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January – Beacon of Hope? 
Well January sure got off to a good start stock-market wise.  After peaking in 
September and falling into Christmas the market has clawed back about ½ of 
its loss.  This certainly does not mean that we are definitely off to new-highs, 
but it is a good sign for the start of 2019.  According to Bespoke Investment 
Group, when the S&P 500 has returned 5% by January 23rd the median return 
for the rest of the year is 11.6%.  There is a lot of historical evidence to back 
up the claim that a good performing market in January portends a good 
performing market for the remainder of the year.  However, we need only 
return to January of last year to see that looking at historical averages, while 
they can provide context & probability, do not necessitate anything.  January 
of 2018 saw a very solid 5.6% positive return but we all saw that 2018 ended 
with a loss of -6.2%.  Does the fact that last year bucked the historical trend 
imply that 2019 is more likely to follow it?  I suppose one could argue that 
position, but I’d rather dive into the current data than rely on historical 
averages. 
 
So with no further ado; 
 
“Private sector firms report solid start to 2019, helped by faster 
manufacturing output growth”.  That is the headline for the January US PMI 
report from IHS Market, which we look at every month. Readings over 50 
indicate growth, readings under 50 indicate contraction. The Service sector 
rose to 56.2 from 54.4 while the Manufacturing sector dipped slightly to 53.7 
from 54.9.  In aggregate, PMI moved upward from 54.4 in January to 55.8 for 
February.  These numbers show a solid start to 2019, landing strongly on the 
“growth” side of the ledger.  Interestingly they also show that the Government 
Shutdown had little to no effect on the Private sector of the economy.  
Business optimism for the year-ahead actually increased in January as well, 
which bodes well for the coming months.  Importantly, this is a gauge of the 
Private Sector – so while it supports a solid GDP reading, the Government 
Sector will definitely produce a drag to some degree due to the Shutdown.  All-
in-all the US economy is showing far more resilience than most of the globe. 
 



 

 

 
“Euro area business growth close to stalling at 5½ year low in January” 

Germany’s Service sector actually ticked higher but its Manufacturing sector 
fell into contraction for the first time in 4-years while Manufacturing output 
fell to its lowest level in almost 6-years.  France’s January numbers show 
continued contraction, falling from 48.7 in December to 47.9 for January.  The 
Euro area as a whole is dangerously close to stall speed, with a PMI reading of 
51.0 and correlating to quarterly GDP reading of just 0.1%.  From the report; 
“Ongoing auto sector weakness, Brexit worries, trade wars and the protests in 
France were again widely cited as factors dampening growth, but the survey 
responses indicate that a deeper malaise has set in at the start of the 
year.” 
 
A word on the Gilets Jaunes (Yellow Vest) protests in France – The lack of US 
press coverage of these protests that began in mid-November is pretty 
astonishing and what coverage there was has been so off-base that it almost 
seems intentional.  While the protests did begin after the passage of yet 
another new gas tax to combat global warming, this tax is not the crux of the 
issue, it is merely the straw that broke the camel’s back.  The unemployment 
rate in France has been over 9% for 10-years.  The Youth unemployment rate 
(ages 15 – 24) has been over 20% for the past 10-years, and while some 
rightly point out that this is partly due to college being free in France, it is still 
way too high.  Wage growth has also been anemic for the past 10-years.  There 
has been a growing resentment against the Europhile Elites among the 
working class in France.  The previous president Hollande said he was a 
Socialist but left office in disgrace as his policies continued to benefit the Elites 
rather than the workers who saw him initially as their savior.  Macron entered 
the presidency as the next hoped-for savior but again his policies continued to 
advance the will of EU Elites while imposing higher taxes on the working class 
to fund the Elite projects.  Now the “goodness” of the projects can be debated, 
but continually going back to the working class to fund them while the 
working class is finding it harder and harder to scrape by is not going to end 
well.  Trying to fund ethereal world-saving projects with money taken from 
those barely getting by is just dumb politics.  The protests are not waning and 
Macron’s approval numbers are scrapping 25%.  The political malaise in  
 



 

 

 
France is not over by a long shot and the growing resentment of the 
Technocrats of the EU is growing throughout Europe, not just France.  I bring 
all of this up not to pick sides, but to point out that the Euro-area economy 
bears a significant level of political risk, not simply economic risk.  
 
Japan saw its Manufacturing growth slow to its lowest level in 2 ½ years 
which is largely blamed on the trade frictions globally.  Semiconductor activity 
was particularly hard hit.  The Service side of the economy saw a small uptick 
in growth while business confidence overall dropped for the 8th month in a 
row.  Japan’s new consumption tax kicks in soon and it is unclear how much of 
an effect this will have for internal demand but generally there is expected to 
be an initial slowing. 
 
China’s Manufacturing sector continues to contract, with the most recent 
reading showing a decline to 48.3, which is a fall from an already contracting 
reading of 49.7 in December.  This is the lowest reading since February of 
2016.  Here again, much of the blame is placed on global trade friction.  The 
Service side is still showing growth but at a much weaker pace, falling to 50.9 
in January from 52.2 in December.  Trade frictions with the US are an obvious 
issue for China and as I’ve said in the past, I expect China to eventually 
capitulate to some of the US demands.  China however is also going through an 
intentional shift in its economic focus, trying to transition from an export 
dominated economy to a consumer driven economy.  This process will take 
years and will likely see many fits & starts along the way. 
 

 
 

Globally, the growth slowdown is 
seen continuing into the start of 
2019 as Global PMI falls from 52.7 to 
52.1.  Very few Countries saw 
growth expand in January. Without 
improvement, the Global GDP 
predictions for 2019 will not be met.  
The United States is “holding up” 
what is otherwise a fairly bleak 
Global picture. 



 

 

 
Revisiting the Yield Curve & A Worsening Bond Problem 

 
However, the 10-year & 2-year Treasuries do remain close to inversion as the 
spread is now only 0.17%; 

 
You may recall in a previous newsletter that I attempted to explain the “why” 
of yield-curve inversions by noting that a lender may have confidence in the 
economy over the long-haul but may be concerned about shorter-term 
prospects.  Now I’d like to dig deeper into the bond market to help explain  

The chart to the left shows what the yield 
curve looked like in February of 2017 
(light grey), 2018 (dark grey), & currently 
(blue).  A lot of flattening has occurred 
over the past 24-months and inversions 
are clearly evident as the yield on a 1-year 
Treasury is higher than that of the 2-year, 
3-year, & 5-year Treasuries.  I watch 
inversions because they show some level 
of disjointedness – paying higher yields for 
a shorter-term loan than a longer-term 
loan is out of whack. The 10-year and 2-
year Treasuries still remain normal (not-
inverted) and it is that inversion that has 
preceded each of the past 7 recessions.   



 

 

 
why the internals of the bond market itself are part of the cause for shorter-
term concern. 
 
First, the maturity schedule of US Corporate debt is ballooning for the next 5 
years (source: Goldman Sachs); 

 
From $51 Billion of maturities in 2018 to $619 Billion in 2019 and a total of 
$3.2 Trillion over the next 5 years – this is an astonishing amount of Corporate 
Debt that, for the most part needs to be refinanced, not payed off.  Now, much 
of it was initially taken out during the ultra-low interest rate period which 
means interest on the refinancing will very likely be higher. 
 
Furthermore, the Corporate Bond market does not operate in a vacuum, it 
must compete for investor dollars against the Federal and Municipal bond 
markets.  On the Federal level, if the trajectory set in the 1st quarter of fiscal 
2019 holds, the Feds will need to issue $1.8 Trillion in new debt.  The 
Municipal market is expected to have $317 Billion in new 2019 issuance. 
These, combined with $600 Billion in quantitative tightening (Federal Reserve 
selling its holdings) means that there is approx. $3.34 Trillion in debt to be 
financed in 2019 ALONE! This is a glut of supply which drives interest rates 
higher as issuers have to make their bonds more attractive to buyers.   
 



 

 

 
Second, as mentioned in January’s Newsletter, the number of Investment 
Grade bonds hovering barely above a “Junk” rating is at an all-time high.  Since 
noting that, something else has come to light; namely, that the rating agencies 
appear to be fudging their methodologies, creating a rosier picture than 
reality suggests.   
 

 
This is a complicated chart but the upshot is that based on traditional rating 
methodologies, 55% of the BBB bond market would ALREADY have a Junk 
rating solely based on the high level of leverage the companies have used.  
Ratings agencies are downplaying the leverage levels they normally took a 
negative view of by citing “improving business conditions” that may alleviate 
the too-high-leverage problem.  Now, perhaps these improving business 
conditions will allow these companies to strengthen and reduce leverage over 
time, but what if these “improving” conditions don’t last?  The rating agencies 
are creating a false sense of security for investors in the BBB corporate bond 
market.  It could all turn out alright, but if it doesn’t, this false sense of security  



 

 

 
will hit unsuspecting investors who relied on the ratings agencies to provide 
an accurate picture of bond health.  This all seems too familiar… 
 

Late-Cycle Asset Allocation 
Given that we are in the later-stages of a Bull Market (approaching the longest 
time between recessions in US history), I wanted to provide a bit of sector 
data regarding returns leading up to recessions.  The chart below (compiled 
from Bloomberg data) shows the returns of the 10 US stock sectors for the 12-
months leading up to the past 3 recessions; 

 
12-Months Leading Up To Recession Begin Date 

Sector Dec. 2007 Mar. 2001 Jul-90 Average 

Staples 18.15% 31.70% 17.20% 22.35% 

Healthcare 11.84% 32.84% 21.00% 21.89% 

Utilities 20.43% 42.43% -0.87% 20.66% 

Energy 23.74% 21.41% 8.27% 17.81% 

Industrials 13.91% 2.00% 5.40% 13.10% 

Materials 21.83% 3.57% -9.20% 5.40% 

Financials -10.64% 36.89% -12.49% 4.59% 

Telecom 13.56% -25.73% 1.05% -3.71% 

Discretionary -6.76% -0.64% -4.60% -4.00% 

Info-Tech 13.05% -51.24% 5.11% -11.03% 
 
Now, as always, past performance does not tell us what must happen in the 
future, but the data does provide a good picture of what areas of the market 
held up best leading up to recessions.   
 
 
Thanks for Reading & Feel Free to Share! 
 
Hoping all are Blessed in 2019, 
 
Tom Ellis 
 



 

 

 
 
 
 
 
 

 
 
The opinions and forecasts expressed are those of the author, and may not actually come to pass. 
This information is subject to change at any time, based on market and other conditions and should 
not be construed as a recommendation of any specific security or investment plan. Past performance 
does not guarantee future results. 
 
 
 

 


