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 “From the very moment he first appeared before the people as a twenty-three-year-old in Sangamon County, 
Lincoln connected education and history, remembrance of the past and freedom. He singled out education “as the most 
important subject which we as a people can be engaged in,” so that every man could “thereby be enabled to read the 
histories of his own and other countries to appreciate the value of our free institutions.” … He considered history, an 
understanding of how we came to be, the best vehicle for understanding who we are and where we are going.” 
          
         Doris Kearns Goodwin 
         Leadership In Turbulent Times 
 
Dear Friends, 
 

Over the last several years it has become our practice to write and distribute our year-end Investment 
Comment several weeks after its official date. As Frank Partnoy, author of Wait, The Art and Science of Delay, 
has observed “speed is valuable but so is waiting.” A little more time often provides a lot more perspective. 
 

Our New Year Letter, the annual review of our investment results and our expectations and assumptions 
for the year ahead, was delivered to our clients a few weeks ago. The key messages of that letter were: 
 

• The primary catalyst for the sharp decline in common stocks late last year was increasing fear among 
investors that a recession is imminent. We believe these fears are premature. 

 
• Several risks and uncertainties that contributed to market volatility in 2018 are still in place. Therefore, 

share prices are likely to remain highly volatile through the end of the current economic expansion. 
 

• The combination of slower-but-sustained economic growth, modest profit growth, and a more cautious 
policy approach by the Federal Reserve offers a window of opportunity for common stocks to provide 
double-digit returns at some point in 2019.  

 
On several occasions we have noted that investment returns are asymmetrical – gains are achieved 

gradually, but losses come quickly. This was especially true in 2018. 
 
The equity market began 2018 with strong momentum amid a synchronized global economic expansion. 

However, in late-January/early-February the Standard & Poors 500 Index fell almost 10% when faster wage 
growth triggered fears that inflation might quickly accelerate. Inflation fears later receded and exceptional profit 
growth, driven in large part by corporate tax cuts, supported a choppy recovery for share prices until late 
September – at which point the S&P 500 had posted a year-to-date gain of 10%. 
 

In the fourth quarter several risk factors caused investors to lower their expectations for corporate 
profits in 2019 and the price they are willing to pay for those profits. These included (1) fragile economies and 
political turmoil in Europe, (2) decelerating growth in China, (3) protectionist trade policies of the Trump 
Administration, (4) the still unknown consequences of Brexit, (5) multiple investigations of Mr. Trump’s 
political, business and personal affairs, and, most important, (6) growing concern that the Federal Reserve may 
have already raised interest rates too much/too soon. 

 
By Christmas the S&P 500 had declined almost 20% -- conceding all prior gains for 2018 and a good 

chunk of 2017 as well. The market benchmark finished the year with a loss of 6.2% and, including dividends, 
provided a total “return” of negative 4.4%. Nevertheless, the “window of opportunity” opened sooner than we 
expected as common stocks have staged a “V-shaped” recovery. As we complete this report in mid-February, 
the S&P 500 has already posted a double-digit return since the start of 2019. 

 
 



 
Investment Strategy 
 

In February we mark the 25th anniversary of Clark & Stuart. From the beginning we have been a 
bottom-up investment manager -- building portfolios one security at a time based on our own research and 
analysis of individual companies, their potential for superior and reliable profit and dividend growth, the 
economics of the business in which they are engaged, and their competitive position within that business. In this 
framework we have always embraced market volatility as a source of opportunity. Simply put, volatility widens 
the dichotomy between stock prices and the intrinsic value of companies that we would like to own. 
 

Over this past quarter century common stocks have provided an annualized total return of 9% -- almost 
seven percentage points higher than the rate of inflation -- despite several periods of extreme turmoil in the 
capital markets. These returns suggest that many investors, particularly young investors, are best served by 
ignoring volatility, including steep recession-driven declines, in order to be invested when the next cycle begins. 
 

However, the majority of our clients are no longer young and they are in a very different place today 
than they were 25 years ago. Significant declines in the value of their portfolios would have long lasting 
consequences for clients who rely on the income generated by their investments as well as required distributions 
from their retirement accounts. Therefore, and given that the investment cycle is in its final innings, we have 
shifted the emphasis of our investment approach over the last few years in favor of capital preservation. Our 
goal is to avoid as much as possible the losses that will be imposed by a significant decline in common stocks 
when the next recession comes into view. 

 
Our capital preservation strategy has several key elements. These include (1) a renewed emphasis on 

companies that are more recession-resistant (e.g. Kimberly Clark and J.M. Smucker), (2) long-term 
commitments to companies with unique growth-drivers (UPS and New York Times), (3) companies that are 
“under the radar” of most investors (Fastenal and Nordson), and (4) companies with significant-but-temporary 
challenges that are overstated by other investors, causing their shares to trade well below the intrinsic value of 
the company (GE and Schlumberger). 

 
We have also adopted a willingness to hold very large cash reserves in our clients’ accounts. Because 

the Federal Reserve has gradually increased short-term interest rates over the last two years, and because 
prospective long-term equity returns from this point forward are likely to be well below the average of the last 
25 years, the opportunity cost of holding cash is very low. Moreover, large cash reserves allow us to be 
offensive – taking advantage of the new opportunities that market volatility provides. 

 
Finally, we have devoted more attention to top-down analysis of critical economic and financial 

variables that have in the past signaled turning points in the economy. All investment cycles are not identical 
and every cycle has some unique characteristics. Nevertheless, economic and market history provides reliable 
patterns and indicators to help investors discern “where we are going.”  

 
Recessions and the Equity Market 
 
 “It is natural to be haunted by a traumatic event for years afterward. In many cases, the Great Depression, and 
the related banking and financial market crisis, permanently scarred those that lived through it. To a lesser extent, the 
Great Recession has materially impacted psychology of investors over the past decade, causing repeated panics about the 
potential for another deep economic fallout.” 
         MRB Partners, January 16, 2019 

 
The current economic expansion will become the longest on record within a few months. History 

confirms that economic expansions do not simply die of old age. However, the probability of recession increases 
as the business cycle ages and matures. As the economist Hyman Minsky observed, long periods of economic 
tranquility encourage excessive risk-taking -- “stability begets instability” -- and imbalances eventually emerge 
in the economy (e.g. accelerating inflation), the capital markets (asset price bubbles), or the banking system 
(rising delinquencies and defaults). 
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Recessions always trigger significant declines in stock prices. The average peak-to-trough market 

decline associated with the all recessions since World War II has been 28%. However, as we have noted many 
times, declines in the last two downturns were far greater: 48% in 2000-2002 and 56% in 2007-2009. 

 
It is highly unusual for stock prices to decline 20% without a recession to follow. In fact, it has 

happened only three times in the last 50 years: 1987 (October stock market crash), 1998 (Asian financial crisis), 
and 2011 (European sovereign debt crisis). The sharp decline late last year, the temporary bear market of 2011, 
and the 15% decline between mid-2015 and early-2016, indicate that many investors are indeed haunted by their 
experience in 2007-2009. Consequently, they have been quick to assume the worst whenever risks and 
uncertainties accumulate. We believe the meltdown in late 2018 will become the fourth episode of a 20% 
decline that was not soon followed by a recession. 

 
 History also confirms that stock prices always peak before a recession begins. The lead time between 

stock market peak and business cycle peak has been as short as one month (1990) and as long as 10 months 
(1973). In the last two recessions, 2000 and 2007, the lead times were six and two months, respectively. Given 
the asymmetrical pattern of equity gains and losses, prudent investors are wise to forego the last few percentage 
points of gains in order to avoid the losses that coincide with recessions.  
 

In previous reports we have suggested that the lead time between the peak of the stock market and the 
end of the economic expansion could be longer than normal in the current cycle because of the extraordinary 
monetary policies that were put in place during and after the financial crisis by the Federal Reserve and other 
central banks (The European Central Bank, The Bank of Japan, The Bank of England). Negative interest rates 
and quantitative easing produced far more financial liquidity than was needed by the real economy. This excess 
liquidity inflated asset prices and pulled forward some of the investment returns that might otherwise have been 
realized later in the business cycle.  
 
 Nevertheless, two intangible factors suggest that a deep and lasting bear market may still not begin until 
the economy is on the threshold of recession. (1) Managers for large mutual funds, pension funds and 
endowments are generously compensated based on their short-term relative performance. This encourages these 
portfolio managers to remain fully invested (often against their better judgment) as long as their target 
benchmarks are still rising. (2) Persistent hubris among these highly compensated money managers explains a 
deep-seated confidence that they will always be able to get out before the exits become too crowded. Humility is 
a scarce quality on Wall Street.  
 

Pulling it all together, our assumption is that the equity market will indeed peak well before the start of 
the next recession, but a significant market decline will not begin until a recession is imminent. This implies an 
extended “topping-out process” during which stocks may be highly volatile but essentially move sideways over 
many months. We believe the topping-out process may already be underway. 

 
The Equity Market Checklist 

  
The Equity Market Checklist, originally developed by economist and friend Bob DeLucia, is our 

framework for assessing the outlook for common stocks. Regular readers of our letters and reports know that we 
frequently review the three primary variables on the checklist: (1) sustainable economic growth, (2) monetary 
policy and (3) corporate profits. Secondary variables include inflation, prospective returns from fixed income 
securities, corporate balance sheets, government fiscal policy, investor sentiment, and equity valuation. At any 
time, some of the secondary issues may be as important as the three primary variables. For example, early last 
year we cited inflation as a critical variable in the outlook. Given its overwhelming significance to monetary 
policy in the late stages of a business cycle, we believe inflation is now the single most important issue for the 
economy and the financial markets in the short-term and over the next several years. 
 

With this quarterly report we are including an insert that is Part I of our latest review of the checklist. In 
Part I we have focused on the outlook for economic growth and monetary policy. In Part II, to be included with 
our next report at the end of March, we will focus on the outlook for corporate profits and inflation. 
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Importantly, the Equity Market Checklist is a framework for assessing the short-term outlook for the 

stock market. Over the long-term two variables matter above all else: corporate profits and valuation. The latter, 
however, is a poor indicator of short-term returns because financial assets often remain overvalued or 
undervalued for an extended period. Over time, however, the principal determinant of the return provided by 
any asset is the price one pays to acquire it. 
 
Risks & Uncertainties – Catalysts for Recession? 
 

As noted on page one, most of the risks and uncertainties that contributed to the market meltdown late 
last year are still operative. Critically, however, the risk of tighter monetary policy appears to be off the table 
given a recent U-turn in monetary policy. Nevertheless, history suggests it is not the risk factors that are most 
obvious that eventually trigger an economic downturn. Rather, it is the often the surprises that are lurking in 
plain sight but which investors fail to fully appreciate. 

 
Among the well-known risk factors, the trade war between the U.S. and China is probably the issue with 

the greatest potential to trigger a global recession. The U.S. and other developed economies have legitimate 
grievances against China regarding intellectual property theft and forced technology transfers. However, 
imposing substantial tariffs on Chinese imports does nothing to support domestic suppliers in the U.S. – the 
opposite, in fact, is true. It was not a coincidence that the stock market meltdown started in October when many 
U.S. companies began reporting their quarterly results and indicated that the trade conflict with China has 
disrupted their supply chains, increased costs and reduced profit margins. 

 
In early January, two high profile U.S. companies, Apple and Caterpillar, reported that their sales in 

China late last year were well below the companies’ expectations. These are not isolated examples. By 
exacerbating a cyclical economic slowdown that was already underway in China the trade war has had adverse 
ripple-affects on other large export-driven economies, e.g. Germany, Japan, and South Korea. In summary, the 
U.S./China conflict is not a bilateral issue. It is a systemic risk with the potential to trigger a global recession. 

 
A second systemic risk is the persistence of credit and real estate bubbles in several smaller developed 

economies (Australia, Canada, New Zealand, Norway, Sweden, Switzerland, and the UK) that did not 
experience deleveraging following the financial crisis. These economies are all vulnerable to the same risk – 
higher interest rates. In previous reports we have noted that it would be highly unusual for a recession to be 
“imported” to the U.S. Also, each of these economies alone is too small to cause a global recession. However, as 
a group they represent close to 10% of global GDP. This compares to the three critical legs of the global 
economy: the U.S. (25% of global GDP), the Euro Area (15%) and China (15%). The policy U-turn by the 
Federal Reserve has reduced the risk of higher global interest rates in the short-term, but the consequences for 
these countries have only been deferred, not eliminated. 

 
A third systemic risk, and one much closer to home, is the possibility that many investors in fixed 

income securities (bonds and bond funds) will rush for the exits in unison when it becomes obvious that 
inflation is not extinct. Long-term interest rates rose quickly last year when inflation data posted only a modest 
upward surprise. Although headline inflation receded in the second half of 2018, core inflation (i.e. excluding 
food and energy) has remained firm. Many investors are not prepared for a long-lasting shift from the risk of 
deflation to the risk of higher inflation. A sudden and swift retreat from fixed income securities would trigger a 
sharp increase in long-term interest rates and would certainly put the U.S. economy at risk of recession.  
 

Finally, we are often asked about the possibility that multiple investigations into the political, business and 
personal affairs of Mr. Trump will, eventually, have a significant impact on the financial markets. Our 
assumption is that even the most extreme outcomes of these investigations will not sink the U. S. economy. 
They will, however, trigger another round of turmoil in financial markets. More generally, our long-held view 
has been that investors would remain complacent about Mr. Trump until the outlook for economic and profit 
growth becomes less certain. That complacency began to crack late last year. In terms of both politics and 
policy, Mr. Trump is a disrupter – constantly challenging established norms, relationships and institutions. 
Financial markets do not like uncertainty. Mr. Trump thrives on it. 

 
 
Rocky Clark and Michael Stuart    December 31, 2018     S&P 500: 2506.85 



The Equity Market Checklist 
Critical Variables in the Outlook for Common Stocks 

 
Winter 2019 – Part I  

 
Sustainable Economic Growth 
 

Economic growth is a necessary precondition for positive equity returns -- but it is not a guarantee. The 
rate of growth is not as important as the difference between growth and recession because the latter triggers a 
significant decline in corporate profits (typically greater than 20%). Shown below is the annualized growth of 
real gross domestic product (GDP) over the last 11 quarters. Data for the final quarter of 2018 is not yet 
available because of the recent government shutdown. A surprising slowdown in retail sales during the holiday 
season suggests that GDP decelerated to the range of 2.0% to 2.5% in the fourth quarter. This would be in-line 
with the economy’s potential growth rate as determined by the combination of labor force growth and 
productivity. Also shown below is our preferred measure of short-term economic growth, Real Final Sales – i.e. 
GDP excluding changes in business inventories which can be extremely volatile. 
 

2016 ------------------------- 2017 ------------------------- 2018 -------------- 
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 

GDP  1.5% 2.3% 1.9% 1.8% 1.8% 3.0% 2.8% 2.3% 2.2% 4.2% 3.4% 
Final Sales 2.2 2.9 2.5 0.7 2.6 2.8 1.8 3.2 1.9 5.4 1.0
  
The pace of the economic expansion accelerated in the Spring of 2018 when GDP increased 4.2% and 

Final Sales rose 5.4%. Many politicians were quick to credit the tax cuts of late 2017 for the acceleration. 
However, the average growth rate for Final Sales in the first three quarters of 2018 (2.76%) was only slightly 
above the average rate in 2017 (2.60%). Also, much of the acceleration last Spring was due to explosive growth 
in exports (9.3%) as U.S. companies tried to ship more products ahead of tariffs imposed by China on U.S. 
goods. This was partly corrected by a decline in exports (-4.9%) in the third quarter. The trade conflict with 
China also helps to explain the volatility in business inventories (a large decline in the second quarter and a 
massive increase in the third). In summary, the U.S. economy has continued to grow in the range of 2-3% with a 
slight uptick since the start of 2017 – but with more volatility quarter-to-quarter.  
   

The Index of Leading Economic Indicators (LEI) has a good track record of signaling recession well in 
advance The LEI is compiled by The Conference Board, a non-partisan and not-for-profit research group. The 
latest report on January 24 showed a very slight decline (0.1) for the LEI in December. This follows a modest 
increase in November (0.2) and a small decline in October (0.3). Importantly, six of the ten components of the 
LEI rose in December. The decline in stock prices, one of three components that fell, accounts for most of the 
recent softness in the LEI. If future economic trends confirm that the LEI peaked in September, then history 
suggests the next recession will not begin until later in 2019 – at the earliest. Specifically, the LEI peaked one 
year ahead of the recession in 2001 and 18 months before the recession that began in December 2007. In both 
cases the leading indicator fell consistently for several months before the recession took hold. 

 
Many investors believe the yield curve, the spread between short and long-term interest rates, is also a 

reliable recession indicator. We discussed the yield curve in our New Year Letter to clients. 
 

“Whenever short-term interest rates rise above long-term rates a recession has followed -- eventually. This is because 
the American economy is largely credit-driven and, therefore, inherently unstable and vulnerable to recession whenever 
credit becomes scarce and expensive. Simply stated, if the cost of borrowing money from depositors in the short-term 
exceeds the returns earned by lending over the long-term, then financial institutions will make less credit available. 

 
Over the last few months the yield curve has become relatively flat, with short-term interest rates now only slightly 
below long-term rates. The Federal Reserve raised the Federal Funds policy rate four times in 2018. Meanwhile, the 
yield on ten-year U.S. Treasury bonds, which was close to 3.25% in early November, fell to less than 2.7% at year-end -
- only 30 basis points above the rate for 3-month Treasury Bills (2.4%). Many investors have interpreted this narrow 
spread as a signal that an economic downturn is imminent. Importantly, however, the yield curve has flattened on 
several occasions over the last 40 years without being followed by recession. Moreover, even when the yield curve has 
inverted the lead time until the start of a recession has varied considerably – sometimes as long as three years.” 
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The flatter yield curve received a lot of media attention in 2018 and accounts for most of the recession 
fears that germinated in Q4. Nevertheless, we believe the yield curve alone is giving another false signal. Long-
term interest rates in the U.S. continue to be held down by (1) a widespread belief that inflation is extinct, and 
(2) aggressive and unorthodox monetary policies by central banks outside the U.S. – specifically The European 
Central Bank and The Bank of Japan. Thus, ten-year bond yields in Germany and Japan remain near 0% -- 
indicating that investors in these markets are expecting no inflation and no change in monetary policy for the 
next decade. This is an unlikely outcome. More important, we believe inflation in the U.S. economy is already 
in the early stages of a slow-moving but sustained uptrend. Importantly, the shift in underlying inflation 
pressures has not yet been factored into the Federal Reserve’s policy settings. 

 
Conclusion: Recession fears are not unwarranted, but they are premature. The Leading Economic Indicator is 
suggesting that the U.S. economy will slow in 2019, but a recession is still not yet on the horizon. Finally, 
investors should be aware of the potential for some recession indicators to give false signals.  
 
Monetary Policy 
 

As noted above, the Federal Reserve raised short-term interest rates four times in 2018 – increasing the 
Federal Funds Rates to a range of 2.25% - 2.50% in December. However, over the last few months the Fed has 
executed a dramatic U-turn. In early October Fed Chairman Jerome Powell rattled financial markets by stating 
that short-term interest rates were still far below “neutral” – the rate at which the cost of borrowing neither 
stimulates nor hinders the economy. By December Mr. Powell was backing away from this position; stating that 
the Fed now believes short-term interest rates are in fact close to neutral and reiterating that monetary policy 
would remain highly dependent on incoming data. At the end of January, the Fed stated that it “will be patient 
as it determines what future adjustments to the target range for the federal funds rate may be appropriate.” 

 
It is now widely assumed that the Federal Reserve has put future interest rate increases on hold – 

confirming that monetary policy will not be an obstacle to economic growth in the short-term. This shift in the 
outlook for monetary policy has been the primary catalyst for the V-shaped recovery in common stocks. 

 
Contrary to the view of many investors that the Federal Reserve raised interest rates too and too quickly 

last year, we believe monetary policy is still highly supportive of economic growth. An equally important 
recession indicator is the difference between nominal GDP growth (real GDP plus inflation) and the Fed’s 
policy rate. The former is a proxy for the return on capital for the aggregate economy and the latter is a proxy 
for the cost of capital. Therefore, as long as nominal GDP is greater than the Fed’s policy rate, corporations will 
have a strong incentive to spend, hire and invest for growth. 

 
History confirms that recessions do not occur until the policy rate rises above nominal GDP. As 

discussed above, Real GDP increased 3.4% in the third quarter and probably remained above 2% in the fourth 
quarter. Meanwhile, the consumer price index ended 2018 just under 2%. Thus, nominal GDP remained well 
above the Fed’s policy rate (2.5%) heading into 2019. Also, inflation is a lagging economic variable. It does not 
peak until after a recession has started and it does not trough until after recovery is underway. It would be highly 
unusual for inflation to decelerate in the later stages of the business cycle. Therefore, even if growth decelerates 
in 2019 (as we expect) nominal GDP growth should remain above the current Federal Funds Rate. 

 
Policymakers, like investors, are also haunted by their past experience. Thus, the Federal Reserve 

appears willing to tolerate higher inflation in order to eliminate any possibility of another deflationary spiral. 
Moreover, the Fed’s U-turn indicates that policymakers believe the global economy is still more vulnerable to 
the risk of deflation. The same is true for a generation of investment managers who have witnessed lower 
inflation and lower interest rates for their entire careers. When a trend has been sustained for over 30 years it is 
hard for policymakers and investors to recognize and acknowledge when a fundamental shift finally occurs. We 
will address the issue of inflation in more detail in our next report (March 31, 2019). 

 
Conclusion: Monetary policy is supportive of economic growth. However, if the Federal Reserve has backed 
away prematurely from the process of normalizing interest rates, then another round of market volatility is 
likely when the Fed starts raising interest rates again – perhaps later in 2019. 
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