
2018 4th Quarter Economic Outlook 

 

This year economic and earnings growth, employment gains, and consumer and business 

confidence have all been positive, but looking forward to next year investors, analysts and 

economists are seeing potential headwinds including shifting from a focus on monetary policy to 

fiscal policy, trade tariffs and tensions, a slowing global economy, slowing housing and auto 

sales. The economy is raising some red flags and I will point them out below. 

 

The good and bad news this year has kept the markets in a trading range. Next year looks 

tougher so we could see more volatility and even a bear market and recession. 

 

This report I focus on one of the main issues the U.S. and global economies are facing - tariffs 

and trade wars. Trade is a very complex issue, but I do try to briefly highlight the goals of the 

administration and potential outcomes.  

 

GDP & U.S. Economy 

 

GDP growth was able to grow above trend this year: 

 

 
Source: WSJ 

This economic cycle may be one of the longest in economic history. GDP growth for this cycle 

peaked in 2014, but picked up again this year thanks to the enthusiasm of the new business 

focused administration and stimulus from tax cuts and increased government spending. Most 

economists believe the current economic trend is not sustainable and will slow next year. The 

impact of the stimulus will wane and economic and earnings growth comparisons will be 

difficult next year.  

 

Below is a breakdown of the key components of the economy and their respective trends: 

 

 



 
Source: Commerce Dept., WSJ 

 

Consumer and government spending have picked up, but business investment and net exports 

have fallen. 

 

Business optimism remains strong: 

 
Source: WSJ’s Daily Shot 

Much of the corporate tax cuts are going to increase dividends, buybacks, mergers and 

acquisitions, and pay down debt. All these actions have a low multiplier impact on the economy, 

but they may be good for investors. They also plan to reduce capital spending due to the 

uncertainty of tariffs, trade tensions and sanctions. 

 

The administration was anticipating repatriated trillions of dollars from overseas. JPMorgan 

estimated a total of $450 billion will come back to the U.S. in 2019. Most of the money belongs 

to tech firms and as mentioned above they have been buying back shares (at very high prices and 

valuations) and reducing debt. It’s estimated only about 5% will be used for capital spending.  



 
Less capital spending for corporations is a disappointment to investors, analysts and economists. 

 

The chart below shows the rise of mergers and acquisitions, M & A. Some of the deals are huge: 

 

 
Source: Dealogic, EIA, WSJ Market Data Group 



 

RED FLAG - another sign that a recession may be approaching is a peak in M & A activity. 

 
 

The chart shows as M & A peaked, the economy went into a recession, gray shaded area. 
 

The Consumer 

 

The consumer is about 70% of the U.S. economy. 

 

Employment & Consumer Confidence 

 

There has been very good news regarding job creation. There are more job openings than the 

unemployed, a great thing for those looking for a job or want to change jobs. 

 
Source: WSJ’s Daily Shot 



Unemployment is close to historic lows: 

 

 
Blacks and Hispanics had the highest unemployment, so fortunately they are being hired and 

their unemployment numbers are dropping.  

 

RED FLAG - As the chart shows, when unemployment bottoms in a cycle, the economy 

normally goes into a recession. When the labor market tightens, employers need to raise wages 

to attract new employees and retain current employees. Near the end of cycle wages and inflation 

go up and so do interest rates. The economy slows and the sins of the cycle (normally bad 

lending e.g. real estate, oil industry, technology, emerging markets) are exposed and the 

economy goes into a recession.  

 

The strong labor market is causing wages to increase at a higher rate that could make a 

difference in workers’ paychecks. 

 

 
Source: FRED, Federal Reserve Economic Data 



 

The strong job market, rising wages, a growing economy, and rising home prices has led to 

strong consumer confidence: 

 
Source: WSJ’s Daily Shot 

 

Even though consumer confidence is high, there is a gap between consumer expectations and 

real consumption: 

 
 

Housing and Autos 

 

RED FLAG – Autos and housing are important components to the U.S. economy, and they 

have been showing signs of weakness. 



Auto sales had a good recovery this cycle, but sales are starting to stall. 

 
Source: WSJ’s Daily Shot 

 

Home sales have fallen for eight straight months: 

 

 
Source: WSJ’s Daily Shot 

 

The main cause of declining home sales is affordability and this includes: high home prices, 

rising mortgage rates, and a high down payment that first-time buyers are having a difficult time 

raising. Low inventories are also a factor. In past cycles, families would trade-up to bigger 

homes, more families, home owners are staying put. 

 

The housing industry is about 20% of our economy and is very important: 



 
 

 

CPI & Interest Rates 

 

I often hear on the cable financial news that inflation is tame and the Fed should not be raising 

rates. There are other ways to look at why interest rates are rising. There are three main reasons. 

 

Reason 1. Here is what I wrote in my 2018 Economic Outlook, “The U.S. is shifting from 

monetary stimulus (low rates and quantitative easing) to fiscal stimulus (tax cuts, infrastructure 

spending, reduce regulations)… this shift could be disruptive to the global economy and 

markets.”  The Fed has to reduce the stimulative impact of low rates because of the stimulus of 

fiscal policies, the lowering of taxes and increased government spending. 

 

Rising rates have made our dollar stronger (we have one of the highest interest rates among 

developed nations). Rising rates and the stronger dollar is one of the reasons the global economy 

and markets are struggling.  

 

Reason 2: Interest rates need to reflect inflation. Below is one of my favorite charts (I’ve shown 

the chart in many past reports) that shows the relationship of inflation, interest rates and the 

economy. 



 
Source: FRED, Federal Reserve Economic Data 

Notice that most of the time the Fed Funds rate (blue trendline) is higher than inflation (red 

trendline), except for this cycle where inflation is above the Fed Funds rate. This is unusual, and 

the Fed was planning to “normalize rates” to reflect inflation once the economy was strong 

enough. The economy is strong enough so the Fed is “normalizing rates.” Also notice that when 

rates and inflation move up, we normally go into a recession.  

 

Below is a chart that updates the current trend of inflation and the Fed Funds rate: 

 
 

The Fed has been raising rates since 2015. The normal spread between inflation and the Fed 

Funds rate is normally at least 1%. This means the Fed Funds rate could rise to about 3%, if 

inflation is about 2%. There could be more fed rate hikes if the inflation continues to rise and if 

the economic growth stays at current levels. There are two more rate hikes expected in 2019. 



 

Reason 3 – When the economy slows and we go into a recession, the Fed may not only stop 

raising rates, but they may start to lower them. This is another reason why the Fed needs to raise 

rates now, so they can lower rates later when we go into a recession.  

 

Lowering rates is one of the best ways to stimulate an economy, but rates may not be high 

enough to drop to have a stimulative impact.  

 

RED FLAG – As the first chart of this section shows, when inflation and interest rates rise, the 

economy normally goes into a recession. There are other causes of recessions that I discuss in the 

“Causes…” section at the end of this report. 

 

Below is a chart that shows the trend of corporate borrowing in past and the current economic 

cycle: 

 
RED FLAG –  Going back to the 1970s, as corporate debt to GDP peaks, the economy normally 

enters a recession.  

 

One bright spot for consumers and the inflation picture is the recent dramatic fall in oil prices: 



 
Source: WSJ’s Daily Shot 

 

There are many reasons for the fall in oil prices: prices moved up because of the potential for 

Iranian oil sales sanctions and Venezuela’s (has the most reserves in the world) falling 

production; President Trump asked Saudi Arabia to bring prices down so they increased 

production and so did Russia; President Trump gave Iranian customers waivers so they could 

buy Iranian oil (more on this in the Global Trade section below) so Iranian oil sales/supply did 

not go down as anticipated; oil shale production in the U.S. keeps growing; the futures market 

where price discovery is made exaggerates moves in oil prices because of the high leverage and 

that attracts speculators; an expected slowdown for the global economy and less global demand 

for oil.  

 

The Fed is not only raising rates but they have been reducing its balance sheet and this has the 

impact of lowering liquidity and puts pressure on longer-term rates as the supply of government 

paper increases. Other central banks around the world are also raising rates and are trying to 

reduce their balance sheets or slow its growth. I write more about this in the Global, Trade 

section below. 

 

Another issue investors should be watching are credit spreads, the spread between high and low 

quality bonds. The chart below shows the current credit spread trends: 

 



 
High yield bond yields are rising, normally a sign that investors are anticipating a more difficult, 

riskier environment and are selling riskier high yield bonds. If higher quality corporate bond 

yields were dropping it would be a red flag as investors are moving to safer assets. We need to 

watch credit spreads. 

 

Rising interest rates in the U.S. and a stronger economy is causing a rising dollar:  

 
Source: WSJ’s Daily Shot 

The strong dollar will be a headwind next year because it causes our goods and services to be 

more expensive to most of our global trading partners and this normally slows our economy. 

Also, profits could go lower when our international companies sell goods overseas and when 

they translate from a cheaper currency into a stronger dollar will normally lead to currency losses 

and lower total profits. 

 

 



The Global Economy, Trade and China 

 

Many of the largest economies in the world are slowing: China, Japan, Germany, and the United 

Kingdom. Below are 2019 economic forecasts of some of the key economies in the world: 

 

The Global Economy 

 

 
Source: Moody’s Investing Services 

Of the 23 economies listed above, only 6 are forecasted to grow slightly above this year’s level. 

 



There are many reasons sighted for the global slow down: trade tensions and tariffs are causing 

uncertainty, several major central banks are raising rates and reducing their balance sheets, 

dysfunctional governments and politics, populism, protectionism and a strong U.S. dollar (raises 

the cost of capital for those economies that borrow in dollars). 

 

Let’s look at what global central banks are doing in terms of their balance sheets: 

 
 

When central banks use their balance sheets to buy assets (the U.S. central banks have been 

buying government paper, other central banks have been buying corporate bonds and equities) 

they are using money created by the central banks by a computer journal entry and use that 

money made out of thin air to buy assets from banks and create greater liquidity/cash in the 

economy. They are now withdrawing that liquidity.  

 

Notice that the Fed (blue) was aggressively buying government paper early in the cycle to 

provide liquidity to the economy. Notice that the European Central Bank, ECB, was very 

aggressive later in the cycle. The major central banks in the world are lowering their purchases 

and reducing their balance sheet. They are collectively withdrawing global liquidity, another 

headwind for the global economy and equity and debt markets. 

 

Tariffs and Trade Wars 

 

Tariffs and trade are complex subjects, so I will go over some of the basics and guess 

what may be the near-term outcomes. 

 



First, tariffs raise prices to consumers, and most economists agree are bad. 

 

I wrote a 5 part series on Trumponomics and it included the Presidents global 

economic agenda. Here is what I wrote in Trumponomics Part 1:  

 
“Most Republicans believe in free trade among our global trading partners. Dr. Navarro is the 
head of President Trump’s new National Trade Council, and he believes free trade has hurt 
America, especially its workers. Dr. Navarro is a public policy professor at the University of 
California at Irvine. He is also an author and his book, Death by China is very critical of China on 
many levels. He does have some interesting, non-conventional ideas on trade deficits. 
If we look at the components of the U.S. GDP, they are: 
 
GDP = The consumer (about 70% of GDP) + business investment (about 12.5%) Government 
(about 21% federal, state and local) + net exports (exports minus imports, about -4%). 
 
Dr. Navarro’s idea is, to make the economy grow faster by exporting more, and import less. 
 
This means renegotiating our trade agreements and to go from trade deficits to trade 
surpluses. As the President always states, we want free trade, but also fair trade.  
 
The fear among many business leaders and economists is that these trade negotiations could 
lead to tariffs, trade wars and a global recession. 
 
Below are the countries with the largest trade deficits:  

1. China -- $579 billion traded with a $347 billion deficit. 
2. Canada -- $545 billion traded with a $11 billion deficit. 
3. Mexico -- $525 billion traded with a $63 billion deficit. 
4. Japan -- $196 billion traded with a $69 billion deficit. 
5. Germany -- $164 billion traded with a $65 billion deficit. 

These are the countries where trade negotiations are beginning to start. Getting countries to 
buy more of our products and services, and Americans to buy less foreign products is a lot 
easier said than done. 
 
We have been exporting our standard of living for decades by buying Japanese and German 
luxury cars, foreign oil, Mexican agriculture and Mexican assembled vehicles…. 
 
Another important point regarding our trade deficits is the impact of the dollar and our 
financing needs. The U.S. dollar is the world currency reserve and many commodities are 
denominated in U.S. dollars. Also, because we are a large global trading partner and our 
business is done in U.S. dollars, these foreign reserves help us finance our debts, and 
investments, as the U.S. does not save enough. 
 



Regarding the dollar, it has been strong since 2014, but it did have a strong rally after the 
elections. A strong dollar makes our U.S. products and services overseas more expensive. If the 
euro goes lower and the dollar gets stronger, a European who wants to buy a Chevy will have to 
have more Euros to buy a Chevy because they will need more euros to buy anything priced in 
dollars. In the early 2000s, a euro would buy about $1.60 worth of dollars. Today a euro only 
buys about $1. A strong dollar will make it harder to increase our exports.”  
 
Bottom line the administration would like to reduce trade deficits and this will help grow our 

economy and bring back jobs. They would like to make trade with our trading partners fair. All 

worthwhile goals. 

 

As I stated above global trade is complex, for example, below is an image that shows 

the complex composition of supply chains of the major global auto makers: 

 

 
 



Putting tariffs on some of our trading partners unfairly impacts other partners that don’t have 

trade issues with the U.S. The impact of our trade wars is having an impact on the global 

economy. 

 

Some believe that if trade negotiations take too long, supply chains could change. Navarro would 

like to see China left out in the cold as global businesses find other suppliers, some believe that 

the U.S. could be left out in the cold. For example, soybeans are the largest crop in the U.S. and 

its largest customer is China. China has retaliated against U.S. tariffs as they are now buying 

their soybeans from Brazil. Soybean farmers are very concerned that they could lose China as its 

largest customer.  

 

Below is an image of the timeline of tariffs imposed on our trading partners and their retaliatory 

tariffs: 

 
 

This does not include the sanctions we have imposed on Iran, North Korea, Burma, and several 

African nations. Below is a list of tariffs placed on China, the EU and NAFTA: 

 



 
Businesses and economists are very concerned about 25% tariffs on most of China’s exports to 

the U.S. starting at the beginning of next year. Currently there are 10% tariffs on about half of 

China’s exports. Most believe that the 25% tariffs could lead the global economy into a 

recession. More on this later.  

 

Trade Wars and China 

 

China has the largest trade deficits with the U.S., about $400 billion, and this is why there is so 

much attention on the trade war with China.  

 

Below is a chart showing our growing trade deficit with China: 

 
 



Some economists believe that the trade deficit is getting worse as U.S. companies are building 

inventories before the 25% tariffs are implemented: 

 

 
 

This means that many companies around the world are pulling business forward, and this could 

lead to much lower global economic growth if the 25% tariffs go into effect in about 1 month. 

 

The Chinese do steal and cheat and do business unfairly and this President is trying to change 

our relationship with China. Some businesses and investors like the President’s approach. 

 

Negotiations with China not only include getting the trade deficit down (the U.S. importing less 

from China and exporting more to China). Other negotiations include help with North Korea, 

Iran, reducing their military ambitions especially in the South China Sea where they have been 

building up a military presence, unfair trade practices and technology theft. The list is very 

ambitious, complicated and will take time to negotiate. When and if the negotiations are 

successful is anybody’s guess. 

 

We must remember U.S. consumers choose to buy foreign goods including German and 

Japanese cars, South Korean electronics, French wine, Italian clothes, and low priced goods from 

China, India, Viet Nam, Cambodia, Mexico. Getting U.S. consumers to buy more American 

goods will be a challenge, especially because our economy is a knowledge based, service 

economy and manufacturing is a smaller component of our economy. 

 



Also. businesses aren’t forced to do business with China and they compromise some of their 

rights so they can have access to the huge Chinese economy. Some businesses decide not to do 

business there and some are pulling out because the regulations are onerous for U.S. companies.  

 

Intellectual property and technology theft is a real problem, but they will continue to hack our 

technology companies and other sensitive computer system and steal our technology. A recent 

article in BusinessWeek revealed how China planted small chips to infiltrate U.S. companies, 

click here to read the article. You can make laws that prohibit stealing but the laws will not 

eliminate theft, it will still happen. The Chinese defend their stealing because they say the U.S. 

spies on them, and the West (U.S. France, Great Britain) has a history of meddling in their 

affairs.  

 

We can look at other deals this administration have made and this could give us a clue on how 

China trade negotiations may go. 

 

NAFTA 

 

The idea behind renegotiating NAFTA and other trade deals was to lower our trade deficits and 

to bring back jobs. Below are images that highlight the main elements of the new NAFTA trade 

deal: 

 
 

https://www.bloomberg.com/news/features/2018-10-04/the-big-hack-how-china-used-a-tiny-chip-to-infiltrate-america-s-top-companies


 
As the images show imported cars from Canadian and Mexico will probably not change much. 

 

The new trade deal will also allow U.S. dairy farmers to sell more milk to the Canadian market. 

Another agreement was to raise the pay for Mexican auto workers to $16 to make it less 

desirable for U.S. auto companies to use Mexican workers. This is what some new auto workers 

are paid, but the average auto worker is paid about $33 per hour. 

  

There are no real big changes to NAFTA. There is a big gap between what their goals were 

(lower trade deficits and bring back jobs) and what the new deal accomplishes. The deal still 

needs to be approved by congress and the new Mexican President and administration.  

 

Another example where there is a gap between goals and outcomes are Iranian sanctions. The 

goal was to cut exports of Iranian oil to zero. The sanctions would cause Iranian economic pain 

and this will bring Iran back to the negotiating table to negotiate the elimination of their nuclear 

weapons ambitions and involvement in the violence, chaos in the Middle East. There was lots of 

talk that the sanctions would be tough and potential violations and cheating would be closely 

monitored. Many of Iranian oil buyers complained so waivers were given. 

 



 
The Trump team did provide waivers to most of the countries that buy Iranian oil.  The waivers 

are to last six months. Again there is a gap between goals and results. 

 

A recent article quoted an analysts that summed up U.S. trade negotiations: 

“Trump talks tough, but because of elections and political pressures (farmers, car makers, GOP 

congress and senators who are free traders) tends to capitulate early.”  

 

We can also see the tough talk with North Korea, and the President finally took a meeting with 

their leader. The meeting yielding little in terms of denuclearization by North Korea. According 

to recent reports, certain countries are helping North Korea circumvent the sanctions the 

administration has placed on North Korea. 

 

At the end of this month, President Trump will meet with the President of China. I would not be 

surprised that there would be some type of watered down agreement that will not materially 

bring down our trade deficit and will not bring back jobs, or stop technology teft. Businesses and 

investors would love to see some type of agreement as that would reduce the amount of risk and 

uncertainty the trade wars are creating. An agreement would help the global economy and 

markets. If there is no agreement, and tariffs are implemented at the beginning of 2019, then a 

global recession and bear market are on the table. 

 

What Causes Economic Cycles to End? 

 

I learned and experienced many years ago, the best way to obtain great returns with less risk is to 

invest at the beginning of a cycle when investments are undervalued, and sell or hedge when 

assets are overvalued and as a cycle matures. This means it’s important to identify turning points 

in the economy, especially in the markets. 

 

Below are more red flags that investors should be familiar with as they provide clues to end of an 

economic cycle. 

 



I’ve done my own research on what causes recessions. Below is my research: 

 
Source: Dan Hassey databases and research 

 

The periods in yellow highlight are years where there was a bear market, but not a recession. 

Every time there is a recession we have a bear market, but sometimes we have bear markets 

without recessions. 

 

My research goes back to 1914, and identifies the top causes of recessions/bear markets: rising 

interest rates, rising oil prices, too much leverage, and bad allocations of capital. Since 1988, 

derivatives have also caused major disruptions to the global markets and economies. Wars also 

have a big impact on our economy and markets. 

 



Currently, the causes of recessions and bear markets are popular topics in the financial media. 

Below is some of the research I’m seeing that is similar to my research. 

 
 

I wrote in a recent update that the market is one of the best leading economic indicators as it can 

be a forward looking tool. The image below shows that some market metrics also help identify 

turning points. Valuation metrics are the most helpful, especially when markets are overvalued.  

 



 
 

According to these metrics, the market is in a late cycle and  is overvalued since last year with a 

very high peak percentile. Like me this model has been early. “Investors are never wrong, we’re 

just early”. 

 

 

 

 

 

 

 

 

 

 



Black swans (events that have a low probability of happening but would have a big impact) are 

another cause of bear markets and recessions.  

 

 
 

Notice that most of the black swan events are international. Investors and analysts tend to forget 

that international events can cause bear markets and recessions. There are currently many 

international hot spots (Iran, North Korea, China, Russia, Venezuela) that can push the global 

economy into a recession. 

 

A black swan that I rarely read about, a bad report from Special Council, Bob Mueller. This 

could side-track the President and could be headwinds for our economy and markets 

 

Conclusion and Summary 

 

 This year there has been a struggle between good and bad economic news keeping the 

markets in a trading range. Next year there may be more bad news than good news and 

that could cause the next bear market.  

 

 

 

 



 Investors and analysts are concerned about rising rates, but there are several strong 

reasons for the rising rates. The Fed is also reducing its balance sheet that could impact 

liquidity and put upside pressure on rates. The good news is oil prices are falling and that 

could ease inflationary pressures – for now. 

 

 I identified several economic red flags: rising rates, growing corporate debt, potential 

peak in M & A, more job openings than the unemployed, autos and housing are weak. 

One of the charts above also points out that the markets are peaking and are overvalued. 

 

 Trade wars and tariffs are causing uncertainty and this is partly leading to a slowdown in 

the global economy. 

 

 Chinese trade negotiations are critical to the global economy and markets. The President 

has a history of talking tough, but then capitulating. If this happens with Chinese 

negotiations, then this could help the global economy and markets. If there are no 

agreements and 25% tariffs on Chinese goods are implemented, then this could sent the 

global economy into a recession.  

 

If you need help with your investing or have investment questions, please feel free to contact me. 

 

Dan Hassey 

danhassey@yahoo.com 

 

 

 

 

 

 


