-flow needs helps 

us determine the 

correct time to make 

portfolio changes.
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Sam Sweeney has joined the investment team as our new 

investment analyst. He is a recent graduate of Ithaca 

College in New York with a bachelor’s degree in business 

administration with a concentration in finance.  Sam 

worked as an intern at several financial firms prior to 

joining 1st Source in October of 2018.

Wealth Advisory Services has eleven (11) staff members 

on the 1st Source Corporation Investment Advisors, Inc. 

team. Together, they offer nearly 200 years of combined 

professional experience. Three (3) of our investment staff 

members have the CFA (Chartered Financial Analyst) 

designation, one (1) staff member has the CFP® (CERTIFIED 

FINANCIAL PLANNERTM) designation, one (1) staff member 

has the IACCP® (Investment Advisor Certified Compliance 

Professional) designation and one (1) staff member has the 

CRSP (Certified Retirement Services Professional) designation.
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Jon Cisna joined the investment team four years ago as an 

investment analyst.  In that role, his knowledge of the 

various markets we invest in has greatly expanded. This 

fall, Jon was promoted to portfolio manager and will be 

working directly with clients to serve their financial needs. 

Jon is a Ball State graduate with a bachelor’s degree in 

finance. He is currently enrolled in the Certified Financial 

Planner program.



1st Source Corporation
Investment Advisors, Inc.

(Left to Right) Noreen Kazi, MBA; Marie Alvarez; Jason Cooper MBA; Rob 
Romano, CFA; Jon Cisna; Paul Gifford, Jr., CFA; Chris Davis, MBA; Erik 

Clapsaddle, CFA, CFP®; Jackie Kronewitter, CRSP; Tamara Simon, MBA, 
IACCP®; Randy Thornton, MBA.
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