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Q2 2019 Commentary: Time to be concerned? – Executive Summary  
 
 
Sources of market concern: 
 

 The Fed’s about-face - The Fed’s significant change in growth outlook for the US economy and swift (and radical) change in 
monetary policy positioning from September 26th, 2018 to March 20th, 2019. As such, the US Treasury yield curve has finally 
inverted at a historically important part of the curve, namely 3-months / 10-year rates. This key inversion has signaled an 
impending recession in each of the last 8 recessions. 

 
 Slowing global growth story - Continued weakening of the growth story outside the US. China and Eurozone growth and 

coincident economic data point to the likely probability that Germany and potentially the greater Eurozone area has entered into 
recession, and continued additional stimulus is likely required by the PBOC to revive China’s growth engine.  
 

 Potential for US growth slowing - While coincident economic indicators in the US have weakened in Q1 2019 (retail sales, industrial 
production, manufacturing sales, housing starts, auto sales), leading indicators look to be improving (housing, consumer 
confidence, durable goods, ISM non-manufacturing, PMI new orders), pointing to a potential rebound in US growth in Q2/2H 2019. 
 

 US-China Trade policy and the addition of US-EU and US-Mexico to the mix – Progress towards finalizing a trade deal between 
the US and China hit some rough patches in March, but got back on firmer footing in early April. USTR Robert Lighthizer and other 
members of the Trump Administration battle internally over “good enough” policy vs. “perfect” policy. Additional rhetoric between US-
EU and      US-Mexico over auto tariffs begins to heat up. 
 

 Cracks in the US Consumer story begin to emerge - While the US consumer today is undoubtedly strong, cracks in the “strong 
consumer” story are starting to surface – albeit slowly and quietly. Those cracks fall into 3 primary categories: 1) realized higher 
borrowing rates, 2) falling demand for credit, and 3) increased consumer delinquency rates. 

 
 
Support for the market’s concerns:  
 

 US economy - The likely scenario present is that US economic data has temporarily decelerated due to the confluence of the US 
Government shut down, US / China / Eurozone trade war pressures and other transitory effects that have put pressure on recent 
coincident economic data and will likely reverse as these pressures subside. 

 
 Global economies - While economies outside the US have been slowing, we’re beginning to see some stabilization in the data. 

This likely signals that monetary and fiscal policy stimulus from the Peoples Bank of China (PBOC) is beginning to kick in, and the 
Eurozone growth slowdown might be closer to a bottom than a midpoint or a beginning stage. 

 
 The Fed and monetary policy - While the Fed has changed course quite significantly over the last 6 months, they remain willing to 

be patient on future rate hikes until and unless the data supports doing otherwise. Fed members clearly understand that actions 
taken (or not taken) by the FOMC demand significant care.  
 

 The US Consumer - The consumer picture today is undoubtedly solid. Jobs remain plentiful. Job growth has expanded for 103 
consecutive months through March; the longest ever recorded.3 Wages continue to climb and consumers are still confident about the 
outlook for jobs, their future wages, and the stock market broadly.8 
 

 Corporate earnings - While S&P 500 aggregate earnings expectations for Q1 2019 are projected to be -4.2% year over year,4 analysts 
see low single-digit earnings growth for the second quarter and third quarter of 2019, followed by high single-digit earnings growth in 
the fourth quarter of 2019.  
 

 Geopolitical uncertainty - While global uncertainty as represented by the Global Policy Uncertainty Index3 is running at an all-time 
high, markets have historically demonstrated positive performance 3, 6, and 12 months post key high benchmark levels.3  
 

 There are 5 fundamental reasons why a recession here in the US is still farther out than many expect. Changes in certain key 
economic variables have signaled a recession in advance as follows:1 growth in payrolls decelerating (2 years in advance), wage 
growth hitting 4% (2 years in advance), yield curve inversion (1.5 years in advance), a consumer confidence plummet (1 year in 
advance), and peak manufacturing PMIs (3 years in advance). Time is still on our side. 
 

 Recessions in economies outside the US have never pulled the US economy into a recession1. Going back to 1948, we have 
never had a recession in the 3rd year of a US presidential cycle. 10 out of the last 11 recessions have occurred in the 4th year (4 
of them) and 1st year (6 of them) of the presidential cycle. 
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Q2 2019 Commentary: Time to be concerned? 
 
No, not yet. I believe that there is still time left in both this market and economic cycle; and at least here in the US, for 
a period longer than many expect. Almost a year and a half ago in my 2018 Outlook, I stated that, “Economic expansions 
and bull markets don’t die of old age. There is no clock in Times Square counting down that hours and days until the 
next recession or bear market. They end due to a catalyst or set of catalysts that cause them to end.” Recently, former 
Fed Presidents Janet Yellen and Ben Bernanke got a big laugh from participants at an economic conference in Atlanta 
on January 4th. During a panel discussion1 Janet Yellen said, “I don’t think expansions just die of old age,” Ben Bernanke 
replied, “I like to say they get murdered.” While the two former Fed Presidents were obviously trying to get a laugh at 
the conference, there is undoubtedly a clear understanding amongst them and the current Fed members that 
actions taken (or not taken) by the FOMC demand significant care. Case in point: of the 12 US recessions that 
have occurred post WWII, monetary policy actions on the part of the Fed were the number one contributor:2 

 

 
 

                                           

Almost two-thirds of the last 12 recessions2 in the US were caused by either the Fed not taking action fast enough, or 
taking too much action and overtightening conditions, thus slowing down the US economy more quickly than what would 
have otherwise occurred had they not acted.  
 
While the broad mosaic of economic data in the US is still supportive of this economic cycle continuing to chug along 
and likely exceeding all others before it, signs are starting to emerge that it will not go on indefinitely. Caution signs 
that are emerging center around slowing global growth, the likely recession currently going on in Germany and 
potentially in the greater Eurozone, cracks in the US consumer story, and already decelerating corporate earnings and 
profitability, coupled with high and rising wages in a sharply competitive market for talent.  
 
Let me be clear - I believe that there is still time left in both this market and economic cycle; and at least here in 
the US, for a period longer than many expect. This cycle is lasting longer, and will likely continue to last longer due to 
the massive tailwinds still present from the unprecedented monetary stimulus injected into the system via the Fed’s 
“Quantitative Easing” campaign, a zero interest rate policy that lasted a whopping 7 years (’08-’15), and a massive 
fiscal boost via the Tax Cuts and Jobs Act at the tail end of 2017. Additionally, recessions in economies outside the US 
have never pulled the US economy into a recession.3 Never. Thus, while the US is certainly not immune to slowing 
global growth and trade, a recession outside the US is unlikely in and of itself, to lead to a recession here. 
 
 
 



 

April 2019 Available Online at FirstCitizens.com Page 3 of 19 

Market Commentary  
Brent Ciliano, CFA | SVP, Chief Investment Officer 

Back in the early spring and summer of 2017, I discussed the impending turn in global central bank policy from one of 
accommodativeness and abundant liquidity, to one of tightening conditions and the removal of global liquidity. You may 
or may not remember my statement of “risk on, until the liquidity is gone.” And, despite a couple of bumps along 
the way, that mantra has worked out pretty darn well. From the beginning of the Fed’s accommodativeness and 
abundant liquidity campaign that began back in December of 2008, US equity markets are up more than 300% 
cumulatively through April 5th 2019,4 which has led us to the longest bull market period ever recorded in the US.3 
Additionally, for the decade ended 12/31/2018, realized market volatility was in the lowest quartile of observations in 
over 100 years.5 
 
This quarter’s write-up is longer than what I normally shoot for, and I apologize in advance for that. In my mind 
there is just too much to unpack, and at this stage of the economic and market cycle, details matter. Analysis, prudence, 
and healthy skepticism matters. If you’re short on time, I would scan this report and pick areas that are of most interest 
to you, or, better yet, which pretty picture grabs your attention! If you want my opinion on what is a “must read,” then 
please focus on 4 areas of this report: 1) The US Consumer, 2) The Fed, interest rate policy, and their dramatic turn, 
3) Timing of the next recession in the US, and 4) Where markets go from here and returns in the next decade.  
 
 
Our 5 fundamental market drivers 
 
As I’ve covered in both our 2018 and 2019 Outlook and in previous quarterly write-ups, I believe there are 5 fundamental 
drivers that play a key role in the future direction of markets in this economic and bull market cycle. Those drivers are:   
 

 US and global growth 
 Strong and confident US consumers  
 Resilient corporate earnings and profitability 
 Fed monetary policy and the path of interest rates 
 Geopolitics and trade war negotiations 

 
Items I want to discuss more deeply this quarter: 
 

 The Fed, interest rate policy, and their dramatic turn 
 Recession timing and what to look for, and  
 Where markets might go from here 

 
 
US and global growth 
 
After initial fears that slowing global growth in China and the Eurozone would wash ashore in the US, coupled with 
hangover effects from the US Government shutdown late last year, it seems that the US economy is proving more 
resilient than many had expected.   

 Tracking estimates of U.S. real GDP have moved up sharply from early March. The Atlanta Fed GDPNow 
tracker fell to just above zero in early March, but has subsequently rebounded all the way up to 2.3% as 
of April 8th.  

 Conversely, the “Blue Chip” market consensus forecast, which is an average of the top 10 forecasts of Wall 
Street firms and Banks, has fallen from 2.1% as of January 25th, to 1.3% as of April 8th.  

 Real GDP in the U.S. has shown a pattern of weak 1Q’s in recent years, so regardless of whether the Fed or 
the Street proves to be “more right,” Q1’s print does not necessarily signal the true direction of US growth nor 
likely represents a realistic full year proxy for US real GDP growth in 2019. 
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March data for US ISM manufacturing ticked back up rather materially from the weaker readings witnessed in February, 
though we are probably well past the cycle high which stands at 60.8, back in August 2018.4 Unfortunately, on the other 
hand, ISM Services fell to a 19-month low in March coming in at 56.1, significantly missing estimates of 58.0.4 It is 
important though to keep both of these readings in context, as a reading above 50.0 signals expansion, while a reading 
below 50.0 signals contraction; both of these gauges are still solidly in expansion territory. 
 
 
Bottom line: a weaker 1Q ‘19 remains likely in the US. We believe it’s important to keep any such weakness in 
perspective, given that US consumer confidence, housing, and other coincident economic data already look to be 
stabilizing/rebounding. While coincident indicators have been somewhat weak, leading indicators look better. If these 
leading indicators continue to remain supportive, we could see a reacceleration in US growth in the second half of this 
year. We continue to believe a soft landing is possible despite the recent weakness.  
 
Outside of the US, fears of slowing global growth have subsided a bit this first week of April as we’ve seen a rebound 
in China’s manufacturing PMIs and Eurozone services PMIs for March. This likely signals that monetary and fiscal 
policy stimulus from the Peoples Bank of China (PBOC) is beginning to kick in, and the Eurozone growth slowdown 
might be closer to a bottom than a midpoint or a beginning stage. While recently improved data is somewhat reassuring 
to see, we are still quite far from a solidified trend that would confirm that either or both areas are out of the woods. As 
such, continued betterment in both coincident and leading economic indicators are imperative for both of these regions 
to confirm a resumption in the global growth story.    
 

The US Consumer 

The consumer picture today is undoubtedly solid. Jobs remain plentiful. Job growth has expanded for 103 consecutive 
months through March; the longest ever recorded.3 Wages ended 2018 at the highest level in this economic cycle at 
3.3%, only to be eclipsed by February’s rise to 3.4%, then subsequent falling to 3.2% in March.4 Consumers are still 
confident about the outlook for jobs, their future wages, and the stock market, broadly.8  

While the consumer in the US today is undoubtedly strong, cracks in the “strong consumer” story are starting to 
surface – albeit slowly and quietly. Those cracks fall into 3 primary categories: 1) realized higher borrowing 
rates, 2) falling demand for credit, and 3) increased consumer delinquency rates. 
 

Higher borrowing rates: 

 Auto loans – In the US, 85% of new cars sold are financed. The two most highly utilized loan terms for auto 
loans are 48 and 60 months. 48-month loan rates hit a cycle low of 2.4% in April 2013. They increased to 3.3% 
as of December 2017, and now sit at 4.8% as of March 2019. This reflects a 46% increase from December 
2017, and a double over the current cycle low. 60-month loan rates hit a cycle low of 2.4% in February 2013. 
They increased to 3.6% as of December 2017, and now sit at 4.9% as of March 2019. This reflects a 38% 
increase from December 2017, and more than double over the current cycle low.7 So much for me upgrading 
my 2014 Dodge Durango!  

 Credit Card interest rates – The biggest shock to the system of rabid US consumers will likely occur when 
they open their month-end statements.  Average credit card rates for consumers hit the highest level in 
25 years as of November 2018, and remain at that level today. The average interest rate in the Fed’s 
credit card interest rate index9 hit an eye-popping 16.9%. This is up an astounding 33% from the current 
cycle low of 12.7% back in June of 2014, and is 18% higher than the 25 year average rate of 14.3%.7  
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 Mortgage Rates – The saving grace to higher consumer rates has been the recent fall in US 30-year mortgage 
rates. 30-year fixed rate mortgages in the US have fallen from their economic cycle high in 2018 of almost 5%, 
back down to almost 4% as of March 2019.7 This 20% fall in long-term borrowing costs has been commensurate 
with a resurgence in new mortgage applications in 2019. Additionally, after several quarters of falling levels of 
new home sales, lower rates have buoyed the new home buyer market and new home sales have picked up 
as well in 2019.  

The confluence of these higher interest rates is likely behind the rise in household interest payments. As of March 2019, 
personal household interest payments per the US Bureau of Economic Analysis are up a staggering 15% over March 
2018. Additionally, personal interest payments as a percentage of total personal outlays has increased from the cycle 
low in 2014 of 1.9% to almost 2.5% today. This represents an almost 32% increase - albeit from historic lows not seen 
since the early 1960s.7 If borrowing costs continue to rise, it will be hard to not see these costs continue to have 
a negative effect on household spending and consumption overall. And remember – almost 70% of US real GDP 
comes from consumption. Thus as US consumer spending goes, as goes US growth and the economy.  

Falling demand for credit: 

 The Federal Reserve Board’s Senior Loan Officer Survey9 has seen a marked reduction in credit demand 
across 3 predominant categories: 

 Banks reporting stronger demand for credit cards – down more than 40% from their cycle highs in 
2015. 

 Banks reporting stronger demand for auto loans – down more than 50% from their cycle highs in 2012. 
 Banks reporting stronger demand for consumer loans ex-CC and auto – down more than 30% from 

their cycle highs in 2014.  

Increased consumer delinquency rates: 

 The Bureau of Labor Statistics consumer loan delinquency index,10 which is made up of 8 of the most 
widely used consumer loan products, has risen from its cycle low in 2016 of 1.3% to almost 1.9% as of 
March 2019, representing an almost 46% increase. Again, this needs to be taken in context, as the 2016 
cycle low was also the lowest reading on this consumer loan basket index going all the way back to 1965. It is 
also a far cry from the almost 3.5% rate witnessed during the Great Financial Crisis.  

 Number of delinquent credit card loans – the top 100 banks had a delinquency rate of 2.3% in Q4 2017. 
That number has now risen to 3.1% today, or a roughly 35% increase. All other banks below the top 100 have 
seen much sharper rises in delinquencies. For these banks, delinquencies hit a cycle low of 2.8% in 2015. As 
of March 2019, delinquency rates have skyrocketed up to 5.9%, which is actually 0.4% higher than what 
we saw in the Great Financial Crisis (GFC)!7  

 Number of delinquent auto loans – The number of delinquent auto loans hit both a 20-year and economic 
cycle low in 2017 of a meager 0.75%. As of March 2019, that number has increased to 1.2%, or a 60% increase 
over that low. For perspective, the number of delinquent auto loans in the GFC was 3.2%.7  

 Number of Delinquent property improvement loans – cycle low of 0.4% in 2013, as of March 2019, 1.2%. 
GFC level was 1.8%.7 

 Number of Delinquent Home Equity Lines of Credit (HELOCs) – cycle low in 2018 of 2.25%, as of March 
2019, 2.4%. GFC level was 4.5%.7 

 Number of Delinquent mobile homes – cycle low in 2017 of 3%, as of March 2019, 4.5%.7   
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Bottom line: The good news is that we have not seen a marked increase in either consumer bankruptcies or foreclosure 
rates yet. Both are still near cycle lows of ~50k year over year for foreclosures and ~ 200k year over year for 
bankruptcies as of March 2019.7 But the math here is pretty easy to follow. Higher borrowing costs leads to lower 
aggregate demand for loans, which feeds back into the consumer’s ability to pay in a timely manner, or pay at 
all. Consumption decreases and defaults rise. The important factors to watch in this story are consumer wages 
and jobless claims. While the fall in wage growth from 3.4% in February, to 3.2% in March4 was likely a mere blip in 
a continuingly improving wage and labor story, it cannot be overstated how important wage growth and wage stability 
is to this economic cycle, and the US economy overall. Any deterioration in the labor picture; be it wages, or 
outright job losses are likely to have a materially detrimental effect, and could very much trigger the next 
recession.  

On the brighter side, consumption and retail sales today are stronger than the most recent US Government prints would 
suggest. Walmart, Target, Kohls, BestBuy, Costco, Ross, and even Amazon put up record-breaking results for Q4 2018 
(in the case of Target, best since 2005), yet the retail sales number contracted 1.2% in January. Regardless of whatever 
fundamental calculation distortions are present, the more important point is that almost all of these retailers 
indicated that forward guidance for their businesses in 2019 remains very strong4.  

 
Corporation earnings and profitability 

The corporate earnings picture within the US in aggregate, remains broadly resilient. After one of the strongest 
years in more than a decade, US corporate earnings and profits are forecast to decelerate in Q1 2019. Full year 2018 
saw corporate earnings grow at an almost 21% year-over-year rate, buoyed by the fiscal stimulus lift provided through 
the Tax Cuts and Jobs Act, cycle high US real GDP growth (+2.9%), and a strong and confident consumer that was 
spending. What was also quite amazing about 2018 was both the magnitude and consistency to which corporate 
earnings grew. Case in point – Q1 ’18 grew at 24.7% (YoY), Q2 ’18 grew at 25.1%, Q3 ’18 grew at 26.1%, and finally 
Q4 ’18 decelerated to 13.3%.11  
 
This deceleration in Q4 2018 earnings growth has caused the broad analyst community to re-think their forecasted 
expectations for Q1 2019. It’s not only been analysts revising down estimates, a larger percentage of S&P 500 
companies have lowered the bar for earnings for Q1 2019 relative to recent quarters. Of the 107 companies that have 
issued EPS guidance for the first quarter, 79 have issued negative EPS guidance and 28 have issued positive EPS 
guidance. The percentage of companies issuing negative EPS guidance is 74% (79 out of 107), which is above the 5-
year average of 70%.11   
 
As of April 5th, the S&P 500 is expected to report a decline in earnings of -4.2% for the first quarter. While this doesn’t 
sound so great, the good news is that over the past 5 years on average, actual earnings reported by S&P 500 companies 
have exceeded estimated earnings by +4.8%. During this same period, 72% of companies in the S&P 500 have reported 
actual EPS above the mean EPS estimate on average. As a result, from the end of the quarter through the end of the 
earnings season, the earnings growth rate has typically increased by +3.7 percentage points on average (over the past 
5 years) due to the number and magnitude of upside earnings surprises.11 So while analysts right now are a bit 
pessimistic, history has demonstrated that they, on average, tend to “overdo” that pessimism and ratchet down their 
earnings expectations more than what historically transpires.  
 
As such, we can make some adjustments with this historical perspective to the expected Q1 2019 not-so-good number 
of -4.2%. If the average increase noted above is applied to the estimated earnings decline at the end of Q1 (March 31) 
of -4.2%, the actual earnings decline for the quarter would be -0.5% (-4.2% + 3.7% = -0.5%). If the index does report a 
decline in earnings in Q1 2019, it will mark the first time the index has reported a year-over-year decline in earnings 
since Q2 2016 (-3.2%).11  
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Bottom line: I believe this first quarter’s earnings season will be an important one for market participants. Similarly, 
March’s economic data rebound was critical to reaffirm that January and February data readings were likely just a 
reflection of temporarily weakness due to the confluence of the US Government shut down, US / China / 
Eurozone trade war pressures, and other transitory effects that have put pressure on recent coincident 
economic data and will likely reverse as these pressures subside. It’s really all about what it signals to markets – 
plain and simple. Investors, I believe, are ok with a natural deceleration in earnings growth for US companies. How 
could they not? Like trees, corporate earnings don’t grow to the sky and to think it would be reasonable for US 
corporations to grow another 20%+ the subsequent year is almost silly. I believe market participants are looking for 
reasonable mid-single digit growth, closer to the longer term historical growth trend of 8%. 
  
While I do believe that corporate earnings are likely to come in better than the -4.2% growth rate currently projected for 
Q1 2019, it is not a “must happen” event. Why? Because even if Q1 2019 corporate earnings and profitability comes in 
weak or even misses consensus expectations, that in and of itself does not necessarily portend the actual full year 2019 
earnings growth rate. Looking at future quarters, analysts see no earnings growth in the second quarter, low single-
digit earnings growth in the third quarter, and high single-digit earnings growth in the fourth quarter – but these are their 
views today. They can change very quickly, and as I mentioned above, are very much prone to being “overdone.” 
 
 
Trade Policy and broad geopolitical uncertainty 
 
Trade policy dialogue between the US and China resumed over the last several weeks, with public commentary from 
Treasury Secretary Mnuchin, Chief Economic Advisor Larry Kudlow, and President Trump himself all espousing the 
significant progress and constructive dialogue occurring between the two nations. Talks in late February and early 
March had hit a speed bump related to the more sensitive and touchy aspects of the desired deal, namely, intellectual 
property rights infringements and how the two sides would monitor and inforce terms, US corporate formation and 
ownership structure within China, and language translation, interpretation, and potential misunderstandings of key 
aspects of the deal itself.   
 
The one member of the Trump Administration that has been a bit less politically enthusiastic about the progress of the 
trade negotiations, has been US Trade Representative Robert Lighthizer. USTR Lighthizer has consistently, and in my 
opinion, rightly, pushed the Chinese delegation on the deeper and more substantive issues concerning US corporations 
on those sensitive and touchy issues I just mentioned above. As such, the potential for either no trade deal or a 
trade deal with China that lacks the requisite desired outcome the markets want is certainly a possible outcome. I 
do personally believe that the collective Trump Administration will shoot for “good enough” rather than perfection, 
especially given the strong desire for the Administration to book a win before the 2020 Presidential election marathon 
starts to heat up later this year. 
 
While many market participants have their eyes squarely focused on the US-China trade negotiations, one can’t look 
past two other potential trade policy impediments that could wind up having a significant impact on US growth. 
The two other trade policy impediments are US-Euro and US-Mexico auto tariff dialogue. As the US-China deal 
is nearing its close, President Trump seems to have shifted focus to trade imbalances between the US and the 
Eurozone, as well as tweets and statements on US-Mexico auto imports.  
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Given the significant amount of dialogue, discussion, and focus on trade policy, many market participants are probably 
wondering what it all means and why the Trump Administration is even focusing on it to begin with. As such, I thought 
I’d provide a simple graph to illustrate the tariff or “import tax” imbalance between these nations:     
 

 
 
As you can see in the graph above3, the average tariff rate in the EU is a whopping 50% higher than that of the US, 
while Mexico and China are a staggering 2.0 and 2.9 times higher respectively, than that of the US! These 
imbalances can be primarily addressed in two ways. The US can “come up” to EU, Mexico, or China levels of Tariffs, 
or better yet, have these nations “come down” to a mutually agreed upon level that benefits both nations, promotes 
increased trade, better relations, etc. The latter appears to be the likely goal of the Trump Administration’s current trade 
policy stance. 
 
In the graph below3, you can see the fiscal importance of not overlooking US-Euro trade negotiations. Tariffs on EU 
autos can potentially cancel out any progress made from the US-China trade deal: 
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To say that geopolitical uncertainty has been heightened over the last several years would be a significant 
understatement of fact. Global policy uncertainty is currently running at the highest level in over 20 years. The graph 
below3 highlights just how “noisy” it has been: 
 

 
 
While looking at this data might make you cringe a little bit inside and even make you think about hiding your money 
under your mattress, markets have actually reacted quite positively to bouts of global uncertainty. In the graph 
below, spikes above 200 have led to positive equity market performance 3, 6, and 12 months post spike.3 
 

 
 
So while it may seem like global uncertainty and geopolitical rhetoric never cease to exist, understand that markets can, 
and have performed well despite the “noise” of the day. 
 
 
The Fed, interest rate policy, and their dramatic turn 
 
At the conclusion of their meeting on Wednesday March 20th, Fed President Jerome Powell and the FOMC constituency 
communicated a dramatic about-face in the direction of Fed policy. A mere six months ago, they thought they’d soon 
be returning to the days of on-target inflation, full employment and interest rates that, while lower than in decades past, 
would still need to rise into growth-restricting territory to keep things on track.  
 
 



 

April 2019 Available Online at FirstCitizens.com Page 10 of 19 

Market Commentary  
Brent Ciliano, CFA | SVP, Chief Investment Officer 

Well, they changed their minds, and changed them in a big way. Not only did they signal no interest rate hikes for 2019, 
they also signaled expectations for a slowdown in the US economy which would translate into higher unemployment 
than previously forecast, and they no longer expect inflation to rise above their 2% target. The median dot in the Fed’s 
“dot plot” now anticipates no rate hikes this year, and 7 out of 11 voting members see the Fed on hold at least through 
the end of 20209. While Chair Powell emphasized the positive aspects of the outlook for the US economy in his press 
conference and no officials see the Fed cutting rates from current levels over the forecast horizon, it is clear that the 
Committee no longer has a strong tightening bias and patience will remain the order of the day for some time. 
 
Let’s pause for a moment and go back to September 2018 for some perspective.  Back in September, the Fed had 
indicated they’d likely be making their fourth rate hike in December 2018, then three more in 2019 and one in 2020.9 
They also indicated in their September speech that growth would continue to accelerate and both price and wage 
inflation would continue to rise. 
  
You might be asking yourself then, “how is it possible that the US economy could make such an abrupt turn, and turn 
in such a short period of time?” The answer in my opinion is, it’s not possible. The US economy did not go from an 
Olympic sprinter to Chris Farley in a mere 6 months. The likely scenario present is that economic data has 
temporarily decelerated due to the confluence of the US Government shut down, US / China / Eurozone trade 
war pressures and other transitory effects that has put pressure on recent coincident economic data and will 
likely reverse as these pressures subside. 
 
As you can see from the table below,12 the Fed is well out of their comfort zone as it relates to the duration of their 
tightening period and the terminal value of Fed funds. In each of the last 3 tightening cycles, the Fed raised rates quite 
quickly and had a terminal value when they finished raising rates at a level between 5.25% and 6.5%. I believe that at 
least in this cycle, the Fed has attempted to do too much and has significantly strayed away from their true dual 
mandate of price stability and full employment. The labor market hasn’t been better in the last 50 years than it is 
today, and other than a slow, methodical increase in US wage growth, which is still quite far from causing a negative 
feedback loop to corporate earnings and profitability (which has historically been 4% - we’re at 3.2% today4), the US 
and the rest of the globe are battling disinflationary tendencies if not outright deflation. Signs of significant, increased 
global price inflation would surely be a welcome occurrence for both the Fed and foreign central banks.   
 

 
 
We believe the interest rate the economy can withstand is higher than what the market is actually comfortable 
with.  Against the backdrop of 9 interest rate hikes, US real GDP is still slated to come in at this current cycle’s trend, 
with full year estimates for 2019 sitting at 2.3%.4 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 graph below,3 real rates currently sit slightly above 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 put their “zero” interest rate policy actions far in the rear-view window and move to 
a reasonable real interest rate, then the big question is how positive do they feel it needs to be? While wage inflation 
via higher wage growth has finally started to move up, the Fed’s preferred gauge of inflation, Core PCE, has gone 
nowhere and as of the last print, sits at a “stuck in the mud” 1.8%.4 
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We still think that the pressures from both wage inflation as well as continued trade disputes push inflation higher, and 
as such, we think inflation does eventually trend 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 1 more time before this 
hiking cycle officially ends. This would put Fed Funds at a rate of approximately 2.75%, thus providing about a 1% 
cushion relative to the current inflation run rate, and about 0.75% above the Fed’s desired inflation level. It would also 
match the Fed’s most recent median expectation for their “long-run” view of Fed Funds via the Fed’s “dot plot” from 
their March 20th 2019 meeting.9 Going back in history, the US has never entered a recession with the real Fed 
Funds rate below 1.91%.   
 

 
 

My personal belief is that the academic and financial community many years from now will reflect back on the 
extraordinary policy actions taken to bring interest rates to zero, as well as the allowed tenure of this zero interest rate 
policy to last, which has been an eye-popping 7 years. If after what will be the longest economic recovery ever 
recorded, the best we can aspire to achieve is a 2.5% nominal Fed Funds rate (50 bps real rate), we are in big, 
big trouble. And while the Fed is not currently signaling a rate cut before 2020, market participants believe the next 
move by the Fed is one of accommodative policy as the risks of the next recession intensify. Case in point; Fed fund 
futures as of 3/31/2019 are currently pricing in a 48%4 chance of a rate cut in 2019, let alone by the end of 2020! I 
believe that for the short to intermediate term, interest rates are headed back down. Will they retest the 300 year low 
levels13 achieved when the US 10-year treasury hit 1.375% on July 16th, 2016?4 Only time will tell. 

The Fed has stated that they are on a protracted pause, and the bar for another hike is exceedingly high. Given this, I 
thought I would analyze what has historically happened to bonds (and stocks) when the Fed has ended its tightening 
cycle; either immediately cutting rates, or pausing for a period of time and then cutting. The analysis below12 looks at 
the last 9 contractionary Fed policy cycles going back to February 1977: 
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 100% of the last 9 Fed hiking cycles, bonds had a materially positive return three years post the last Fed 
rate hike. 
 

 7 out of 9 times US stocks posted materially positive returns three years post the last Fed rate hike. 
 
 
Historical perspective on yield curve inversion 
 
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. One of the key events we 
stated in both our 2018 and 2019 Outlooks 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, 2018 where 2 and 3 year Treasury 
rates exceeded 5 year rates.4   
 
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.4 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 mostly US stocks of all sizes and styles: 
 

 
 
As you can see from the data above, “shortly thereafter” is certainly in the eyes of the beholder. While history doesn’t 
necessarily always repeat itself, it is a little bit reassuring that markets tended to have a decent bit of legs beyond the 
actual inversion point. 
 
 
When is the next recession in the US? 
 
There are 5 fundamental reasons why a recession here in the US is still farther out than many expect. Changes 
in certain key economic variables have signaled an impending recession as follows:3  
 

1. Growth in payrolls deceleration (2 years in advance),  
2. Wage growth hitting 4% (2 years in advance),  
3. Yield curve inversion (1.5 years in advance),  
4. Consumer confidence plummet (1 year in advance), and 
5. Peak Manufacturing PMIs (3 years in advance).  
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Before we get into the fundamental aspects of why we believe a recession is still a good ways off, let’s look at a little 
history. A recession in the US has never occurred in the 3rd year of the Presidential cycle.10 out of the last 11 US 
recessions since 1948 have occurred in either the 4th year or 1st year of the cycle.3 If history were to repeat, that would 
put the next recession most likely in 2020 / 2021. That timing also just so happens to coincide with the predictions we’ve 
discussed not only in our 2019 Outlook, but subsequent quarterly write-ups of a mid-2020 or 2021 event. 
 

 
 

 
Moving back to the hard economic data side of the recession-timing discussion, fundamentally, we are still quite far 
from what we normally see happening in economic data pre-recession formation. Below are 5 key fundamental 
economic events that have occurred prior to a US recession: 
 
Fundamental Point # 1 – Payroll employment growth deceleration 
 
On average, only after payroll employment growth decelerates for 2 years does a recession occur.3 There has been 
103 consecutive months of payroll growth, (the longest streak ever recorded) and payrolls in March ticked up from 
February’s 33k dip to 196,000 jobs added. This brings the YTD and three month moving average to 180,000 jobs added, 
which is quite impressive given the length of this recovery.4 At some point job growth will have to naturally slow. And 
given the 50+ year low in the U-3 unemployment rate, companies will ultimately become appropriately staffed. Even 
after this natural slowing, labor and more specifically wage growth, can remain strong for longer than many expect.   
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Fundamental Point # 2 – Wage growth acceleration to 4% 
 
Since the early ‘80’s, wage growth has accelerated to 4% each and every time pre-recession. Once wage growth hit 
4%, on average it took 2 years before a recession occurred.3 Wage growth hit the highest level in this economic 
cycle, coming in at 3.3% for the full year 2018. Wage growth then ticked up even higher in February 2019 to 3.4% 
before falling back to 3.2% in March.4 While we will undoubtedly encounter continued fluctuations in this data over the 
next several months and quarters, wages are still strongly above the average from 1984 until now of 2.9% - but still a 
good bit short of 4%.13 This 4% level seems to be the historic inflection point that causes a negative feedback loop to 
corporate P&Ls, as salaries and labor costs tend to be one of the highest single inputs to overall corporate expense.  
 

           
 
Fundamental Point # 3 – Yield curve inversion 
 
Yield curve inversion between 2 year rates and 10 year rates has historically been a harbinger of bad things to come. 
On average, recessions have occurred 1.5 years after 2’s / 10’s inversion. There is currently an 18 bp spread on 
2’s / 10’s as of April 2nd 2019.4  Additionally, as I mentioned and illustrated in the Fed and interest rates section above, 
markets have taken more than two years, 6 out of the last 8 times, to fully price in the impending recession. 
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Fundamental Point # 4 – A consumer confidence plummet 
 
On average, consumer confidence has plummeted 1 year before a recession occurred.3 While the Conference 
Board’s consumer confidence ticked down from October 2018 to December of 2018, recent University of Michigan as 
well as Bloomberg consumer comfort and confidence readings both ticked back up in February, and have exceeded 
consensus expectations.4 
 

                  
 
Fundamental Point # 5 – Peak Manufacturing PMIs 
 
On average, US manufacturing data has peaked 3 years before a recession occurred3. US manufacturing so far 
hit a peak in August 2018 at 60.8. And while manufacturing trended down August to December 2018 from 60.8 to 54.1, 
March 2019 data jumped back up to 55.3.4 If in fact August 2018 turns out to be “peak” US manufacturing and history 
holds true, the next recession would show up around late summer 2021. 
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Where might markets go from here?  
 
If the radical change in market direction from the relentless sell-off in markets that started September 20th 2018, and 
ended December 24th 2018 doesn’t dissuade you from thinking about market timing, I’m not quite sure what will. From 
Christmas Eve 2018 through April 5th 2019, broad global equity markets are up 19.5%, US equity markets are up 
24.3%.4 We currently stand less than 1% away from the market highs reached back on September 20th 2018.4 An 
obvious question you may be asking is that given this sharp recovery in risk assets from then until now, where might 
markets go from here? Well, that’s a great question! Let’s take a look at some historical data to frame where we are as 
well as what could potentially happen if history were to repeat itself, or at least rhyme. 
 
The first set of historical data centers around what has happened in the 18 post mid-term election years going back to 
1950. First, 100% of all subsequent 12-month periods post a mid-term election have produced a positive result 
for the S&P 500. Not only did we witness a positive result, the average post 12-month return has been a stout 15.3%!3 
 

 
 

Another interesting observation centers on what happened at the end of last year. As I mentioned above, the S&P 500 
sold off significantly from September 20th 2018 through December 24th 2018. This selloff caused the full year return for 
the S&P 500 to be negative for 2018. In the 5 other times since 1950 that the S&P 500 was negative from the mid-term 
election through the end of the year, the subsequent year produced a stellar result with an average return of over 23%!3 
Let’s all cross our fingers and hope for history to repeat itself; so far, so good. 
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Market returns over the next decade 
 
While we never truly know what the future holds, what we do tend to observe, at least in markets, is periods of cyclicality. 
The last decade was an exceptional one for risk assets, and the reasons are abundantly clear. While much can and will 
change over the next 10 years, our view is that returns will be a good bit lower over the next decade relative to 
the one just ended.  
 
The math to get there is pretty simple, actually. Returns on equities can be boiled down to a simple two-part equation: 
the default risk-free rate (DRFR), plus a risk premium, or DRFR + RISK PREMIA = EXPECTED RETURN. In the US, 
the “DRFR” is typically represented via the Treasury curve. Well, what does that look like? From Fed Funds to the 30-
year, you’re looking at 2.5% to ~ 2.9%.4 What about the equity risk premium, or the compensation an investor demands 
to own something more risky than the default risk-free asset? Over the long term, the equity risk premium has averaged 
3.5%. Today it’s fully one standard deviation higher, sitting at 4.1%.5 So even if you assume that the equity risk premium 
remains elevated above the long-term average (it likely won’t and tends to revert to the mean), and you add that to any 
part of the US Treasury yield curve, you have an expected return on equities that’s something much less than what 
investors have witnessed over the most recent decade and have come to expect given inspection of the longer-term 
historical dataset. On the bond side, future expected returns tend not to be too dissimilar to current spot yields; this 
should make sense, given how much of a bond’s total return comes from its coupon.  
 
So let’s bring this home – if I take the formula above, you’re looking at a return on stocks of roughly between 6% to 
7%, and something between 2.5% and 3% for bonds (riskier bonds aside). Put any of these numbers into your portfolio 
construction margarita shaker, and you have disappointed investors. Additionally, it would be quasi-irrational to believe 
that the lower volatility environment we just witnessed, which was artificially “manufactured” by US and foreign central 
bank monetary policy actions, will be replicated over the next decade. As such, we can also likely expect to see higher, 
but more “normal”, volatility in risk assets reemerge. Throw normally observed irrational investor behavior into the mix, 
and investors could potentially run the risk of experiencing very low to almost zero returns in balanced portfolios.    
 

 
 
Source: Dalbar Associates 
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My bottom line view:  
 
The US economy is strong, and I believe stronger than what some of this transitory coincident economic data is showing. 
Global economies hit some rough patches, but are beginning to show signs of stabilization and modest recovery. 
Consumers are confident, and they’re voting with their wallets. They’re still confident about their current and future job 
prospects, and, by the way, they’re making more money, too. Companies are still in the best shape they’ve been in for 
over 50 years from a balance sheet, P&L, and cash flow perspective – that doesn’t change overnight. These companies 
have also broadly become more conservative in their investment decisions, financing and spending.  
We are still, in my opinion, far from a recession. Markets will ebb and flow with the day-to-day news flow and the 
geopolitical rhetoric du jour. No one can time markets. Remember the rule “inside of 5 years / outside of 5 years.” 
Don’t remember reading about that rule? Go to the FCB website and read “How NOT to get eaten by a bear.” Using 
this rule and having a financial plan will, in my opinion, save you from inflicting potential real financial harm on yourself 
when you’re concerned about markets. Tune out the silliness in life you cannot control and focus on the things you likely 
can control, namely your family, business, and beliefs. Always do the right thing and focus on doing the best you can, 
each and every day. 
 
Please also 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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