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Recession. We hear and read a lot about the term on financial cable 

TV programs, business publications and general news outlets.  

A basic definition describes a recession as two consecutive 

quarters of negative GDP output.  As we wrap up 2018, statistically 

speaking, it is quite likely the U.S. economy will show annual 

growth very close to 3.0%, possibly the best yearly performance for 

this business cycle.  Well, why in the world are investors and market 

commentators spending so much time talking about the subject?  

The simple answer is “tightening financial conditions.”

When the Fed is raising interest rates, they are attempting to put 

the brakes on an expanding economy by curbing “excessive” job 

gains and wage increases before they contribute to an unwelcome 

increase in the inflation rate.  Higher borrowing costs begin to 

impact the interest rate sensitive parts of the economy (housing 

and autos) and start to pull money out of riskier asset classes such 

as stocks, high yield bonds and commodities, due to higher returns 

on safe, short-term investments.  There is no linear relationship 

between how far rates rise and how quickly financial conditions 

tighten (falling stock prices, higher corporate borrowing rates and 

declining commodity prices, to name a few.)  The Fed and their 

legion of Ph.D. economists, attempt to model these developments 

and incorporate them into a coherent monetary policy.

Fast forward to today.  The Fed has raised interest rates nine times 

over three years and allowed its balance sheet to roll off over $500 

billion in Treasury and mortgage securities.  These events have 

occurred while almost no major developed economy’s central 

bank has materially increased their short interest rate over this 

time frame.  The U.S. dollar has strengthened and, consequently, 

put significant downward pressure on commodity prices.  As all 

financial conditions have tightened materially over the last three 

months, many mainstream asset prices have fallen 10% to 20% from 

their recent highs, indicating some level of caution ahead.  The 

nonlinear negative change in some asset prices lately, has been 

associated with economic recessions in the past.  Significant near 

term market weakness can eventually lead to economic weakness 

and that is why we are hearing and seeing the word recession so 

frequently.  All of this suggests a very different monetary policy 

trajectory going forward. Hopefully, we will see some moderation 

as the year develops.

Positives
Non-farm payrolls surprise to the upside in December 

gaining 312,000 jobs

Building permits advance 5.0% month-over-month lead by 

multi-family construction

Personal spending increased 0.4%, 0.3% expected and 

prior month has upward revision

Negatives
ISM Manufacturing Index misses badly last month and drops 

the most since 2008

Conference Board Consumer Confidence Index drops sharply 

and misses elevated expectations

MBA Mortgage Applications fall 8.5% last month signaling 

more housing weakness ahead
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Investors seeking a safe haven in rocksteady U.S. equities 

finally capitulated under the weight of rising uncertainty. 

Concern over a global economic slowdown weighed 

on markets with the S&P 500 dropping 9.0% in the final 

month of 2018, the worst December since the 1930s. 

The index also finished the year in negative territory 

for the first time since 2008, falling 4.4%. Concern over 

progress on the trade conflicts and worry that the Fed may 

overshoot on their rate policy also continued to plague 

equity markets.

U.S. markets provided a bit of refuge throughout 2018 

as markets abroad struggled. However, in December, 

international markets actually held up better as the MSCI 

EAFE Index (developed international) fell 4.8% and MSCI 

Emerging Markets gave up just 2.8%. Domestically, losses 

were felt across all styles and sizes in December. Value 

and growth equities fell nearly in tandem. The Russell 

1000 Value Index and Russell 1000 Growth Index dropped 

9.6% and 8.6% respectively. Smaller U.S. stocks declined 

as well. The Russell Midcap Index gave up 9.9% while the 

Russell 2000 (small cap) suffered an 11.9% decrease.

The turn of the calendar offers fresh perspective and 

renewed hope. We believe the recent pullback in equity 

markets offers investors a unique buying opportunity. 

Volatility will likely remain high over the coming months 

as markets continue to digest uncertainty. However, the 

Trump administration and China are likely to reach some 

sort of trade agreement in 2019, which should provide 

a major catalyst for global stock markets. Fed policy 

makers are likely to walk back the number of pending rate 

hikes. Brexit should reach some still unknown conclusion. 

Washington will be mostly grid-locked, which won’t be 

pretty, but is typically positive for Wall Street.

Economic growth is slowing somewhat, but the 

environment for corporate America remains healthy.  We 

expect equities to rebound in 2019 amid increased volatility.  

Investors with a medium to long-term time horizon should 

look for opportunities in the near future to rebalance equity 

allocations back to their targeted objectives.

Positives

Equity valuations historically reasonable

Extreme pessimism and oversold conditions typically coincide 

with buying opportunities 

Negatives
Slowing economic growth domestic and abroad 

Potential policy mistake by the Federal Reserve

Unknown
Brexit path and impact

Duration of the US/China trade war
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The decline in Treasury yields that began in November continued 

nearly unabated during December. By December 19th, when the 

Fed concluded a two-day meeting of the Federal Open Market 

Committee (FOMC), the equity markets had already dropped 

more than 13% from recent highs, credit spreads had spiked by 

over 40 basis points (bps), oil prices slid by 40% and there were 

plenty of signs that global economic momentum was slowing. De-

spite these ominous signals and despite criticism from President 

Trump (and possibly because of criticism from President Trump), 

the Fed yet again followed through on their well-telegraphed plan 

by increasing the overnight interest rate by another 25 bps to a 

range of 2.25% to 2.50%.

This was certainly the most controversial of the Fed actions since 

they began increasing rates three years ago. The accompanying 

statement and subsequent press conference were not nearly 

“dovish” enough to comfort investors’ anxieties. The markets 

were looking at the dark clouds ahead while the Fed was clearly 

looking at the sunny skies behind them.  

The 10-year yield ended the year at 2.68%, 30 bps lower for 

the month and 56 bps lower than the early-November closing 

high. The 2-year note also declined 30 bps to 2.49%, nearly 50 

bps lower than the November high.  At this level, the market is 

pricing in very little probability of further overnight rate increases 

by the Fed. With the increasingly uncertain economic outlook 

and fears that the Fed might be embarking on a policy error, 

investment-grade credit spreads increased by another 10 bps to a 

multi-year high. 

We hope that Chairman Powell is listening to the markets and 

becomes the pragmatist that he is reputed to be.  We understand 

the need to assert independence from political pressure, but not 

at the cost of a policy error. Recent messages from the chair as 

well as other officials lead us to be optimistic that they understand 

that now is the time for a pause in the cycle. We believe that the 

next change in policy is about as likely to be a cut as an increase. 

We also believe that we have seen the high in rates for quite 

a while and that the 10-year will struggle to get over 3% again 

anytime soon.  

Positives

Stock market volatility with directional weakness

Weakening global economic outlook

Plunging oil prices

Negatives
Average hourly earnings growth above 3%

Short-term rates have removed all future rate increases

Unknown
Trade negotiations with China are the biggest uncertainty to 

influence all markets
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