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: Market brief

Coping with the correction
While the correction has frayed investors’ nerves and could persist, we don’t think it’s heralding the
demise of the bull market. The U.S. economy remains in gear, and with valuations nearing a sweet
spot we remain comfortable holding a Market Weight position in equities.
The U.S. stock market has been in a correction since
early October, joining many of its global peers that
had been weak months before that. The major U.S.
averages have given up 12% to 13% from their peak
levels so far. There have been bouts of heavy selling
followed by rallies, but prices have not yet reached
down to levels that have attracted sustained new
buying. We think that point is getting close, but the
road from here to there could still be a rough one.

Bullish sentiment has plunged
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As investors look to 2019 and beyond, the
40
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potential partial U.S. government shutdown, the
U.S.-China trade confrontation, difficult political
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crosscurrents in Washington, parliamentary chaos in
Britain around Brexit, fractious politics throughout
the EU, heightened tensions between Ukraine and Russia, and weak crude oil markets.

Still in gear
As concerns mount among investors, fear can take hold and push share prices and the broad averages down a long
way in a short time. Some sort of convulsive drop cannot be ruled out.
That said, we regard this as a correction and not something more; we think the market advance that began in 2009
has further to run. Our principal reason for holding this view is that the U.S. economic expansion remains in gear,
as do those of most important economies. The overt tightening of credit conditions and deterioration in the labor
market that would tell you a recession is on the way are not yet in evidence.
Our forecast for 2019 U.S. GDP growth is at 2.5%, with most quarterly postings expected to be in the low “2s.”
That would be markedly slower than the “tax-cut-juiced” quarterly readings delivered in Q2 and Q3 of this year.
Click here for author’s contact information.
All values in U.S. dollars and priced as of December 17, 2018, market close, unless otherwise noted.

For important disclosures, see page 3.

Page 2 of 5 Global Insight: Market brief, continued

Quarterly GDP growth rates that subside back
toward the 2.2% lower-than-average rate that
prevailed from the end of the recession in 2009 until
the beginning of this year should keep inflation
tamed, in our view. This, in turn, should permit the
Fed, once it puts the expected December rate hike
in place, to stay on hold through much of next year.
Without more aggressive credit tightening, we
expect the U.S. economy will keep on growing
through 2019 and into 2020. So, too, should
corporate profits and the value of businesses.

Fear factor

Major economic indicators still in expansion mode
RBC Wealth Management U.S. economic indicator scorecard
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But before a market advance to what we expect will
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be new high ground can get underway, this current
correction has to run its course. On that front,
Source - RBC Wealth Management, Bloomberg, FRED Economic Data St. Louis Fed
several measures of momentum and participation
are at or approaching deeply oversold levels. Fewer
than 25% of stocks in the S&P 500 are registering upward weekly price momentum. On a daily basis only 16% are
giving positive readings. Both of these can go lower still, but sustainable rallies have often begun from such levels.
Optimism and complacency have given way to pessimism and some fear. The most recent U.S. survey of individual
investors by AAII showed that only 21% of respondents rated themselves as “bullish” about the market’s prospects
for the next six months. Near the January peak, fully 60% put themselves in that category. In early October the
reading was 46%. The percentage of those characterizing themselves as “bearish” has risen to almost 50%, the
highest level since early 2016. Extremes of pessimism are usually unsustainable, suggesting a market low may not
be far away, at least in time.

Searching for the sweet spot
Valuations are becoming more compelling. At the peak in February and again in September, the S&P 500 was
flirting with a price-to-earnings (P/E) ratio of 20x based on trailing 12-month earnings. These are levels from
which annual gains tend to be in the low single digits, on average, and sometimes negative. At today’s levels the
P/E multiple is a fraction below 16x. The range of 14x to 16x current earnings has historically been something of a
“sweet spot” for stocks, with the S&P 500 typically delivering all-in returns close to 15% one year out, on average.
Multiples elsewhere are even lower. Canada’s TSX, for example, is trading at a 15% multiple discount to the S&P, an
unusually wide disparity. The MSCI Emerging Markets Index and MSCI World ex USA Index are both trading well
below their 10-year averages.
We expect corporate earnings to grow moderately in major markets in 2019. The U.S. growth rate should decelerate
the most, mainly because the outsized, positive year-over-year impact of corporate tax cuts will no longer be
contributing. Slower economic momentum should also rein in profit growth. We anticipate S&P 500 earnings will
rise in the mid-to-high single-digit range for the coming year—admittedly a slower pace than 2018, but enough to
support modest price gains, in our assessment.

Recognizing resilience
If a major market peak is occurring, it is not conforming with history. None of our major recession indicators are
flashing red, let alone yellow. We remain comfortable holding a Market Weight position in overall equity exposure
in global portfolios and in U.S. equities—in other words, investing at the long-term strategic allocation level.
The U.S. economy and earnings should provide support for modest gains in major indexes in 2019. We think the
market has the capacity to absorb economic cooling, ongoing tariff risks, political headwinds, and monetary policy
uncertainty, albeit with volatility.
December 17, 2018 | RBC Wealth Management
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