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August Rundown: 

August was a volatile month for stocks.  According to the Wall Street 
Journal, it was the first time the broad stock market experienced three 
separate down days of at least 2.5% in the last eight years.  Much of the 
volatility across markets can be attributed to the rising tensions 
between the U.S. and China.  A surprise may be in store, but it is looks 
increasingly likely this trade dispute may drag into 2020.  Despite four 
down weeks to start the month, major stock indices bounced back in 
the final week of trading to finish near record high levels.  Per 
Morningstar, domestic stocks as measured by the S&P 500 Index 
declined -2.66% for the month, international stocks as measured by the 
ACWI Ex US Index declined by -3.33%, and emerging market stocks as 
measured by the Morningstar Emerging Markets Index declined by         
-4.61%. Investors sought refuge in high quality government bonds and gold.  Both generated strong 
returns in August with bonds as measured by the Barclays Aggregate Index gaining +2.74% and gold up 
+6.5%.  Gold has now risen +19% YTD.    

 

Have Financial Markets “Stepped Through the Looking Glass”? 

A recent Financial Times article titled: How markets became curiouser and curiouser, makes a clever 
parallel between financial markets today and Alice in Wonderland.  In the article, Scott Clemons, CIO of 
Brown Brothers Harriman & Co. stated markets “stepped through the looking glass” in August, and “a lot 
of traditional economic relationships have been called into question, everyone is just going to have to 
get used to it.”  “That is the new normal.”  The situation is making investors uneasy.   

For example, negative yielding global debt set another new record, rising by $3.1 trillion in August to 
total $17 trillion.  The 30-year U.S. Treasury Bond yield hit a record low in August, falling below 2% for 
the first time, reaching 1.95%.  Except for short term T-bills, the yield of government bonds of all 
maturities is now lower than it is for stocks (as measured by the S&P 500).  This overturns a relationship 
that held for several decades where bonds offered higher yields than stocks.  While stocks now yield 
more than bonds, their yield is low too, presently in the bottom decile historically.  This super low yield 
environment for both stocks and bonds at the same time is unprecedented.  According to AQR Capital’s 
research which dates to 1904, the yield for a 60-40 stock and bond portfolio is now at the lowest point 
on record.  

 

What are Investors to Do? 

This universally low yielding environment portends diminishing future returns for stocks and bonds 
versus the last several decades.  What actions can be taken to better position portfolios?  To start, we 
recommend increasing diversification.  By expanding one’s opportunity set within asset classes, and 
potentially introducing new asset classes altogether, investors may be able to improve forward looking 
portfolio returns, reduce risk, or both.  
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Increase Diversification Within 
Asset Classes:   

Bond index funds, aka 
“passive” bond funds, have 
attracted a tidal wave of 
money recently.  In the twelve 
months prior to June 2019, 
First Trust estimates nearly 
$153 billion went into these 
strategies, accounting for 
nearly one third of investor 
flows into all ETF and mutual 
fund products (including equity 
funds).  Unlike their popular 
stock index fund counterparts, we have serious issues with how these are constructed.  First, while they 
are diversified in a sense by holding many securities, they miss out on large areas of the bond market 
entirely (see graphic above).  Also, passive bond funds that mimic the broad bond market inherently 
overweight bonds from entities issuing the most debt, aka “borrowing the most money”.  Treasury and 
corporate bonds combined to represent 40% of the Barclays Aggregate Index in 2007, but due to 
massive borrowing they now account for 63% of the index composition today.  These issuers have taken 
advantage of low rates and extended their maturities.  As a result, according to JP Morgan, the Barclays 
Aggregate Index now simultaneously carries the greatest amount of interest rate risk (duration) but 
provides the lowest yield on record – a double whammy for investors.  We think these passive bond 
strategies are a suboptimal solution.  Instead, investors would be better served putting money into 
“active” bond strategies with broader opportunity sets and more flexible investment mandates. 

 

Consider Introducing New Asset Classes Within Portfolios Like Alternative Investments:  

“Alternative investments” is a term describing a wide-ranging category of assets and strategies.  What 
they have in common is their returns are not correlated to stocks and bonds.  With yields for traditional 
assets at record lows, alternative investments appear relatively attractive in our view.  “Trend 
following”, is one example of an alternative investment strategy we think is worthy of consideration.   

While trend following strategies have been utilized by institutional investors and endowments for nearly 
40 years, until recently they have not been easily accessible by retail investors.  Trend following 
strategies typically perform well in periods of market divergence, making them an intriguing opportunity 
today.  Moreover, recent global central bank actions and macroeconomic events have created strong 
trends across markets including interest rates, agricultural commodities, and precious metals, making 
2019 a good environment for trend following strategies so far.  Incorporating alternative investments 
like trend following into a traditional stock and bond portfolio offers investors a way to increase 
portfolio diversification and reduce reliance on stocks and bonds alone. 


