
 

 

2nd Quarter 2019     

2019 Quarter in Review & Outlook 

"In investing, what is comfortable is rarely profitable." - Robert Arnott 

June boom 

U.S. stock returns for June 2019 were +7.1%, the 7th best June since 1926 (94 years). Global equities responded favorably 

to Federal Reserve Bank guidance of interest rate cuts if they see trade frictions slowing economic growth and the U.S. 

and China pledge to resume trade talks. The European central bank and other central banks have pledged monetary 

easing as well. We believe these actions could extend the economic cycle further. Despite the run up in equity asset 

classes (below), we believe valuations remain reasonable. However, we also believe that trade and geopolitical tensions 

have raised macroeconomic risks. Thus, we believe it is prudent to build in more portfolio resiliency by raising some cash 

and focusing on lower volatility factors and less economic sensitive sectors going forward. In a “lower for longer” 

interest rate environment, we think this bodes well for our focus on low duration, high quality credit in our bond 

portfolios. For clients who are in the distribution phase of life, we will likely increase cash/fixed income allocations 

moderately in the face of further strength in equities.  

 

We wanted to focus the balance of this quarter’s newsletter on some key insights from Blackrock’s “Student of the 

Market” publication and Morningstar’s new coverage of the emerging cannabis industry that has been of keen interest 

to individual investors in particular. We mentioned that June was the 7th best June of U.S. stocks since 1926. Looking at 

the 6 other Junes that had better returns than 2019, only 3 of those calendar years finished the year higher. This is 

another reason, we believe, that focusing more on building portfolio resiliency going forward is important. 
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Market volatility retreat 

Despite a difficult May for equities, through June 30, there have only been 4 trading days in which the S&P 500 has 

moved by +/-2% or more (2 positive and 2 negative) in 2019. Contrast this to last year when there were 20 trading days 

where U.S. stocks moved +/-2%. We are preparing for some potential for spikes in market volatility and to be able to 

capitalize on it. 

 

U.S. stock market pullbacks 

U.S. stocks market pullbacks are frequent but they don’t often last very long. Corrections of 20% or more happen about 

every 8.5 years and only last about 16.5 months based on month end returns. We think it is important for clients in the 

distribution phase of life to keep this in mind with regard to their allocations to fixed income. 
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Yield curve worries 

The yield curve has flattened, and many pendants are touting that this could be a signal of a recession, particularly if the 

yield curve inverts (10-year yield become lower than short term yields). The shape of yield curve (10-year U.S. Treasury –

2-year U.S. Treasury) is extremely flat at 25 basis points. However, as Blackrock points out, historically, whenever the 

yield curve has been flat it’s been favorable for both U.S. stock and bond returns over the next 1 and 3 year periods. 

 

International stocks: Why bother? 

Returns of international asset classes have been largely disappointing over the last six years and have been a drag on 

overall portfolio returns. International stocks have trailed the U.S. in 5 of the last six years. However, current valuations 

of broader U.S. equity asset classes potential foreshadow lower future returns. Whenever U.S. stock returns have been 

low over a 10 year period, international stocks have stepped up and outperformed. Historically, whenever U.S. stock 
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returns are less than 4%, international has outperformed 100% of the time by an average of 2.4%. This is why we think it 

is important to focus on U.S. stocks that have barriers to competition and trade at reasonable prices and to maintain our 

allocations to factor-based international asset classes. 

 

Cannabis: Boom or bust? 

There has been intense interest in the emerging cannabis industry, and a number of our clients have inquired about the 

possibility of investing in the available publicly traded names in the space. It has been my contention (Dana) that the 

industry currently offers more risk than reward for the following reasons: 1) Massive capital flows into the industry are 

causing over capitalization, 2) Cannabis is a commodity whose price will continue to decline making profit margins 

challenging, 3) The high cost of regulation and high taxation will maintain a black market in cannabis that will 

persistently undercut legal producers. Additionally, since THC is proven to be detrimental to young developing minds, 

there will always be investors with social objections to investing in this industry.  

Investment research firm Morningstar recently initiated coverage of this industry and five companies within the space. 

They make a number of points that back up my assertions. The also believe there is potential upside in the stocks 

covered, although all are deemed very high uncertainty in terms of valuation. We are offering some of the key points of 

the initial research piece by anlalyst Kristoffer Inton below: 

Companies covered: Aurora Cannabis ACB/ACB,  Canopy Growth CGC/WEED,  Cronos CRON/CRON,  Curaleaf 

CURLF/CURA, and  Tilray TLRY. We think Aurora, Canopy, and Curaleaf offer investors attractive risk-adjusted upside at 

current prices. We assign all companies a no-moat rating and stable moat trend rating, as they will struggle to earn 

economic profit as they spend on growth in this early-stage industry. 

Some Advantages, but Not Enough for a Moat 

We don’t believe any of the cannabis companies we cover have an economic moat. Although there appear to be 

potential sources of competitive advantage through intangible assets and cost advantage, several barriers prevent the 

companies from earning a moat in the medium term. 

Regulation Intangible Assets 
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We believe the most likely moat source would come from intangibles stemming from regulation. Cultivators and 

dispensaries require government licenses to operate in every market where recreational or medical cannabis is legal. As 

a result, companies with licenses could be protected from outside competition, helping establish pricing power. This 

could prove particularly true if holding an existing license provides an advantage for when new licenses are issued. 

History suggests this could be possible, as Illinois’ early plans for recreational legalization would hand an advantage to 

companies with medical cultivation and dispensary licenses. However, even if this were the case, we see sustained 

positive economic profits for cannabis companies as unlikely over the next 10 years. 

Challenges to Economic Profit 

Because the cannabis industry remains in the growth stage, we think that years of significant investment will be 

necessary. An extended capital expansion cycle through the next several years means that companies are unlikely to 

generate returns on invested capital in excess of their costs of capital. 

Also, we see both governments and the black market squeezing cannabis cultivators and dispensaries and preventing 

economic profit generation. With national, state, and local governments reeling from budget problems, the emergence 

of cannabis as a legal product has come to be viewed as a funding panacea. For example, Washington state has 

implemented a 37% tax rate on recreational cannabis—early evidence that governments, with full control over licensing, 

will attempt to maximize their economics. 

All else equal, on the other end of the value chain, consumers would 

probably bear any government tax increase, as in the cigarette 

market. However, a large and accessible black market effectively 

serves as a price ceiling that consumers are willing to pay. When 

California legalized recreational cannabis with a relatively high tax, 

the legal market shrank as consumers moved back into the black 

market. 

Companies that are involved in the cultivation and sale of cannabis have the least leverage against the government and 

consumers. Although there could be years of economic profit generation when supply has been slow to respond with 

expansions, we do not have confidence that cannabis companies could consistently earn economic profits over the next 

decade. 

Brand Intangible Assets 

Potentially offsetting the challenge of generating economic profit from regulation intangibles, we think that the creation 

of brand intangibles would help cannabis companies pass increased costs to consumers, thus protecting their own 

economic profit. Alcohol and cigarettes are typically highly taxed, but producers have established strong enough 

differentiation and brand intangibles that consumers are willing to pay premiums. 

Although the cannabis companies are attempting to strengthen their brands, we see the creation of a brand intangible 

within the next decade as unlikely. Canadian regulation restricts packaging to be bare and unexciting and bars direct 

contact between the company and dispensary workers who provide expert advice and help consumers select their 

cannabis. Advertising is possible in venues in which only adults will be present, but we think limitations create 

“We do not have confidence 

that cannabis companies could 

consistently earn economic 

profits over the next decade.” 
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meaningful barriers to brand creation. We believe that the selection process in Canada will be more like selecting wine 

than liquor, in which the choice is made on qualities rather than brand. 

Cost Advantage 

We think it is unlikely that the cannabis companies we cover will be able to establish a cost advantage. Because of the 

climate, most cannabis in Canada is grown either in greenhouses or indoors. Although this allows for higher-quality 

cannabis to be grown, these methods are also much higher cost because of the required lighting and climate control. 

Additionally, advantages in greenhouse and indoors can be much more easily imitated than geographic advantages that 

may be present in outdoor cultivation. 

Cannabis grown in the Western U.S. in states like Oregon is grown outdoors. Without the need for as much equipment, 

costs are significantly lower, partially offset by fewer harvests and lower quality. However, labor is the single-largest cost 

of production for any growing method. Thus, countries with cheaper labor that have expressed a desire to establish a 

medical cannabis industry are likely to produce at a lower cost than any U.S. or Canadian cultivator. 

If you are interested in investing in any of these companies, consider very small allocations. Please let us know if you 

have any questions. 

—Dana L. Crosby, CFA, CFP®, Rick Stein, & Scott Wilson 

 

 


