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CU T TING THROUGH THE NOISE 

After delivering outstanding performance in the 
first quarter of 2019, global stocks provided more 
modest but solid, returns in the second quarter 

of 2019. The quarter proved volatile for equities with May’s 
sharp declines bookended by sound returns in April and 
a healthy rebound in June. The U.S. stock market hit fresh 
all-time highs the day after the Federal Reserve’s (the “Fed”) 
June 19th meeting where Chairman Jerome Powell signaled a 
likely rate cut in July aimed at heading off increasing risks of 
an economic slowdown. Through the first six months of 2019, 
the S&P 500 has posted its strongest start since 1997, with a 
total return of 18.54%, including a 4.30% total return in the 
second quarter. Looking internationally, foreign markets also 
had positive returns for the second quarter, but once again 
underperformed relative to U.S. equities. Foreign developed 
markets outgained emerging markets due to several factors, 
including less sensitivity to headlines regarding foreign 
trade relations, and rising hopes for more stimulus from 
the European Central Bank. Emerging markets, meanwhile, 
were restrained by concerns about global economic growth 
and pressures from a mostly stronger U.S. dollar. However, a 

late-quarter decline in the dollar coupled with rising U.S.-
China trade optimism helped emerging markets register a 
slightly positive gain for the quarter. For the quarter, foreign 
developed markets, represented by the MSCI EAFE Index 
were up 3.93% (+14.52% YTD), and the MSCI Emerging 
Markets Index finished up 0.69% (+10.69% YTD). Switching 
to the fixed income markets, the leading benchmark for 
bonds (the Bloomberg Barclays U.S. Aggregate Bond 
Index) realized a 3.08% gain in the second quarter as rising 
anticipation of future rate cuts, combined with worries about 
economic growth and increased geopolitical concerns sent 
bond prices higher. Through the first half of 2019, the bond 
benchmark was up 6.11%.

As we look ahead to the remainder of 2019, we reiterate 
our view that Fed policy will have a significant impact on 
our asset allocation strategy. Economic activity in the U.S. 
has begun to slow down as a result of the Fed’s attempt to 
normalize monetary policy. We believe this is the main 
reason why the Fed has indicated a shift toward easing 
its interest rate stance. The extent to which easier policy 
supports economic growth is the key to our outlook. 

THE EC ONOMY IS  STILL GROWING,  BU T IN THE L ATE INNINGS 

Recent economic datapoints have been sending mixed 
signals regarding the health of the U.S. economy. The rate 
of change in the Leading Economic Indicators (LEI’s), while 
positive, has continued to lose momentum over the past 
several months. While the Institute for Supply Management 
(ISM) manufacturing and non-manufacturing indices 
continue to trend lower, they do remain at levels generally 
consistent with a growing economy. The unemployment 
rate remains stable at multi-decade lows (at 3.7%) and is 
below its 12-month moving average (historically, when the 
unemployment rate has risen above its 12-month moving 
average, the odds of a recession occurring within the next 
12 months increase). However, the yield curve between the 
3-month U.S. Treasury bill and the 10-year U.S. Treasury note 
remains inverted. As you may recall from last quarter’s letter, 

we highlighted a study from the Wells Fargo Investment 
Institute that examined previous yield curve inversions and 
its ability to predict U.S. 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 a recession. 
The spread of the yields between 3-month U.S. Treasury bill 
to the 10-year U.S. Treasury has been inverted since May 
22, 2019 (over five-and-a-half weeks), creating a cause for 
concern (See Chart 1). The inversion between these two 
maturities has historically been a strong recession warning 
signal, however, it is worth noting that none of the other U.S. 
Treasury maturities have inverted. Inversions between the 
2-year U.S. Treasury note/10-year U.S. Treasury note and the 
3-year U.S. Treasury note/10-year U.S. Treasury note, which 
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are also strong predictors of a recession, have not inverted. 
As far as the data goes back, there has not been a recession 
without prior inversion of the 3-year U.S. Treasury note with 
the 10-year U.S. Treasury note, however, false signals from 
the 3-month U.S. Treasury bill and the 10-year U.S. Treasury 
note have been very rare.

In our opinion, a recession is unlikely to start in the next 
six months as economic growth, while sluggish, remains 
positive. The deceleration of growth that the U.S. economy 
is experiencing is not due to tariffs, but the lagged effect of 
the Fed’s attempt to normalize monetary policy in recent 
years by raising interest rates. Typically, it takes six-to-twelve 
months for a change in interest rates to work its way through 
the economy, as businesses take time to adjust their capital 
investment plans and consumers adapt and make changes to 
their spending habits for goods and services. Now that the 
Fed has signaled that it will ease financial conditions, with 
the likelihood of an interest rate cut at its July meeting, the 
question is how much will U.S. economic growth continue 
to slow down before the effects of lower rates take hold. 
Based on current data, we believe the Fed’s policy pivot will 
extend the life of the existing economic expansion here in 

the U.S., however, we will continue to closely monitor Fed 
commentary and future economic data that may suggest 
otherwise.

While the Fed’s action should keep the U.S. economy from 
entering a recession in the near-term, we still believe we 
are in the later phase of the economic expansion that began 
in 2009. Tight labor markets and rising wage growth are 
typical characteristics of a late-cycle economy. With the 
unemployment rate at multi-decade lows and wage growth 
rising (see Chart 2), we will likely see increased stress on 
corporate profits and the economy broadly. While higher 
wages tend to encourage stronger consumer spending, rising 
labor costs inevitably pressure profit margins (which have 
peaked), potentially triggering further market volatility. We 
believe, that at some point, this expansion will eventually 
come to an end, so during the second quarter we took a 
preliminary step to reduce risk within our fixed income 
allocations in client portfolios. 

In recent years, we have advocated having some exposure 
to credit risk within our fixed income allocation through 
ownership of short-term high yield corporate bonds as well 
as floating rate senior bank loans (which are loans issued to 
non-investment grade corporations). During the first half 
of 2019, we saw a decline in high-yield debt spreads (which 
is a measure of the additional yield earned relative the 10-
year U.S. Treasury note). In our opinion, current spread 
levels do not reward investors enough for the risk taken, 
especially considering where we are in the economic cycle. 
As a result, we increased credit quality in our portfolios by 
selling the high-yield and senior bank loan positions as well 

“ In our opinion, a recession is unlikely to 
start in the next six months as economic 
growth, while sluggish, remains 
positive.”

Chart 1: Yield Spread Between 3-Month U.S. Treasury to the 10-Year U.S. Treasury

Source: Bloomberg Finance L.P.



Beaumont Financial Partners, LLC Q2 MARKET INSIGHT S,  SUMMER 2019 |  3

as reducing the short-duration investment grade corporate 
exposure and re-allocated the proceeds to core bonds, 
and short duration U.S. government bonds. The net result 
increased total investment grade exposure from 75% of the 
fixed income allocation to almost 90%, while the amount of 
AAA-rated bonds almost doubled, thereby reducing client’s 
bond portfolio risk. In addition, the duration of the portfolio 
(a measure of interest rate risk) changed slightly, but remains 
about 70% of the benchmark Bloomberg Barclays U.S. 
Aggregate Bond Index. Given that interest rates are still near 
historical lows, we believe it is better to maintain a lower level 
of interest rate risk given the current market conditions.

EQUITIES NOT D ONE YET 

Turning to equities, we believe it is appropriate to maintain 
our current allocation. As we highlighted in our last quarterly 
letter, U.S. equities have historically done well in the latter 
part of an economic cycle. The data, which we included 
again (see Table 1), shows that the S&P 500 peaks an average 
14 months after an initial inversion of the yield curve (our 
example used the inversion between the U.S. 3-month 
Treasury bill and the U.S. 10-year Treasury note) with an 
average return of 28%. So even if the recent inversion is a 
signal that a recession is coming, history suggests that we 
have more time to reduce risk in our equity allocation.

Given the exceptional start to 2019, we believe that equity 
market performance in the second half of the year will not be 
as strong as the first half. Instead, company-specific factors 
such as revenue, earnings growth, and valuation are likely 
to be an increasingly important drivers of total returns for 
equities in the second half of the year. Currently, we do not 
think the U.S. stock market is trading based on first half 2019 
earnings. According to FactSet, year-over-year earnings were 
virtually flat in the first quarter and are expected to be down 
3.0% in the second quarter, yet the S&P 500 is up over 18.5% 
in 2019. Recall that last year, earnings were up a whopping 
23.4%, much better than initially expected, and the S&P 500 
still lost ground in 2018. 

“ We believe, that at some point, this 
expansion will eventually come to an 
end, so during the second quarter we 
took a preliminary step to reduce risk 
within our fixed income allocations in 
client portfolios.”

Chart 2: Labor Costs Are Finally Rising, Placing Added Pressure On Corporate Profits

Source: Bureau of Labor Stastistics, Thomson Reuters, Employment Cost Index uses quarterly data as of 3/31/19. Unemployment rate uses monthly data as of 
4/30/19
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Last year, the market stumbled in the second half as fears of 
a global slowdown (due to central bank tightening) worried 
investors, while this year the focus is on a potential easing 
of monetary policy by the central banks. But what about 
valuations and earnings growth? Again, these certainly 
matter over the immediate to longer-term, and now that the 
direction of monetary policy appears to be clearer, we believe 
earnings will have an impact on returns for the remainder of 
the year. Based on current analyst expectations, the 12-month 
forward price-to-earnings (“P/E”) ratio for the S&P 500 as 
of June 30, 2019 was 16.7X. This ratio is slightly above the 
5-year average of 16.5X and well above the 10-year average of 
14.8. However, low interest rates and inflation are part of this 
story, as historically there is a negative correlation between 
interest rates and P/E ratios (a detail that we have drawn 

attention to in past letters; that is, when interest rates are low, 
P/E multiples tend to be higher). 

In our opinion, current valuations, while high, are not 
stretched as of the end of the second quarter. That being said, 
we recommend focusing our individual equity allocation 
on companies with high sustainable returns on capital that 
trade at attractive valuations as these stocks can participate in 
rising markets and be somewhat defensive in weaker markets. 
These companies tend to operate in industry segments with 
high barriers to entry, with strong balance sheets, and are 
able to generate high levels of free cashflow to be used for 
share buybacks, increasing dividends, or making accretive 
acquisitions. To emphasize the importance of buybacks on 
stock returns, Chart 3 shows the percentage returns for the 
S&P 500 Buyback Index relative to the S&P 500. The S&P 500 

Source: Bloomberg
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Chart 3: S&P 500 Buyback Index vs. S&P 500 (Percentage Returns)

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

Table 1: U.S. Treasury 3 Month- 10 Year Spreads
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Buyback Index measures the equal-weighted performance of 
the top 100 companies within the S&P 500 with the highest 
levels of share repurchases relative to their market cap. In 
general, it is a positive sign when a company buys back shares 
because it usually means that management believes its stock 
is undervalued and is confident about future earnings. As 

you can see from the chart, since its January 1994 inception, 
the S&P 500 Buyback Index has significantly outperformed 
the S&P 500 posting annualized price returns of 11.92% 
vs. 7.38% (meaning those companies in the S&P 500 that 
are more aggressive in buying back their own shares have 
historically outperformed the broader index).

KEEPING AN EYE ABROAD  

Looking at the international economy, growth metrics 
underwhelmed in the second quarter, although the impact 
was muted by the prospect of additional stimulus from the 
world’s central banks. Global manufacturing indices continue 
to indicate a contraction in activity, especially in Germany, 
the U.K., Italy, Japan and China. Europe and the U.K. 
continue to face uncertainty surrounding Brexit, which has 
hurt investment and productivity growth. China continues 
to encounter challenges due to multiple structural issues. 
For years, China relied on infrastructure investment to drive 
strong GDP growth. However, infrastructure spending in 
the country has dropped from a 25% annual growth rate to 
5%. Some of this is attributable to the law of large numbers 
catching up to infrastructure growth, however, some of this 
is due to debt limitations. As we pointed out previously, 
China has fueled its economic growth with debt, creating 
several imbalances. The Chinese government must now 
manage a delicate balance of providing stimulus, while not 
allowing these imbalances to grow much worse. We believe 
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 well. As such, we continue to prefer to own U.S. 
equities relative to foreign developed and emerging market 
equities for the near-term. 

Alternative investments, whether private real estate, private 
credit, private direct lending, farmland, or life settlements 
(to name a few), often exhibit a lower volatility return 
profile combined with steady income attributes. Moreover, 
with recent strong returns in stocks and bonds, we believe 
the relative value of alternative investments to traditional 
investments has become increasingly compelling. For those 
qualified investors, we will continue to try to broaden 
diversification, reduce portfolio risk and enhance returns by 
owning alternative investments that exhibit low correlation 
to equity and fixed income markets. In the coming weeks, we 
plan to issue an in-depth analysis highlighting the benefits of 
adding alternative investments to a portfolio. The report will 
likely be posted on our website (www.bfpartners.com), and 
we will let you know when it becomes available.

IN CLOSING 

In closing, we understand that any volatility can be 
unnerving, even if it is within historical norms. That’s why we 
remain committed to helping you navigate this ever-changing 
market environment, with a focused eye on ensuring we 
continue to make progress on achieving your long-term 
investment goals. Our years of experience in all types of 
markets (calm and volatile) have taught us that successful 
investing remains a marathon, not a sprint. Therefore, it 
remains critical to stay invested, be patient, and stick to a 

plan. This is why we work diligently to establish a personal 
allocation target based on clients’ financial position, risk 
tolerance, and investment time horizon.

The strong first half returns notwithstanding, we understand 
that volatility can be both unsettling and stressful, and we 
thank you for your ongoing confidence and trust. Please do 
not hesitate to contact us with any questions, comments, or to 
schedule a portfolio review.

“ We believe 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 well.”



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 06/30/2019 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. 

The S&P 500 Buyback Index measures the equal-weighted performance of 
100 companies with the highest buyback ratio in the S&P 500® Index. The 
buyback ratio is calculated as the amount paid for common share buybacks 
divided by the total market capitalization of common shares at the beginning 
of the observation period.  Assuming a three-month lagging period for the 
release of company reports at each reference date, the observation period for 
the calculation of the buyback ratio is defined as the 12-month (or four-quarter) 
period ending one quarter before the reference date. The buyback ratios of 
the S&P 500 constituents are calculated as the monetary amount of cash paid 
for common shares buyback during the observation period divided by the total 
market capitalization of common shares at the beginning of the observation 
period. If the stock is not listed at the beginning of the observation period, 
the total market capitalization from the first listing day will be used for this 
calculation. Constituents then are ranked in descending order based on the 
buyback ratio. The top 100 securities form the index.
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