
THE EVERYTHING RALLY 
ONE WORD TO DESCRIBE THE 
SECOND QUARTER? UP.  
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Rallies across global risk assets and global bond markets 
during the second quarter pierced some important levels, 
effectively erasing the 2018 drawdown completely and 
bringing interest rates down significantly around the world.  
Is it logical for stocks and bonds to rally at the same time,  
or are markets sending investors mixed messages? We think 
the dual rally is rational.
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WHAT IS THE PROPER ANNIVERSARY GIFT FOR 10 YEARS? TIN.

The U.S. economic expansion is now officially the longest on record, having 
reached the 10-year mark at the end of the second quarter. Of note, this 
expansion has been far slower than previous expansions on a number of 
measures, including jobs growth, which may partially explain the lack of typical 
inflationary pressures. Europe has not been as fortunate, with growth that has 
trended slightly above and below the water line over the past 10 years, coupled 
with low and slowing inflation. Even China has seen a slowdown in both growth 
and inflation into the second quarter, accompanied by a monetary and fiscal 
policy response aimed at stability.

The U.S. and China are increasingly important drivers of global growth, and 
although we have seen the People’s Bank of China’s response to the growth 
downgrade in China, we have yet to see a response from the Federal Reserve 
to the U.S. downshift. Trade tension between the two countries has suppressed 
growth across the globe, and we have started to see some fraying around the 
edges of this extended period of U.S. expansion. Along with lower growth 
expectations, market-based inflation expectations have weakened significantly.  

Although the appropriate gift for a 10-year anniversary is tin, investors are hopeful 
that the U.S. Federal Reserve does not turn a tin ear to emerging growth concerns 
and follows through with rate cuts currently priced into market expectations. 
Market signals should not be ignored, particularly the recent inversion of the yield 
curve, which historically has preceded recessions. The longer the curve stays 
inverted, with the 3-month yield above the 10-year treasury yield, the greater the 
economic danger becomes. We anticipate three cuts of 25 basis points each in 
2019, enough to stabilize growth and lend support to equity markets.

Source: Bloomberg as of June 30, 2019. 

THE YIELD CURVE IS SENDING A CLE AR SIGNAL TO THE FED 
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"IT’S NOT A BUG, IT’S A FEATURE”

Computer programmers have coined this phrase as a witty way of referring 
to an unintentional “bug” — a mismatch between requirements and desired 
functionality — that is eventually accepted as a “feature,” intentional in design. 
There is a clear corollary to current global trade disputes.  

While the initial trade skirmishes between the U.S. and global trade partners were 
interpreted as bugs — short term “errors” that would be fixed — we now expect 
that these rolling trade skirmishes will be more long-lasting and have indeed 
become features of the global economic landscape.  

The implications are complex, but for corporations, this new environment will 
require more flexible supply chains. For investors, it means that headline risk will 
be a constant source of market volatility. We see this playing out in real time with 
the sudden threat by the U.S. against Mexico’s exports, the seesaw of negotiations 
between China and the U.S., and the now-constant threat of U.S. tariffs on 
European auto imports. Japan and India also have not been immune to the U.S.’s 
new bilateral approach. We expect that this will be the new landscape for the 
intermediate term, and that the bug has become the feature.

THE PAUSE THAT REFRESHES

While we have spent a lot of time focusing on central bank policy, we recognize 
that ultimately earnings and changes in valuation will drive markets.  

After a challenging first quarter for earnings, analysts are not expecting conditions 
to improve over the near term. Whether we look at bottom-up or top-down 
analyst expectations, earnings growth in the U.S. is expected to be at worst 
negative and at best flat over last year.  Further, the S&P is selling at around 17X 
forward earnings — above the historical average of 15X, but reasonable given 
our view that the Fed will cut rates. Outside the U.S., the growth trend is similar: 
European and emerging markets earnings growth is expected to be muted at 
best, with valuations hovering around historical averages. 

In all cases, a late 2019 earnings rebound is expected, with low-to-mid single digit 
growth for the year. Looking forward, analysts are expecting 2020 to be much 
better, with double digit growth expectations across regions. Our outlook for 
earnings is a bit more modest, with mid-single digit expectations for 2020. While 
not spectacular, this is “good enough” to support equity markets.

CONCLUSION

SO, WHERE DOES THAT LEAVE US? 

We remain constructive on global economic growth, assuming a slow but 
positive trajectory across regions, with no recession forecast. Inflation will 
remain a non-issue, allowing central banks to resume policy easing in the U.S., 
Europe and Japan, with additional stimulus from the People’s Bank of China. 
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Trade tensions remain a significant threat to growth and certainly will  
remain a key contributor to market volatility in both Risk and Risk Control 
asset classes.  

There are two key takeaways for the quarter that bear highlighting, and they 
are both about diversification:

•  Diversification between Risk and Risk Control continues to work:
Allocations to high quality fixed income buffered the equity market
volatility of May, lowering overall portfolio risk. Widely held concerns about
a spike in U.S. rates were quickly squelched by growing evidence of a
slowdown in growth and a significant downturn in inflation expectations.
We continue to believe that striking the right balance between Risk and
Risk Control will be the key to investor success, and that the balance
should be directly related to the underlying goals the portfolio is intended
to support. As we have seen, there is no substitute for high quality Risk
Control assets during times of market volatility.

•  It is time to focus on global diversification:  Since the global financial
crisis, U.S. assets (especially the S&P 500) have significantly outperformed
non-U.S. assets, particularly in U.S. dollar terms. It has been a one-way trade
almost continuously, and the drivers behind this outperformance have
really been fundamental: The earnings growth of U.S. stocks has been
significantly higher than non-U.S. companies. Further, the U.S. dollar has
been strong given U.S. monetary policy tightening. Moving forward, we see
corporate earnings growth rates converging around the world, with U.S.
earnings growth settling into a lower channel to meet developed ex-U.S.
and emerging markets. At the same time, our interest rate outlook calls for
three rate cuts, which should stem the dollar strength that has acted as a
performance headwind to U.S. dollar-based investments overseas.


