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PROSPECTS FOR 2019 

 

IMPLICATIONS OF THE MARKET CORRECTION  

Negative sentiment was rampant as the S&P 500 index plunged -20% from its late September 

high to its late December low. Almost every major asset class had negative returns in 2018, except 

“safe-haven” U.S. Government obligations and short-

term cash equivalents. With respect to domestic 

equities, 2018 marked the third largest decline in P/E 

ratios in over 40 years. Market corrections 

approximating -20% in one quarter with no recession 

have proven to be buying opportunities and have 

been followed by sharp rallies.  The largest declines 

were in out of favor Value stocks, particularly those 

levered to the economy, which became extremely 

oversold. Slower growth with no recession is bullish 

for cyclicals that have discounted a downturn. 

Cyclicals and overly depressed Value stocks have begun to rebound and outperform in early 

January aided by a more dovish posture by the Fed, a decline in credit spreads and mortgage 

rates and a rebound in oil so far in January.  

A key question regarding the future market outlook is what has already been factored in by the 

recent sharp selloff. We believe equity valuations are pricing 

in a meaningful synchronized global growth slowdown with 

significantly lower profit growth in 2019, but not a recession. 

Economist Paul Samuelson quipped that stock markets 

predicted nine of the past five recessions, cautioning that 

some stock market corrections haven’t led to recessions. Six 

sharp market corrections averaging declines of -19% in the 

S&P since 1984 failed to lead to recessions with subsequent 

strong rebounds and the current correction may well make it 

seven. 

If there is no recession this year and U.S.-China trade talks 

progress positively, Value stocks, especially cyclicals, have 

further upside since they discount greater earnings risk than 

justified if the economy continues to expand.  In fact, the 

relative valuation of Cyclicals vs. Defensives is at a 40 year 

low suggesting extreme pessimism about the end of the 

economic cycle. We believe that U.S. recession risks remain 
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low in the absence of inflationary overheating that pressures the Fed into aggressive tightening, 

excesses due to financial imbalances or other key leading economic indicators (i.e., inverted yield 

curve, more widening of credit spreads, etc.).  In the absence of a recession, we believe the 

market decline will likely prove to be a cyclical correction providing pockets of compelling 

opportunities, particularly during periods of weakness. 

 FEDERAL RESERVE POLICY  

Quantitative Easing (“QE”), implemented after the financial crisis, stimulated risk asset prices and 

reduced interest rates through aggressive Treasury and Agency bond buying. QE gave way to 

the reverse by starting to reduce bond holdings in October 2017 with Quantitative Tightening 

(“QT”). The Fed is shrinking its bloated Balance Sheet by allowing maturing Treasuries and MBS 

to run off at an accelerating rate over time. Fears about QT contributed to negative investor 

sentiment and the selloff; especially after Fed Chairman Jay Powell stated that the Fed Funds 

rate was a “long way from neutral” QT was on “autopilot”.  Subsequently Powell pivoted as 

markets rioted on worries about Fed tightening in the absence of any need to fight inflation since 

declining oil and other commodity prices suggest that inflation isn’t a problem. At the beginning of 

January 2019, the Fed Chairman responded to tightening financial conditions by reversing course. 

He stated that the Fed would now be “patient” while inflation is “muted” and would evaluate data 

and show flexibility on both interest rates and the balance sheet. The latest Fed minutes also 

indicate that the Fed is taking a more cautious approach to hiking rates. 

THE SHAPE OF THE YIELD CURVE  

Expectations of a significant economic slowdown are reflected in the current shape of the yield 

curve. Worries about an inverted or negatively sloping Treasury yield curve (when short-term 

rates rise above longer dated rates) have risen as the yield curve has flattened. The 10-year 

Treasury yield declined from 3.2% in November 2018 to 2.6% in January 2019, which is close to 

the 2.4% yield for 90 day Treasuries (although there’s a slight inversion between the 2 year and 

5 year Treasury yield). With the Fed pivoting more dovish it is too early to assume that the yield 

curve will invert. Inversion has been a very early lead indicator for recessions because long term 

lending is constrained when the cost of short term deposits increases above long-term lending 

rates.  

Historically, inverted yield curves have preceded recessions, with an average time lag between 

yield curve inversions and recession of 1- 3 years.  



                                                            55 WEST 46TH STREET    SUITE 2801   NEW YORK, NEW YORK 10036    (212) 730-2000   FAX: (212) 764-0381    www.mdsass.com 

  3 

 

  Source: Citibank 

 

 U.S.–CHINA TRADE DISPUTE 

Trade disputes, which are negative for globalization, have contributed to increased market 

volatility. The 90-day delay in the 25% tariffs proposed on $200 Bn Chinese goods has posed 

uncertainties. There are real problems with China’s poor policies regarding intellectual property 

rights, and the U.S. trade deficit at 2.9% of 3Q18 GDP is at its widest in 10 years and needs a 

comprehensive solution, which will take time. Slowing global growth and increased market 

volatility could improve the likelihood of a deal.  

S&P 500 EARNINGS & VALUATION 

S&P 500 earnings reports are set to begin with a rise between 12-15% in the 4Q18, a strong gain 

but well below the surge of +25% in each of the prior three quarters. S&P 500 earnings should 

post an increase around 23% yoy to $160.50 per share for the full year 2018, aided importantly 

by the cut in the corporate tax rate to 21% from 35% and share buybacks. We believe earnings 

growth will decelerate significantly in 2019 in the absence of that stimulus and with slower top line 

growth and flat profit margins suppressed by higher wage, tariff and other input costs. We 

preliminarily project a below consensus increase of about 5.2% to about $169 per share for 2019.  
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At current levels the S&P trades at 15.3X estimated EPS of $169 for 2019 which compares with 

the five and ten year averages of about 16X and 14X, respectively. While multiples have 

compressed after the selloff in 4Q18, valuations will likely be constrained by slower growth and 

unresolved trade issues. We believe the relative valuation of Value stocks is particularly attractive 

relative to the overall market as the forward P/E spread is currently at the third percentile based 

on data going back to 1986. Of note, the implied equity risk premium is elevated relative to its 

historical long-term average, suggesting there is significant investor concerns reflected in today’s 

equity valuations relative to the 10-year Treasury. 

 

 

 

FIXED INCOME   

Source: JP Morgan 

Source: Goldman Sachs  
Analysis solves for the cost of equity that implies the market is at 'fair value' and then 
deducts the 10-yr treasury. 
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Safe-haven Treasury bond yields declined along with plunging crude oil prices (which suppressed 

inflation), plunging from their peak on Oct. 3rd to their low on Dec. 24th. 

 

  Source: Federal Reserve Economic Data (FRED)  

The U.S. Core Consumption Price Deflator in December held at just +1.9% yoy, below the Fed’s 

target of 2%, leaving policy room for the Fed. Later in 2019 labor market tightening with higher 

wages along with higher tariffs could pressure inflation modestly but technology and slower 

economic growth will be offsets.  

CORE INFLATION REMAINS BELOW 2% 

 

  Source: Citibank 

http://fred.stlouisfed.org/graph/?g=mzit
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U.S. Treasury yields declined and prices improved significantly across the Treasury as U.S. 

Agency MBS term structure during the fourth quarter in a flight to safety amidst investor 

concern about Fed policy and a deteriorating global growth outlook partly driven by the US-

China trade uncertainty. 

 

 12/31/2017 9/30/2018 12/30/2018 
Yearly 

Change 

2-Year UST yield 1.88% 2.82% 2.49% 0.61% 

5-Year UST yield 2.21% 2.95% 2.52% 0.31% 

10-Year UST yield 2.41% 3.06% 2.68% 0.27% 

30-Year UST yield 2.74% 3.21% 3.01% 0.27% 

Source: MD Sass, Bloomberg 

 

For the full year 2018, U.S. investment grade credit posted a negative return of -2.11%, the 

worst annual performance since the financial crisis. 

 

 

 Source:  Bloomberg Live 
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Global debt is now more than three times the level it was ten years ago. Ballooning debt has 

increased concerns about a potential debt crisis, with a global slowdown and the start of QT. High 

yield spreads vs. risk–free Treasuries widened by +110 basis points since the beginning of 

December to 8%, according to the Bloomberg Barclays High Yield index, the biggest spread 

widening since 2016. There was no issuance of U.S. Corp. HY bonds since late November and 

outflows have accelerated. If HY credit markets stay frozen it will adversely impact M&A and 

liquidity in secondary markets and spreads will widen further.  

 

U.S. Agency Mortgage-Backed Securities 

We continue to find attractive investments amongst U.S. Agency Mortgage-Backed Securities. 

U.S. Agency MBS risk-adjusted spreads widened in the 4th Quarter in sympathy with other non-

Treasury fixed income sectors. While housing affordability had decreased for the better part of 

last year, mortgage credit availability has continued to improve. Overall, the two factors offset 

each other and mortgage prepayments should remain relatively stable. 

 

 

 

  Source: J.P. Morgan 

 

 

Mortgages Option Adjusted Spread at widest level since 2014 
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The MD Sass team appreciates your continued confidence and wishes you happiness, 

health and prosperity in the New Year!  

January 14, 2019 

 

*   *   * 

 

Past performance is not indicative of future results.  M.D. Sass does not guarantee any 
minimum level of investment performance or the success of any of its investment 
strategies, and investors may incur losses.  M.D. Sass does not provide tax or legal 
advice, or determine an investor’s investment objectives, risk tolerance or suitability.  
While the information contained herein from third parties were from sources we believe 
to be reasonably reliable as of the date hereof, M.D. Sass accepts no responsibility or 
liability for any errors or omissions or misstatements however caused related thereto. 

Opinions expressed herein are those of the authors, are subject to change, are not 
guaranteed and should not be considered investment advice. 

 

 

 

 


