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2019 Outlook: The beginning of a turn in the cycle – Executive Summary  
 

o Global growth slows from the 3.8% pace likely witnessed in 2018 to 3.5% in 2019. While this represents a moderate level of 
slowing, a rate of 3.5% would match the long-term global growth average going back to 1980.3 Headwinds from global trade 
policy impasses, geopolitical struggles in the UK and broader Europe, and the natural deceleration normally observed towards 
the end of economic and business cycles become the likely culprits. Additionally, global consumer and business confidence 
wanes as both anticipate (and observe) the change in both economic and market cycles.   

o The US economy continues above trend growth in 2019. Growth in the US is likely to average 2.5% vs. the 2.3% trend1 
witnessed in this current economic cycle. Support will be provided predominantly by consumers as they collectively see their 
wages continue to accelerate and job opportunities remaining plentiful. This confluence of factors keeps their confidence high 
which translates into continued and sustained consumer spending. The Tax Cuts and Jobs Act and lower prices at the pump 
put more dollars in their pockets as well. 

o Tensions between the US and China are bigger than trade. It’s become clear, at least to me, that this spat is really about 
control, trust, and a desire for global economic dominance now and in the coming decades between the two biggest world 
super-powers. This struggle, in my opinion, doesn’t end anytime soon, regardless of the recent agreement between President 
Trump and President Xi to come to the table to negotiate some sort of a truce. 

o The Fed raises rates 0.25% during their December 19th meeting and hike rates 0.25%, 2 more times in March and June of 
2019. Post these rate hikes, the Fed will proceed at a moderate and cautious “data-dependent” rate, only raising the Fed Fund 
rate north of 3% if both real GDP growth and inflation support doing so.  

o Consumer’s actual financial conditions remain strong as wages are forced to continue to grow in a very competitive 
market for labor. Spending moderates slightly, but remains strong enough to support above-trend growth. Consumer 
confidence moderates / trends down as consumers anticipate the potential end of both this economic and bull market cycle.  

o Corporate earnings and profitability remain broadly resilient, buoyed by continued lower tax payments via the Tax Cuts 
and Jobs Act, a strong consumer, lower than expected global trade impediments, and a still accommodative global operating 
backdrop. Qualified labor shortages and fierce competition for talent accelerate wages, which pressure operating margins, but 
still result in +9% year-over-year S&P 500 earnings growth in 2019.  

o Volatility across equities, rates, and currencies continues to be significantly elevated, with more than one re-test of the 
February 2018 and Q4 2018 market corrections likely in 2019. As the broad global economy moderates, corporate earnings 
growth returns to a more normal level, and market participants seek answers to what’s next, the markets will vacillate between 
gains and losses in a nauseous fashion. We ultimately believe that fundamentals will prevail in 2019 and result in 
positive equity market returns globally. 

o We believe this current correction is likely to end before mid-year 2019 with a likely bottoming process at the end of 
March / beginning of April 2019, which would coincide with trade talk deadlines, a lens into both Q4 2018 and initial Q1 2019 
corporate earnings, and a host of reaffirming hard and soft economic data. 

o A recession in the US does not occur in 2019, and is still a good ways off. Our views on timing have not changed from last 
year’s views. Most likely timing of the next US recession occurs in 2020 / 2021 at the earliest.    

 
Potential outcomes for 2019:  
 

o US Equities – positive mid-single to low double-digit digit returns; 7% to 12% 
o Global ex-US Equities – positive mid-single to low double-digit digit returns; 8% to 13% (USD) 
o Taxable Fixed Income – positive low to mid-single digit returns; 2% to 5%  
o US Municipal Fixed Income – positive low to mid-single digit returns; 2% to 5% 
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2019 Outlook: The beginning of a turn in the cycle 
 
After one hundred and fourteen months and still counting, we are nearly a stone’s throw away from a record-setting 
event. Come July 1st of 2019, this current economic recovery that began all the way back in June 2009 will leapfrog into 
1st place, surpassing the 1991-2001 period for the longest economic recovery of all time.1 The chances of this event not 
happening, given the current US economic backdrop and momentum, seem remote. Now, to be fair, this cycle had 
something that no other cycle before it had ever witnessed. That “something” was an adrenaline needle the size of 
Texas. Unprecedented levels of liquidity or quantitative easing (QE) was provided by US and foreign central banks to 
bail the world out of the malaise that was the Great Financial Crisis. These central banks bought securities, mostly fixed 
income instruments, from global markets, thus providing a massive infusion of cash / liquidity. To date, they’ve 
collectively pumped in over $9 trillion of stimulus from 2008 through the end of November 2018.2 The primary thought 
process behind providing markets with this liquidity was to lower interest rates and spur economic growth. Lower 
interest rates allowed banks to make more loans. Bank loans stimulated demand by giving consumers and businesses 
money to spend and expand. And spend and expand we did! 
 
Like all good songs, the music has to eventually come to an end. Given the length and veracity of both this economic 
and Bull market cycle, recent higher levels of market volatility, and signs of slowing global growth, it would seem odd 
not to be asking the question “when does this wonderful party end?” An important fact to remember, and one that I 
stated in our 2018 Outlook, is that Bull markets and economic recoveries don’t die of old age. There’s no clock in Times 
Square counting down the days and hours until the next recession. Bull markets and economic recoveries end due to a 
fundamental catalyst or set of catalysts that cause them to end.  
 
With the Roman calendar set to be turning the page on a new year, the catalysts for continued market growth like we’ve 
seen over the last couple of years are becoming less clear. The topics below reflect our views on key events and 
happenings that will affect and shape not only the economy and markets in 2019, but the world around us for many 
years to come.  
 
1. The Global Economy – All signs are currently pointing to global growth ending 2018 above 3.7%. If this were to 

happen, it would mark the highest level for global growth since 2011.3 After a long period of broad global economic 
expansion, global growth around the world is showing signs of slowing, most specifically outside the US. Global 
indicators (PMIs) on services and manufacturing, as well as consumer confidence, retail spending, and sentiment 
surveys across Europe, the UK, Japan, and emerging markets all show signs of deceleration, albeit from relatively 
high levels.4 
 

• Our View - After a synchronous and historically long global economic recovery post the Great Financial 
Crisis, broad global aggregate economic expansion peaked in 2018. We believe global growth slows from 
the 3.8% pace likely witnessed in 2018 to 3.5% in 2019. While this represents a moderate level of slowing, 
a rate of 3.5% would match the long-term global growth average going back to 1980.3 Headwinds from 
global trade policy impasses, geopolitical struggles in the UK and broader Europe, and the natural 
deceleration normally observed towards the end of economic and business cycles become the likely 
culprits. Additionally, global consumer and business confidence wanes as both anticipate (and observe) the 
change in both economic and market cycles.  
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Digging Deeper 
 
Most measures of aggregate global economic activity outside the US have shown signs of significant deceleration. 
Germany, France, and Italy are slowing. The Eurozone in aggregate is weakening. Japanese growth and inflation can’t 
sustain the positive trend we saw last year. Global growth indicators (PMIs) within international markets though are 
bifurcated, with the bigger developed markets, think Eurozone and Japan, continuing to weaken while recent data for 
emerging markets has shown signs of stabilization.  
 
Within emerging markets, manufacturing PMIs in the BRIC nations (Brazil, Russia, India, and China) have turned back 
up in Q4 2018 after encountering a soft patch in Q3. Within the Eurozone and Japan, manufacturing slowed for a fifth 
straight month in November and point to a continued slowdown into Q1 2019.4  The juggernaut for world growth which 
is China seems to be slowing, but thankfully at a slower rate than experienced earlier in 2018. Within China, domestic 
headwinds from a cooling property market and slower credit growth means that China’s economy looks set to slow next 
year. As such, Chinese Policymakers are likely to loosen monetary policy and allow their currency (the yuan / renminbi) 
to slide down through 7 to the US dollar – a policy that the Trump Administration is sure to love (not). These monetary 
policy actions are likely to put pressures on US / China trade negotiations, acting as a friction point around the dialogue 
of “currency manipulation.” 
 
Reading about all of this economic slowing outside the US might lead one to draw potentially incorrect assumptions 
about where to think about future portfolio allocation.  Probably one of the more important points to remember is 
that there is an inverse correlation between the direction and level of economic growth, and future equity 
market returns. The easiest way to think about it is this: if an economy is weak and/or has significantly weakened, 
expectations are that in the future, that economy will eventually stabilize and then begin to grow again. Conversely, if an 
economy’s growth has been high and/or high relative to its history, the likely forward path is one of weakening. In 
essence, we are talking about normal economic cyclicality. Understanding this regular and normal cyclicality highlights 
why it is, in our opinion, so important to make investment decisions looking forward, and not in the rear-view mirror!   
 
2. The US Economy – The US economy continues to chug along, buoyed by fiscal policy tailwinds via the Tax Cuts 

and Jobs Act, a strong and confident consumer that’s spending, and a very strong corporate earnings and business 
operating environment. 

 
• Our view – We believe the US economy continues above trend growth in 2019. Growth in the US is likely 

to average 2.5% vs. the 2.3% trend1 witnessed in this current economic cycle. Support will be provided 
predominantly by consumers as they collectively see their wages continue to accelerate and job 
opportunities remaining plentiful. This confluence of factors keeps their confidence high which translates 
into continued and sustained consumer spending. The Tax Cuts and Jobs Act and lower prices at the pump 
put more dollars in their pockets as well.  
 
Potential headwinds exist as a more significant market downturn reduces the value of consumers’ personal 
balance sheets, and alters their future outlook and confidence in the longevity of this economic and market 
cycle, thus redirecting them to save more and spend less. Other headwinds include the effects from higher 
interest rates (higher costs) on consumers and corporations, overall tighter financial conditions in the US,  
unresolved trade disputes with China as well as our allies, and the deceleration of growth and spending 
that naturally occurs towards the end of economic cycles.  
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Tensions between the US and China are bigger than trade. It’s become clear, at least to me, that this 
spat is really about control, trust, and a desire for global economic dominance now and in the coming 
decades between the two biggest world super-powers. This struggle, in my opinion, doesn’t end anytime 
soon, regardless of the recent agreement between President Trump and President Xi to come to the table 
to negotiate some sort of a truce. 
 

Digging Deeper 
 
Thoughts and aspirations of a return to the glory days of 3.1% trend growth witnessed from the mid-1960’s through 
20085 are gone. The US economy (as well as the broader global economy), is just fundamentally different than it was in 
the past. Case in point – In 1982, service jobs in the US made up a little more than half the contribution to GDP and 
price inflation, with manufacturing jobs making up the rest. Fast-forwarding to today, services makes up almost three-
quarters of the contribution to both GDP and price inflation, while manufacturing barely makes a quarter.1,2 The 
composition of our economy is different. Labor force participation is different. Labor productivity is vastly different, and 
the way we attempt to measure it is far from perfect.   
 
Fiscal stimulus via the Tax Cuts and Jobs Act is extending the natural economic cycle within the US, which will likely 
lead to higher US real GDP prints for full year 2018 as well as the first half of 2019. Temporary headwinds are likely 
from the effects of Hurricane Florence and a host of other storms depress growth in Q4, and depending on the extent of 
damage, lingering potentially into Q1/Q2 2019. Post the “sugar high” via tax cuts, the US economy will likely return to 
below trend growth (below 2.3%) in the second half of 2019 and 2020.   
 
The US will be entering 2019 on solid economic footing. Some of the more recent hard economic data points that 
underpin this positive momentum are6: 
 

• Manufacturing is strong - ISM Manufacturing for November significantly picked up, exceeding both 
consensus expectations as well as the reading from October. November reading at 59.3, vs. consensus 
estimate of 57.5, prior reading (October) 57.7. ISM numbers at or above 50.0 indicate expansion, 
numbers below 50.0 indicate contraction. 

• Services are strong - ISM Services for November also materially picked up coming in at 60.7 vs. 
consensus expectations of 59, and 60.3 for the previous month (October). 

• Retail sales remain robust - Retail sales were solid during the Black Friday week, and pointed to a strong 
holiday shopping season. 

• Consumer’s income and spending are high and rising - Both personal income and spending (11/29 
for the month of October) exceeded consensus expectations, but also the previous month’s readings, 
indicating to me that the consumer remains on solid footing and is still quite confident. 

• Jobs are plentiful and likely to remain that way for quite a while - ISM Employment continued its 
upward march with a stout reading for November of 58.4 vs. October of 56.8. 

• Even vehicle sales stabilized in November with 17.4 million sold vs. an estimate of 17.2 million. 
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Headwinds to US growth – Lower corporate tax rates and repatriated overseas earnings via the Tax Cuts and Jobs 
Act boosted corporate spending and reinvestment in the early part of 2018. That momentum has slowed rather 
significantly and will likely drag on US growth in 2019. Also, the anticipation of tariffs and continued trade disputes 
between the US, China, and our allies pulled forward some growth and boosted inventories in 2018 as corporations 
accelerated purchases and built inventories. This pull forward in growth will likely cause a drag on future growth in the 
first half of 2019. Additional headwinds include higher interest rates and their impact on consumers and corporations, as 
well as the natural deceleration of growth and business activities towards the later stages of economic expansions. 
 
3. Interest Rates and the Fed – In response to the Great Financial Crisis, the Federal Open Market Committee 

(FOMC) lowered interest rates (Fed Funds) to a historically low level of 0% to 0.25%, in an effort to stimulate banks 
to lend and consumers to spend. The FOMC kept rates at this “zero bound” for over 7 years, which lead to a long 
and slow, but expansive, economic recovery.7 In an effort to then contain a red-hot economy over-stimulated by 
both low rates and massive quantitative easing, the Fed began raising interest rates in December of 2015. From 
December of 2015, through today (12/15/18), the FOMC has raised interest rates a total of 8 times, with the odds of 
a 9th time on December 19th, currently sitting at almost 70%.6 
 
In recent weeks, Jay Powell and various Fed Presidents have walked back from the more hawkish tone present in 
their October statements to one that’s more balanced. As such, the market’s expectations for rate hikes in 2019 
have fallen significantly. Fed fund futures (as of 12/13/18) which act as an indication of future rates in the US, point 
to only 1.5 hikes between now and the end of 2019, or a 2.62% level by the end of next year.6  Compare and 
contrast that to the market’s expectations back in September of a 100% certainty of a rate hike in December 2018 
and 2.5 hikes in 2019, or a total 3.5 hikes between now and the end of next year. Additionally, the Fed’s expectation 
for rates in 2019, or the median point on their “dot plot” which is due out later this month, is expected to fall. 
Expectations for the total number of rate hikes we see in 2019 stood at 3 hikes expected as of September. This is 
estimated to fall to 2 hikes after their December 2018 update.7,6 
 

• Our View - We believe the interest rate the economy can withstand is higher than what the market is 
actually comfortable with.  Against the backdrop of 8 interest rate hikes, US real GDP is still above 
current-cycle trend, with full year estimates for 2018 sitting at 2.9%.11 We believe the more important factor 
to look at as it relates to future interest rate hikes is the real Fed Funds rate. In other words, the stated 
rate, minus inflation.  
 
As you can see in the graphic below,5 real rates currently sit at zero. The balancing act necessary for the 
Fed is managing both the speed and level to which they increase rates with the rate of inflation present in 
the economy. If we all agree that the Fed desires to move away from this “zero” real rate environment, then 
the $64,000 question is how positive do they feel it needs to be? As of November, the most recent print for 
Core PCE came in below expectations at 1.8%, which is down from the intra-year high of 2% witnessed in 
July.6 November’s reading, while close, is still below the Fed’s 2% desired level of inflation. We think that 
the pressures from both wage inflation as well as continued trade disputes push inflation higher, and, as 
such, we think inflation trends higher. All of these factors lead us to believe that the Fed needs to keep a 
reasonably positive level of real rates, and as such, will hike rates at least 3 more times -  December 
2018 and at least two more times in March and June 2019.  
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This would put Fed Funds at a rate of approximately 3%, thus providing about a 1% cushion relative to their 
desired inflation level. It would also match the Fed’s current median expectation for their “long-run” view of 
Fed Funds.7 Going back in history, the US has never entered a recession with the real Fed Funds rate 
below 1.91%.   

 

 
 

Digging Deeper 
 
One of the key events we stated in our 2018 Outlook we were watching for was whether the yield curve would invert 
before the end of 2018. The yield curve inverted for the first time since 2006 on December 3rd, where 2 and 3 year 
Treasury rates exceeded 5 year rates.6 Are you afraid of the yield curve inverting? The folklore surrounding the 
inversion of the yield curve, where shorter term rates exceed those of longer term rates, has brought with it quite an 
ominous message. That message has been that historically every time the yield curve has inverted, a recession has 
followed “shortly thereafter.” While this is a historically accurate statement, timing surrounding that recession is 
important to understand.  
 
The most often cited measure of yield curve inversion has been the spread between 2-year Treasuries and 10-year 
Treasuries, known as the “2’s – 10’s spread.” During this economic recovery, this spread went from a high on 2/22/2010 
of 291 bps (2.91%) to a low on 12/04/2018 of 9.4 bps.6 The financial media and many market pundits have been talking 
about the yield curve inverting and what that means for markets. Given this, I decided to take a look at how markets 
have reacted to the yield curve inverting, and what “shortly thereafter” really means. The data was pulled from 
Bloomberg and goes back to 1977. Monthly data was used, and the Russell 3000 (R3000) is a benchmark that 
represents almost all US stocks of all size and style. 
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As you can see from the data above, “shortly thereafter” is certainly in the eyes of the beholder. While history doesn’t 
necessarily repeat itself, it is a little bit reassuring that markets tended to have a decent bit of legs beyond the physical 
inversion point. 
 
Impact of higher rates 
 
The impact of higher rates has many broad and far-reaching effects, but the biggest impacts we see are: 
 

• Higher interest costs on outstanding US Government debt - over half of all outstanding US 
Government debt matures inside of 3 years, and over two-thirds matures inside of 5 years. The weighted 
average cost of borrowing sits at a rather low rate of 1.83%, or roughly a $1.5 billion a day cost.5 Higher 
rates equate to higher expense, and greater fiscal drag. And this is on monies we’ve already spent, and 
does not reflect the obvious additional financing needed to sustain our burgeoning economy. 
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• Higher corporate borrowing costs on a mountain of corporate debt that needs to be refinanced – 
Roughly $1 to $1.5 trillion of corporate debt needs to be refinanced each year, over the next 4 years, 
against the backdrop of higher expected rates.2 This will lead to higher borrowing costs for corporations 
which will drag on corporate net income. Higher rates will also likely lead to higher levels of defaults in the 
future as this low interest rate environment coupled with our long economic cycle has “propped up” many 
“marginal” corporate borrowers. 

 

 
 

• Higher interest rates impact personal borrowing costs making the cost of new, re-financed, or floating 
rate mortgages, auto loans, and other broad consumer borrowing more expensive. The costs brought on by 
rising rates will most likely impact the rate and magnitude of new and existing home sales, auto purchases 
and other durable goods purchases by consumers. The good news is that consumers broadly deleveraged 
their personal balance sheets during this economic recovery, and as such, are carrying less debt per capita 
than when we went into the Great Financial Crisis back in 2007-2009.2 

 
4. Consumers - Consumer’s actual financial conditions remain strong as wages continue to accelerate, and job 

availability and corporate hiring remain at record levels. Debt payments as a percentage of monthly income remain 
near historic lows,9 even against the backdrop of 8 interest rate hikes. Consumer spending remains robust while 
consumer confidence and sentiment, while moderating, is still at very high levels. Consumers are also getting a 
break via lower oil / gas prices. 

 
• Our View - We believe the US consumer will be the largest catalyst for continued growth in the US in 2019. 

And it stands to reason that this would be the case, as the largest contributor to US real GDP is 
consumption, with an almost 69%8 contribution to that number! The basis for this support in 2019 will be 
provided as consumers collectively see their wages continue to accelerate and job opportunities remaining 
plentiful. This confluence of factors keeps their confidence high which translates into continued and 
sustained consumer spending. The Tax Cuts and Jobs Act and lower prices at the pump put more dollars in 
their pockets as well.  
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Digging Deeper 
 
Both Consumers’ actual financial conditions as well as their expectations for the future, remain at or near all-
time highs. Net household wealth inflation-adjusted, is at an all-time high. Unemployment is beyond secular lows – 
case in point – jobless claims in September 2018 hit the lowest level in 48 years!8 Wage and income growth continues 
to accelerate. Consumer debt payments as a percentage of their disposable income remains near all-time lows, and 
home prices continue to climb.9 Consumer’s expectations regarding their job outlook, growth in their wages, and their 
broad overall confidence 12 months out, remain at or near all-time highs.2,10  
 
It would be hard to imagine how the labor front in the US could get much better than what it is today. Below left, you can 
see that for the first time in over 20 years, we now have more job openings than we have people to fill them. And as 
such, (below right) it now takes over 31 days for employers to fill a vacant job. This is the longest amount of time ever 
recorded in the history of this data set, which goes back to the 1960’s.2 
 

           
  
The natural by-product of the above situation is beginning to more significantly take hold, as demonstrated by the recent 
significant pickup in both average hourly earnings and wages and salaries (bottom left). Not only have wages and 
salaries picked up more recently, but (bottom right) employers planning to increase them even further over the next 9 
months is at a 30-year high!2 
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5. Corporations - Corporate earnings and profitability still continue to exceed expectations, buoyed by 
continued lower tax payments via the Tax Cuts and Jobs Act, a strong consumer, lower than expected global trade 
impediments, and a still accommodative global operating backdrop. Actual earnings growth for the S&P 500 has 
exceeded expectations each and every time for quarters 1 through 3 of 2018. Full year 2018 earnings expectations 
have increased each quarter, with current expectations as of November 2018 sitting at a whopping 20% year-over-
year growth rate. Full year earnings expectations for 2019 and 2020 have risen to 9% and 11% from just over 7% 
and 9% respectively, as of September 30th 2018.11 
 

• Our View - We believe Corporate earnings and profitability remain broadly resilient, buoyed by 
continued lower tax payments via the Tax Cuts and Jobs Act, a strong consumer, lower than expected 
global trade impediments and a still accommodative global operating backdrop. Qualified labor shortages 
and fierce competition for talent accelerate wages, pressuring operating margins, but still results in +9% 
year-over-year S&P 500 earnings growth in 2019. Additionally, we have never had a recession in the 
US when earnings growth has been expanding – never!12 With analyst expectations as of today calling 
for 11% year-over-year earnings growth in 2020,11 and this relationship continues to hold, it seems that a 
recession in both corporate earnings and the US economy is quite a far way out.  
 
The corporate earnings bar is high and is getting tougher and tougher to beat. Corporate earnings, 
sales, and profitability likely peaked in Q3 2018 and will naturally decelerate with year-over-year 
comparisons becoming tougher to beat as each successive quarter passes by. Nevertheless, the expected 
earnings growth of +9% and +11% in 2019 and 2020 respectively, is above long-term average S&P 500 
earnings growth,11 

 
Digging Deeper 
 
The reason we invest in shares of a given company is that we believe the confluence of strong earnings, profitability 
and corporate cash flows will ultimately translate to greater intrinsic value of that entity, and thus ultimately a higher 
share price than what we originally paid – that’s the name of the game, right?  
 
Corporate balance sheets, P&Ls, and cash flows remain collectively in the best shape they’ve been in in over 
50 years.13 So, what are the possible risks to this picture? In our opinion, the potential risks we see in 2019 and beyond 
are: 
 

• Trade disputes end up becoming more significant and pervasive, thus taking a toll on input and resource 
costs for companies. Also, additional and/or enacted tariffs take a bite out of corporate profitability via 
higher prices. 
 

• Continued appreciation in the US dollar - FactSet did a recent study of both Dow 30 and S&P 500 
companies in their November 30th 2018 Research Insights piece. They analyzed corporate earnings call 
statements for evidence of stated corporate headwinds. They identified that less than 5% of companies 
stated that current and/or expected headwinds from trade disputes are, or would be, a drag on earnings. 
The largest identified impediment or drag on current and/or future earnings was the appreciation of the US 
dollar – 20 of the Dow 30 companies (67%) cited this factor, and upwards of 30% of S&P 500 companies 
cited the stronger US dollar as a headwind.11  
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• A potential deceleration in consumer spending – if consumer sentiment were to significantly wane, or if 

wage growth or the broad labor picture were to materially change to the bad, corporate earnings would 
almost certainly fall. As we are not forecasting this type of scenario, at least for 2019, we think that a 
material consumer spending deceleration is a low probability for 2019. 

 
• Natural late-cycle deceleration in sales, revenues, and earnings growth as the business cycle globally 

slows. Businesses are likely to slow in conjunction with the broad deceleration of global growth currently 
occurring more specifically outside the US.  

 
6. Markets - Markets continue to churn as psychology and sentiment dominates over economic and corporate 

fundamentals. Fears over the direction and ultimate outcome of trade negotiations, the speed and magnitude to 
which the Fed continues to hike rates, broadly tighter financial conditions, and how these things may affect global 
growth and corporate earnings are directing the market’s current trajectory.  
 

• Our View - We believe this market downturn that started September 20th 2018, is merely the third 
“interruption” inside of a secular bull market that started March 9th, 2009. Secular Bull markets have run on 
average 15-20 years going back to 1900, and we are currently only a little bit more than 9 years into this 
one.9 We are defining an “interruption” here as a market correction of 15% or more, inside of a secular bull 
market. 
 
The 2 other interruptions were6: 
 
  April 28th through October 3rd, 2011 where the US equity market sold off over 20% due to the 

United States credit rating being downgraded by Standard and Poors from AAA to AA+. Markets 
recovered post October 3rd, finishing 2011 flat.  

 July 17th 2015 through February 11th, 2016 where US equity markets lost a little more than 15%, 
due in large part to the Bernanke “Tape Tantrum” (Fed miscommunication / lack of clarity) and a 
deep bear market in oil and other commodities. Markets rallied from February 11th and finished 
2016 positive 12%.  

 This interruption: September 20th 2018 through? – As of December 14th 2018, US equity 
markets have dropped a little over 11% from their intra-year high back on September 20th 2018. 
Negative market sentiment continues to dominate against the backdrop of solid US economic data, 
improving trade rhetoric / dialogue, and a Fed that appears more open-minded and reasonable 
today than back some 3 to 6 months ago.   

 Interesting observation: If an investor had invested in the US equity market on the first day of the 
first “interruption”, April 28th 2011, and stayed invested through today, December 14th, 2018, they 
would be up over 100%!14,6 
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Bottom line views:  
 
This correction is likely to end before mid-year 2019, with a likely bottoming process at the end of March, beginning 
of April 2019, which would coincide with trade talk deadlines, a lens into both Q4 2018 and initial Q1 2019 corporate 
earnings, and a host of reaffirming hard and soft economic data. Volatility across equities, rates, and currencies 
continues to be significantly elevated. As the broad global economy moderates, corporate earnings growth returns to a 
more normal level, and market participants seek answers to what’s next, the markets will vacillate between gains and 
losses in a nauseous fashion. We believe ultimately that fundamentals will prevail in 2019, and will result in 
positive equity market returns. 
 
So when is the next recession, and how much time do we have? 

 
• We believe that the next recession is still a good ways off, and markets still have room to move higher 

before then. The probability of a recession 1-year, 2-years, and 3-years out from November 30th 2018 
currently stands at only 10%, 28%, and 43% respectively.13 

• Given the confluence of the direction and magnitude of US economic data, significant tailwinds from the 
Tax Cuts and Jobs Act, a burgeoning labor market and US consumer, as well as continued strong US 
corporate earnings and revenues, we believe the next recession doesn’t show up until 2020 / 2021 at 
the earliest. 

• Maybe no recession at all this time around? There are currently some Wall Street Firms, Deutsche 
Bank5 in particular, that believe we could avoid a recession altogether with the Fed engineering a “soft 
landing.” This “soft landing” is, in essence, finding that magic balance between controlled policy tightening 
and future growth and inflation. In other words, that magic number of needed interest rate hikes that 
thoughtfully balances the US economy’s future growth trajectory, employment, and the natural rate of 
inflation that keeps us roughly in line with long-term trend growth and employment. That feat is quite hard to 
do and by the way, has never been able to be done before. 
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Digging Deeper 
 
Markets have swung between gains and losses all year long. Through November 30th, virtually no asset class has 
worked – not equities, not bonds, not commodities or real assets. Not one of 9 broad asset classes has posted a return 
in excess of 5% – this is the first time since 1972 this has happened.12 
 

 
 

 
 

What are we watching for? 
 
o Rates – Will be watching for continued flattening and potential inversion of 2’s / 10’s spread – currently 

sitting at 15 bps (12/14/2018).6 On average, recessions have occurred 18 months post inversion,13 which if 
history were to repeat itself, puts the next recession mid-2020 – squarely within our original estimates of a 
2020/2021 timeframe. 

 
o Volatility spikes and market capitulation – Signs of a bottoming process need to be in place before the 

markets can resume their upward trajectory. We haven’t seen complete panic or capitulation yet, nor a VIX 
spike in line with 2015 or even February 2018. Case in point, over the two days of more “intense” selling – 
December 3rd and 6th, the highest intra-day VIX level only reached 25.8 (on 12/6 at 11:24am).6 

Compared to the +40 levels we saw in 2011, 2015, and February 2018, volatility has still been relatively 
benign.6 
 

o Any changes in economic and/or corporate fundamentals that point to a true change in the directional vector to 
the bad. This is a very delicate analysis, as at this point in the cycle we expect a natural, late-stage, late cycle 
deceleration in both. 
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o Where is earnings and sales growth expected to be strongest in 2019? Current consensus estimates 
for global earnings and sales growth in 2019 are as follows13: 
 

 Earnings Growth Sales Growth 
Japan 14.6% 3.5% 
Emerging Markets 11.5% 7.6% 
U.S. 10.0% 5.0% 
Europe 9.4% 3.6% 

 
o Market leadership is cyclical, with that cyclicality typically lasting for multiple years. We are currently 

almost twice the average length of cyclical expansion in US stocks going back to the mid-1970’s.15 
 

 
 

o Valuations of US stocks relative to the rest of the world hit new highs in December. US stocks now trade at 
their highest relative valuation to the rest of the world not seen in over 20 years.6 In the last 12 months 
alone, US stock valuations have increased by over 20% relative to international stocks.6 
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o Our view is that international markets regain leadership from US markets not only in 2019, but over the next 
3 years as this natural cycle reverses, coupled with a supportive fundamental backdrop. 

 
Portfolio Positioning – What to do? 
 
Avoiding mistakes in downturns – the “inside of 5 / outside of 5” rule:  
 
As we near the potential end of the this very long economic and market cycle, many of you are likely asking yourselves 
what can be done to protect your investment nest egg that so thoughtfully and meaningfully grew over the last 9+ years. 
Questions and/or strategies you may be asking yourselves in order to defend your portfolio the next time “the big one” 
comes along probably include: 
 

• Is it changing one’s allocation between stocks and bonds?  
• Do I implement portfolio hedges?  
• Do I include more exposure to defensive and/or lower-correlated exposures?  
• Do I just go to cash?  

 
While any one or more of the above certainly could be considered, and may make sense for the right investor profile 
and situation, I believe a more important and basic first step needs to occur. This first step, in my opinion, not only helps 
you potentially avoid the tragic mistake of selling after volatility has taken hold of your portfolio, but it more importantly 
gives you both context for why you’re doing what you’re doing, but it also gives you a “break glass in case of 
emergency” plan you can put into action when these types of market events occur. 
 
That first step was highlighted in my piece this past May titled, “A Strategy for how NOT to get eaten by a Bear.” Please 
read this piece for more detail and an actual step-by-step guide to the below summary (this piece is currently available 
at firstcitizens.com).  
 
The basics around this rule center on 1) an understanding of historically observed market cycles, and 2) timing 
surrounding your needs for your invested money. Before I tell you the rule, you need to commit these 3 points to 
memory: 
 
1. Understand and recognize that consistently timing when to get out of the market and then conversely back in, is a 

nearly impossible task. NO ONE to date has successfully proven they can consistently do it.17 Be very wary of 
“financial experts” who profess that they can. 

 
2. Understand and recognize that the ultimate long-term success of your money is steeply rooted in a well-constructed 

financial plan – we call this holistic Wealth Planning. This, in our opinion, is arguably the most important step 
you can take to ensure you, your business, and/or your family’s financial health and well-being is properly 
addressed. As such, it should be the first step before you invest ANY of your hard-earned money. 

 
3. Understand that we construct your portfolio and dynamically adjust and/or review that portfolio quarterly to match 

both what we believe the future market environments may throw at us, as well as the needed outcomes your plan 
entails. Your personal portfolio is designed to attempt to give you the highest probability possible in achieving the 
returns necessary to reach your stated goals and objectives.  
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The rule goes as follows:  
 
1. If you have a known cash need that will occur within the next 5 years, and that sum is in excess of active income 

from a paycheck or passive income from another investment or activity, and that sum is to be taken from your 
invested portfolio, you should not have that money invested in the market.  It needs to be in cash and/or fixed 
income, duration-matched to the horizon of that known liability. 
 

2. Monies with a horizon in excess of 5 years should be invested in a diversified portfolio that best matches both your 
risk tolerance and the goals and objectives for that money.  

 
Why Greater than 5 years? 
 
Going back to 1854 and looking at every bear market in US stocks since then, we can establish some baselines.13,6 
 

• The average bear market takes 21 months to run its course and find a bottom. 
• On average looking at those same bear markets; it takes a little over 26 months to fully recover.     

 
If we chain these two cycles together, we arrive at an almost 4 year window of drawdown and recovery. Because 
each of these historical cycles has been a little bit different, we add an extra 12 months to account for the potential 
elongation of either of these two cycles. 
 
I want to provide a little more color on the two bullet points above. The velocity or speed of both market drawdowns 
as well as market recoveries has quickened quite considerably over the last 150 years. Case in point: market 
drawdowns from the 1850’s through the 1930’s were much longer, lasting on average 31 months,13,16 much of which 
was highly skewed by the Great Depression.  
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As you can see by the graph above,14,6 the drawdown and subsequent recovery from the Great Depression was 
masked by a subsequent recession in February of 1937 caused, in large part, by FDR’s failed policy actions that sent 
the US economy back into recession. The actual drawdown of the Great Depression was almost exactly 3 years (34 
months), and a near full recovery inside of 5 years (56 months). 
 
Drawdowns from 1960 through today have been much shorter in length, with both an average and median drawdown 
time of 12 months.13 
 

 
 
Market recoveries, (even including the 5 worst drawdowns post WWII) have accelerated from a little short of 5 years to 
full recovery pre WWII, to 26.4 months post WWII.14,6 
 

 
  
In addition to market drawdown length being shortened, the average length of economic recessions has been cut in 
half, and the length of economic recoveries has more than doubled.16 
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While we are talking about drawdowns in equities above, most investors do not have a portfolio of just stocks and 
risk assets; they have diversified portfolios consisting of both return-generating as well as risk-managing assets. The 
most recent drawdown of significance was the Great Financial Crisis from October 2007 through early March 2009, 
where US stocks lost more than 50% of their value. In the chart below,9 that highlights that crisis and recovery, a 
40%:60% stock to bond portfolio fully recovered its value in 8 months post the bottom of the market, while a 60%:40% 
portfolio took 19 months to fully recover. An interesting point to note is that the 60%:40% portfolio recovered 
approximately 95% of its value in the same 8 months that it took the 40%:60% portfolio to recover its full value. That last 
5% took almost a whole another year to get back! 
 
Summarizing the Trip9: 
 

• 40%:60% Portfolio – 8 month recovery time from the bottom, 25 month trip from beginning of the crisis until full 
recovery. 
 

• 60%:40% Portfolio – 19 month recovery time from the bottom, 36 month trip from beginning of the crisis until 
full recovery. 
 

• S&P 500 – 36 month recovery time from the bottom, 53 month trip from beginning of the crisis until full 
recovery. 
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Global Market Predictions- where might we be at the end of 2019? 
 
Yep, it’s that time again: time to stick one’s neck out and prognosticate where the ping pong balls will ultimately land. 
Below are our predictions for broad asset classes through the end of 2019. 
 
Potential outcomes for 2019 (as of December 2018): 
 

US Equities - positive mid-single to low double-digit digit returns; 7% to 12% 
Global ex-US Equities - positive mid-single to low double-digit digit returns; 8% to 13% (USD) 
Taxable Fixed Income – positive low to mid-single digit returns; 2% to 5% 
US Municipal Fixed Income – positive low to mid-single digit returns; 2% to 5% 

 
As we’re heading into the home stretch of this wild and volatile year, please start to think about the setup for the next 
one. I certainly am. And while I’m probably sounding like a broken record at this point, please make sure you take the 
time to sit down with us in the New Year to reflect on your plan for continued success not just with your investments, but 
with your life goals and objectives as well. 
 
Regardless of the market outcomes in 2019, please remember and consider two things: 1) Know and have comfort 
in the fact that we are constantly managing the risks associated with thoughtfully and judiciously growing your wealth 
over time. 2) It is time IN the market - not timing the market - that creates long term wealth.  
 
Brent 
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1 US National Bureau of Economic Research, NBER  
2 Deutsche Bank Global Research 
3 International Monetary Fund, IMF 
4 Capital Economics, Limited 
5 Strategas Research Partners  
6 Bloomberg, Bloomberg Research 
7 U.S. Federal Reserve 
8 US Bureau of Labor Statistics, BLS  
9 JP Morgan Research, JP Morgan  Guide to the Markets 
10 University of Michigan, University of Michigan Consumer Sentiment Index 
11 FactSet 
12 Ned Davis Research 
13 Goldman Sachs Global Investment Research 
14 First Citizens Capital Management Group, FCB CMG 
15 Clear Bridge Investments, LLC 
16 High Frequency Economics 
17 Vanguard, Stockton and Shtekhman, 2010, Hulbert Financial Database which monitors more than 100 market-timing 
newsletters and web-based forecasters. 
 
 
Brent Ciliano, CFA | SVP, Chief Investment Officer 
Capital Management Group | First Citizens Bank 
8510 Colonnade Center Dr. | Raleigh, NC 27615 
brent.ciliano@firstcitizens.com | 919.716.2650 

The views expressed are those of the author(s) at the time of writing and are subject to change without notice.  First 
Citizens does not assume any liability for losses that may result from the information in this piece.  This is intended for 
general educational and informational purposes only and should not be viewed as investment advice or 
recommendation for a security, investment product or personal investment advice. 
 
First Citizens Wealth Management is a joint marketing mark of First-Citizens Bank & Trust Company (“First Citizens 
Bank”), Member FDIC; First Citizens Investor Services, Inc., Member FINRA/SIPC, an SEC-registered broker-dealer 
and investment advisor; and First Citizens Asset Management, Inc., an SEC-registered investment advisor. 
 
Bank deposit products are offered by First Citizens Bank, Member FDIC.  
 
Investments in securities, annuities and insurance are not insured by the FDIC or any federal government agency; may 
lose value; are not a deposit or other obligation of, or guaranteed by, any bank or bank affiliate; and are subject to 
investment risks, including possible loss of the principal amount invested. Past performance is no guarantee of future 
results.  Brokerage and some investment advisory services are offered through First Citizens Investor Services, Inc. 
Member FINRA/SIPC. First Citizens Asset Management, Inc. provides investment advisory services.   
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