
2nd Quarter 2019
We have reached the halfway mark in 2019, and to be honest, it feels like these commentaries come

more quickly each quarter. Markets continued the rally we experienced in the 1st quarter on talks of
a fed rate cut and continued trade discussions. We had a bit of volatility in the quarter, but by and
large investors experienced positive returns with the S&P 500 notching the best first half in over two
decades. We will again spare you from a lengthy commentary (don’t worry, I am sure we will get
back to boring longer pieces in the near future). For now we will just hit the highlights. Large, mid
and small cap stocks were up 4.3%, 4.1% and 2.1% respectively during the quarter. Outside the U.S.,
developed international added 4.0% during the quarter with emerging markets down slightly at
-0.3%. Fixed income investors were up 3.1% during the quarter, with the 10 year ending the quarter

at 2.0%. Alternatives were slightly negative in the 2nd quarter, with real estate, commodities and
MLP’s down -0.1%, -1.4% and -1.9% respectively.

Economy

The economy grew by 3.2% in the 1st quarter of 2019 and the estimates are for 2nd quarter GDP to
come in around 2.0%. We have officially notched the longest economic expansion in history, now at
120 months.  While there are no signs of an impending change in course, there are signs that things
are beginning to slow, especially globally. Global PMI declined in June and sits below 50, which
indicates a deceleration in manufacturing activity. Granted we are at 49.4, but it’s still a negative
reading. The two biggest things weighing on the economy right now are fed policy and uncertainty
around trade. The Fed has signaled that it is prepared to step in should they see signs of a slowing
economy and now most economists see the fed cutting rates this year. What a difference a year
makes. The feds yearend target for the fed funds rate is flat, however, the market predicts that there
will be two rate cuts this year and another in 2020. We always knew that removing accommodative
polices would be tricky for the fed, as they had to balance a slower growth recovery and their desire
to get rates back to some level where they saw policy as neutral. Unfortunately there isn’t a signal
that says “we are now at neutral” and our concern is that the fed begins to cut rates in an
unsuccessful attempt to stave off a recession. If we do fall into a recession with rates that are
already at very low levels, there won’t be many levers for the fed to pull to try and get us out of it.
Having said that, we are still not ready to say we see an imminent recession. Yes we will get one, and
we are likely closer to the next one than the last one, but a recession isn’t coming because it’s been
so long since we have had one. There is still data that shows strength in the underlining economy,
even if we are seeing some softness. As you have heard us say previously, we cannot predict when a
recession will come, and for the record, we think no one can. Sure there are many who try, and as
long as they continue to say they see a recession coming, they will eventually be right. However, we
will leave predictions for others. The second major thing weighing on the economy is uncertainty



around trade. The trade talks continue between the US and China, but no resolution has been
agreed upon and we wouldn’t be surprised if the overhang lasted for the remainder of the year. We
think investors will be at the whim of the various headlines that come up from continued
negotiations, but until there is a resolution, we think markets will remain volatile.
 
Equities

As you read above, equites posted the best 1st half performance in over two decades (1997 to be
exact). Year to date the S&P 500 is up 18.5%, and there are some that assume with the strong
performance, stocks have moved to overvalued territory. However, if you look at the numbers, they
really haven’t.  The S&P 500 trades at 16.7 times forward earnings, slightly over the 25 year average
of 16.2 times. The dividend yield is 2.05% versus the 25 year average of 2.11%. On a relative basis to
fixed income, stocks look downright cheap. However, with the strong first half performance
investors should temper their expectation for the back half of the year. We still favor stocks over
bonds and continue to recommend a diversified approach using both domestic and international
stocks in portfolios.
 
Fixed Income
Fixed income investors experienced another positive quarter, as rates backed up from 2.41% at the

end of the 1st quarter to 2.0% at the end of the 2nd quarter. We have spoken at length of our low
expectation for fixed income returns over the coming years, and also how difficult the current
environment is for fixed income investors. We would like to expand on this a bit.  (We wrote about
this a couple of years ago but felt it warranted repeating.)  For those who are total return focused
and are using fixed income to protect principal and not take equity risk, the environment has been
pretty good. Those investors have experienced positive performance every year since the recession
but 2013 and 2018 (investors were flat in 2018). However, if you are using fixed income to generate
cash flow to live on, the environment has been extremely difficult. To highlight this we looked at the
annual income generated from $100,000 invested in a 6 month CD over the last 30 years. Before the
recession the average annual income from $100,000 invested in a 6 month CD was approximately
$4,000, and as recently as 2006 that same investment would have yielded over $5,000 of annual
income. Today that investment will generate annual income of $589. Clearly, those who depend on
investments to generate income are having a difficult time doing so in this environment.
Unfortunately, we do not see things getting much easier for fixed income investors over the next
few years.
 
Alternatives
Real estate, commodities and MLP’s were all negative in the quarter. We are still experiencing
positive performance in the niche alternative investments that we have mentioned previously in
these commentaries. Much of the positive performance is in the form of income, which fits well with
those looking for relatively non-correlated investments that generate good income yields.
 
We haven’t changed our previous views and feel the current environment continues with a slower
and longer recovery and lower than average equity and fixed income returns. We encourage
investors to consider alternatives in their overall asset allocation and favor niche strategies that offer
attractive risk adjusted returns. As always, we would like to thank you for the trust and confidence
you place in us. We look forward to speaking with you in the coming weeks.



 
Tim Corley
 
Scott Robinson
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