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Most equity markets in the developed countries have experienced sharp selloffs this week although the focus has been
primarily on the US. US equities are now 16% below the late September highs. Overall market sentiment has been
obviously rather poor and, as is usually the case, there are a number of causes:
•

At the FOMC meeting this week, the Fed and Chairman Powell disappointed the markets not so much for increasing
rates a very well telegraphed 25 basis points, but in not giving a strong enough signal that they may be nearing the end
of the tightening cycle. The yield curve, which is partially inverted between 2 and 5 year maturities, flattened to 10
basis points between the actively monitored 2 and 10 year maturities before widening to 13 basis points by the end of
the day. An inverted yield curve has often led to recessions 12-18 months after the initial inversion.

•

While not expected to have a meaningful impact on the economy, the threat of a government shutdown increased as
Congress and the Administration remain at an impasse over funding requested for border security. There is concern
that this disagreement could presage a more impactful showdown over increasing the federal debt limit in March of
next year.

•

After recovering somewhat yesterday, oil prices fell another 2% today to $46/bbl. This may be good for consumer
spending in the form of lower gasoline prices, but the US has become a much larger producer of oil and the sharp price
drop could notably impact capital spending in the energy sector over the coming months. Lower prices also negatively
impact the high yield (below investment grade) bond asset class in which 15% of the issuers are energy related
companies.

•

Economic statistics this week have been mixed with housing picking up a bit, but the first two regional purchasing
managers surveys out of New York and Philadelphia were weak. Consumer spending has been fine at this stage of the
cycle, but many market participants believe businesses need to spend at a reasonably high rate to extend the economic
expansion another few years.

Interestingly, emerging equity markets were actually up approximately 75 basis points today amidst developed markets
that were down over 100 basis points. This return differential, which started to occur over the last month, could be merely
a closing of the large performance gap between the US and emerging markets which developed through most of the year.
However, it could also be providing some insight on the outlook for China, the most important country in the EM sector.
The temporary truce in the trade war with the US combined with the fiscal policy initiatives implemented by the Chinese
government may allow a continuation of the controlled slowdown China has been attempting to engineer over the last few
years. The Chinese renminbi has stabilized at higher levels over the last month which should take some pressure off of
equity and debt markets in the region.
In assessing whether this market downturn we have seen this month is a correction that will recover over the coming
months or the beginning of a bear market that will decline further, continued strength in the US and a controlled slowing
in China are most important to global growth. European and Japanese economies have slowed this year with some
countries such as Italy perilously close to recession. However, the overall Eurozone should avoid recession especially given
the currency weakness and continued strength of the US as an important export destination.
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The US economy is expected to slow from the 3.0% growth rate achieved in 2018 to a still rather high 2.5% in 2019. This
will occur primarily on the back of the consumer who is benefitting from strong job growth and an increase in wages.
Business confidence is an important element to achieving this growth rate as capital spending needs to be an incremental
contributor to the economy next year. With ample cash in the coffers from the strong earnings growth of the last few
years, lower interest rates and some resolution of the trade conflict with China could provide the impetus for companies to
resume the strong spending we saw in the back end of 2017 and the first half of this year.
Markets appear to be testing the resolve of the new Fed chairman and delivering a message to the President to try hard
to negotiate a solution to the trade conflict with China. While it is always difficult to predict a bottom in such a volatile
environment, given our aforementioned GDP forecast and expected earnings growth of 5-7% next year with no tangible
signs of a recession over the next 18 months, we do not believe we are entering a bear market and expect equity markets to
begin recovering over the coming months.
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