QUARTERLY INVESTMENT REVIEW

Second Quarter 2019

GAINS CONTINUED

YIELD CURVE STILL INVERTED

GROWTH COOLS

TRADE UNCERTAINTY

Stocks gained again as the S&P 500
gained 4.3% and International stocks
rose 3.7%.

Short-term rates still higher than 10-,
20- and 30-year rates, signaling
interest rate cut expectations.

While GDP grew 3.1% in the first
quarter, signs increasingly point to
slower expansion in second quarter.

Global economic activity cooling as
trade policy uncertainty weighs on
manufacturing activity worldwide.

Quarter in Review
The U.S. stock market continued to rise during the quarter despite signs of
slowing economic activity and an increase in trade tensions between the U.S.
and China and Mexico. The S&P 500 Index ended the quarter just shy of a
record closing high (which it hit on July 1). At the same time, the benchmark
10-year U.S. Treasury bond ended the quarter at the lowest level since 2016:
2.00%.
U.S. stocks once again outperformed much of the rest of the world. Large U.S.
company stocks gained 4.3% in the first quarter while stocks outside the U.S.
gained 3.7%. Smaller U.S. companies, represented by the Russell 2000 Index,
rose 2.1%. Diversifying investments like Real Estate Investment Trusts
(“REITs”) and pipeline companies (“MLPs”) cooled a bit, up 1.8% and just
0.1%, respectively.

The U.S. fixed income market, represented by the Bloomberg Barclays US
Aggregate Bond Index, gained 3.1% as interest rates fell. These ‘Core’ or
investment grade bonds outperformed riskier high yield (or junk) bonds,
which gained 2.6% for the quarter.

Outlook
The U.S. Treasury yield curve remained inverted throughout much of the
quarter, meaning that the yields on longer-maturity bonds were lower than
the yields of shorter-maturity bonds. This suggests the bond markets anticipate lower short-term interest rates in the near future, often a sign of looming recession. The conundrum has been the strong performance of stocks as
the bond market signals increasing concern about future conditions, though
stock market performance often peaks shortly before economic turning
points.
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As they say on Wall Street, economic expansions don’t die of old age. But they
can’t last forever, either. In July, the current expansion entered it’s 10th year
since the end of the recession in June 2009. The recent trend in U.S. Gross
Domestic Product (GDP) has been around 2% per year. With the fading of
stimulus from the 2017 tax bill, economic growth appears set to fall back
towards this level in coming quarters. Actually, a large burst of inventory
accumulation pushed first quarter growth up to 3.2%, but this often means
subsequent growth is subdued as those higher inventories won’t need to be
restocked for a while.
Broadly speaking, measures of economic activity around the globe are slowing. The number one reason for this has been the impact of trade tensions
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Global Stocks
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Emerging Markets Stocks

and U.S. tariffs targeting imports from most of our trading partners. The
weakness however is not isolated to trade-related industries, suggesting a
more widespread economic deceleration.
One constant theme this quarter has been the impact of trade policy uncertainty on investment decisions for companies. If management is going to
spend billions of dollars building a new factory, they need to have confidence
the investment will pay off over the life of the plant. The uncertainty that’s
been introduced into America’s trade relationships has made this kind of
calculation extremely difficult. The result has been a reduction in corporate
investment spending. Similarly, global manufacturing activity has cooled
markedly in the past two years on the heals of this uncertainty.
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YTD
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3 YRS

5 YRS

S&P 500 Index
Russell Midcap Index
Russell 2000 Index
MSCI All Country World Index
MSCI EAFE Index
MSCI Emerging Markets

4.3%
4.1%
2.1%
3.6%
3.7%
0.6%

18.5%
21.3%
17.0%
16.2%
14.0%
10.6%

10.4%
7.8%
-3.3%
5.7%
1.1%
1.2%

14.2%
12.2%
12.3%
11.6%
9.1%
10.7%

10.7%
8.6%
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6.2%
2.2%
2.5%

BONDS
Core U.S. Bonds
Interm. Treasury Bonds
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Bbg. Barclay's Intermediate Treas.
Bloomberg Barcap 1-5 Yr Gvt/Credit
US 3 Month T-Bill

3.1%
2.4%
1.9%
0.6%

6.1%
4.0%
3.6%
1.2%

7.9%
6.2%
5.3%
2.4%

2.3%
1.3%
1.7%
1.5%

2.9%
2.0%
1.8%
0.9%

OTHER
Real Estate
Commodities

DJ US Real Estate
Goldman Sachs Commodity

1.8%
-1.4%

19.2%
13.3%

12.8%
-11.5%

6.4%
1.6%

8.6%
-13.3%

Source: Morningstar
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If the economy cools to ‘just’ 1.5 – 2% growth, that’s still expansion, but it also
leaves much less margin for error. This global cooling also means that global
central banks will be poised to provide additional support through looser
monetary policy. The Federal Reserve has already signaled it may cut interest
rates later this year, as have European and Asian authorities.

On the Horizon
As we look out over the coming months, several topics loom large. The first is
the fast approaching federal debt limit. The federal debt limit is a statute that
limits how much money the Treasury Department is allowed to borrow to fund
government payments like Social Security checks, payroll, highway funds, etc.
With the federal deficit running something close to a trillion dollars this year,
there isn’t much room remaining for the government to issue more debt. In
fact, the debt limit was officially hit earlier this year, though the Treasury
Department has been using all of the tools at its disposal to continue to
borrow funds since then. That flexibility runs out shortly. Hitting the debt limit
used to cause more angst for investors, but in recent years there has been so
much drama (and so little actual impact) around hitting it that markets have
barely moved. Still, the possibility exists that Congress fails to enact a new
limit (or the President refuses to sign it) resulting in another government shutdown.
Also on the horizon is the possibility of renewed (or escalated) trade tensions
if a final deal between the U.S. and China cannot be reached. President Trump
has also threatened European countries with sanctions, as well as Mexico. At
the moment, these disputes are merely simmering, but the tensions can be
reignited with a single tweet. This uncertainty is likely to continue to weigh on
markets for the foreseeable future. Two lower probability outcomes are also
possible: that the trade tensions boil over into escalating tariffs and reprisals,

or that all of the disputes are resolved and the tariffs disappear. This uncertainty takes a bit of the shine off of international equities, but their lower
valuations are still very attractive.
The final variable (after fiscal and trade policy) is interest rates. It seems nearly
certain that the Federal Reserve (“Fed”) is preparing to cut the overnight rates
in the quarter, but the question remains how often and how much. Investors
will be looking for the Fed to support markets with lower interest rates, but
low inflation and strong jobs growth makes this difficult to justify. If economic
indicators continue to soften (or remain mixed), expect to see lower interest
rates in the months ahead.

Our Portfolios
With stocks and bonds both somewhat expensive, and with policy uncertainty
lingering, it pays to remain broadly diversified. Our portfolios are positioned to
benefit from increasing stock prices while providing some downside protection. We are prepared for slower growth and the possibility of recession.
With global economic growth slowing and the U.S. economy expected to
decelerate, investors should expect volatility going forward. Without resolution to some of these concerns, the upside to equity prices is becoming
increasingly limited. If Congress enacts some form of stimulus (such as an
infrastructure package or increased domestic and defense spending), this
could continue to support the markets into next year.
We still view the current environment with cautious optimism, at least for the
rest of 2019. As always, if you have specific questions about your investments
or your portfolio, we’d love the opportunity to discuss them with you.
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Global Stock Market Performance
The chart below shows the change in global equity markets throughout the year. Juxtaposed over the market performance are some of the key events that occurred during the
period. Sometimes as we get to the end of a volatile period, it’s difficult to look back and remember everything that happened along the way.

Apr

“IMF Cuts 2019
Global Growth
Outlook”

May

“Global Stock Rally
Defies Dimming
Economic Outlook”

“US Budget Deficit Grew
15% in First Half of Fiscal
2019”

“Home-Price
Growth
Slows to
Lowest Level
Since 2010”

“US Stocks Rally to
Put S&P 500,
Nasdaq at New
Records”

“US Consumer
Sentiment Hits
“US-China Trade
Highest Level
Talks End
in 15 Years”
Without a Deal”

“US Worker
Productivity
Advances at Best
Rate Since 2010”

Jun

“Eurozone
Economy Slows
as Demand for
Exports Stalls”

“Japan Surprises
with 2.1% Growth,
but it’s Not All
Roses”

“US Job Openings
Outnumber
Unemployed by
Widest Gap Ever”

“S&P 500 Hits Record
Close After Fed Hints at
Interest-rate Cut”

“US Economy Grew
at Unrevised 3.1%
Rate in First
Quarter”

“S&P 500 Posts
Best First Half
in 22 Years”

Returns in US dollars. Graph Source: Dimensional Fund Advisors, Morningstar. It is not possible to invest directly in an index. Performance shown does not reflect the expenses associated
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on the market. Global Stocks are the MSCI All Country World Index. US Stocks are the S&P 500 Total Return Index.

