
Economic Outlook 
It is never easy to forecast economic trends, but the process is especially difficult at this point. 

The sudden escalation of trade tensions that have originated from Washington is casting doubt over the 
outlook and, if the escalation continues, the global economy will continue to decelerate and recession risks 
will rise. 

Our base case anticipates that economic and political conflict will reduce the aggression and bring world 
leaders back into productive conference. 

Specifically, the U.S.-China trade tensions are expected to remain elevated through most of 2019 before the 
two sides find common ground. 

Although we do not anticipate any further escalation of trade restrictions, the month of May illustrated the 
potential for error around this assumption.     

An alternative scenario would see a sharp slowdown in China and impaired activity in the United States, 
which would affect activity across the American, Asian and European continents and the risk of the U.K. 
leaving the European Union without a deal is rising again. 

Most recently, President Trump threatened tariffs on all imports from Mexico to curb migration from Central 
America.  With several threats on the horizon, the risks remain tilted to the downside.  

An inverted yield curve, trade-war uncertainty and global data weakness is argument for caution.  

U.S. economic indicators are suggesting the economy is slowing. First-quarter gross domestic product (GDP) 
growth of 3.1% was elevated by temporary factors. 

In April, retail sales declined and business inventories were flat, resulting in a slower trend. We believe this 
is a return to typical levels of growth and not yet the beginning of a downturn. 

The labor market remains strong, with low weekly jobless claims, providing assurance of continued economic 
momentum. 

Although U.S. trade tensions with China and Mexico have escalated recently, some progress is emerging on 
other fronts.  

The U.S. lifted its steel and aluminum tariffs against Mexico and Canada and deferred threatened tariffs on 
imported vehicles from Europe and Japan. 

On one hand, the trade tensions are creating uncertainty and the cost of new tariffs could add to inflation in 
the near term. 

On the other hand, U.S. Federal Reserve (Fed) easing, China stimulus and a U.S.-China trade deal could 
trigger another bull run. 

But, keep in mind it’s late cycle, the downside equity market risks outweigh the upside and betting on a 
market friendly outcome at mid-year 2019 is risky. 

Bond and equity markets are disagreeing with each other. Bond markets see trade-war escalation, weak global 
data and declining inflation expectations whereas equity markets see Fed easing, China stimulus and a trade 
deal with China ahead of U.S. President Donald Trump’s 2020 re-election campaign. 

The bond market isn’t always right and the equity market story has some appeal, but there is one heavyweight 
indicator on the side of the bond market, the inverted yield curve. which is a very significant recessionary 
warning sign.  

The inversion needs to be sustained for a couple of months to provide a strong signal, but it makes a 
persuasive case for caution. 

The Fed is on track for one or two precautionary rate cuts. U.S. inflation is below 2% and market inflation 
expectations are low, which biases the Fed towards taking out some insurance against a downturn. The U.S. 
equity market is expensive and there is pressure on the cycle, which also lends cause for caution. 

Europe is struggling to rebound from last year’s growth setbacks, although there are expectations that there 
will be some improvement soon. 

The trade-war is dominating both the European and the Asia-Pacific outlook, exports are under pressure and 
Japan seems likely to add to concerns by proceeding with the October hike in the consumption tax rate. Any 



optimism would require an easing in global trade tensions. 

On the positive side, equity valuations in Japan and Emerging Asia are somewhat cheap, however, a positive 
view on the cycle would require confidence in a resolution in the trade-war. 

A shift in Fed action towards easing could signal the peak in the U.S. dollar with emerging market currencies, 
now at near-decade lows, likely to be the main beneficiaries of a softer dollar. 

The Japanese yen stands out as the preferred currency on valuation grounds because of its safe-haven 
properties during risk-off episodes. 

The most concerning indicator is the inversion of the U.S. yield curve which has predicted every U.S. 
recession over the past 50 years, with just one false alarm, the inversion in 1998 amid the Asian economic 
crisis, the Russian bond default and the collapse of Long-Term Capital Management. 

The yield curve inverts when the 10-year Treasury yield falls below the short-term yield. This is a powerful 
indicator because it implies that bond markets believe the economy will weaken enough to require lower Fed 
interest rates. 

The remaining question is whether the Fed’s policies will be enough to save the economy and markets from 
the trade war effects. We are clearly at a very important fork in the road for markets. 

The President wants and needs a strong economy in early 2020 to bolster his reelection odds and he seeks 
out a trade deal with China to ensure that outcome. 

Best case scenario is common sensical whereas the Fed likely cuts rates twice to “un-invert” the curve and 
the President then removes the trade policy uncertainty. 

These actions would certainly provide a lift to capital expenditures and, as a result, we’d expect a positive 
mini cycle to take hold and drive risk markets higher.  

In addition, 10-year Treasury yields, while initially dampened on Fed cuts, would eventually rise from 2% 
in late June back up to 2.75 or 3%. 

Another scenario is one where the President continues his risky strategy of tightening the screws on China 
through tariffs and other more targeted measures, where the Fed struggles to achieve an accommodative 
monetary policy stance against so much uncertainty and global capital expenditures tumble. 

In this scenario, if the policy mistake is big enough, we possibly could see an economic recession by year-
end.  

The future path of trade policy is likely to be a key catalyst for markets, but it’s nearly impossible to predict 
where it will head with any degree of conviction. 

This is the dilemma we’re faced with at mid-year. A positive central scenario but with lopsided risks to the 
downside. 

Sentiment is slightly positive and momentum indicators have turned higher with the strong equity market 
rally thus far in 2019 and indicators suggest the market is neither panicked nor euphoric. 
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