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Insights: September 2019 

Market Overview and Performance 
 
As we sit to write this month’s Insights letter, the S&P 
500 sits just -2 percent away from its all-time intraday 
high of 3027 reached on July 26th.  Given all the events 
both economically and geopolitically that have 
occurred in the two months time since that peak, one 
would have assumed that the market would be down 
quite substantially rather than near the cusp of 
breaking out to fresh highs.  In fact, if one merely 
listened to the media over the past several weeks, the 
obvious assumption would be that the world economy 
is headed for a severe global recession, there would be 
a war coming in the Middle East, and that central 
banks have lost complete control of the global 
monetary system (and as of late, the U.S. President 
would be impeached). As we have written about for 
much of this year, the evidence for these dire 
predictions simply isn’t there.  Clearly, one can point to 
slowing global growth and a myriad of selected        

        
 
 
 
 
 
 
 
economic indicators to highlight concern which is 
certainly merited.  However, the US equity market 
continues to remain resilient, declining just -6 percent 
this year at its worst versus an average calendar year 
drawdown of -14 percent.  While we will discuss the 
reasoning behind our continued positive outlook, it 
goes without saying that trade tensions remain as the 
primary impediment to further growth.  As incoming 
ECB President Christine Lagarde stated recently, 
“Tariffs are set to shave 0.8% off of global growth in 
2020.  That is a massive number.  It’s fewer jobs.  It’s 
less business going on.  It’s less investment.  It’s more 
uncertainty.  It weighs like a big, dark cloud on the 
global economy…Threat against trade at the moment 
is the biggest hurdle for the global economy, yes, 
indeed.  The longer it lingers, the more uncertainty 
sinks in.” As always, thank you for reading our latest 
Insights.    

 

 
 
Month to Date 

August 31 Year to Date 

      

Equity  Total Return % (USD$) Total Return % 

S&P 500 Index -1.32 18.34 
Russell 2000 Index -4.94 11.85 
MSCI EAFE Index -2.59 9.66 

MSCI Emerging Markets Index -4.88 3.90 

   

Fixed Income     

Barclay's U.S. Aggregate Bond Index 2.59 9.10 
Barclay's U.S. Aggregate Credit Index 5.96 23.73 
Barclay's U.S. Aggregate Corporate High Yield Index 0.40 11.00 

Barclay's Municipal Bond Index 1.58 7.61 

   

Macro Measures     

Gold 6.37 19.36 
Crude Oil -5.08 21.34 
CBOE Volatility Index 17.74 -25.33 
USD Dollar Index 0.41 2.86 
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Current Theme – Despite a Wave of Pessimistic 

Narratives, Equity Markets Continue to Hover 
Near All-Time Highs and Bond Markets Remain 
Calm       

Even With Generally Positive Economic Data in the US, 
Investor Attention Continues to Focus on the Slowing 
Pace of Global Growth – However, Stimulus is Clearly 
on the Horizon 

As the chart below illustrates, despite all of the hand 
wringing portrayed by the financial media, US equities 
have been behaving quite well over the year and now 
sit just -2 percent away from its prior peak.  And for 
those who suggest that an 18 percent 2019 return is 
“too much too fast”, its worth noting that the Index is 
only up about +3 percent over the past 12 months.  
 
S&P 500 Near All Time High Levels Despite Mkt Concerns

  

Source: Thomson One 

Encouragingly, momentum is also clearly to the upside 
as displayed by the NYSE Advance/Decline reading 
which is breaking out to new all-time high levels. 

Advance/Decline Measure Breaking Out to New Highs  

 
Source: Callum Thomas; stockcharts.com 

 
That metric simply subtracts the number of declining 
equities from those ascending.  Therefore, when it is 
moving higher, it indicates that more stocks are 
advancing – a sign of strong breadth in the market.  
Importantly, it has also proved to be a leading 
indicator, peaking and troughing before stock prices 
do.  Why would this be happening now if we are on the 
cusp of a global recession?  Probably because investors 
just received an encouraging message from the Fed.   
 
Strong Equity Returns After Past 2x 25 Basis Point Cuts       

     

Source: Ryan Detrick; LPL Research 

With the second 25 basis point interest rate cut 
coming in September, investors were treated to a 
Fed that is signaling easier monetary policy ahead 
without flashing a warning sign that recession lies 
ahead.  Unlike during the recessions of 2001 and 
2008 when the Fed’s first moves were cuts of 50 
basis points, the past six episodes of back to back 25 
point cuts have ushered in a conducive period for 
equities as seen in the chart above, 6 out of 6 times.  
As we discussed in our last Insights letter, we see 
little concrete evidence present to justify rate cuts at 
this point.  The Fed has a dual mandate: maximum 
employment and stable prices (inflation).     
 
US Inflation Rate (CPI) Trending Solidly Higher in 2019     

   
Source: J.P. Morgan 
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As one can see from the previous chart, the Consumer 
Price Index is displaying much stronger trends after 
languishing slightly below the Fed’s two percent target 
for years.  Higher inflation is typically viewed as sign of 
stronger economic activity.  Similarly, unemployment 
rates within the US are at the lowest level in 50 years. 
 
3.7% Unemployment Rate is Lowest Level Since 1960’s

 
Source: Unemploymentdata.com; Bureau of Labor Statistics 
 

More broadly, “hard data” which is essentially the 
measures of economic activity tracked by the 
government continues to improve since their trough 
in late 2018.  Conversely, “soft data” which are 
sentiment surveys, remain depressed.  The 
distinction is important since sentiment (really just 
investor opinion) peaked long ago while hard data, 
which reflects actual activity, is now starting to 
demonstrate strength after a trendless flat period.  
 
Hard Data (Gov stats) on the Rise versus Soft (Sentiment)  

  
 Source: Arbor Research and Trading LLC 

 
The chart above reflects aggregate data and we will 
freely admit that there are areas of concern such as 
the manufacturing data we have seen both in the US  
and abroad.  However, we would note that 

 
manufacturing is now only 11 percent of US GDP.  
Additionally, the retracement in manufacturing across 
the globe can be squarely laid at the feet of ineffective 
trade polices.  Fortunately, these are self-inflected 
wounds which could quickly be undone.  The services 
sector on the other hand, and namely consumption, 
has long dominated US (and largely global) economic 
growth.  It accounted for 69 percent of US GDP in 
2018. That is why we are encouraged by charts like the 
one below.  Retail sales have marched steadily higher 
in 2019 after dipping somewhat at the end of 2018.   
 
Consumer Feeling Confident – Retail Sales Spiking Higher 

 
 Source: The Leuthold Group    

 
Consumers do not spend money on “core” retail items 
which excludes things like food and automobiles (basic 
necessities essentially) unless they are feeling good 
about their current financial situation.  Logically, this 
can be traced back to the fact that housing data has 
been increasingly beating expectations in 2019.  Sales 
of new homes, existing homes, and pending homes are 
all growing around 2.5 percent annually, the fastest 
rate of growth seen since early 2016.  Clearly, when 
homeowners feel confident about the prospects of 
their house, their largest asset by far, they will be 
much more inclined to spend their income elsewhere. 
 
Housing Data - Strong Rebound in 2019 After Weak 2018  

 

 Source: Bloomberg;  ZeroHedge 
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And we are seeing reassurances from the credit 
markets as well.  We have written at length about the 
inversion of the US yield curve and its fairly reliable 
track record of portending recession, however, this 
month we have seen a reversal of the trend along 
some portions of the curve.  As seen below, the 10 
Year-2 Year yield spread is no longer inverted.  
Similarly, the high yield bond market, an area highly 
sensitive to investor concern, has seen spreads 
contract steadily throughout 2019.  These are notable 
signs of confidence among market participants.    
      
Credit Markets Showing Few Signs of Investor Concern 

 
Source: Bloomberg; The Daily Shot 
 

To be fair, we could just as easily highlighted half a 
dozen charts that point toward worsening economic 
conditions, however, the positive story is not the one 
being widely broadcast at the moment.  Because of 
this, we feel that potential risk for many is actually to 
the upside since the main impediment in our view is 
simply escalating and unpredictable trade policies. 

 Global Trade Volumes Have Collapsed Under Tariffs

 
Source: Bloomberg 

 
As the previous chart clearly illustrates, the trade 
tariffs implemented in 2018 have had a disastrous 
impact on global trade.  Unfortunately, as the chart 
below highlights, rather than a scaling back of 
threatened tariffs, the US has ratcheted up tariff 
levels to what would be the highest in the world.  
Wells Fargo Securities has estimated that this 10 
percent aggregate tariff rate would cost US 
importers about $130 billion per year, some 40 
percent higher than $90 billion already being paid.    
 

US Proposed Tariffs Far Outpace the Rest of the World

 
Source: Deutsche Bank Research; World Bank 

 
There is no logical reason for this.  Tariffs have done 
nothing to alter the structural behavior of the Chinese 
and have only served as an anchor on economic 
commerce and growth.  What was notable in 
September however was a shift in sentiment.  We, like 
many others, had assumed that these misguided 
policies would be resolved sooner rather than later 
particularly in light of the upcoming US election.  
However, as the chart below signals, investors have 
become fatigued with the theatrics and have simply     

 Shift in View: US-China Trade War is the New Normal   

 
Source: BoA Merrill Lynch Global Fund Managers Survey 
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accepted the trade war scenario as the new normal.  
This is a positive development since it moves attention 
away from the day to day headlines and back toward 
the fundamental dynamics of the market.  
 
When Global Manu. Slips, Central Banks Add Stimulus    

   

Source:  MacroBond; Nordea 

That being said, investors have legitimate concerns 
regarding the consequences of slowing global trade.  
However, past precedent has taught them that when 
global manufacturing has contracted, central banks 
step in with a helping hand.  As seen above, we are 
experiencing that phenomenon once again in 2019.  

Investors Have Been Trained to Expect Stimulus  

 
 Source: Bloomberg; Stifel 

 
Further, as the chart above highlights, since the 
Global Financial Crisis, when leading economic 
indicators wane across major economies, stimulus 
has been injected into the system broadly with the 
resulting effect being an inflation of risk assets.  It 
can certainly be argued that this creates an artificial  
market that is really not able to stand on its own 

 
merits. That may or not be the case, but what few 
pundits and the media have discussed is the fact that 
economic surprises across the largest G10 
economies have turned notably positive in 2019 as 
seen below (light blue line).  As the chart illustrates, 
this has historically led to equity outperformance. 
  
Positive Econ Surprises Across G10 Typically Bullish    

   
Source: MacroBond; Nordea 

 
Even with our constructive outlook, we did raise an 
eyebrow this month when one of markers of the 
Global Financial Crisis surprisingly reappeared in the 
overnight lending market where rates suddenly shot 
up from around Fed funds at 2.25 percent to almost 
10 percent. To simplify, this is the rate the Fed 
charges banks to lend them cash overnight while 
they pledge treasuries as collateral.  In 2009, the 
rate shot up basically because the banks were short 
on collateral.  This is absolutely not the case now.  
We confirmed this by speaking to an old friend who 
runs the short term lending desk at a major bank.  
Bank balance sheets are in incredibly good shape 
right now, and this anomaly was caused by a rare 
combination of corporate taxes coming due at the 
same time as a large ($54B) treasury auction causing 
a drain on cash reserves.  The take-away message is 
that there is no systematic issue present and the Fed 
has all the necessary tools to stabilize the process.  
 
Spike in Overnight Lending Rates Causing Confusion

 

Source: Bloomberg 
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Going Forward 
 
In our last Insights letter published in mid-July, we 
wrote the following: “We are constructive on the near-
term outlook for risk assets, but would anticipate some 
largely sideways price movement over the summer 
months as trade negotiations evolve.  In our view, a 
resolution of trade disputes combined with a reduction 
in interest rates has the potential to fuel meaningful 
gains in equities into year end and 2020.”  This outlook 
has proven to be accurate thus far and we continue to 
hold this view based upon the fundamental backdrop 
that we have discussed.   As mentioned, the market 
remains laser focused on the evolution of trade 
negotiations, however, the consensus view has now 
shifted from “clearly a deal will be made before the 
2020 US election” to “even without a trade deal, there 
is the potential for markets to move higher.”  We 
concur with this assessment and believe the 
combination of strengthening global data (outside of 
manufacturing) combined with the likely re-ignition of 
monetary stimulus across the globe could lead to a 
very constructive period for risk assets over the next 
12 to 18 months. Of course, a Black Swan event like a 
Presidential impeachment could alter the risk appetite.     
 
With that outlook in mind, we would emphasize the 
technology, financial and industrials sectors as we look 
toward the end of the year and beyond.  Technology, 
although viewed as vulnerable to trade interruptions, 
continues to lead the market this year, up over +30 
percent. Financial names, up +19 percent year to date 
as a group, still display attractive valuations relative to 
the S&P 500 Index.  We feel that this discount is 
unwarranted and see several opportunities in very well 
run, highly profitable companies priced at multi-year 
lows. The industrial sector stands to benefit from a 
likely positive outcome to the trade disputes which 
have handicapped global growth. In fact, despite the 
threat of disruption to the global supply chain, the 
sector is still up over 22 percent year to date. 
 
After sharp declines at the end of last year, small and 
mid-cap stocks remain attractive in our view.  The 
recent swift rotation away from large cap into small 
cap that occurred during the first two weeks of 
September serves as reminder of why we believe 
exposure here is merited.  Small and Mid-cap  

 
companies are generally less impacted by trade tariffs, 
making them a good counterbalance to companies 
exposed to the global supply chain. Additionally, 
despite the fact that they are experiencing higher 
growth rates, both small and mid cap stocks trade at 
notable discounts to the S&P 500. 
 
Despite conflicting data, equity markets outside of the 
US are compelling in our view.  Non-US markets 
remain much more accommodative in their monetary 
policy endeavors.  Importantly, valuations are 
substantially lower than the US – at multi-decade lows 
in some cases. This, combined with recent 
improvements in economic activity in markets like 
Europe and Japan make non-US markets attractive. We 
have favored emerging markets equites for quite some 
time.  The asset class has continued to be hindered by 
both a strong US dollar and trade tensions.  However, 
the valuation and growth levels are compelling, and 
GDP growth of emerging markets remains stable and 
now sits at double the level of growth expected in 
developed markets (4 percent versus 2 percent). 
 
The flattening yield curve is far and away the largest 
source of unease for many fixed income investors. 
However, as discussed, we did witness some easing of 
nerves in the credit markets over the last several 
weeks, with portions of the yield curve steepening 
(and out of inversion) and high yield spreads 
continuing upon their declining trajectory.  With US 
interest rates widely anticipated to decline further, the 
shape of the curve is seemingly poised to continue on 
its path back to a more normal distribution. For our 
fixed income exposure, we continue to place our 
emphasis on less interest rate sensitive options 
available with shorter duration exposures and 
unconstrained strategies as a focus.  We also favor 
municipal bonds and short-term corporate bonds 
based on the belief that the opportunity in these 
segments provides a better relative value. 
 
Our measured allocations to gold and non-precious 
metal commodities have continued to serve us well as 
a diversifier in our portfolios for much of the year. 
 
Thank you for taking the time to read our thoughts and 
opinions on the markets this month and we look 
forward to speaking with you soon. 
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