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Q4 2019 Commentary: The slowdown intensifies, but fear not – Executive Summary 
 
US Recession Watch: 
 We are seeing a slowdown in a handful of US economic data points, but a U.S. recession is still not our base case, or most 

probable outcome.  
 While the probability of a recession per the NY Fed’s recession model has ticked up as of the end of September to slightly over 

a 30% chance within the next 12 months, our belief is that a recession in the US is still a good way off. 
 We see the potential for a growth recovery in mid-to-late 2020 and into 2021, as the confluence of a strong enough consumer 

and a very supportive Fed which has and will likely continue to materially re-insert monetary policy stimulus, starts to kick in 
and revives US growth. 

 Over the last 50 years, a recession outside the US has never lead to a recession in the US. 
 
US and Global Growth: 
 Bifurcated global growth story – the US economy is the “cleanest dirty shirt” in the global laundry basket. 
 Stronger first half, plus weaker second half US growth still supports our belief of trend growth (+2.3%) for CY 2019. We expect 

GDP growth to slow from 2.3% this year to 1.2% to 1.5% in 2020, before a more favorable post-election policy mix generates 
a rebound to 2.0% in 2021. 

 Economic data outside the US, namely Germany/Eurozone, Japan, and China, have broadly worsened. 
 
Consumers:  
 Strongest labor market in 50 years continues. Nominal and real wages continue to grow. 
 Prime-age labor force participation (25-54 years of age) grew at the fastest rate in August since 1960! 
 Consumers’ actual financial conditions remain broadly strong, and their expectations about the future (job, wages, current 

conditions, etc.) remain high. 
 
Corporations: 
 CEO confidence remains subdued which is suppressing corporate capital investment (CAPEX). 
 Q3 ’19 corporate earnings growth expectations currently sit at -3.7%. If this is the actual number, it would mark the third 

consecutive quarter of negative earnings growth in 2019 (last time was 4Q2015 thru 2Q2016). 
 Full year 2019 S&P 500 earnings expected to be positive +1.3%, and current expectations for FY 2020 sit at +10.6%. 

 
Interest rates and Fed Policy: 
 Market (Fed Fund futures) sees 1 more cut in 2019 and 2 cuts in 2020. Only 7 of 17 Fed participants see 1 more cut in 2019, 

and 0 out of 17 participants see the Fed Funds rate below 1.5%. 
 Our view is 1 more cut in 2019 (likely December, not this month) and 1-2 cuts in 2020, only if economic data materially 

deteriorates and actually warrants doing so. 
 

Geopolitical tensions and trade: 
 We do not expect a material trade deal between the US and China before the 2020 election. We believe modest trade 

reparations and easing may occur, but will not contain the depth and teeth proposed back in the original May deal. 
 

Future market returns:  
 Market returns for the decade ended 12/31/2018 were in the top quartile of best rolling 10-year returns, while the realized 

volatility of those returns were in the lowest decile of experiences in the last 117 years – a perfect confluence of events. 
 Market returns over the next decade are likely to be much lower than the recent past, with global equity returns in the 5% 

to 6.5% range, and bonds in the 1.5% to 3% range. 
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Q4 2019 Commentary: The slowdown intensifies, but fear not 
 
As I was growing up, I’d heard both my mother and grandmother say to me a multitude of times, “It’s always darkest before 
the dawn.” It was their kind and thoughtful attempt to make a young and impressionable youth like myself feel better about 
the trials and tribulations of life and the pains of growing up we all experience on our journey to adulthood. Little did I realize 
then, that as an adult, life would only get more complicated!  According to The Yale Book of Quotations, the earliest known 
version of the saying is in Thomas Fuller‘s “A Pisgah Sight of Palestine” (1650) (“It is always darkest just before the Day 
dawneth”). Today, we tend to pull out this saying whenever life events aren’t going exactly the way we intended them to go; 
and this internal reaffirmation helps to remind us that when things get bad, they usually don’t stay that way for too long. 
Well, that also tends to be the case in both market and in economic conditions. Investors tend to think the good times will 
last longer than they actually will, and conversely, when markets and the economy are bad, that they will stay bad longer 
than they actually will. 
 
While the broad mosaic of economic data in the US is still supportive of this economic cycle continuing to chug along and 
likely far exceeding all others before it, signs are starting to emerge that it will not go on indefinitely. Caution signs 
emerging center around slowing global growth and the likely recession currently going on in Germany and potentially in 
the greater Eurozone, this seamlessly never-ending trade dispute, 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.1 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. 
 
While the content in this report is woven together to formulate a broad informational mosaic, I tried to compartmentalize 
most sections so that if you’re short on time, you could 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) Is a US recession right around the corner? 2) The US Consumer, 3) The Fed, monetary policy, and 
interest rates, and 4) Market returns over the next decade. 
 
 
Is a US recession right around the corner?  
 
Before we get into whether or not a recession in the US is right around the corner, we need to first answer the question 
of how we actually define one. The National Bureau of Economic Research (NBER) is the official body here in the US that 
not only defines what a recession is, but also when they start and stop. The NBER uses a broader definition of a recession 
than what commonly appears in the media. A definition of a recession commonly misused is “two consecutive quarters of 
a shrinking or negative gross domestic product (GDP).” In contrast, the NBER defines a recession as "a significant 
decline in economic activity spread across the economy, lasting more than a few months, normally visible in real 
GDP, real income, employment, industrial production, and wholesale-retail sales."2 Business cycle dates are 
determined by the NBER dating committee under contract with the Department of Commerce. Typically, these dates 
correspond to peaks and troughs in real GDP, although not always so. 
 
So now that we know a little bit more about what defines a recession, and who the party responsible for calling one is, we 
can now squarely focus on when we think the next one arrives. Back in March of this year, I highlighted 5 fundamental 
reasons why a recession in the US is further away than many think. The fundamental tenor and data behind those reasons 
are still solidly in place today. If you haven’t reviewed these 5 fundamental factors, please click here to review.  

https://www.firstcitizens.com/pdfs/Market-Outlook/Q2-2019-Commentary.pdf
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Given the abundant dialogue and discussions I’ve been having with clients of late surrounding fears of an impending 
recession here in the US, I wanted to quickly highlight some of those verbalized fears, but also the corresponding offsets 
to those fears. 
 
 
10 Recession fears and Offsets 
 

1. A long U.S. cycle, but a slow and low growing cycle.  
2. Fed overtightened, but not much and is now cutting in 2019. 
3. Tariffs hit in 2018/2019, but 2018 U.S. tax cut helped. 
4. Debt is high, but interest rates are low. 
5. Yield curve inverted, but global QE is back and is a factor, plus credit is ok. 
6. Oil prices spiked on Saudi attack, but not much, plus US shale. 
7. Jobless claims are up, but that’s the GM strike. 
8. Corporate profits are flat, but not down. 
9. Repo rate surged, but that’s tax & bond auction reasons and Fed is alert and addressing. 
10. U.S. president impeachment, but policy matters more vs. politics for markets. 

 
 
Bottom line: We are seeing a slowdown, yes, but a U.S. recession is still not our base case (see our base case in the 
US Growth section below). And while the probability of a recession per the NY Fed’s recession model3 has ticked up as of 
the end of September to slightly over a 30% chance within the next 12 months, our belief is that a recession in the US is 
still a good way off. We see the potential for a growth recovery in mid-to-late 2020 and into 2021, as the confluence of a 
strong enough consumer and a very supportive Fed which has and will likely continue to materially re-insert monetary policy 
stimulus, starts to kick in and revives US growth.  
 

 
 

Even if we are wrong, and the US were to tip into recession, we believe the fundamental strength and position that both 
consumers and companies have been able to engineer themselves into post the Great Financial Crisis, as well as the overall 
willingness of central banks to be supportive, will make that recession much shorter and potentially shallower than what 
we’ve experienced during previous cycles. 
 
One very important point I want to stress though, is that investors should not conflate a potentially shallower 
economic recession with a shallower and/or less severe market down turn. It is very much possible for the US to 
experience a less severe economic recession or no recession at all, yet see markets sell off materially.  
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Below are graphs4 that illustrate this exact point. A couple of notable highlights are: 

 The average and median length of bear markets post 1960 have lasted 12 months.
 The more “severe” down turns, those with a 30% or greater draw down, have lasted 21 months on average.
 Materially significant market down turns don’t necessarily always correspond with an economic recession.
 There have been a number of material market sell-offs outside of recessionary periods.

A word on timing - market timing, that is 

There are two questions I’d like you to think about, and we need to seriously put our thinking caps on to answer them. Those 
questions are: 

1. If there existed a person or a firm that could consistently time when to get out of markets and conversely back in,
(with even a reasonable modicum of success), how much money would they manage?

2. What would they charge for that miraculous feat?

Well, the answers to these questions are pretty simple – all of it, and a lot! Look, a broken watch shows the correct time 
twice a day, but you wouldn’t walk around wearing it would you? I think not. It is critically important to 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.13 You should be very wary of “financial experts” who 
profess that they can.  
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Below is some detail on just how sneaky bear markets are, and how unassuming they can be until one is squarely upon us. 
Bottom line is that US bear markets tend to start with a fall, then bounce within a few months before the dramatic 
final fall:4 
 

 
 
The takeaway is that the average decline in the first correction is 9% over 3 months, but the average bounce after 
that is almost as large over a further 2 months, before an eventual further decline of 32%!  
 
 
So if not market timing, then what? 
 
Well if timing the market doesn’t work, then what should your plan for financial success be? Back in May 2018, I detailed 
what I believe to be a cogent plan for financial success. Please click here for our piece on “Dealing with Market Volatility: A 
strategy for how NOT to be eaten by a bear.” I believe if you follow this plan, (with our help of course!) you will find yourself 
in a much better and potentially wealthier place than the normal emotional investing habits that tend to manifest themselves 
when the markets really fall. 
 
 
Fundamental market drivers 
 
As I’ve covered in our 2018 and 2019 Outlook pieces 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:   
 

1. US and global growth 
2. The US consumer  
3. Corporate earnings and profitability 
4. The Fed, monetary policy, and the path of interest rates 
5. Geopolitics and trade war negotiations 

 
These broad market and economic drivers will continue to play a key role in this cycle and likely many other cycles to come. 
As such, I’d like to cover what I believe to be the most important and salient points to know across each of these 5 
broad categories.    
 

https://www.firstcitizens.com/pdfs/Market-Outlook/Dealing-with-Market-Volatility.pdf
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1. US and global growth 
 
 Big Picture: We expect GDP growth to slow from 2.3% this year to 1.2% to 1.5% in 2020, before a more favorable 

post-election policy mix generates a rebound to 2.0% in 2021. 
  
 We believe the US will experience trend cycle growth of 2.3% in 2019 (the US economy has averaged 2.3% 

from 2009 thru 2018.)5 The confluence of trade dispute whiplash and its effect on corporate sentiment, 
spending, and investment, tepid global demand for goods and services, combined with the natural end-of-cycle 
deceleration in growth leads to a below average second half 2019 with US growth likely coming in between 
1.5% and 2%.   

 
 Full-year US growth decelerates to between 1.2% and 1.5% in 2020 as this economic cycle hits old age, 

and the underlying rationale for accommodative Fed policy due to a slowing economy comes home to roost - 
just in time for a presidential election.  

 
 Significant US and global monetary policy stimulus starts to revive the patient in the second half of 2020 and 

into 2021, causing US growth to pick up to a slightly below cycle trend growth rate of 2% in 2021.  
 

 Our base case is the US narrowly avoids a recession all together in 2020/2021 as the confluence of a 
strong enough consumer, a very supportive Fed which materially re-inserts the monetary policy stimulus 
adrenaline needle into the patient, US corporate earnings and revenue growth resiliency buoyed by those same 
consumers, provides just enough oomph to help us see our way through the storm. 
 

 Long-term US Growth story: Over the next couple of decades, we believe that a technology-led resurgence 
in productivity growth should lift the economy’s potential growth rate. That is likely to more than offset the 
restraining impact that the ageing of the population will continue to have on labor force growth. 

 
 At 124 months and counting, we continue to be in the longest economic expansion in US history. Not only has 

this economic recovery been the longest of all time, it is also the lowest and slowest growth recovery ever 
recorded, dating back to 1950.4  
 

 So far in 2019, US growth5 has come in at 3.1% in Q1, and 2% in Q2 – currently outstripping the current expansion 
cycle trend growth rate of 2.3%.  

 
 The Atlanta Fed GDPNow Report6 contains both views from the Atlanta Fed as well as a consensus forecast from 

“Blue Chip” Wall Street firms. The Atlanta Fed is forecasting as of October 4th, 1.8% growth in Q3. This is down 
from 2.1% on September 27th, as a slowdown in US Manufacturing has dampened the outlook. The forecast from 
those Wall Street firms is currently 2%, thus both the Fed and the Street are forecasting an outcome for Q3 at a 
below cycle trend level.  

 
 
Key areas of economic strength are: 
 

 Labor force participation is better than you think. On the surface, the tick up in labor force participation looked 
quite sanguine – from 63% to 63.2%, but there was quite a lot more going on underneath the surface. Most 
importantly to me were the movements in prime-age workers, which are workers between the ages of 25 and 54 
years of age. Prime age workers increased +0.60% from 82% to 82.6%, while prime age working women 
increased a full 1% from 75.3% to 76.3%. Both of these moves up were the largest single monthly moves 
since 1960!7 
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 US employment growth continues to be resilient.5 Employment growth for September of 136,000 jobs came in 
slightly below the 145,000 expected jobs for the month. On the positive side, August’s original 130,000 jobs print 
was revised up significantly to 168,000, illustrating not only the continued strength in hiring, but also the variability 
and inherent month-to-month inaccuracy and delay in solidifying accurate data. The 136,000 increase in non-farm 
payrolls in September also illustrates that while growth in employment (and broader activity) has slowed, it is not 
collapsing. Otherwise, September’s employment report was something of a mixed bag, with the unemployment rate 
dropping to a 50-year low, while average hourly earnings were stagnant on the month. 

 
The headline payroll figure was boosted again by government employment, which increased by 22,000 last month. 
But the Bureau of Labor Statistics suggests only 1,000 of those were temporary census workers. Manufacturing 
employment fell by only 2,000, which is surprisingly resilient given the slump we saw in the ISM manufacturing 
index for September. Retail employment fell by 11,400, but that reflects structural change rather than cyclical 
weakness. Finally, temporary employment increased by a solid 10,200, extending a run of decent monthly gains 
that supports the view that the labor market is slowing gradually rather than collapsing. 
 

 The US unemployment rate continues to fall.5 The decline in the unemployment rate from 3.7% to 3.5%, which 
was the lowest since December 1969, was for all the right reasons – with a very strong 391,000 gain in the 
household survey measure of employment easily outpacing the 117,000 increase in the labor force. Despite the 
apparent reduction in labor market slack, average hourly earnings were unchanged in month-on-month terms and 
the annual growth rate slipped to a 14-month low of 2.9%.  
 
Employment will also receive a temporary boost from the decennial census in the spring of 2020, with an 
offsetting drop back in the third quarter of 2020. But since those are part-time workers coming from outside the 
labor force, the unemployment rate will be unaffected.8 
 

 Economic momentum is not all bad. The Bloomberg Economic Surprise Index hit an 11-month high in 
September, with 4 indicators within the gauge exceeding expectations, including existing home sales and jobless 
claims. Additionally a similar gauge, the Citigroup Surprise Index, also hit its highest reading since April of 2018.5 

 
 

Key areas of economic concern are: 
 

 ISM US manufacturing5 continued its deceleration to a decade low of 47.8 in September from 49.1 in August. 
This will likely reignite fears that the US economy is headed for a recession. One guess is that this deterioration is 
at least partly due to the strike at General Motors, which began in mid-September. At 47.8 this month, the headline 
index is just slightly lower than the low of 48.0 reached in January 2016, meaning that this is the lowest reading 
since June 2009.  
 
The decline in the headline index was largely due to a drop back in the production index to 47.3 from 49.5. The 
inventories index also slumped to 46.9, from 49.9. However, the new orders index, which is the most forward-
looking element, actually improved a little to 47.3, from 47.2. The ISM export orders index – which is not a 
component of the headline index and isn’t seasonally adjusted – fell to a decade low of only 41.1, from 43.3. 

 
 ISM Non-Manufacturing5 (Services), which had proven to be more resilient since US manufacturing began 

slowing post August 2018’s cycle high reading of 60.8, materially contracted in September to 52.6. Consensus 
expectations were for only a modest contraction from August’s reading of 56.4 to 55.0 in September. The Services 
sector has been largely immune to the trade war, while the manufacturing sector has been more vulnerable and 
impacted. But cracks are emerging: slower hiring, deteriorating business confidence, and weaker company 
earnings. 
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While both US Manufacturing and Services has contracted meaningfully from the late summer of 2018, we’ve been 
here before in late 2015 and early 2016 where both gauges contracted in similar fashion, only to recover to 
economic cycle highs.1 Whether or not either or both will repeat the 2016-2017 recovery remains to be seen, and 
would likely require a significant change in the current trade war stalemate. Importantly, the slowdown in GDP 
growth this year has been driven by weakness in business investment and exports, with consumption growth 
proving to be far more resilient. 
 

 
 

 Wage growth seems to be stalling. As I highlighted in my Q2 2019 write up, before each and every US recession, 
wage growth accelerated and hit 4% on average, 2 years before said recession started. Well, wage growth so far 
in this cycle topped out at 3.4% in February this year, but has fallen since then. September’s average hourly 
earnings rose only 2.9% from a year earlier, which was the weakest reading in more than a year.5 
 

 Consumer spending is ratcheting down, though the savings rate is climbing (see more details in the 
“Consumer Spending” section in #2 below). 
 

 Hiring doesn’t grow to the sky. While employment growth is still good, our expectations are for employment 
growth to begin to decelerate.  
 
 

Outside the US 
 

 The IMF’s Global Economic Update9 for October 2019 highlighted that the global economy is projected to grow at 
3.5% in 2019 and 3.6% in 2020, 0.2 and 0.1 percentage points below last October's projections. While year-over-
year estimates are down, both 2019 and 2020 global growth estimates have picked up +0.3 and +0.1 percentage 
points from the 3.2% and 3.5% forecasts back in July of this year. 

 
Growth and economic sentiment across both developed and developing international countries has 
significantly decelerated in 2019, driven primarily by material decreases in PMI Manufacturing, geopolitical 
tensions, and an escalating trade war and the effect of these trade tensions on business sentiment and investment.  
 
But September saw the global manufacturing PMI8 edge up from 49.5 to 49.7, following another 0.2-pt rise in 
August. This is the first time the index has increased for two months in a row since 2017. At face value, the PMI 
suggests that the slowdown in the global manufacturing is now bottoming out. 
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 How big and how important is the US consumer to global growth? The answer is the US consumer is very big 
and very meaningful to not just US growth but to overall global growth as well. As detailed in the graph1 below, the 
US consumer contributes a whopping 17% to overall world GDP. That is 1% more than China’s entire economy, 
almost 3x Japan’s total economy, and more than Germany, the UK, and Italy combined! 

 

 
 
 
2. The US Consumer 
 
Consumer Spending: 
 

 Consumption growth has been unusually rapid in recent months, with retail sales rising at their fastest 
pace in 15 years. That is incredibly important as consumer spending contributes over two-thirds to US real 
GDP and, as such, is the primary driver of US growth.1,5  

 
This rapid rise reflects a combination of continued healthy labor conditions and elevated consumer confidence. The 
latter underscores the relative resilience of consumers to the escalating trade war with China and mounting 
uncertainty over the economic outlook. Contrary to what most might assume, consumer spending is more 
highly correlated to movements in total labor income than to movements in consumer confidence.1 
(Consumer spending registers a 0.70 correlation to total labor income – where a correlation of 1.0 is a perfect 
positive relationship.) 

 
 The drop back in household borrowing costs over the past 12 months has also provided support for consumption. 

After slowing steadily throughout 2018, spending on household durables has staged a notable pick-up in growth 
and motor vehicle sales have rebounded.8 
 

 Even if the boost from lower interest rates continues, however, slowing real income growth suggests the recent 
rapid pace of consumption growth won’t be sustained. We expect a further slowdown in employment growth 
to push real disposable income growth down from 2.9% in 2019 to 1.3% in 2020. 

 
 We also expect a slowdown in real income growth to weigh on consumer spending, with real consumption 

growth slowing from 2.7% this year to 2.3% in 2020 and 2.1% in 2021. Nevertheless, with household debt servicing 
costs close to a record low and the saving rate high,8 a more severe downturn remains unlikely. 
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 Real incomes are also likely to be hit by the imposition of further tariffs on Chinese imports. Previous tariff 
rounds focused on intermediate goods, explaining why they had little impact on consumers. But the final rounds of 
tariffs, scheduled for mid-December 2019, cover a far greater share of finished goods like clothing, cell phones and 
laptops, and are therefore likely to have a bigger impact on consumers. 
 

 Nevertheless, there are several reasons why we expect any slowdown in consumption growth to be gradual. 
First, the household saving rate is well above its long-run average.10 Second, the fact that it has been rising in 
recent years, even as household net wealth continued to rise, suggests there is plenty of scope for households 
to cushion the blow from a slowdown in income growth by reducing their savings. 

 
 

Consumer’s broad financial picture:  
 
Consumer’s broad financial picture continues to remain solid. The US labor market remains in the best shape it’s been in 
for over 50 years.1 Consumers remain confident, not only in their job outlook, but also in their wages, savings and spending 
ability, the stock market, and the economy over all. Some key areas of focus and recent strength are: 

 
 Income growth has expanded materially post the Great Financial Crisis, boosted by income tax cuts, unusually 

large payroll employment gains and the gradual acceleration in wage growth. Real disposable income growth has 
averaged close to 3% over the last 2 years, which is materially up from the 1% rate witnessed in late 2016/2017.8 

 
 Household debt has continued to trend lower as a share of disposable income, and now stands at its lowest 

level since 2002.8 As a result, debt servicing costs were still close to a record low even before the drop back in 
borrowing costs over the past few months. 

 
 Savings rates increased from a historical low of 2.2% in July of 2005 to 8.1% through August 2019, which is now 

only slightly below the 8.8% historical average savings rate from 1959 to today.10 
 

 Measures of consumer confidence remain high but are plateauing. Both the Conference Board’s Consumer 
Confidence Survey as well as the University of Michigan’s Consumer Sentiment survey hit an economic cycle high 
in late 2018. Both surveys since then have moved sideways, staying elevated through much of the geopolitical 
noise and tensions due to the solid US labor market.1 

 
 The U.S. housing market has been marginally improving from a reprieve in interest rates. Further interest rate 

cuts could be additional support for the housing market.  Existing and new sales are up year-to-date. Plus, weekly 
mortgage applications for home purchase have been steadily improving the past several months.5 

 
 Net consumer wealth levels remain close to all-time highs. Rising house prices and record-highs in the stock 

market have pushed household net wealth up to 700% of disposable incomes. Net wealth and saving as a 
percentage of disposable income has risen from 525% back in 2010 post the GFC to 700% today. This is the highest 
level of consumer aggregate wealth relative to disposable income since 1960.8,11 

 
 There are few signs of households experiencing any financial stress. Delinquency rates for auto loans and 

credit cards have been trending higher12 in recent years, but now appear to be levelling off as lending standards 
have tightened.  

 
 Delinquency rates on mortgage debt, which still accounts for nearly 70% of the total, are the lowest they 

have been in 13 years.12 New and existing home sales as well as housing starts accelerated in Q3 2019.8 
 

 Overall, the US consumer is well placed to weather the global economic downturn. 
 
 
 



 

October 2019  Available Online at FirstCitizens.com 11 

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

3. Corporate earnings and profitability 
 
For the third quarter, S&P 500 companies are expected to report a decline in earnings of -3.7% and growth in revenues of 
2.8%. This is a stark deterioration in estimates from the -0.6% earnings decrease forecast back on June 30th for Q3 2019 
period. Analysts now see low single-digit earnings growth in the fourth quarter followed by high single-digit earnings growth 
for both Q1 2020 and Q2 2020. If -3.7% is the actual decline for the quarter, it will mark the first time the index has 
reported three straight quarters of year-over-year earnings declines since Q4 2015 through Q2 2016.14 
 
In terms of estimate revisions for companies in the S&P 500, analysts have made cuts to EPS (Earnings per Share) 
estimates within average levels for Q3 2019 to date. On a per-share basis, estimated earnings for the third quarter have 
fallen by 3.6% since June 30. This percentage decline is larger than the 5-year average (-3.3%) and the 10-year average (-
3.1%) for a quarter, but smaller than the 15-year average (-4.3%) for a quarter. However, a larger percentage of S&P 500 
companies have lowered the bar for earnings for Q3 2019 relative to recent quarters. Of the 113 companies that have 
issued EPS guidance for the third quarter, 82 have issued negative EPS guidance and 31 have issued positive EPS 
guidance. The percentage of companies issuing negative EPS guidance is 73% (82 out of 113), which is modestly above 
the 5-year average of 70%.14 
 
So what is driving the unusually high number of S&P 500 companies issuing negative EPS guidance for the third quarter? 
At the sector level, it’s the Information Technology and Health Care sectors. These two sectors are the largest contributors 
to the overall increase in the number of S&P 500 companies issuing negative EPS guidance for Q3 relative to the 5-year 
average. 
 
So let’s step back and summarize the current consensus expectations for earnings and revenues over the next 15 months 
which are as follows:14 
 

 For Q4 2019, analysts are projecting earnings growth of 2.9% and revenue growth of 3.6%. 
 For CY 2019, earnings growth of 1.3% and revenue growth of 4.1%. 
 For Q1 2020, earnings growth of 7.8% and revenue growth of 5.4%. 
 For Q2 2020, earnings growth of 9.0% and revenue growth of 6.3%. 
 For CY 2020, earnings growth of 10.6% and revenue growth of 5.6%. 

 
 Business confidence is struggling to recover. Business sentiment is trying to recover, but the hits keep coming 

from political uncertainty. NFIB Small Business Optimism is muddling through while CEO confidence declined for 
the sixth consecutive quarter in Q3.5 We need business confidence to improve for capex to reaccelerate and thus 
help extend this business cycle. Unfortunately, there are many global risks still coming in Q4 that could further 
hamper business sentiment. 
 

 So what does all this mean for stocks going forward from here? Well, currently, Wall Street analysts are 
projecting an 11% increase in price over the next 12 Months14 (September 2019 – September 2020). The 
bottom-up target price for the S&P 500 is 3318.97, which is 11.5% above the closing price of 2976.74 (as of 9/30).  
 
At the sector level, the Energy sector (at +20.0%) is expected to see the largest price increase, as this sector has 
the largest upside difference between the bottom-up target price and the closing price. On the other hand, the 
Utilities sector (at -0.7%) is expected to see the largest price decrease, as this sector has the largest downside 
difference between the bottom-up target price and the closing price for this sector.14 

 
 

4. The Fed, monetary policy, and interest rates 
 

 As broadly expected, the FOMC (Federal Open Market Committee) cut the fed funds rate another -25bp in mid-
September.15 The Fed’s language was dovish but noncommittal regarding future rate cuts. The FOMC has now 
undone the last two rate hikes from 2H 2018 when the fiscal stimulus of the U.S. tax cut was boosting real economic 
growth above 3%. 
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 Our view: In our opinion, there is nothing in the current set of economic data to suggest the Fed needs to cut 
interest rates again at this month’s FOMC meeting, but rather will wait until December, cutting rates by -25bps. 
The Fed has shown itself to be unwilling to fight the markets (or the President) this year, so we’ll take our lead from 
Chair Jerome Powell’s comments over this first week of October.  
 
We see the Fed cutting 1-2 times (-25 to -50 bps) in 2020, given numerous economic and market-based reasons 
detailed in the previous sections. These cuts should be enough to stabilize economic growth in 2020. Further ahead, 
the outlook for both monetary and fiscal policy depend crucially on the outcome of the November 2020 presidential 
election. We are unfortunately heading back to negative real (inflation-adjusted) interest rates, though unlike 
Europe or Japan, we do not believe negative nominal rates are in store for the U.S. any time soon. 
 

 The big picture: The FOMC and other central banks globally have broadly expressed both a general 
willingness to do “whatever it takes” to support global growth and continue this market cycle expanding, as 
well as taking the commensurate actions necessary to make that happen. The downside is that financial markets 
are beginning to believe that these actions are now part of the new global central bank zeitgeist.  

 
So why is the Fed being so overly cautious this time around? Because the Fed is keenly aware of their track record in 
and around economic slowdowns and recessions. There is undoubtedly a clear understanding amongst 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:4 
 

 
 

Almost two-thirds4 of the last 12 recessions 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. 
 

 So where are we now? Currently as of the first week of October, Fed fund futures are pricing in 1 more rate 
cut by the end of this year and 2 more cuts by October 30th, 2020.5 This is a pretty significant change from end 
of June/early July’s expectations of 4.5 cuts with almost 100% certainty 12 months forward.5,15 

 
 Various price measures show inflation is tame. Tariffs have actually looked deflationary (not inflationary) as 

consumers and producers start to balk. That keeps the door open to more central-bank accommodation if needed. 
We continue to believe we are in an easing cycle, even if the Fed skips cutting rates at the October meeting to 
assess their forecast. 
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 What will Fed rate cuts at this stage of the economic cycle even do? The Fed’s stated dual mandate is full 
employment and price stability. The state of the labor market in the US is about as good as it’s ever been in US 
history, so we can check that box. Price inflation within the US has been much lower in this economic cycle than in 
previous cycles past. After the longest economic recovery of all time in the US and unprecedented monetary policy 
stimulus via QE, the Fed cannot get inflation higher. Even Fed Chair Powell stated in his testimony to Congress 
that he is concerned with the lack of inflation.15 
 
So what leads Chair Powell and the Fed to believe that this time it’s going to be any different? Rate cuts from here, 
in my opinion, are less likely to jolt inflation or “stimulate” growth in the US economy, but are rather more 
likely to continue to prop up risk asset markets, potentially leading to risk asset bubbles in the future. The 
Fed kept interest rates at ZERO for 7 years – from December 2008 to December 2015 - and could barely get growth 
going. What leads anyone to believe that a move lower from here would do anything different? 
 
Nevertheless, the Fed should ease, not because of a current emergency in the US economy, but rather because 
inflation has been and continues to be persistently low. Additionally, cuts and added repo facilities provided by 
the Fed will likely loosen currently tight financial conditions, and increase the very much needed supply of 
dollars to our financial system. They really have no other choice or means to combat low inflation. Additionally, 
the bond market needs more cuts to normalize the front end of the curve.  

 
There are other benefits to lower rates at this part of the economic cycle. Lower interest rates will keep financial 
conditions loose and will make servicing corporate debt easier, which certainly is a positive for corporate profits and 
stock prices. Lower rates could also support consumer spending growth, via continued housing, vehicle, and broad 
durable consumer goods purchases. Finally, lower rates will also make servicing our gargantuan federal debt much 
easier, which for both Republicans and Democrats alike, would be a welcome event heading into a Presidential 
election year. 

 
 The Fed is not the only central bank in the world moving to an accommodative position at this stage of the economic 

cycle. The European Central Bank (ECB), Bank of Japan (BOJ), Bank of England, and the Peoples Bank of China 
(PBoC) have all swung to providing monetary support for their respective countries. As of the end of September 
2019, more than half of the world’s central banks are providing accommodative monetary policy to their 
respective countries / regions. This marks the first time since the Great Financial Crisis that more than half 
of the world’s central banks are providing such stimulus.7  
 
 

Market liquidity issues and “overnight repos” 
 
“Overnight repo.” Just the name sounds sinister; like a TV show on the History Channel that has nothing to do with History, 
but rather follows the escapades of overly caffeinated guys who steal cars in the middle of the night. So what actually is a 
“repo?” Repo is a short abbreviation for a “repurchase obligation.” Repos are, in essence, short-term loans (overnight to 
as long as a month) between two parties – one party that needs to borrow dollars, and one party that has dollars to lend. 
This “loan” is handled by an intermediary partner that connects lenders and borrowers together.  
 
More technically, a repo is an agreement to buy collateralized securities from another party and sell them back at a higher 
price on a predetermined date (overnight, weekly, monthly). The difference in price is the repo rate which the buyer receives. 
Typically the collateralized securities are worth more than the market value of cash lent. Collateralized securities are typically 
made up of government bonds, but can include Government Sponsored Entities (GSEs) – think Fannie and Freddie, and in 
certain circumstances, corporate bonds. If the seller (borrower of $) is unable to repurchase the securities, then the collateral 
would belong to the buyer (lender of $). Most repo transactions are over-collateralized at 102% or more of dollars loaned, 
to ensure adequate protection for the lender. Below is a hypothetical illustration of a repo transaction. 
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When little known, but critical markets like this act up, investors, and the press, amplify that stress because of the 
confusion about the signal. The details below should help to shed some light on what likely caused this blip, and should 
also help to explain why this blip is likely neither temporary, nor yet disruptive, but is rather a signal of a gap in the bond 
market’s plumbing that can only be plugged with either higher excess reserves or a relaxation in restrictive regulations that 
have artificially encouraged banks to hold excess reserves at quarter end, rather than lending to more productive uses. In 
this context, the spike in repo can be seen not as a symptom of something sinister, but, if this gap remains 
unplugged indefinitely, it could become a cause of something more serious. 
 
There’s been no one single cause of the repo spike, and as such, we shouldn’t expect it to immediately return to “normal” 
just because some of these factors are fading. But it might be helpful to highlight how some of these factors conspired to 
act up in a relatively short period of time to add to the typical end of quarter funding stress that markets usually witness.   
 
These contributing factors (plus the graph below1) to repo stresses, we believe, were/are (in no particular order):  
  

1. August T-bill issuance ran at about $820 billion. 
2. September T-bill issuance running at about $818 billion (roughly $500 billion by mid-month). 
3. Bills maturities were scarcer in September, running at about $660 billion. 
4. Primary dealer Mortgage-Backed Securities (MBS) holdings have surged about $25 billion since the start of spring. 
5. This is happening at a time in the calendar when HQLA and LCR rules are forcing banks to pull repo financing and 

keep more excess reserves at the Fed rather than lend for repo. 
6. Excess reserves were down about another $15 billion at the Fed since August peak. 
7. Dealer inventories of corporates do NOT appear to be a contributing factor (have been stable). 
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Need liquidity? The Fed will be your backstop! 
 
The Fed did a good job as “firefighters” in the last couple of weeks of September as repo rates spiked, and they restored 
order. But the Fed has done a less-than-ideal job as “architects” over the past few years, as flaws left the financial system 
vulnerable. An influential analysis by Gagnon & Sack the second-to-last week of September advocated for a standing repo 
facility and a +$250b increase in the Fed balance sheet, among other tweaks. Bloomberg also ran a story that the balance 
sheet increase could be +$500b. Bottom line, some additional “guardrails” in the repo market are likely going forward.1 
 
So other than a permanent standing facility, what else could the Fed do?12 
 

 The Fed has several options to help ease repo tension, most of which involve transferring collaterals onto its 
own balance sheet in some form. A standing repo facility would be the most obvious answer. A multi-tiered repo 
facility which gives primary dealers a higher counterparty limit or the option for term repo would help, although this 
proposal may encounter opposition from some FOMC members. 
 

 The Fed could also offer term repo in its operations with primary dealers over specific calendar dates, which would 
reduce the competition for cash over stress periods such as quarter-end. On Friday September 20th, the New York 
Fed announced repo operations through October 10, including 3 term operations covering quarter-end.   

 
 One-time large outright purchases (also called “coupon passes”) targeted to reduce the problematic maturities on 

dealer balance sheets is another option. This could be an effective short-term solution before the Fed restarts 
balance sheet growth. An announcement targeting the sub 3-year part of the curve could help the front-end 
outperform and it could steepen the yield curve.  

 
 Over the long haul, balance sheet expansion may be the only answer for reducing excess collaterals, even 

if it means the Fed may operate with more reserves than it wants. Balance sheet expansion has the least 
negative externalities and the lowest hurdle, therefore we think it’s the option the Fed will most likely go with, but 
only time will tell. 
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5. Geopolitics and trade war negotiations 
 
No more NBA in China? No more Chinese stocks in US pensions? Eight Chinese tech firms sanctioned for alleged human 
rights violations? The list of ticky-tack, back and forth jabs between the Trump Administration and China continues to 
intensify, just as the two parties are expected to come back to the negotiating table in mid-October. Not a whole lot of 
material progress has been made, nor has much materially changed since the end of the second quarter. One can only 
hope that more substantive meetings and constructive dialogue will take place between the Trump Administration and the 
Chinese delegates in these October meetings. As such, I will be shorter on this section and just hit the high points. Let’s 
hope that this will get to be a bigger section in my year-end 2019 write-up – fingers crossed! 
 

 Bottom line view: We do not expect a material trade deal between the US and China before the 2020 election. 
We believe modest trade reparations and easing may occur, but will not contain the depth and teeth proposed back 
in the original May deal. As such, any deal of that nature would only have a modestly positive market impact. 
 
The comprehensive agreement from earlier this year is unlikely to come back. Instead, we see the US and China 
working on an “interim” agreement that is supposed to be part of a multi- part agreement. The first step would be to 
fill the demand of what both sides need right now: agriculture and possible energy purchases, while taking tariffs 
that are set to go into effect in October and December off the table. We believe the US and China previously agreed 
to remove foreign ownership restrictions in 12 sectors, which could be the upside surprise of an agreement.  
 
We classify this as an “interim” deal as a way to say this mini-deal will be predicated on future talks dealing with 
more substantial reforms. Count me as skeptical that those future discussions will materialize in 2020 with more 
significant changes. But pointing to this deal as “interim” is designed to avoid criticism for the lack of structural 
reforms included in the first phase. Most economists and market participants believe that removing a negative (i.e., 
future tariffs) is a positive. But if the tariffs are just delayed until the next round of talks, the benefits of the agreement 
will be muted. Still, any cancellation of tariffs will reduce the expected trade drag in CY 2020.1 

 
 

 
   
 

 Back in December last year I stated in our 2019 Outlook that, “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.” 
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Market returns over the next decade 
 
Investors still, and will likely always, demand a reasonable real return on their investments. With global cash and fixed 
income around the world yielding virtually zero to negative real returns, that desire for a positive real return will likely continue 
to support stocks and other risk assets. Thus, our wonderful friend TINA is back – There Is No Alternative. Because of 
continued trade tensions and their effects on corporate and broad business sentiment and actions, companies will continue 
to reduce business capital investment until these uncertainties begin to abate. Unfortunately, the timing couldn’t be worse. 
Not only do we have business uncertainly due to trade tensions, but we also have a major Presidential election coming in 
2020. What business wants to risk making big decisions in the face of those two uncertainties? As such, I believe 
corporations are more likely to continue to reinvest in themselves via continued stock buybacks as well as dividend 
payments. Over the last decade that ended on 12/31/2018, the number one purchaser of stocks has not been global retail 
or institutional buyers, but rather US corporations.4 
 
While one never truly knows 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 why were abundantly clear. While much can and 
will change over the next 10 years, our view is that returns over the next decade we be a good bit lower 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 basically a flat line of approximately 2%.5 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 1 standard deviation higher, sitting at slightly over 4%.4 So even if you assume that the 
equity risk premium remains elevated above the long-term average (it likely won’t and tends to mean revert), 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 5% and 
6.5%, and something between 1.5% 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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