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S&P500 Sector Returns 2018 
Healthcare 6.50% 
Utilities 4.10% 
Consumer Discretionary 0.80% 
InfoTech -0.30% 
Real Estate -2.20% 
Consumer Staples -8.40% 
Telecom -12.5% 
Financials -13.0% 
Industrials -13.3% 
Materials -14.7% 
Energy -18.1% 

S&P500 Index 
-

4.38% 

  Global Market Returns 2018 
United Kingdom -14.2% 
Eurozone -16.9% 
Japan -12.9% 
Emerging Markets -14.6% 
China -11.8% 

AC World ex-US 
-

14.2% 

  US Fixed Income Returns 2018 
10-Year Treasury 0.90% 
30-Year Treasury -1.98% 
TIPS -1.26% 
High-Yield -1.48% 
Corporates -3.67% 
Municipals 1.01% 
Barclays US Aggregate 0.01% 

 

I ended the January 2018 Newsletter with a 
discussion of market complacency, pointing out 
that the S&P 500 had gone without even a -5% 
pullback since very early 2016.  You may recall 
this chart showing all -5% or more pullbacks 
from 2008 to that time; 

 
Well, it didn’t take long for normalcy to return as 
2018 saw two pullbacks.  The first occurred in 
February with a -10.2% drop that bottomed on 
February 8th.  There was a brief retest of the low 
as the S&P 500 recovered briefly before falling -
8% and then setting off on a full recovery to new 
highs in August before topping out again in 
September. Of course, then the real sell-off began, 
wiping out all gains and bringing 2018 to a 
negative close.   
  
 

As the return numbers show above, 2018 was a pretty dismal year around the 
Globe.  What will 2019 bring? Well, keep reading! 



 

 

 
Recession Watch – 2019 

 
In my last letter I stated “My best educated guess at this point is that a recession 
is at least a year away and that markets will recover before it hits.”  Though I 
qualified the statement with uncertainty, I still made it because I believed it to 
be true when I wrote it.  My belief has waned somewhat with the latest batch 
of economic fundamental data coming out somewhat worse than previous 
data releases would indicate.  Currently I would place the odds of a recession 
in 2019 around 50%, but not necessarily for the usual reasons.   
 
Perhaps the most watched recession indicator is yield-curve inversion.  As of 
yet, the 2-year Treasury and 10-year Treasury have not inverted and 
historically, the lag-time between inversion and recession is 10-months to 2 
years.  Each of the previous 7 recessions was preceded by a yield-curve 
inversion.  Other culprits for a recession have been a financial crisis or a 
significant tightening by the Federal Reserve by way of rate hikes.  Neither of 
these culprits appear to be present at the moment.  So if the yield-curve 
inversion, significant tightening, & a financial crisis are not on scene, from 
where may the recession arrive? 
 
In this letter I will first look at the Global economic picture, then areas of 
concern within the US economy (recession “indicators”) and then circle back 
to the discussion of inversion, tightening, & crisis.   
 
United States - December’s PMI numbers (measurement of fundamental 
economic data) continue to reflect a slowing rate of growth, though still 
solidly on the growth side of the ledger.  Manufacturing took a bigger dip than 
expected while Services held up perhaps better than expected.  All told, 
growth is clearly moderating in the US economy but could not, at this point, be 
labeled a “downturn” by any stretch. 
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Globally the economic picture is worse and could easily pour over into the US 
economy.  The most recent data from the Eurozone shows a stagnating 
economy; 
 

 
 
Overall the Eurozone grew at its slowest pace in 4 years in December.  France 
is in outright contraction while Italy may already be in recession.  It also 
should be noted that the Eurozone still has a 0% rate and in some instances a 
negative interest rate.  The European Central Bank (ECB) is supposedly going 
to finally end its stimulus program that has been going on since 2009, which 
would add additional downward pressure on the Eurozone economies at a 
time when they are already on the brink of contraction.  The ECB has painted 
itself into a corner here – should the Eurozone fall into recession while rates 
are already at 0%/negative, they will be entering the Twilight Zone.  Eurozone 
banks are an absolute disaster right now and in no position to withstand an 
ugly downturn.  Deutsche Bank, perhaps the most respected Eurozone bank is 
trading 65% LOWER than in Feb, 2009 when the global financial crisis was at 
its peak.  There is also political unrest throughout parts of the Eurozone that 
are more intransigent than we’ve seen in a while.  
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China’s output rose slightly in December but not by enough to stop China from 
announcing new stimulus measures at the start of 2019.  Interestingly, the 
stimulus is partly a reversal of their attempt to get a handle on shady lending 
practices – the shadow baking industry in China lives on.  The tariffs imposed 
by the Trump administration are really taking a toll on what was an already 
cooling economy in China.  The US easily has the upper hand in this trade spat 
but China will not happily end their unfair trade practices, especially that of 
forced-technology “sharing” as a price of doing business in China.  I do 
anticipate China capitulating to some degree and both sides will declare 
victory.  Almost any agreement between China & the US will ease trade war 
concerns and likely boost global economic activity. 
 
Japan appears to be chugging along just fine – not too hot and not too cold.  
There is some declining business optimism and worry over a new sales tax 
putting a damper on internal demand. 
 
Emerging Markets – Bearing in mind that China makes up nearly 30% of what 
most consider Emerging Markets, many of the other components appear to be 
on the upswing.  Not drastically, mind you, but signs of improvement are 
afoot.  The biggest worry in my mind is the enormous debt burden some of 
them carry in debt priced in US $’s.  If the $ continues strengthening, this debt 
becomes more and more expensive for EM countries to service. 
 
Overall, the Global economy ended December at a 27-month low in terms of 
output.  The Eurozone played a large role in the December decline but in 
general the vast majority of the Global economy has been slowing into the end 
of 2018.  The biggest worry spots for 2019 remain the Eurozone and a 
continuing trade spat between the US & China.  Should the Eurozone find a 
way to turn it around and an agreement be reached between the US & China I 
would expect a return to higher growth globally.  The latter I find likely, the 
former is a much more complicated magic trick. 
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Potential Areas of Concern in the US Economy 
 
Please note that I am presenting these not as any kind of dire warning, but 
rather as a way to provide the simple state of things as they are. 
 
A number of data points indicate slowing growth in the US economy. One of 
these is the slowdown in housing.  With rising interest rates come higher 
mortgage rates.  Nationally this has led to an approx. 16% increase in the 
monthly payment to buy a home.   Both new home & existing home sales are 
trending downward as the cost to finance a home purchase continues to rise.  I 
am not warning of a housing crisis – indeed, I believe the housing market has 
limited downside.  However, housing is slowing and its slowing affects a lot of 
ancillary products & services such as appliance & furniture. 
 
Auto sales are also slowing, and due to the fact that approx. 85% of auto 
purchases are done with financing, the real cost to purchase has been rising. 
 
While Housing and Auto sales slowdowns do precede recessions, the time-lag 
between slowdown and recession is all over the map, so while they are 
indicators, they are not indicators that provide a sense of timing. 
 
Junk bond spreads are widening.  Junk bonds naturally pay a higher interest 
rate than a US Treasury.  How much more they pay is called the “spread”.  If 
the spread is 3% and a Treasury is paying 2%, then the junk bonds are paying 
5% (a bit too simplistic, but you get the idea).  A smaller spread indicates that 
investors believe the likelihood of default for junk bonds is low, which means 
the economy is viewed as strong.  Since October of 2018 the spread has 
widened from 3.25 to 5.33, indicating that default risk is rising and the 
economy is viewed as slowing.  Importantly, 5.33 is relatively low by historical 
standards.  Every rise in spread does not mean a recession is near.  Indeed, in 
February of 2016 the spread had leapt to 8.59 and in October of 2011 it was at 
9.10 – no recession followed either of these.  However, as you will read later in 
this letter, there is trouble brewing in the corporate bond market that could 
send the spread significantly higher. 
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Corporate Profits are declining.  The tax cuts’ short-term effects appear to be 
over in terms of boosting corporate profits (that does not mean there are no 
long-term benefits going forward).  Analysts had been forecasting 10% profit 
growth for 2019 and 13.4% annual growth for the next 3 – 5 years.  These 
numbers look exceptionally optimistic and already some analysts have begun 
trimming their expectations.  However, what I want to focus on here is that 
earnings estimates are at their highest when markets are peaking.  Wall Street 
analysts have an uncanny ability to overshoot the most right when earnings 
are turning down.   
 
Consumers getting ahead of themselves.  Aside from a likely peak in the 
Consumer Confidence Index, consumers’ past optimism has led to 
overspending.  For the 9th month in a row, the growth in personal 
consumption has exceeded the growth in after-tax take home pay.  The 
difference is being funded by reducing personal savings rates.  More 
worrisome is that consumers are tapping into their home equity to finance 
their spending; just over 80% of mortgage refinances are being done to pull 
equity out of their homes – the highest levels since 2006 & ’07. 
 
Job market beginning to turn.  The rate of job growth may be slowing and the 
number of people reporting that they can only find part time work when they 
want full time work is rising.  It is obviously true that the unemployment rate 
is exceptionally low, but that is the point – it is always lowest before it begins 
ticking higher.  Also, the average work week shrunk 0.2% in the latest report, 
meaning that fewer hours are being worked even by the fulltime employed.  
This is a 14-month low.  This is a particularly frustrating statistic due to the 
fact that many companies report they cannot find qualified candidates for a 
record number of jobs available.  If these jobs begin to be filled, jobs growth 
could well pick up again. 
 
Data revisions are now downward.  When agencies report data, such as 
payroll, retail sales, etc., they revise the previously reported data points as the 
picture becomes more clear.  In an economic upswing, upward revisions to 
past data are common, meaning that the actual numbers were better than  
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previously reported.  Since September, the data revisions for employment, 
retail sales, and industrial production have all been downward, meaning that 
the actual numbers were not as good as previously reported.   
 
UPDATE – Just released jobs data indicate that the data revisions for 
employment are again upward – meaning they’ve adjusted past data to 
be better than previously thought.  This is excellent news if the trend 
continues. Unemployment ticked higher, but for the right reason – more 
people became job seekers who had not been counted in previous 
reports because they were not looking for work. 
 
No one of these indicators alone necessitates a recession is around the corner, 
but taken together they paint a picture of a currently slowing economy.  
Should the US fall into recession without there having been an interest rate 
inversion or a financial crisis, it would be linked to these problem areas 
spilling over into the economy at large.  Another culprit could be a severe 
Eurozone recession exporting itself across the pond or an implosion of 
Emerging Market balance sheets. 
 

 
Circling Back to Tightening, Interest Rates, & Crisis 

   
Interest Rates - Yes, the Fed is raising rates (tightening), but they remain well 
below long term averages.  In fact, the 225 basis point raise we have 
experienced so far is the smallest of recent tightening cycles.  Then again, the 
Fed is raising from a prolonged stretch of near-zero, so from a percentage 
standpoint the raises since 2015 equates to a 1,800% increase, which is the 
largest percentage raise in recent history.  Couple this with the concurrent 
sell-off of the Fed’s quantitative easing purchases and you have an additional 
“invisible” tightening occurring on top of the normal rate hikes.  Remember 
that the Fed purchased $4.5 Trillion of assets through quantitative easing to 
try to stabilize markets.  It currently sits at $4.1 Trillion and is scheduled to 
shrink by another $500 Billion in 2019.  There is no way to exactly calculate 
how much “invisible” tightening these sales by the Fed equate to, but it is 
undeniable that they have a further tightening effect.  This aspect of the  
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current situation is truly uncharted territory for the Federal Reserve.  The 
yield-curve is visible on a minute-by-minute basis but perhaps its 
“recessionary predictive” power is being clouded by the never-
attempted-before “invisible” tightening in which the Fed is also engaged. 
 
Financial Crisis – While there is not an obvious crisis underway, it does appear 
that there may be two of them building in the corporate bond market.  First, 
the credit-ratings for corporate debt are not looking good.  This is important 
because many institutional buyers (such as pension funds, foundations, etc.) 
are not allowed to own bonds with a credit rating below BBB, which is the 
minimum rating for an investment-grade bond.  Should a bond fall one notch 
to BBB-, the highest junk-bond rating, these institutional buyers are forced to 
sell them.  Currently, 49% of all investment-grade bonds are rated BBB, just 
one notch above junk; that is a record high. Should a series of ratings 
downgrades begin, whether before or during a recession, there could be an 
ugly torrent of selling that rocks the corporate bond market & hammers the 
junk-bond market. 
 
The second worry spot is the Leveraged Loan Market (LLM hereafter).  The 
LLM market may not be an area most investors are familiar with but I fear 
investors will feel the effects of it eventually. The simplest way to understand 
the LLM is to view it as a loan market for already-highly-indebted companies.  
One would think that such a market is relatively small and that few investors 
would be involved given the very idea of loaning money to an already highly-
indebted company is a high risk move.  One would be wrong.  In 2018 the LLM 
became a 1 Trillion $ asset class – it is actually growing faster than the High-
Yield bond market.  In fact, many companies are taking LLM loans to pay off 
their high-yield bonds.  So what is the problem? 

 
Well, lenders have been so desperate to lend money that they are accepting 
looser & looser terms for the loans.  According to Bank of America nearly 80% 
of LLM issuance is done on a Covenant-Lite basis, which means that there are 
less protections for the lenders.  For example, one typical stipulation for a 
business loan is an agreement by the borrower to not exceed a set debt-limit.  
Cov-Lite loans do away with these “pesky” details.  Furthermore, as Bank of  
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America points out, the LLM market has gone far beyond Cov-Lite and entered 
an entirely new reality in which borrowers are being allowed to “adjust” their 
balance sheets in order to increase the amount of their borrowing.  Using 
ploys such as an “ebitda add-back”, “collateral stripping”, and “side-caring”, 
borrowers are able to make themselves appear more credit-worthy, move 
assets outside the reach of senior-creditors, and pile on more and more debt.  
This is, of course, not being done behind the lenders’ backs – the lenders are 
fully aware of the accounting gimmicks and entering into the loans with their 
eyes wide open.  However, I highly doubt that the folks who then buy these 
loans from the lender fully understand what they are buying and how 
little protection they actually have relative to how much one would 
expect in a loan agreement.   

 
The eerie similarities between the mortgage market of 2004-2007 and the 
LLM market of today are striking, right on down to the very appropriate 
moniker - “liar loans”.  There will not be a happy ending to this LLM story.  An 
imploding LLM market could be the crisis that brings on the next recession or, 
its implosion due to the next recession will drive the recession deeper than it 
otherwise would have been.  It is truly mind-numbingly irresponsible and 
morally reprehensible, but as of now, perfectly legal. 
 

Historical Perspective on the 4th Quarter Sell-Off 
 
The 4th quarter of 2018 was ugly.  The S&P 500 experienced a -13.52% 
decline.  From a historical perspective, this is nowhere near the worst 
quarterly performance, though it is the worst December performance since 
1931.  In fact, though it was less than 10-years ago many likely do not 
remember that the 3rd quarter of 2011 saw a -14.33% decline.  The reason few 
remember this is because the decline was erased and followed by further 
gains within the next 4 months.  But the reality of the fear around that decline 
was very real, though few remember it.   
 
Historically, successive years of decline in the S&P500 are rare.  Going all the 
way back to the end of the Great Depression era (1942), there have only been 
2 instances of successive negative returns for the S&P 500; 1973 & ’74 were  
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both negative and 2000, ’01, ’02 were each negative.  Every other negative 
year, regardless how large or small, was followed by a positive year. (By the 
way, even if you do go back to include the Great Depression era, the total 
number of instances of successive declines doubles to 4; 1929-’32 and 1939-
’41.)  So, of all of the declines the market has ever experienced back to 1928, 
there are 4 instances of successive decline and 17 instances of  a negative year 
being immediately followed by a positive year (chart courtesy of 
macrotrends.com); 
 

 
 
Looking at the worst Quarterly declines since 1940 we see that every single 
one of them was followed by a positive next-12-month period; 
 

 
 
If you include the 1930’s in the table, not surprisingly you get this; 
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But even here, with the addition of 6 more awful quarterly performance 
periods, only 3 of the 13 are followed by a negative next-12-months and all 3 
of them happened in the Great Depression. 
 
This historical perspective does ease fears and helps contextualize actual 
performance history regardless of what investors felt in the times.  However, 
as enlightening or soothing as historical data may be, history is behind us.  
There is no guarantee about the future; no magical force than ensures that just 
because time has passed means things are automatically better.  While I 
certainly place the odds of another Great Depression as very, very low, I 
would never place them at zero.  Nor would I assume that the rarity of 
successive negative market returns means that because 2018 was a negative 
year, it must be followed by a positive year in 2019.  This would be to abuse 
the data and draw conclusions the data simply does not actually support; and 
I have seen plenty of this in the financial press. Another way to look at it is 
that historical data cannot cause anything.  Should the economic fundamentals 
continue to deteriorate, they will not look at this historical data and suddenly 
say, “hey, we better turn around and improve quickly because historical 
market data says we should”.   
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There is a lot of conflicting data out there right now.  It is no easy call to say 
what 2019 may hold for us all.  History says we are overdue for a recession.  A 
Eurozone recession would likely pour over the pond and they are already 
getting dangerously close.  A continuing deterioration of the US bond market 
could pull the US into recession.  Yet, the US Fundamentals look pretty good – 
moderating or slowing of growth is still positive growth, not negative; and an 
announcement of a trade deal with China would have a major upward impact 
on global economies.   
 
In the end, I head into 2019 still cautiously optimistic, with an emphasis on 
cautiously.  The historically more accurate recession indicators – those that do 
give a sense of timing – are not yet present.  The moderating growth in the US 
is definitely real, but is not near contraction, nor is moderating growth always 
followed by contraction.  Right now I simply do not see the data, but I am not 
eternally optimistic – should the data continue to deteriorate or a crisis begin 
building in earnest, 2019 could be another ugly year.  But again, I just don’t 
see it yet. 
 
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. 
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