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Second Quarter 2019

Market Outlook

OutlOOk Summary 
2019 dawned with dimming prospects for global economic growth due to concerns over a Chinese slowdown, fears over 
global trade tensions, and the perception that the U.S. Federal Reserve would remain committed to its plans for rate hikes 
and balance sheet reduction.  In our January Outlook, we suggested the tone 
in investment markets was too pessimistic and “had created opportunities in 
several areas.”   During the first quarter, investors received positive news on 
all three of the aforementioned worries, and, as a result, global asset markets 
recovered sharply in the first quarter with every major category we track 
positing a positive return. The S&P 500 increased 13.6%, only to be outpaced 
by real estate stocks and small/mid cap stocks during the first quarter of 
2019; non-U.S. developed and emerging markets equities increased 10.1% and 
9.95%, respectively, as Trump-linked trade worries eased.  In fixed income, 
the Bloomberg U.S. Aggregate Index increased 2.94%, and Preferred stocks 
increased 7.8% for the first quarter of 2019. 

Outlook for the Balance of 2019

 Following the outstanding performance by risk assets in the first quarter, 
we believe the push and pull of the global economic growth narrative will 
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be the dominant driver of market returns through 
the remainder of 2019. We believe the chances of a 
recession in 2019 continue to be low.  While global 
economic data remains mixed, expectations for 
improvement in the second half, particularly in the U.S. 
and China, along with a dovish stance from the Fed 
and other global central banks, has provided additional 
fuel to investor optimism.  Despite growing positivity, 
we remain vigilant for potential risks, both political 
and economic, which can spur market headwinds 
and volatility.  However, macro concerns are largely 
balanced by a reasonably encouraging environment. 

We remain constructive on risk assets in general, 
including U.S. equities and select areas of fixed income.  
Though we employ a global perspective on active asset 
allocation, the divergence between the U.S. and the rest 

of the world continues to support our domestic bias. In 
the U.S., corporate fundamentals have slowed against 
difficult comparisons from 2018, but a reacceleration 
of earnings growth in the back half of 2019 fuels our 
equity confidence.  In fixed income, we favor short-
maturity corporate bonds, Agencies, Agency CMBS 
and preferred securities.    

At the beginning of 2019, the prospects for global 
economic growth seemed to be in jeopardy due to a 
confluence of economic headwinds; these included 
concern over the magnitude of the slowdown in 
Chinese growth, fears over global trade tension, and 
the perception that the U.S. Federal Reserve (Fed) 
would remain committed to its process to raise the 
Fed Funds rate and reduce the size of its balance sheet. 
These issues resulted in a large in decline risk assets 
in the fourth quarter. Over the course of the first 
quarter, markets received positive news on all three of 
these fronts as the Chinese government announced its 
intention to support domestic growth, progress was 
perceived to be made on trade negotiations between 
the U.S. and China, and the Fed, along with other 
global central banks, significantly softened its tone 
towards tighter monetary policy. 

ECONOMICS
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Overall, we have a positive outlook for the global 
economy over the remainder of the year. While we 
expect growth to slow from the past two years, we 
expect it to remain above its trend growth rate since 
the financial crisis. By and large, consumers globally 
look set to continue to drive economic growth, 
supported by healthy balance sheets and strong labor 
markets.  As always, we continue to remain vigilant for 
potential risks in the market, which currently include a 
renewed escalation in trade tensions between the U.S. 
and China, a continued slowdown in Europe, a Chinese 
‘hard landing,’ and the potential for a no-deal Brexit. 

Economic growth in the U.S. is forecast to slow relative 
to last year due to the fading effects of fiscal stimulus, 
the lagged efforts of monetary policy, and headwinds 
from the overall slowdown in global growth. Data in 
the first quarter has been mixed, but, in aggregate, has 
been weaker than previously expected. We expect data 
in the second quarter, and into the second half of the 
year, to rebound. 

The most dramatic economic development in 2019 
has been the dovish shift in the outlook of central 
banks and in particular, the sharp U-turn by the Fed. 
In the space of three months, the Fed has gone from 
forecasting a further 100-125 bps in hikes to indicating 
that the current rate hiking cycle is most likely finished 
and from communicating that the reduction of its 
balance sheet was on ‘auto-pilot’ to announcing it 
would halt its balance sheet run-off policy sooner than 
most investors expected.  In our view, the new policy 
stance signals a willingness to tolerate some overshoot 
of the 2% inflation target, and it is very unlikely to be 
altered even if economic data firms up in the months 
ahead, as we expect it will. 

Despite the very dovish rhetoric from the Fed at its 
March meeting, which should in theory have steepened 
the yield curve, the 3-month 10-year yield curve inverted 
just two days after the meeting concluded. While there 
have been several other yield curve inversions during 
the past 6 months, this was the first time that a yield 
curve comprised of a short-term rate and a long-term 
rate had inverted. Historically, the 3-month 10-year 
yield curve has been a good predictor of recessions, 
inverting in advance of the prior 7 recessions since 1969. 
However, the caveat to this successful track record is 
that the curve has to remain inverted for at least 10 
straight days. In other words, there have been times 
where this yield curve has inverted for less than 10 days 
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and a recession has not occurred, such as September 
1998. On this occasion, the curve remained inverted for 
only 5 trading days. While there are theories that ‘this 
time is different,’ due to the low level of short-term rates 
or the effects of Quantitative Easing (QE) policies, we 
continue to pay close attention to the shape of the curve 
and believe it continues to be a powerful predictor of 
impending recessions. 

Although we anticipate U.S. economic growth slowing 
in 2019, the chances of a U.S. recession remain 
relatively low.  Historically, there have been three major 
causes of U.S. recessions: elevated inflation which leads 
to the Fed aggressively tightening monetary policy, 
imbalances either in the private sector or in financial 
markets, or a supply-side shock such as a very sharp rise 
in the price of oil. 

European growth continues to disappoint. Italy has 
once again slipped into a recession, and data out 
of Germany point to a sharp slowdown in Europe’s 
largest economy. While there has been some recent 
data pointing to a potential bottoming in economic 
data, the evidence is mixed at best, and many signs of 
sluggishness remain. Numerous macro uncertainties 
also remain, including global trade tensions, European 
Parliamentary elections, a rise in political populism, 
and, of course, Brexit. 

The outlook for the U.K. economy in the near-to-
intermediate term is heavily weighted on the outcome 
for Brexit. At the time of writing, it appears that 
the U.K. departure from the European Union (EU) 
will be delayed by a period of time up to one year. 
There is still the potential for the U.K. to leave the 
EU without, or with only a very limited, transition 
agreement. A no-deal exit would clearly be a risk to 
both the U.K. and the EU, with the negative impact 
on growth varying across Europe with countries with 
well-integrated supply chains most impacted. Ireland 
would be the most negatively impacted, both from a 
trade perspective but also potentially due to political 
tensions over the need to have a customs border. 

The Japanese economy is in its eighth year of 
expansion, albeit with growth averaging just under 
1.25% since 2012. The Japanese consumer continues 
to benefit from a tight labor market with the 
unemployment rate currently below 2.5%. The 
Japanese economy, currency and equity markets 
are all highly exposed to the global economy, and, 
therefore, slower global growth will have an outsized 
impact. Furthermore, the planned value-added 
tax (VAT) increase in the fall will create another 
headwind for growth. 
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The slowdown in global growth last year, despite 
strong economic growth in the U.S., highlights the 
importance of China. It is not only a large component 
of global growth by itself, but European and other Asian 
economies are heavily exposed to Chinese demand. 
While the U.S.-China trade tensions were clearly a 
headwind to Chinese growth, the focus of the Chinese 
government to deleverage the economy as it seeks to 
gradually transition to a more sustainable growth rate 
was a more significant factor in its economic slowdown.  

First quarter economic data in China has been volatile; 
however, this is not uncommon due to seasonal 
impacts. At the annual gathering of the National 
People’s Congress in March, the Chinese government 
announced additional policy stimulus to help support 
growth, and the deleveraging campaign appears to have 
been put on the backburner for the time being. As is 
the case broadly across the globe, inflation in China 
remains subdued, which could allow for further rate 
cuts by the People’s Bank of China later in the year. 
We expect these stimulus plans to not only support 
domestic Chinese growth, but also help support 
emerging markets and global growth more broadly. In 
addition to the potential for an acceleration in Chinese 
growth, many emerging market economies should 
benefit from the dovish tilt by global central banks, 
range-bound interest rates, currencies in U.S., and, in 
some cases, higher oil prices. 

Global stocks rebounded powerfully in the first quarter 
following the unprecedented sharp selloff at the end of 
2018. U.S. shares recorded their best start to the year in 
over twenty years and the strongest quarter overall since 
the second quarter of 2009, during the recovery from 
the depths of the Great Recession.  A number of factors 
drove the first quarter rally: stocks entered the year 
undervalued relative to both recent and historical levels, 
real confidence emerged on a potential U.S.-China trade 
agreement, and, perhaps most importantly, the Fed 
communicated clear intentions to leave interest rates 
steady and wind down the Fed’s balance sheet reduction 
program.  As we look to the remainder of 2019, we 
believe the push and pull of the global economic growth 
narrative will be the dominant driver of market returns.  
In addition, political maneuvering and Trump-linked 
trade worries may spur market headwinds and volatility.  
However, macro concerns are largely balanced by a 
reasonably constructive environment for equities, 
particularly domestically.  Valuations are reasonable, 
especially against a backdrop of the low level of interest 
rates and an elevated equity risk premium. 

For the first quarter of 2019, the benchmark S&P 500 
posted an impressive total return of +13.6%.  Small and 
mid cap stocks performed even better, as the small-

EQUITIES:
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cap Russell 2000 returned +14.6% during the period, 
with the S&P 400 Mid Cap close behind at +14.5%.  
Similarly to full-year 2017 and 2018, growth stocks 
outperformed value counterparts, as the Russell 1000 
Growth Index delivered a +16.1% total return versus 
+11.9% for the Russell 1000 Value Index.  All eleven 
GICS sectors supplied positive performance during the 
first quarter led by Technology (+19.9%), Real Estate 
(+17.5%), Industrials (+17.2%), and Energy (+16.4%), 
with Health Care (+6.6%) and Financials (+8.6%) as 
the relative “laggards.”  On an international basis, 
both developed and emerging-market equities trailed 
U.S. shares, but both produced strong returns with 
particular strength in Chinese stocks, which advanced 
due to optimism surround the U.S.-China trade conflict 
and confidence of a recovery in economic growth.

A number of factors drove the first quarter rally, in 
our opinion.  Stocks entered the year undervalued 
relative to both recent and historical levels with 
the S&P 500 trading 14.5x consensus 2019 EPS on 
December 31 versus a twenty-year median of 16.2x.  
Despite the usual bluster and bombast associated 
with many trade negotiations, real confidence that 
China and the U.S. would finalize a trade agreement 
emerged.  Perhaps most importantly, Jay Powell and the 
Fed communicated clear intentions to leave interest 
rates steady and wind down the Fed’s balance sheet 
reduction program.

Given the strong start to 2019, the most common 
question we hear is “Where do we go from here?”   
Debates over the path and trajectory of global 
economic growth continue, as investors weigh 
mixed data that provides ammunition for both sides 
of the discussion.  Additional potential landmines 
linger, including the necessary finalization of a trade 
agreement with China; the ratification of the U.S.-
Mexico-Canada Agreement (USMCA), the successor 
free-trade agreement to NAFTA that requires 
Congressional approval; and the outcome of the 
Brexit process between the United Kingdom and the 
European Union.  Any or all of these factors could lead 
to increased volatility and potential weakness in stocks. 



7

We believe the aforementioned macro concerns 
are largely balanced by a reasonably-constructive 
environment for equities, particularly domestically.  
Corporate earnings growth has slowed from the stellar 
levels of 2017-2018; however, 2019 growth remains 
positive (estimated +4.3%  for S&P 500 components 
as of the end of the first quarter) with estimated 
sequential improvement in each of the remaining 
three quarters of the year.  Revenue growth remains 
the fuel for this year’s earnings expansion with 
current estimates of mid-single-digit growth.   Equity 
valuations expanded considerably during the first 
quarter, as the P/E multiple on consensus 2019 S&P 
earnings moved from 14.5x to 16.4x.  On a relative 
basis, the S&P 500 is trading above its 25-year average 
of 16.2x, but we believe a premium is appropriate given 
the relatively low level of interest rates and inflation 
expectations.  Bolstering this view is the equity risk 
premium (defined by the trailing twelve months 
earnings yield of the S&P 500 minus the 10-Year U.S. 
Treasury Yield), which remains more than one standard 
deviation above its long-term average.

The massive swings in equity performance over the 
fourth quarter of 2018 and the first quarter of 2019 
created a significant amount of noise, as well as anxiety 
for many investors.  We carefully monitor these 
periods for signals of change that would potentially 

change our overall fundamental outlook.  However, 
we remain anchored by our investment process that 
emphasizes individual business advantages (economic, 
structural, and competitive) and secular trends rather 
than reactionary behavior to short-term risks.  In our 
opinion, temporary volatility can be an opportunity 
to upgrade portfolios with growing and advantaged 
businesses, as we believe these advantaged companies 
are positioned to produce attractive and predictable 
business results over time.  

From an interest rate perspective, we are modestly 
underweight interest rate, or duration, risk. The 
market has already priced a more accommodative 
monetary policy and has potentially shifted too far. 
While we believe that the Fed is finished hiking 
for this rate cycle, the market has, at times, been 
premature in pricing in rate cuts. Given the Fed’s 
patient approach to future rate hikes, the yield curve 
should have a steepening bias. 

Overall, we continue to have a favorable view on credit 
because we don’t foresee a sharp rise in interest rates, 
credit spreads look fair, and demand should remain 
strong. The dovish pivot by central banks should result 
in a ‘low for longer’ interest rate environment where 

FIXED INCOME
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volatility is muted. This backdrop suggests that the 
‘hunt for yield’ environment, which we witnessed over 
2014-2017, may reemerge. If this is the case, higher 
yielding segments of the market, such as investment 
grade and high yield corporate bonds, preferred 
securities, and emerging market debt, should benefit 
from stronger demand. 

Looking ahead, investment grade corporate bonds 
should continue to generate attractive excess returns, 
primarily through carry rather than additional spread 
compression.  Our focus remains on sectors which 
are less vulnerable to event risks, such as mergers and 
acquisitions transactions, share buybacks, or increased 
dividends. We continue to find BBB-rated bonds the 
most attractive within the investment grade market 
and believe fears over the increasing proportion of 
BBBs in the index are overblown. 

Municipal bonds continued to post solid returns in the 
first quarter, driven in part by a very favorable supply/
demand dynamic. While the amount of outstanding 
debt for most sectors of the fixed income market has 
grown substantially over the past decade, the municipal 
market has actually decreased in size. At the same time, 
the demand for muni bonds has steadily increased. 
Today, the short-and-intermediate portions of the 
muni market, in general, appear rich compared to 
Treasuries, even on an after-tax basis, in most cases. On 

the other hand, the longer-dated portion of the market 
(maturities longer than 10 years) continues to be 
favorable on an after-tax basis. The lower corporate tax 
rate has resulted in a decline in demand for muni bonds 
from banks and insurance companies, who historically 
were the largest buyers of long-dated muni bonds. Our 
focus remains on the higher-quality segments of the 
municipal market, namely general obligations (GO) 
and essential service revenue-backed bonds. 

The high-yield market had its strongest first quarter 
since 2009 from a total return standpoint. Similar to 
the investment grade market, valuations now appear 
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fair, and the anticipation is for the vast majority of 
future returns to come from coupon income. Absent 
a recession, default rates are likely to remain low with 
the market currently pricing in an implied default rate 
of around 2%. Given the change in the outlook for 
Fed policy, which has extended the lower-for-longer 
outlook for yields and has likely postponed a pick-up in 
the default cycle, the high-yield asset class looks more 
favorable than it did last year.  

Mortgage and securitized markets had a decent 
first quarter but lagged the strong bounce back in 
performance versus many other markets. From a 
fundamental perspective, we believe the U.S. housing 
market and consumer remain healthy, which should 
provide a tailwind for home prices to continue to 
appreciate, albeit at a more muted pace relative to 
the past several years. Constrained supply, a healthy 
consumer balance sheet, and the recent decline in 
mortgage rates should all be supportive of home prices. 

Non-agency mortgages remain one of our highest-
conviction positions. While we do not anticipate 
meaningful spread tightening going forward, we believe 
the current non-agency mortgages offer attractive yields 
and should still maintain a very stable credit profile 
across a variety of different economic environments. 

After a challenging 2018, emerging market (EM) 
debt has begun 2019 with a strong recovery. Looking 

ahead, we are more constructive on the asset class 
than we have been in several years due to a number 
of factors – first and foremost, the seismic shift in 
monetary policy, particularly U.S. policy. The change 
in the Fed’s outlook for its future policy path implies a 
much more benign global liquidity environment, with 
less upward pressure on short-term U.S. interest rates 
and the U.S. Dollar. This change in outlook lowers the 
pressure on emerging market central banks to raise 
domestic interest rates, and, in fact, in low inflationary 
environments, some EMs could potentially be in a 
position to cut domestic rates. We also believe the 
policy measures implemented by China, to attempt to 
stimulate economic growth, will help promote growth 
for emerging markets more broadly. 

Following a challenging fourth quarter of 2018, preferred 
securities had a strong first quarter in 2019. We continue 
to see attractive opportunities in U.S. and some very 
selective European preferreds (known as CoCos). In 
the U.S., with the potential for interest rates to remain 
lower over the next several years, we are looking to 
opportunistically rotate a portion of the portfolio 
from fixed-to-float coupon structured securities, into 
fixed-for-life coupon structures. In Europe, preferreds 
continue to offer some of the highest yields in the 
entire fixed income market; however, given the macro 
uncertainties in Europe – in particular Brexit – we are 
remaining cautious at this time. 
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This material is not to be construed as an offering or intended as a recommendation to buy or sell securities and is being provided for informational 
purposes only.  These points represent the opinions of the authors, and as such, should not be construed as investment advice.  Results shown are 
purely historical and are no indication of future performance.  Past performance is not intended to be, and is not to be construed as, an indication of 
likely future results.  Past investment performance should be only one of several factors when engaging an investment manager. 

Franklin Street Advisors, Inc., is an investment adviser registered under the Investment Advisers Act of 1940 and a wholly-owned, indirect subsidiary 
of Fifth Third Bank and Fifth Third Bancorp.  Registration as an investment adviser does not imply any level of skill or training. The information is 
current as of the date of this presentation and is subject to change at any time, based on market and other conditions. Although taken from reliable 
sources, Franklin Street cannot guarantee the accuracy of information received from third parties. 

Index performance used throughout this presentation is intended to illustrate historical market trends and is provided solely as representative of the 
general market performance for the same period of time.  Indices are unmanaged, may not include the reinvestment of income or short positions, 
and do not incur investment management fees.  An investor is unable to invest in an index. 


