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Q3 2019 Highlights 
 
 Deal or No Deal 
 Investors Flood into Bonds 
 Defensive Sectors Show Relative Strength 

 

 

 

 

 

 

 

 

 

 

 

Source: Morningstar   

The U.S. stock market once again led the way in the third quarter, with the S&P 500 advancing 1.7% vs. a loss of 1.8% in the 
MSCI ACWI ex-U.S. index. Defensive sectors, momentum stocks & large caps have shown relative strength over the past year, 
while bonds have benefited from a dramatic move lower in interest rates. Despite the market’s healthy recovery from the fourth 
quarter of 2018, we have seen investors shift their exposures heavily into defensive mode reflecting concerns over the economy’s 
momentum. As a result, we are seeing elevated premiums paid for defensive stocks and especially bonds. 

The global economy has been slowing since the middle part of last year, but the U.S. economy has mostly withstood the headwinds 
thanks to the strength of the U.S. consumer. Growth is likely to slow from 3% to 2% this year, but that is still roughly in line with 
the average of this decade-long expansion. The Fed has done a complete 180 since last December when they increased rates for 
the last time. Since then, they have already cut rates twice with the market pricing in a likely third rate cut in December. 

If you gauged investor sentiment and the financial media, it would seem like a recession is imminent. Sure, there are yellow flags 
everywhere, including the Fed cutting rates, the yield curve temporarily inverting & manufacturing gauges entering contractionary 
levels. Still, we think it is premature to assume the economy is going to completely roll over. The consumer (70% of the U.S. 
economy) is still showing strength and the Leading Economic Indicators index was still advancing as of last month.  

We also take comfort in the fact that the consensus is rarely right. Given that this is the longest expansion on record, it does seem 
that we are overdue for a recession; however, expansions don’t simply die of old age and the cumulative growth rate of this 
expansion has been relatively anemic. The plow horse type growth could very well continue for several more years. It wouldn’t 
surprise us either way. Regardless, diversification as opposed to market timing should help investors take the emotion out of 
trying to time something that is inevitably unpredictable.    

 

Deal or No Deal 

The direct ramifications of this 18-month long trade war with China are hard to know for certain. But we do know that any press 
releases, tariff announcements or tweets regarding the trade war have led to major market movements since last January.  

It does seem very likely that businesses are more apt to restrict spending in the face of such uncertainty. That could be a driver of 
recent capital expenditure reductions and an overall loss of confidence from CEO/CFO surveys. The Conference Board’s Measure 
of CEO Confidence just declined to its lowest level since Q1 2009, as an example1.  

If a substantive deal does take effect in the near future, we hope it is not too late to restore business confidence and the potential 
disruptions to global supply chains. Coordinated central bank easing and any potential fiscal stimulus from China could also help 
to offset some of these headwinds, but a resolution to this trade friction would undoubtedly be the major catalyst for economic 
and market momentum next year.  

 

Investors Flood into Bonds  

Despite the stock market posting modest gains, investors pulled out roughly $60 billion from stock funds in the third quarter, the 
largest equity outflow since 2009. Bond funds took in over $118 billion while money-market funds saw a net inflow of $225 
billion2. This shows that U.S. investor demand, not foreigners or the Fed, is what is driving interest rates lower. It also tells us 
that the stock market advancing nearly 20% this year is very heavily impacted by stock buybacks from U.S. companies. 

Bond fund flows are likely being driven by investor sentiment and may be partly related to investors chasing returns over the past 
year, with the Bloomberg Barclays Aggregate bond index advancing over 10% vs. the 4% gain in the S&P 500. It seems counter 
intuitive that bonds can return 10% over the past year when the starting yield on the index last year was close to 3.5%.  
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Keep in mind that the 10-year treasury yield went from 3.15% on 
9/30/2018 to 1.56% on 9/30/2019. That means the temporary price 
appreciation contributed close to 7% or 2/3 of the return. That also 
means future returns are likely going to be that much lower because the 
starting yield for the bond market is very highly correlated to the 5-year 
expected return (less so the 1-year) as the chart to the right illustrates.   

Investors may be attracted to the stability and short-term tailwind of 
bonds amidst recent volatility, but that doesn’t change the math 
underlying future expected returns. We remain cautious for our fixed 
income exposures despite recent strength.  

 

Defensive Sectors Show Relative Strength 

Over the past year, utility stocks are up 26%, real estate stocks are up 18% and consumer staples are up 15.5%3. That compares 
to a gain of just 4.2% in the S&P 500. Despite all three of those sectors having below-average growth expectations over the next 
year based on consensus estimates, they are benefiting from investor affinity towards defensive or “safety” sectors. As investors 
become more defensive, they will often transition to these stocks in lieu of more cyclical sectors of the market. These companies 
also offer the highest relative dividend yields vs. the S&P 500 and those dividends are much more attractive with the 10-year 
treasury yield getting cut in half over the past year. 

Even outside of sector strength, investors are generally allocating towards 
companies with more stability in their earnings growth as this chart 
illustrates. Valuations, as a result, have become stretched for companies 
perceived to be more stable. Utilities, REITs & consumer staples companies 
are now trading 40%, 32% and 18% above their 20-year average forward 
price-to-earnings multiples. That compares to the S&P 500 which is trading 
just 7.6% above its 20-year average4.  

That tells us two things: 1) investors are paying a high price for perceived 
safety and 2) there is a large part of the market that is trading with a lot of 
pessimism in the near-term. Factoring in how much money has poured out of 
stocks as a whole, and the shifting of remaining allocations to defensive 
equities, there remains a large contingent of other companies that are being 
avoided by investors fearful of a recession.  

 
So although the market is still within a few percentage points of its all-time-high, we think there is still value to be found. That 
doesn’t mean investors need to be ratcheting up their risk budgets, but we think there are still some opportunities to be tactical 
and opportunistic within equity allocations. We also continue to believe that the math underlying future bond returns looks 
increasingly dire. The bond market just pulled forward a good portion of returns from the next decade, so we think it is a great 
time to reconsider how risk can be otherwise managed if investors have not already done so. 
 

Todd Feltz, CFP®, CFS®                    Jack Holmes, CFA® 
  President & CEO               Chief Investment Officer 
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The opinions voiced in this material are for general information only and are not intended to provide specific advice or recommendations for any individual. To determine which Investment(s) may be 
appropriate for you, consult your financial advisor prior to investing. Information is based on sources believed to be reliable, however, their accuracy or completeness cannot be guaranteed. 
Statements of forecast and trends are for informational purposes, and are not guaranteed to occur in the future.  
 
All performance referenced is historical and is no guarantee of future results. Stock investing involves risk including loss of principal. An investor cannot invest directly in an index. There is no 
guarantee that a diversified portfolio will enhance overall returns or outperform a non-diversified portfolio. Diversification does not protect against market risk. Asset allocation does not ensure a 
profit or protect against a loss. 


