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One of the familiar adages to describe the price action in the stock market is “it takes the stairs up and the elevator down.”
The dramatic decline in stock prices since mid-September certainly fits this pattern. Since September 20, the S&P 500 has
fallen 13.1% (as of December 17) and wiped out all of its 2018 gains. Investors have voted with their feet by withdrawing
$46 billion from U.S. equity funds and $13.4 billion from bond funds in the week ending December 12. Sentiment has
turned decidedly negative: the American Association of Individual Investors’ latest reading showing bullish sentiment at
just 20.9%, a 17-percentage point drop since the last reading. Is this a typical market “correction” or the start of something much more serious?
We believe the recent volatility has been driven by three
critical factors: (1) the Federal Reserve’s raising short-term
interest rates in an attempt to keep future inflation in
check, (2) the ongoing trade disputes and the threat of
further escalation, particularly between the US and China,
and (3) tangible evidence of an economic slowdown in
both the Eurozone and China, and its impact on the rest
of the world. How serious are these threats to asset prices?
We believe the odds are good that items 1 and 2 are moving toward a more favorable outcome, at least relative to
current expectations. Fed Chairman Powell has recently
signaled a softer tone in his policy pronouncements. A
growing chorus of economists (and the President himself)
are warning the Fed to slow down or stop the pace of interest rate increases to avoid plunging the US economy
into recession. Consensus expectations for three rate hikes
in 2019 (plus one more this year) have shrunk to two,
with some forecasters expecting even fewer. Although the
tone of US economic data remains strong, overseas weakness and the recent market volatility may be nudging the
Fed to a more accommodative stance.
China’s economic growth has noticeably slipped in the last
few months. After sustaining years of 10%-plus increases

in year-over-year retail sales, growth slipped to 8.1% in
November. Export orders are slipping and manufacturing
has slowed. While this deceleration may be unrelated to
the trade dispute with the US, it is certainly ramping up
pressure on the Chinese authorities to negotiate. And US
companies, generally unhappy with the Trump administration’s trade policy, are becoming increasingly concerned about the macroeconomic outlook for 2019, causing them to pull back on capital expenditures. In short,
pressure is increasing in both sides to reach a deal. A deescalation in the trade dispute is likely to lead to a strong
relief rally.
Overseas growth remains an area of concern. As a result,
we expect conditions to remain difficult for equity investors until these issues are resolved. In the meantime, US
economic growth remains solid, interest rates are low, and
valuations are attractive. Furthermore, 2019 represents
the third year of the presidential cycle. The last time the
Dow Jones Industrial Average declined during the third
year of a presidential election cycle was 1939, nearly 80
years ago. While attempting to forecast the market’s bottom is a fool’s errand, we expect a meaningful rebound in
equity prices in 2019.
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