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Bottom line views: 
 
 We believe the US will experience trend cycle growth of 2.3% in 2019.  
 
 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 best case is the US narrowly avoids a recession altogether in 2020 / 2021 as the confluence of a strong 
enough consumer, a very supportive Fed which materially re-inserts monetary policy stimulus, US corporate earnings 
and revenue growth resiliency buoyed by those same consumers, plus modest relief from global trade tensions 
provides just enough oomph to help us see our way through the storm. 

 

 Even if we were to tip into recession, the fundamental strength and position that both consumers and 
companies have been able to engineer themselves into, as well as the overall willingness of central banks to 
be supportive, will make that recession much shorter and potentially shallower than what we experienced 
during the Great Financial Crisis. 
 

 Even in the midst of this global slowdown, the US labor market is still in the best shape it’s been in in over 50 
years.1 Jobs remain plentiful and the supply of qualified and skilled labor remains in short supply. A by-product of 
these factors has led to above-average wage growth and a confident consumer, who continues to vote with their 
wallet. Conditions like these do not change overnight, and are likely to remain in place for quite some time.  

 
 Corporations learned significant lessons from the Great Financial Crisis. They are, broadly, in much better shape 

from both a fundamental financial statement perspective1 and from a managerial “lessons learned” 
perspective. And while management and leadership can and will change over time, the lessons learned from that 
recent history will likely be permanently etched on their collective foreheads like Harry Potter’s scar from the hands 
of Voldemort.   

 
 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 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.   
 

 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 years1 – 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 6% to 7% range, and bonds in the 2.5% to 3.5% range.2  
 

 Markets will ebb and flow with the day-to-day news flow and the geopolitical rhetoric du jour. Please remember that 
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. 

https://www.FirstCitizens.com
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Q3 2019 Commentary: Preparing for a long muddle 
 
If one were to look up the word “muddle” in Webster’s dictionary, they would find the following two meanings. Used as a 
verb, the definition is “to bring into a disordered or confusing state.” Used as a noun, it means “an untidy and/or disorganized 
state or collection.” I think both of those definitions quite nicely summarize the state of market and global economic 
conditions today. US and global monetary policy has flip-flopped from contractionary to accommodative inside of 9 months. 
Trade wars are on, then they’re off, only to be back on, then potentially back off again. And by the way, is it China, Mexico, 
Canada, or the Eurozone we’re fighting with? To complicate the situation even more, are we fighting with one of them, some 
of them, or all of them?  Don’t forget to throw in our aspirational nuclear-loving friends in Iran and North Korea – they want 
to come to the party, too. Let us not leave out our friends across the pond in the UK and the never-ending circular 
conversation that is Brexit negotiations. While many people in the UK probably remember how they voted, they likely don’t, 
nor ever did, truly understand the economic, political, and social nuances and idiosyncrasies of what they were voting for in 
the first place! To tie all of this blessed noise together with one pretty bow, yes, Virginia, we live in a very, very, muddled 
world. 
 
As of the last week of June, the US Economic Policy Uncertainty Index surged to one of the highest readings on record, 
landing in the 99th percentile of all historical readings.3 To say that market, economic, and geopolitical uncertainty is and 
has been heightened over the last several years would be a significant understatement of fact. Global policy uncertainty 
hit the highest level in over 20 years at the end of 2018, and has modestly fallen back as of the end of June. The 
graph below3 highlights just how “noisy” it has been. 
 

 
 
One of the crucial mistakes many investors make is that they wrongly conflate “uncertainty” with thoughts of bad market 
environments or poor periods or times in which to invest their hard-earned capital. As human beings it logically makes sense 
to draw that conclusion. Why? Because we all aspire to live our lives with at least a moderate level of certainty. We would 
all like to be certain we have and maintain a good and rewarding job. We all aspire to have certainty that we can make a 
decent wage and provide for our families. We strive for some degree of certainty that when we put the proverbial pencils 
down and retire, that we can maintain a lifestyle worthy of one we’ve worked so hard for our entire careers. We all desire 
and aspire for this level of certainty because we, as human beings, broadly prefer to be in control of our lives and the actions 
we take each and every day - that’s just unfortunately one of our pre-programed genetic flaws.  
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Unfortunately, we cannot always be in control of our lives and the events that happen each and every day, regardless of 
how much we try. Thus it should be pretty easy then to understand why, when periods of uncertainty arise in markets, that 
investors make the mistakes that they do. So let’s unpack this concept of “uncertainty” a little more deeply. Let’s think about 
the complete opposite of uncertainty – that being the concept of certainty. Let’s also think about certainty and how that 
would affect asset prices. Hypothetically, if all market participants knew for certain let’s say the economic, geopolitical, and 
corporate outcomes over the next year, how would that be reflected in asset prices? Well, that would be pretty easy to 
understand. All affected assets would immediately price in the known outcomes over the time horizon and there would be 
little to no variability in those prices because the outcomes that effect these asset’s prices are know for certain. Thus it is 
the uncertainty and variability of markets, world, economic, and corporate events that allows asset prices to do 
what they do over time, which is fluctuate, compound, and grow.    
 
While looking at the data in the graph on the previous page 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 both 200 and 250 have led to positive equity market performance 3, 6, and 
12 months post spike (updated through June 30, 2019.)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. 
 
Last quarter’s write-up was way longer than what I normally shoot for. I bludgeoned you all over the head with over 
19 pages of deep content, and I apologized in advance for that. In my mind there was just too much to unpack, and 
because at this stage of the economic and market cycle, details matter just a bit more. Analysis, prudence, and healthy 
skepticism matters. Because of my heavy-handedness last quarter and the fact that we could all use a more laid back 
summer read, I’ve tried to keep this one a little shorter, but no less filled with worthwhile information that you can hopefully 
synthesize into practical actions. Or if you prefer, you can leave it up to us. As we do for all our clients each and every 
quarter, we review, and when needed, dynamically adjust your portfolios to be reflective of not only where we are today, 
but where we’re headed over the next market cycle and what the world and markets might likely throw at us in the future. 
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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. Strong and confident US consumers  
3. Resilient corporate earnings and profitability 
4. 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.    
 
 
1. US and global growth 

 
US Growth: 
 

 At 121 months and counting, we are now officially 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.3  
 

 The 3rd and final print of Q1 2019 US real GDP posted a better than expected growth rate of 3.1%. While this final 
print was both better than consensus expectations and materially above the 2.3% current economic cycle trend, the 
data was skewed higher by transitory inventory effects and import / export data that will likely revert in Q2. Adjusting 
for these transitory effects, underlying data pointed to a much lower rate of 1.5% to 1.7% real rate for 
1Q2019.4  
 

 Both hard (think manufacturing, services, employment, etc.) and soft (think surveys and sentiment readings) 
economic data in the US materially deteriorated during the second quarter. Virtually all data (sans the ever-important 
consumer spending) either contracted or remained unchanged in Q2. The impact of increased trade tensions and 
tariffs on both actual economic activity as well as business and consumer sentiment are beginning to show signs 
of taking hold. Key areas of concern are:5  

 
 ISM US manufacturing continued its deceleration in June to 51.7 from its August 2018 high of 60.8. 

Readings above 50.0 signal expansion, while readings below 50.0 signal contraction. A specific area of 
concern in the June data was the new orders component, which more often than not, portends future 
US manufacturing activity. This gauge slid 2.7 points to 50.0, teetering on the brink of outright contraction. 
 

 ISM Non-Manufacturing (Services), which has proven to be a bit more resilient over the last 6 months, 
materially contracted in June to 55.1, down from 56.9. Three of the four components within the gauge 
contracted, with employment falling to a 16 month low and the ever-important new orders gauge 
falling to its lowest level since 12/2017. Services has fallen from its economic cycle high of 60.8 in 
September 2018, down to 55.1 today.  
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 Employment growth decelerated from 200k new jobs a month from April 2010 through December 2018, 
to 164k per month over the last 6 months. Troubling are the February and May 2019 prints of 56k and 72k 
respectively. While two months of significantly below-trend jobs growth doesn’t make a new trend, headline 
statements by a bellwether company like Ford laying off 12,000 workers in Europe is a clear sign that trade 
tensions and the effects of tariffs are beginning to take effect. June’s 224k jobs added was a welcome relief 
and may likely point to February and May prints being transitory, but if the deceleration in wage growth 
we’ve seen over the last 5 months from 3.4% to 3.1% is any indication, we may likely see more speed 
bumps ahead. 

 
 Corporate job cuts rose 13% in June, marking the 11th straight monthly increase, which is the longest 

streak of job cuts since the Great Financial Crisis back in 2008.6 Throw in the aforementioned cuts by Ford, 
as well as the 18,000 job cuts proposed5 in the global restructuring of Deutsche Bank over 4th of July 
weekend, and you have a recipe for this number to creep higher in the coming months.  

 
 The Atlanta Fed GDPNow Report 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 July 10th, 1.4% growth in 
Q2. The forecast from those Wall Street firms is currently 1.8%, thus both the Fed and the Street are 
forecasting an outcome for Q2 at a significantly below cycle trend level.7  
 

 Big Picture: 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.)8 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 best 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, plus modest relief from global trade tensions provides just enough oomph to help us see 
our way through the storm. 

 
 

Global Growth: 
 

 Private firm economic consensus and the IMF have both revised down growth expectations for 2019 from 3.4% and 
3.5% respectively to 3.3% as of 6/30/19.5,9 Both are forecasting that same level of growth (3.3%) for 2020 as well, 
and a slightly lower (but statistically significant) further deceleration in growth in 2021 to 3.1%.5,9  
 

 More specifically, growth and economic sentiment across both developed and developing international 
countries has significantly decelerated in 2019, driven primarily by material decreases in Purchasing Managers’ 
Index (PMI) Manufacturing, geopolitical tensions, and an escalating trade war and the effect of these trade tensions 
on business sentiment and investment.4  
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 Eurozone – After hints of a reemergence from their longer term growth malaise, the broader Eurozone has once 
again begun to contract. After the growth recession in 2012 & 2013 where the Eurozone saw consecutive negative 
growth years (-0.9% and -0.2% respectively), there seemed to be light at the end of the tunnel. Growth accelerated 
from -0.2% in 2013 up to 2.4% in 2017, buoyed by a very accommodative central bank (ECB) and broader 
manufacturing growth.5  
 
On the positive side of the ledger, the Eurozone Economic Surprise Index had begun to recover from its disastrous 
start to the year at -88.6 (down from a +5.3 reading back at the beginning of September 2018), marching all the 
way back to +1.3 as of June 26th, 2019. But unfortunately, as has seemingly become an unwelcome trend, Eurozone 
growth broadly in Q2 has stalled, and full year expectations for 2019 are a rather low 1.2%, materially down from 
the 2.4% and 1.9% seen in 2017 and 2018 respectively. At the core of this deceleration is a broad-based 
manufacturing slowdown driven by heightened trade tensions and escalating tariffs.3,5  
 
A side effect of Eurozone slowing has been what feels like perpetual accommodative monetary policy by the ECB. 
More recent reversals in ECB monetary policy from partially restrictive / less accommodative to more 
accommodative, has led to an explosion in negative yielding government bonds. Negative yielding bonds had 
reached a peak in the summer of 2017 of just over $10 trillion. Restrictive ECB policy reduced that number to $6 
trillion as of September 2018. The ECB’s recent reversal, not too dissimilar to the Fed’s, has led to a more 
than doubling of negative-yielding debt from September of 2018 to today of over $13 trillion.3 
 

 On July 2nd, Christine Lagarde, the current head of the IMF, was nominated to take over as president of the 
European Central Bank (ECB.)5 Current president Mario Draghi is set to retire on October 31st after his 8 year 
stint heading up the central bank. Madame Lagarde will be the first female president in ECB history, and possesses 
extensive experience in leading the 189 country block bank in the IMF. From a market standpoint, Madame 
Lagarde’s appointment has been welcomed by financial markets as a continued sign of dovishness and likely desire 
to support the Bank’s previous accommodative monetary campaigns formerly carried out by President Draghi and 
Team. 
 

 Japan – The Japanese (TANKAN) Business Conditions Index for all industries and all businesses has materially 
rolled over in the last 15 months, falling from an almost 30 year high at the end of June.3 In aggregate, business 
conditions, consumer confidence, manufacturing PMI, and the leading index are all in decline. On the positive side, 
Japan retail sales and industrial production have materially bounced back in Q2 after a Q4 2018 slowdown.3 Given 
the broad-based slowdown in both current and leading economic indicators, things are likely to get a bit worse 
before they get better. 
 

 China – China’s economic bottoming process and reacceleration has been off and on as US/China trade relations 
seesaw from hot to cold then hot again. The Caixin Manufacturing PMI Index, which is a broad gauge of economic 
activity within China, has systematically decelerated from its high in December 2016 of 52 to a low of 48.3 in January 
of 2019.5 The index saw a modest pickup in broad economic activity this March, jumping to a reading of 50.8, but 
has subsequently fallen back down into contraction territory with a reading of 49.4 in June. Even the Services side 
of the Caixin PMI declined again, edging closer to that ever critical 50.0 mark (above 50.0 signals expansion, below 
50.0 signals economic contraction.)3,5 
 
Given this on/off recovery pattern in Chinese economic data, it is likely we could see more stimulus and reform from 
the Peoples Bank of China (PBoC) to offset the negative effects on the economy and markets from the economic 
fallout from US/China trade relations. China is walking a tightrope and is trying to stick a soft landing between 
balancing this continued stimulus and balance sheet deleveraging, which many countries have tried, the US 
included, and is incredibly hard to do.  
 

 Emerging Markets ex-China – The further fall in EM manufacturing in June suggests that EM growth slowed in 
Q2 and the forward-looking components of the (PMI) survey point to a weak start to the third quarter. The slowdown 
in EM manufacturing was broad-based – of the 15 EM countries to publish manufacturing PMIs for June, 11 of them 
fell while only 4 of them rose - and 2 of the 4 that rose (South Africa and Turkey), did so from very low levels.4  
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To me, the most troubling data in the June report was the further weakness in the forward-looking data, specifically 
the new orders component which, more often than not, portends the forward direction of growth. Additionally, the 
future output index dropped to its lowest level since the component started being published in 1992!4 The one very 
small but positive data point was that the PMIs suggested that underlying inflation pressures across the 15 countries 
remain fairly subdued. This low inflation should provide central banks with the needed room to loosen monetary 
conditions in response to weak growth.   
 
 

2. Strong and confident US consumers 
 

 Labor: Job growth momentum is still going after 105 months of positive gains (April 2010 - June 2019), but has 
begun showing signs of modest deceleration from 200k per month from April 2010 through December 2018, to 
164k jobs added per month YTD.5  
 

 The US economy lost 8.8 million jobs in the Great Financial Crisis (GFC), and has since added back more 
than 22 million jobs from the end of the GFC through June 2019.8 Despite the perpetually range-bound 
labor force participation rate in the 62% to 63% range, the US currently has 151.3 million people working 
in the labor force – the highest ever recorded in history.4 
 

 While there are still more job openings than available people to fill those roles, recent readings in the 
NFIB Hiring Plans Index as well as the Conference Board’s Jobs Hard to Get Index have both 
materially retreated in Q2 2019. Both of these indices are highly correlated to the unemployment rate and 
potentially portend a slowing in the red-hot labor market as witnessed by February and May 2019’s labor 
hiring slowdowns.3  

 
 Wage growth still remains elevated but has since decelerated from 3.4% growth in February, down to 

3.1% in June.5 Wage growth has accelerated to 4%, 2 years in advance of a recession each and every 
time, post 1960.3 It will be interesting to see if this wage growth cycle breaks that trend, or if this recent 
deceleration in wage growth is just a brief pause in an upward trajectory on the way to 4%. My belief is we 
don’t get to 4% in this cycle, but rather remain range-bound in the high 2% to low 3% range for a significant 
period of time, as the still fierce environment for skilled labor supports wages.   

 
 Consumer’s Financial Picture: Consumer’s broad financial picture continues to remain solid. The US labor 

market remains in the best shape it’s been in in 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 recent strength are:4 
 

 Income growth expanded, 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. 
  

 Debt levels fell – it is unusual in an economic expansion to see household debt levels falling. Usually in 
an economic expansion you see falling rates, banks lending money, and consumers spending that money. 
As consumer’s confidence, job outlook, and income levels get better, they are able and tend to feel more 
confident about taking on debt. Household debt as a percentage of disposable income fell to 101% in the 
first quarter of 2019, down from a high of 136% back in 2007 (pre – great financial crisis!) 

 
 Savings rates increased from barely over 2% in 2005/06 to over 6% today. While this represents a 

marked improvement in the savings rate, it’s a long way from the over 8% average savings rate from 1960 
to today. 

 
 
 



 

July 2019  Available Online at FirstCitizens.com 8 

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

 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 1960.10,4 

 
 Confidence: The Bloomberg Consumer Comfort Index rebounded 1.2 points the first week of July to 63.8 – its 

highest reading since December of 2000!5 This should bode well for consumer spending growth in the second 
half of 2019, thus alleviating fears of a recession or an overly significant slowdown in US GDP in the second half 
of 2019. Additional consumer confidence measures such as the Conference Board Index and the University of 
Michigan Consumer Confidence Index remained elevated in June though materially down from May’s readings 
(121.5 and 98.2 respectively,)3 adding support to the fact that US Consumers remain currently confident about 
their job outlook, wages, and the economic outlook. 
 

 Spending: Consumer spending contributes over two-thirds to US real GDP and as such, is the primary driver 
of US growth.11 Those confident consumers continued spending as reflected in the May data. Retail Sales for May 
expanded to $518 billion, and total private expenditures hit $14.5 trillion, which is a new all-time high!3 

Consumption growth rebounded in the second quarter to a strong 3.8% after a rather subdued 0.9% in the first 
quarter.4  

 
While consumer spending is a very large explanatory variable of direction and magnitude of US growth, it isn’t the 
sole driver. In the early 2000’s, the US economy fell into a mild recession despite consumption growth remaining 
positive.4 So, while quite rare to see, it is possible that the US could enter a recession despite the consumer doing 
their part. But given the broader mosaic of the aggregate labor market, and very strong consumer fundamentals 
(B/S, P&L, savings rates, etc.), it is much harder to see that happening at this part of this current economic cycle. 
 

 Housing: New single-family homes sold in May hit 626k and have been mildly trending up, while existing single-
family homes sold in May hit 4.6 million for a continued sideways trend.3 The confluence of a continued strong to 
at least decent labor market and income growth picture coupled with the future path of lower interest rates with a 
now accommodative Fed, should support, or at least sustain, a decent housing market through the second half of 
2019.  
 
 

3. Resilient corporate earnings and profitability 
 

 Corporate earnings growth posted an outstanding and extremely consistent 2018, with full year earnings growth for 
the S&P 500 coming in at a whopping 20.7%. Even more impressive than the magnitude of the full year number 
was the consistency of the quarterly data – Q1 24.7%, Q2 25.1%, Q3 26.1%, and a bit of a deceleration in Q4 to 
13.3%12.  
 

 Following the deceleration in earnings growth in Q4 2018, analysts coming into fiscal 2019 had materially revised 
down expectations for Q1 2019 S&P 500 earnings to a negative 4.2% growth rate. Actual earnings for Q1 2019 
exceeded analyst expectations coming in at negative 0.4%, almost 4% better than expected, but a far cry from the 
24.7% posted in Q1 2018.12 Bottom line though, is that full year 2019 earnings growth, even after these 
revisions, stands at a quite healthy 7.9% growth rate.13 
 

 Heading into the end of the second quarter (June 28th), 113 S&P 500 companies have issued EPS guidance for the 
quarter. Of these 113 companies, 87 have issued negative EPS guidance and 26 companies have issued 
positive EPS guidance. Analyst estimated earnings for Q2 2019 are for -2.6% earnings growth for the quarter.12 
 

The number of companies issuing negative EPS for Q2 is above the five-year average of 74. In fact, if 87 is the final 
number for the second quarter, it will mark the second highest number of S&P 500 companies issuing 
negative EPS guidance for a quarter since FactSet began tracking this data in 2006 (trailing only Q1 2016 at 
92.)12 
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 Corporate capital investment (CAPEX) as well as business sentiment has materially rolled over in the last 6 months.  
 

 Actual CAPEX has fallen from over 10% at the end of last year to sub 5% today. Planned corporate 
investment has fallen from over 25% in January, to below 10% today3 – most likely a victim of trade tensions 
and lack of clarity and visibility into both the forward economic environment as well as future trade policy. 
 

 Business sentiment via the CEO Economic Outlook Survey14 materially decreased in Q2, yet still remained 
positive enough to exceed this cycle’s average reading, signaling CEO’s are still broadly positive on the direction 
of the US economy.  On the small business side, the NFIB Small Business Optimism Index has climbed every 
month from the end of last year through May. Eyes will be on the July 9th reading to see if similar to the CEO Survey, 
we saw a retracement in that optimism.  
 

 Corporate multiples are expanding and valuations at the margin, are becoming more expensive.8 Given the 
negative earnings growth in Q1 2019 and the expected negative earnings growth in Q2 2019, it means that the 
nearly 21% return5 for the S&P 500 YTD through July 3rd has been almost entirely driven by multiple expansion, 
NOT earnings. Multiple expansion is simply paying a higher price for each incremental dollar of earnings. In 
essence, paying more “P” for each dollar of “E” in the P/E multiple - as such, multiples expand, and valuations 
become richer.  
 
 

4. Fed monetary policy and the path of interest rates 
 
 The Fed has cycled through a broad range of emotions over the course of the last 9 months. They’ve gone from 

optimistically hawkish on US economy back in September, to patient and “data dependent” in March, to dovish, 
accommodative, and concerned about the future outlook as of today. 
 

 Back in September 2018, the Fed had indicated they’d likely be making their fourth rate hike in December 2018 
(which they did), then three more hikes in 2019 and one in 2020.10 They also indicated in their September speech 
that growth would continue to accelerate and both price and wage inflation would continue to rise.10 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. 
 

 On Wednesday July 10th, Fed Chair Jerome Powell in his testimony to Congress10,5 signaled that despite the 
temporary trade truce at the G-20 summit, the resiliency of the labor market’s continued increase in employment 
growth with June’s 224k jobs added, as well as signs of a rebound in inflation, that the Fed still intended to push 
ahead with a July rate cut.  
 

 Powell revealed in his testimony that “many FOMC participants saw that the case for a somewhat more 
accommodative monetary policy had strengthened” during the Fed’s June FOMC meeting. More 
contentiously, he went on to state argue “it appears that uncertainties around trade tensions and concerns 
about the strength of the global economy continue to weigh on the US economic outlook.” Further, Chair 
Powell was asked more directly if June’s stronger data and jobs report had changed the Fed’s thinking, and 
he responded quite directly, saying “no [it had not changed their thinking.]”10 
 

 So where are we now? Currently as of the second week of July, Fed fund futures are pricing in a whopping 3 
rate cuts by the end of this year and a total of 4 cuts by March 2020.5,3 This massive change in expectations 
has led to treasury rates across the yield curve to broadly fall with emphasis on the “belly” of the curve, specifically 
the 3 to 7 year maturities.  
 

 This radical downward move in yields over the last 4 to 6 weeks has led to significant positive performance 
in bonds, with the Barclay’s US Aggregate Bond Index surging 5.7% YTD through July 12th 2019 – almost 
55% of that YTD performance occurred in the last 8 weeks!5  
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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.10  
 
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 but are more likely to continue to prop up risk asset markets, 
potentially leading to risk asset bubbles in the future. 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. They really have no other choice or means to combat low inflation. Additionally, the bond market 
needs a cut to normalize the front end of the curve. Case in point – the spread5 between overnight rates at 2.4% 
and 3-month treasuries at 2.13% beg for normalization. 
 

 We believe the Fed will cut rates 25 bps at the end of this month. They will potentially cut another 
25 bps one more time in September or December, but if and only if the data truly warrants doing so. 
Remember, the Fed has limited ammunition this time around, and has a max of 9 rate cuts available before 
they would have to resort to more extraordinary / less desirable measures, like re-expanding the Fed’s 
balance sheet and resume asset purchases (yes – the dreaded Quantitative Easing or QE.) 
 

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 ECB, BOJ, Bank of England, and the PBoC have all swung to providing monetary support for their 
respective countries.13 As of the end of June 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.13  
 

 So given all this change in central bank policy, what might the path of returns be for fixed income from 
here? In my previous quarterly write-up, I highlighted an analysis we performed on both US fixed income and equity 
markets the last 9 times the Fed paused and/or shifted from hiking rates to cutting rates, and what the returns were 
for both bonds and stocks 3 years post. That analysis2,5 is detailed below:  
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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.2,5. 

 
 7 out of 9 times US stocks posted materially positive returns three years post the last Fed rate hike.2,5. 

 
 
5. Geopolitics and trade war negotiations 

 
 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.” 
 

 The Trump Administration announced that trade talks with China are “back on track” following President Trump’s 
meeting with Chinese President Xi Jinping at the G-20 summit in Japan last month. Post that meeting, Trump 
agreed to hold off on imposing tariffs on the residual ~ $300 billion worth of goods and to lift the ban on US 
companies selling to Huawei in exchange for China purchasing US agricultural goods.3 So we are close to, but not 
exactly back to, where we were on May 3rd when both parties were ready to sit down and ink a deal. Much heavy 
lifting is still needed on the broader and more contentious issues of IP theft, et al.  
 

 Even though trade talks have resumed and some fences have been mended post the G-20 summit, it is 
unlikely that substantive changes in policy position between the two nations have changed much, 
if at all, from the stalemate that ensued after the initial breakdown in talks back in early May. While the 
path for some sort of trade deal getting done is more visible, I believe that the probability that a deal will 
be struck that contains the substantive “teeth” the market will be looking for is still quite low. 
 

 In the meantime, the US re-opened another can of worms via the US Trade Representative’s Office publishing an 
additional list of $4 billion worth of EU goods (meat, cheese, cherries, olives, whiskey) that would be targeted with 
tariffs as a result of the WTO / Airbus subsidy ruling.3 A public hearing on this (yummy) list is set for August 5th, thus 
more to come.  
 

 President Trump also took a trip to meet with North Korean Leader Kim Jong Un at the demilitarized zone (DMZ) 
between North and South Korea. President Trump and President Kim announced that nuclear talks between the 
two nations would resume.3 It was the first time in US history that a sitting US president met with the military state 
on their home turf.5 
 
 

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 ended 12/31/2018, the number one purchaser of stocks has not been global retail or 
institutional buyers, but rather US corporations.1 
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While one never truly knows what the future holds, what we do tend to observe, at least in markets, are 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 will 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 2.4% to ~ 2.6%.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%.1 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 6% to 7%, 
and something between 2.5% and 3.5% 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 
My bottom line views:  
 
 While growth is slowing in the US and abroad as this long economic cycle continues to chug along, the confluence of 

a strong enough consumer, accommodative US and foreign central banks, and resilient corporate earnings will 
likely be good enough to keep us out of recession over the next two years. 
 

 Even if we were to tip into recession, the fundamental strength and position that both consumers and companies 
have been able to engineer themselves into, as well as the overall willingness of central banks to be supportive, 
will make that recession a much shorter and potentially shallower one than what we experienced during the 
Great Financial Crisis. 
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 Even in the midst of this global slowdown, the US labor market is still in the best shape it’s been in in over 50 
years.1 Jobs remain plentiful and the supply of qualified and skilled labor remains in short supply. A by-product of these 
factors has led to above-average wage growth and a confident consumer, who continues to vote with their wallet. 
Conditions like these do not change overnight, and are likely to remain in place for quite some time.  
 

 Corporations learned significant lessons from the Great Financial Crisis. They are, broadly, in much better shape 
from both a fundamental financial statement perspective1 and from a managerial “lessons learned” perspective. And 
while management and leadership can and will change over time, the lessons learned from that recent history will likely 
be permanently etched on their collective foreheads like Harry Potter’s scar from the hands of Voldemort.  

 
 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 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.   

 
 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 years1 – what 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 

6% to 7% range, and bonds in the 2.5% to 3.5% range. 
 

 Markets will ebb and flow with the day-to-day news flow and the geopolitical rhetoric du jour. Please remember that 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. 

 
 
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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4 Capital Economics 
5 Bloomberg / Bloomberg Data 
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7 Federal Reserve Bank of Atlanta 
8 JP Morgan Research, JP Morgan “Guide to the Markets” 
9 International Monetary Fund, IMF 
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11 US Bureau of Labor Statistics 
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