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FED REVERSES C OURSE

2019 got off to a strong start as less restrictive monetary 
policy from the Federal Reserve (the “Fed”) and the 
European Central Bank (the “ECB”) pushed major 

equity and bond market indices higher. In the U.S., the 
S&P 500 posted its best quarterly performance since 2009, 
finishing up 13.65% with broad gains across most market 
segments and sectors. Looking internationally, foreign 
markets also enjoyed a strong start to 2019, but as has been 
the case the past several quarters, they underperformed 
the U.S. markets as European economic readings continue 
to reflect their economy losing momentum.  Despite this 
disconcerting European economic data, foreign developed 

markets still outperformed emerging markets, mostly due 
to a strong U.S. dollar which is traditionally a headwind on 
emerging market results. Foreign developed markets were 
also aided by the ECB announcing in March it would re-start 
a stimulus program to help the European economy. As a 
result, foreign developed markets, represented by the MSCI 
EAFE Index, were up 10.2% for the quarter while the MSCI 
Emerging Markets Index finished up 9.9%. Switching to the 
fixed income markets, the leading benchmark for domestic 
bonds (Bloomberg Barclays U.S. Aggregate Bond Index) 
returned 2.9% for the first quarter.

EXPECTATIONS FOR THE FED HAVE SHIFTED

In our last quarterly letter, we suggested that 2019 financial 
market performance would be highly dependent on Fed 
policy. The implementation of expansionary monetary 
policies by the Fed and other central banks in response to the 
Global Financial Crisis of 2008, highlighted by quantitative 
easing (or “QE”), had a tremendous influence on global 
equity markets. We had featured a chart that demonstrated 
the high correlation between the enactment of QE and 
positive global equity market performance. With the Fed 
and the ECB now fully engaged in the process of unwinding 
these expansionary policies (called “policy normalization”), 
investors were becoming concerned that the central banks 
were reversing course too aggressively causing the economy 
to slow and increasing the likelihood of a recession. We 
maintained that any sort of pause in monetary tightening 
by the Fed would be welcomed by the financial markets. 
In early January Fed Chairman Jay Powell indicated that 
the central bank would consider altering its balance sheet 
policy based on economic conditions; a complete reversal 
of the position he had espoused in December. Speaking at 
the annual meeting of the American Economic Association, 
he confirmed that the Fed would be willing to adjust 
the pace at which it unwinds the balance sheet “should 
conditions warrant.” The idea that the Fed would no longer 

be on “autopilot” with regard to shrinking its balance sheet 
triggered a sharp rally in both equities and bonds. U.S. 
equities posted their strongest January since 1987, while 
bonds reacted positively with interest rates across the 
maturity spectrum moving lower (remember bond yields 
trade in an inverse relationship to price - as bond prices 
rise, interest rates decrease). The positive momentum 
carried through the rest of the first quarter, culminating 
with the March 20th Fed meeting where the central bank 
formally announced that it was going to end its balance 
sheet normalization program (or “quantitative tightening”) 
in September of this year. In addition, the Fed’s outlook on 
interest rate increases for 2019 (as gleaned from the “Dot 
Plot”) was drastically lowered from two anticipated rate hikes 
to no hikes. 

“ As we look ahead to the remainder 
of 2019, we continue to believe that 
Fed policy will have a major role in 
determining the returns of key asset 
classes. ”
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As we look ahead to the remainder of 2019, we continue to 
believe that Fed policy will have a major role in determining 
the returns of key asset classes. We believe the abrupt shift 
in strategy was in response to current trends in the U.S. 
economy, as recent economic data suggest that growth in the 
U.S. economy is slowing. The Leading Economic Indicators 
(“LEIs”) have fallen sharply from a September 2018 high (see 
above), while the Institute for Supply Management (ISM) 
manufacturing and non-manufacturing indices continue 
to trend lower. As a result, the Fed lowered their 2019 GDP 
growth forecast from 2.30%-2.50% to 1.90%-2.20%. We are 
encouraged by Chairman Powell’s willingness to alter policy 
quickly in an effort to avoid a recession. We believe the Fed 
is sensitive to the fact that tightening financial conditions 
by raising interest rates in an over-levered economy can 
cause a slowdown. As you can see to the right, total non-
financial debt as a percentage of GDP remains near all-time 
highs (248% as of December 2018). Given the amount 
of leverage, the Fed must be careful not to raise rates too 
much, as interest rate increases would raise debt servicing 
costs, causing a decrease in investment and consumption. 
Corporations would spend less on new capital projects, while 
individuals would reduce spending on goods and services as 
interest payments on credit cards and mortgage costs would 
increase. The speed at which the Fed changed course leads 
us to believe that Chairman Powell would be receptive to 
cutting rates quickly if conditions warrant. This is good for 
the markets, and should provide comfort to investors that the 
Fed is trying to avoid a policy mistake that will disrupt the 
markets. 

We will continue to watch the Fed for any changes in their 
narrative. However, given their recent actions, we believe 
the U.S. economy will continue to grow, albeit at a much 
slower pace than recent quarters. Consequently, we think 
the likelihood of a recession in the U.S. near-term is very 
low. The LEIs (as seen at the top of the page), despite their 
recent drop, remain positive (recessions, highlighted by 
the red segments in the chart, have historically occurred 
when LEIs are negative). The unemployment rate, at 3.8%, 

Total Nonfinancial Debt as a Percentage of GDP

Source: Bloomberg; Federal Reserve
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continues to hover near levels not seen since the late 1960’s. 
While the U.S. Treasury yield curve between the 2-year U.S. 
Treasury note and the 10-year U.S. Treasury note remains 
positively sloped. As you may recall from previous letters, 
the yield curve is essentially the difference in interest rates 
between shorter- and longer-term dated treasury bonds, and 
a negatively sloped, or inverted, yield curve has historically 

been a precursor to a recession. Interestingly, toward the 
end of March, the yield curve between the 3-month U.S. 
Treasury bill and the 10-year U.S. Treasury note inverted. 
In the past, an inversion between these two maturities on 
the yield curve has also been an indicator of an impending 
recession (see below). While this situation bears watching, we 
are not overly concerned at this point. First, the most recent 
inversion lasted a total of 6 days, while inverting by a total 
of 0.05%. The previous inversions of these two U.S. Treasury 
obligations lasted several months at much higher rates before 
recessions occurred. Recently, the Wells Fargo Investment 
Institute issued a study examining previous yield curve 
inversions and its ability to predict U.S. economic recessions. 
The study concluded that you need four consecutive weeks 
of curve inversion for a given indicator and/or at least 0.25% 
of inversion before an inversion becomes a meaningful 
predictor of an impending recession.

ARE LONG-TERM TREASURY YIELDS ARTIFICIALLY LOW?

Second, we believe the current yield on the 10-year U.S. 
Treasury note is artificially low. Sovereign bond yields, 
especially in most developed nations, are much lower than 
they are here in the U.S. According to Bianco Research, 68% 
of all outstanding global government debt trade at yields of 
2% or less; much lower than the 2.41% yield that the 10-year 
U.S. Treasury note was trading at as of the end of the first 
quarter. As a result, we suspect that many foreign investors 
have been buying U.S. Treasuries in an effort to achieve 
higher yields. In our opinion, this excess demand has created 

“ Given their recent actions, we believe 
the U.S. economy will continue to grow, 
albeit at a much slower pace than recent 
quarters. Consequently, we think the 
likelihood of a recession in the U.S. 
near-term is very low.”

“ As history suggests, we believe now is 
not a time to overhaul asset allocation, 
however, we must be cautious as we 
monitor incoming economic data, and 
be prepared to adjust portfolios as 
necessary.”

U.S. Treasury 3 Month- 10 Year Spreads

Source: Bloomberg
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artificially low yields for the 10-year U.S. Treasury note, 
pushing the yield below that of the 3-month U.S. Treasury 
bill and creating the inversion. Again, we will continue to 
monitor this situation, but in our opinion, it is not something 
to be alarmed about at this point. But, what if we are wrong? 
What if the recent 3-month U.S. Treasury to 10-year U.S. 
Treasury obligation inversion is a signal of an upcoming 
recession? While yield curve inversion is an important 
forecasting tool, it is not a reliable signal as it relates to 
when investors should reduce portfolio risk. In fact, equity 
markets sometimes can continue to perform quite well after 
a yield-curve inversion occurs. The table below outlines the 

last five times the 3-month U.S. Treasury bill and the 10-year 
U.S. Treasury note initially inverted prior to a recession. As 
you can see from the data, it took an average of 18 months 
from the initial inversion until the official start of the 
recession (as reported by the National Bureau of Economic 
Research) with timing ranging from 8 months to 30 months. 
Furthermore, U.S. equities peaked an average 14 months after 
the inversion and posted an average total return of 28.0%. 
As history suggests, we believe now is not a time to overhaul 
asset allocation, however, we must be cautious as we monitor 
incoming economic data, and be prepared to adjust portfolios 
as necessary.

HEALTHY BU T NOT IMMUNE

Corporations in the U.S. remain quite healthy, but are not 
immune to the slowing U.S. economy. According to FactSet, 
earnings growth for the S&P 500 is expected to be negative 
in the first quarter, and flat in the second quarter before 
recovering in the second half of the year to finish up 3.6% 
for 2019. While revenue growth is expected to remain above 
its historical average (FactSet is reporting revenue growth 
of 4.9% for 2019), corporate profit margins are expected to 
come under pressure. After receiving a boost from President 
Trump’s tax cuts, profit margins peaked at 12% (an all-time 
high) during the third quarter of 2018. While margins are 
expected to remain close to all-time highs, they are beginning 
to decline as wage inflation grows faster than the rate of 
increase in the prices of most goods and services. Multi-
decade low levels of unemployment has lifted wages to a 
3.2% annual rate (as of March 2019), while price inflation 
continues to hover around 2.0%. As a result, analysts estimate 
that profit margins will decrease by about 0.50% in 2019, 
offsetting much of the benefit from rising revenues, leaving 
corporate profits to grow at a much lower rate than the 
double-digit annual rate we had experienced in recent years. 

Unless the U.S. economy begins to accelerate, we would 
expect earnings growth to remain muted going forward.

While a slowdown in corporate earnings growth can pose a 
potential challenge to equity prices, the current interest rate 
environment should provide some support for valuation 
multiple expansion. Equity market valuation factors, such 
as P/E multiples are largely a function of interest rates. As 
interest rates decrease, P/E multiples increase, and vice versa. 
As of the end of the first quarter, the 10-year U.S. Treasury 
note was trading at a yield of 2.41%. Also, at the end of the 
quarter, the S&P 500 was trading at a forward P/E ratio 
of 16.9X based on FactSet’s 2019 EPS estimate of $168.13 
(2,834.4/168.13 = 16.9). If we take the inverse of that number, 
we come up with the forward E/P ratio or the earnings yield 
of the S&P 500 which is 5.93% (168.13/2,834.4 = 5.93%). 
Investors evaluate many factors when making investment 
decisions, including opportunity costs. Opportunity costs 
refer to the benefit an investor could have received from 
an investment, but gave up, in order to pursue a different 
investment. When comparing the various investment options 
available today, opportunity cost is often evaluated in relation 

Date of Inversion Date Recession 
Started (NBER)

# of Months from 
Inversion to 
Recession

S&P 500 Peak After 
Inversion

# of Months from 
Inversion to Peak  
in S&P 500

S&P 500 Total 
Return from 
Inversion to Peak

1/18/06 12/1/07  23 10/9/07  21 26.5%

9/11/98 3/1/01  30 3/24/00  19 54.4%

5/22/89 7/1/90  14 7/16/90  14 19.0%

10/24/80 7/1/81  8 11/28/80  1 9.1%

11/1/78 1/1/80  14 2/13/80  16 30.9%

Average  18  14 28.0%

Source: Bloomberg; National Bureau of Economic Research

U.S. Treasury 3 Month- 10 Year Inversions
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to fixed income investments, as investors often look at the 
perceived “risk-free” choice and compare it to the “risky” 
investment they are considering. In this example, an investor 
would be looking at the 2.41% yield on the 10-year U.S. 
Treasury note relative to the 5.93% forward earnings yield 
on the S&P 500. However, stocks are historically riskier than 
bonds, so investors who choose to invest in equities must be 
compensated for taking on the additional risk. The additional 
return an investor expects when taking on the additional risk 
of investing in stocks over Treasuries is commonly referred 
to as the Equity Risk Premium (or ERP). Based on current 
data, the ERP is 3.52% (5.93% - 2.41% = 3.52%). Utilizing 
historical data compiled by Yale Professor Robert Shiller, 
the historical median earnings yield on the S&P 500 going 

back to 1871 is 6.78%, while the median yield on the 10-year 
U.S. Treasury note (or equivalent) was 3.85%. Taking the 
difference of these two provides a historical ERP of 2.93% 
(6.78% - 3.85% = 2.93%). Adding the historical ERP to the 
current 10-year U.S. Treasury note yield of 2.41% results in 
an earnings yield of 5.34% (2.93% + 2.41% = 5.34%), which 
in turn would give us an implied forward P/E multiple of 
18.7X. This suggests that the current P/E multiple is low 
based on current interest rates. Of course there are many 
factors that go into determining the ERP, as interest rates and 
EPS estimates change all the time. However, based on current 
rates and current expectations, there appears to be support 
for higher U.S. equity prices despite relatively low earnings 
growth.

LO OKING OVERSEAS 

While the U.S. is still growing, albeit slowly, international 
markets remain challenged. In the U.K. and Europe, 
uncertainty regarding future economic policy as it relates 
to Brexit continues to adversely affect investment and 
productivity. In addition, European manufacturing activity 
is contracting as weakness in Germany’s auto sector has 
been affected by economic and geopolitical issues in Turkey, 
France and Italy. As a result, the ECB has announced 
additional stimulus programs to aid the local economies 
and banks. Turning to China, the country experienced its 
slowest rate of economic growth in nearly three decades in 
2018. In recent years, productivity in China has begun to 
slow due to a shrinking working-age population (as a result 
of the one child policy that was enacted in 1979). In an effort 

to prevent any significant slowdown, China has fueled its 
economic growth with debt, creating several imbalances. 
The Chinese government now must manage a delicate 
balance of providing stimulus (in an effort to boost growth), 
while not allowing these fiscal imbalances to grow much 
worse. Any stimulus measures introduced by the Chinese 
government will likely stabilize-but not raise growth. The 
continued weakness in international economies will likely 
create continued support for the U.S. dollar near-term, which 
should continue to act as a headwind for emerging market 
equities. As such, we continue to prefer to own U.S. equities 
relative to foreign developed and emerging market equities 
near-term. 

IN CLOSING

Disappointing economic growth combined with confusion 
regarding future Fed policy contributed to the volatility we 
experienced in the fourth quarter of 2018. While the first 
quarter provided some clarity on Fed policy, we will continue 
to closely watch the Fed for any changes. Again, we believe 
the actions of the Fed will have a direct influence on financial 
markets and will impact our asset allocation strategy going 
forward. We will continue to monitor future economic data 
and study Fed commentary to gauge their philosophy on 
monetary policy. As we write this, we believe that Chairman 
Powell appears very sensitive to any signs of weakness in the 
economy, and therefore is maintaining an accommodative 
disposition. As such, we do not see a need for any major 
changes to our current asset allocations. 

Given the strong financial market performance to start 
the year, we expect volatility will likely pick up over the 

remainder of 2019. Past performance is not indicative 
of future results, but history has shown that a long-term 
approach combined with a well-designed and well-executed 
investment strategy can overcome periods of heightened 
volatility, market corrections, and even bear markets. 
We understand the risks facing both the markets and the 
economy, and we are committed to helping you effectively 
navigate this challenging investment environment. Successful 
investing is a marathon, not a sprint, and even the ups and 
downs in the markets we have all experienced in the last six 
months are unlikely to alter a diversified approach set up to 
meet your long-term investment goals. Therefore, we aim to 
take a diversified and disciplined approach with a clear focus 
on longer-term goals.

Please do not hesitate to contact us with any questions, 
comments, or to schedule a portfolio review.



Disclosures:

This material is provided for informational purposes only and does not in any 
sense constitute a solicitation or offer for the purchase or sale of securities 
nor does it constitute investment advice for any person. Investment themes 
and individual securities mentioned may or may not be held in any or all client 
accounts. 

The material may contain forward or backward-looking statements regarding 
intent, beliefs regarding current or past expectations. The views expressed are 
also subject to change based on market and other conditions. 

The information presented in this report is based on data obtained from third 
party sources. Although believed to be accurate, no representation or warranty 
is made as to its accuracy or completeness. Past performance is no guarantee 
of future results. 

All performance data is as of 03/31/2019 unless otherwise stated. 
Diversifica¬tion does not ensure a profit or guarantee against loss. An 
investment cannot be made directly in an index. As with all investments, there 
are associated inherent risks, including loss of principal. Sector investments 
concentrate in a particular industry and the investments’ performance could 
depend heavily on the performance of that industry and be more volatile than 
the performance of less concentrated investment options and the market as a 
whole. Foreign markets, particularly emerging markets, can be more volatile 
than U.S. markets due to increased political, regulatory, social or economic 
uncertainties. Fixed Income investments include risks such as exposure to 
interest rate fluctuation, credit changes and inflation. 

Past performance is no indication of future results

 Definitions:

*S&P 500® Index is a registered trademark of Standard & Poor’s Financial 
Ser¬vices LLC, a division of S&P Global (“S&P”). S&P 500 Index is an 
unmanaged index used as a measurement of change in U.S. equity markets. 
Performance numbers for the index are total return with dividends reinvested 
in the index. The MSCI EAFE Index is a stock market index that is designed 
to measure the equity market performance of developed markets (Europe, 
Australasia, Far East), excluding the US & Canada. 

The MSCI EAFE Index is an equity index which captures large and mid-
cap representation across Developed Markets countries around the world, 
excluding the US and Canada. With 913 constituents, the index covers 
approximately 85% of the free float-adjusted market capitalization in each 
country. Indices are not managed and do not incur fees or expenses. 
Performance numbers for the index are total return with dividends reinvested 
in the index. The MSCI Emerging Markets Index captures large and mid-
cap representation across 24 Emerging Markets (EM) countries*. With 838 
constituents, the index covers approximately 85% of the free float-adjusted 
market capitalization in each country. Performance numbers for the index are 
total return with dividends reinvested in the index. The Barclays Aggregate 
Bond Index provides a measure of the total return performance of the U.S. 
dollar denominated investment grade bond market, which includes investment 
grade government bonds, investment grade corpo¬rate bonds, mortgage pass 
through securities, commercial mortgage backed securities and asset backed 
securities that are publicly for sale in the United States. 
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