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In reversing some of the steadier seas seen in the
first quarter, the second quarter of 2019 marked a
return to a volatile environment more closely resembling the tail end of 2018. Despite a peak-to-trough
decline in the S&P 500 in May (by about 7%), little
changed in aggregate as markets subsequently
recovered and ended the quarter up just under 4%.
Energy was the only sector to experience a negative
return, down almost 4% on the back of oil prices that
were down low single digits for the quarter.

Current Market Environment

The S&P 500 forward earnings multiple ended the
second quarter at 16.8x, just above the level at the
end of the first quarter. While we ended up essentially right where we began the quarter, May saw
a multiple contraction that was half the size of the
contraction seen in December 2018 as fears of increased trade wars led to greater volatility. The G20
meetings offered no permanent solution to trade,
but the lack of escalation is a relative positive.
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About mid-June I received an interesting question
from a colleague at Howe & Rusling—one that
probably could have come at any point over the past
few months, but with the end of the quarter looming, it seemed the perfect time. Retail sales growth
picked back up. GDP printed over 3% in the first
quarter and was expected to be at least as strong in
the second quarter. The employment rate is sitting at
generational lows and there are still roughly 1.6 million more job openings than there are unemployed.1
To be sure, some manufacturing and consumer
driven sectors have been slowing. The question:
With all this, how has the bond market experienced
one of its biggest rallies to bring yields down to levels
not seen since late 2016?* My answer was simply: It’s
a Mad, Mad, Mad, Mad World (United Artists, 1963).
While not actually a movie about investing, it did
represent the hunt for cash—in this case, a starstudded attempt at finding $350,000 buried in Santa
Rosita Beach State Park.
After the end of the first quarter, I wrote about a
strong start to the fixed income markets in 2019. The
Federal Reserve and Chairman Jerome Powell had
made the first pivot in telegraphing to the markets
their newfound desire for patience instead of raising
rates any further. The last time the Fed raised rates
was December 19, 2018; a one-quarter point hike to
2.25%-2.50%. The overnight rate has remained unchanged through the first four 2019 FOMC meetings.
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The Equity Market continued from page 1
On Investors’ Horizons

As the market enters the second half of the year, we
believe there are currently three main factors on the
horizon for investors. The resolution of these factors
(or lack thereof) will likely dictate the direction of the
market for the remainder of 2019.
The first factor is trade. While the G20 meetings did
not escalate the trade situation between the US and
China, the meetings did not solve the problem and
trade still has the potential to be a wildcard.
Second, the Federal Reserve’s actions should weigh
heavily on the direction of risk assets. 2019 has
marked a dramatic shift in tightening expectations.
Until the very end of 2018, markets expected more
tightening, as measured by the January 2020 fed
funds futures. Since then, this tightening trend has
done an about-face as the fed funds futures implied
increasingly dovish expectations throughout the second quarter. According to this measure, at the end
of the second quarter, the market expects 75bps of
fed funds rate cuts in 2019. Data this quarter indicates that the US economy has slowed, and foreign
economies remain weak. In the US, 2019 earnings
estimates have been falling since the beginning of
the year as have GDP growth estimates. Leading
economic indicators at home and abroad are declining and PMIs are falling. Fed minutes released from
the June meeting reveal downside risks had “increased significantly” in the weeks running up to the
June meeting and that “additional monetary policy
accommodation would be warranted in the near
term should these recent developments prove to be
sustained and continue to weigh on the economic
outlook.” This, combined with lower inflation around
the world, increases the likelihood that the Fed will
follow through on its dovish tone in the remainder of
the year despite some more relatively positive data
points from areas like employment and consumer
confidence. We currently find ourselves in this present situation. If the Fed does not cut rates as much as
the market expects, risk assets that have been bid-up
in anticipation of these actions will fall. Cuts at or
exceeding market expectations will likely propel markets higher, but whether these cuts will be effective
in stimulating future growth would remain uncertain.
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The final factor investors are currently weighing is
earnings. As previously mentioned, earnings estimates for 2019 have been in decline since the beginning of the year as the trade war continued and an
increasing number of negative macro data points
surfaced. Additionally, last year’s strong earnings
growth will make for tough comparables for the
rest of the year. As second quarter reporting season
gets underway, the net negative revision number for

companies in the S&P 500 is close to -30%, including
those that confirmed guidance. While this is more
negative than normal, it is still within the historical range. Investors will be paying close attention
to earnings growth throughout the remainder of
the year. Any positive surprises would help alleviate
general growth slowdown concerns and be positive
for risk assets.

Threading the Needle

We find ourselves living in an increasingly abnormal
market environment where old risks still linger and
new risks, in various forms, emerge. Geopolitical
risks, such as the unfolding events with Iran, are still
very much at play and have the potential to impact
markets. Unresolved trade disputes are still impacting trade and investment decisions. While currently
more in a steady state, negotiations could turn on a
dime, for better or worse. In the face of this, most of
the world is dealing with an environment of slowing growth, which, if it continues, will impact the
multiples that investors are willing to pay for stocks.
On the debt side, advanced economy public debt
to GDP is at levels unseen since the WWII era. In the
US, corporate debt to GDP is now past prior peaks.
Years of low global rates and monetary stimulus have
encouraged excess borrowing while not generating
nearly the growth or inflation expected. In a defining
sign of the backwards market we now find ourselves,
negative yielding debt globally is $13T, up 50% from
the beginning of the year. Additionally, companies
with non-investment grade or junk ratings have also
joined the ranks of corporations that have negative
yielding debt. As it became clear that the world had
trouble handling higher rates, governments around
the world are moving closer to politicizing central
banks, jeopardizing their independence. President
Trump’s recent comments to Fed Chairman Jerome
Powell are just one example of this. Could geopolitical risks be solved, trade disputes neutralized, and
a later-cycle easing lift growth and the markets? Of
course. Is there an equally likely scenario possible
of continued slower growth, negative trade news
and potential financial issues from over-indebted
countries and companies spilling into risk markets?
Unfortunately, also yes.
continued on page 4

The Bond Market continued from page 1
The aforementioned economic indicators continually pointed to a relatively robust domestic economy,
but the Fed dropped “patient” in its second pivot
of the year on June 19. The markets cheered. Two
pivots, it seems, equal a U-turn. In six months, the
market went from expecting multiple rate increases
to expecting multiple rate cuts for 2019. We believe
that based solely on the domestic economy, multiple
rate cuts seem too much to ask for. Add in naggingly
low global inflation expectations and slowing global
growth, and we agree that two cuts this year are likely. As the chart illustrates, while the Fed targets a 2%
inflation rate, inflation expectations as measured by
the difference of inflation linked Treasury securities
to nominal Treasury Notes are near the lows for 2019
and substantially off highs of last year. We have to go
back to late 2016 for the last time inflation expectations were this depressed. Recent Fed comments
have leaned more on the slowing growth story. This
time it will also take the Fed’s realization that inflation expectations are anchored below target.
For the quarter, the Bloomberg Barclays U.S. Aggregate Index, the broadest market index, returned
3.08% (YTD 6.11%). The Blomberg Barclays Intermediate Government/Credit Index, our benchmark for
total return accounts, returned 2.59% (YTD 4.97%).
Breaking down that index, intermediate government
bonds returned 2.34% (YTD 3.96%), while intermediate credit returned 2.99% (YTD 6.65%). With only a
few exceptions, the Treasury market saw yields fall
throughout the quarter. Though major equity indexes hit all-time highs, Treasuries rallied alongside–a
relationship that does not occur often. Asset allocation teaches us that as risk assets perform better,
safe haven securities tend to move lower. Conversely,

a risk-off market such as the equity selling in May
would bring more investors into Treasury securities,
pushing prices higher. Fixed income found reasons
to rally in May as the market was in risk-off mode, as
well as times equity prices were moving higher.
Long maturity bonds made for some very impressive returns in the second quarter. Similar to the first
quarter, lower quality bonds outperformed. While
the high yield market more than snapped back from
its horrible finish to 2018, much of the returns in that
sector this quarter were attributable to the low end
of the rating spectrum. Our strategy of investing in
investment grade credits (triple-B to triple-A categories) as well as the top rating category of high yield
(double-B rated bonds) also had a positive effect on
overall performance without introducing undue risk
to our clients’ portfolios.
Switching to the municipal bond market, the theme
for the quarter was very much the same as the first
three months of 2019. Tax free yields fell gradually
while prices rose. Volatility was somewhat lower in
the municipal market versus other sectors, highlighted in June when 10-year AAA-rated yields moved in
a four-basis point range. (A basis point is 1/100th of
a percent.) Finishing at 1.62%, that was lower by 27
basis points than the end of the first quarter.
The broad market municipal bond index returned
2.14% for the quarter (YTD 5.09%) while the Bloomberg Barclays Quality Intermediate Municipal Bond
Index, our tax-free benchmark, returned 1.69% (YTD
4.08%). Once again, longer maturity bonds aided in
the outperformance of the broad market index as
tax-free mutual fund inflows remained exceptionally
strong.

Source: Bloomberg
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The Equity Market continued from page 2

The Bond Market continued from page 3

In the face of these varied risks, we continue to adhere to our core investment philosophy and process
as we search for under-valued companies with favorable risk-return dynamics. Overall, we remain nimble.
We recognize these market risks while still maintaining a view that factors that would lead to risk asset
outperformance can change quickly. In this environment, we believe lower valued companies and those
with higher dividend yields and lower leverage can
help protect the downside while positioned well for a
sharper recovery. We have coined our nimble stance
‘threading the needle’. Our stance and portfolio
positioning are akin to driving down the center lane
of the highway: we are not in the slow and overly
defensive right lane nor the fast and entirely risk-on
left lane. Rather, in the middle, we can benefit with
faster moving left lane traffic and aim to protect the
downside if traffic comes to a screeching halt to our
right.
					

End

The relative steepness of the tax-free yield curve out
to a 15-year maturity versus longer maturities kept
us focused on adding intermediate-term bonds to
our accounts. We continue to believe the first half of
the yield curve provides the best relative value with
roughly 85% of the yield of the entire curve without
the added volatility of long maturity bonds.
Another recurring theme in the municipal bond
market was the strong demand by residents of high
tax states such as New York, New Jersey and California. Compounded by the reduced supply in many
states, municipal bonds of lower rated issuers traded
at similar yields to much higher quality names in low
tax states. In many cases, we are able to capture better after-tax yields by adding general market names
as we continue to diversify the portfolios.
Our strategic fixed income objective did not change
in the second quarter. We continue to look for opportunities to increase quality and remain neutral
duration to our benchmarks. The urge, many times,
in a rallying market is to jump on board with the
feeling it will not end. Clearly, the bond markets
have performed well for the first half of this year.
Some sectors have already returned the equivalent
of full-year expectations, while other sectors are well
ahead of what we anticipated for all of 2019. Finishing the quarter, a 2% yield on the 10-year Treasury
Note looks like a formidable level, and after some
volatility, we could potentially end up here at yearend. With much of the returns for this year already in
the indexes, we are comfortable entering the second
half of the year with a neutral duration and see no
need to lengthen further at this point. We are going to keep our over-weight to credit modest in our
total return accounts and to a greater extent in our
current income accounts. We will also continue to
keep a very sharp eye on what we feel may become
a struggling credit that needs to be opportunistically
sold. The world may be mad, but it is, nonetheless,
the late cycle of an economic expansion.
						End
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https://www.cnbc.com/2019/06/10/jolts-hirings-hit-record-high1point6-million-more-jobs-than-unemployed.html
* The 10-year Treasury yield finished the second quarter of 2019 at
2%. The previous cycle low was 1.85% on November 8, 2016.
H&R Disclosures:
While H&R believes the outside data sources cited to be credible, it has not independently verified the correctness of any of their inputs or calculations and, therefore, does not warranty the accuracy of any third-party sources or information.
This newsletter may include forward-looking statements. All statements other than statements of historical fact are forward-looking statements (including words such as “believe,” “estimate,” “anticipate,” “may,” “will,” “should,” and “expect”).
Although we believe that the expectations reflected in such forward-looking statements are reasonable, we can give no assurance that such expectations will prove to be correct.
Various factors could cause actual results or performance to differ materially from those discussed in such forward-looking statements.
Views regarding the economy, securities markets or other specialized areas, like all predictors of future events, cannot be guaranteed to be accurate and may result in economic loss to the investor.
Investment strategies, philosophies, and allocation are subject to change without prior notice.
This newsletter is intended to provide general information only and should not be construed as an offer of specifically tailored individualized advice.
Any information provided by Adviser regarding historical market performance is for illustrative and education purposes only.
Clients or prospective clients should not assume that their performance will equal or exceed historical market results and/or averages.
Registration with the SEC should not be construed as an endorsement or an indicator of investment skill, acumen or experience.Investments in securities are not insured,
protected or guaranteed and may result in loss of income and/or principal. Investment process, strategies, philosophies, allocations
and other parameters are current as of the date indicated and are subject to change without prior notice.
Past performance is no guarantee of future results.
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