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Third Quarter Recap

After a strong first half of the year, stock markets 
experienced greater volatility in the third quarter.  
Investors wrestled with two competing forces: (1) 
political risks, underscored by the China trade war 
as well as rising uncertainty over the upcoming 
presidential election and (2) slowing global economic 
growth, led by weakness in manufacturing and 
industrial production.  The latter is obviously tied 
in closely with the trade war, as the lack of clear 
progress is leading business executives to lower their 
outlooks for investment and earnings.
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Despite rising volatility, both stock and bond markets 
have maintained their strong YTD performance 
figures.  U.S. mid cap stocks continue to be the best 
performer, with returns of 21% in 2019.  Bonds have 
also performed very well, with recession fears and 
interest rate cuts prompting significant inflows into 
relatively safe haven fixed income assets.  Money 
market funds have seen YTD inflows of $300 billion, 
their strongest reported figure since 2008.  In short, 
though riskier assets like stocks have performed well, 
investors are also hiding out in the lowest risk area of 
the market in fixed income.
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The U.S. Economy - Growing, but Slowing

The U.S. economy has slowed in 2019, after average 
growth of 3.0% in 2018.  This year has seen a GDP 
growth rate of 2.6% through the first half and an 
expectation for growth of 1.7% in the second half 
of 2019.  ISM surveys, which gauge the outlook of 
various U.S. businesses began to turn sharply lower in 
the late summer months, due primarily to increasing 
uncertainty over future trade negotiations.

The recent level of business surveys has plunged 
to the “neutral” line of 50, which indicates that that 
the expectation for growth is not expanding (above 
50) or contracting (below 50).  The current level 
corresponds with past instances where the economy 
has slowed and then rebounded, such as 2015 and 
2011.  However, current levels are also coincident 
with prior points where the economy has fallen 
into recession, such as 2001 and 2007.  In essence, 
the economy is hovering around “stall speed” and 
can either rebound, or move towards a recession.  
Our goal in this commentary will be to lay out 
the fundamentals that can lead to either scenario 
occuring and what it means for future investment 
prospects.

With respect to the downside case, let’s get the bad 
news out of the way first.  The trade war, and all of 
the posturing over Twitter, has taken a significant toll 
on manufacturing and industrial companies.  A few 
key quotes from the most recent ISM survey were as 
follows:  

• “Continued sofetning in the global 
automotive market. Seeing warehouses filling 
again...”  (Chemical Products Exec)

• “General market is slowing even more 
than a normal fourth-quarter slowdown.”  
(Fabricated Metal Products Exec)
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A recent survey conducted by Duke University 
and CFO Magazine showed that 70% of CFOs 
believe we will be in a recession in 2020. It’s readily 
apparent that business leaders are concerned with 
the prolonged nature of the trade war and the 
lack of visibility into supply chain costs.  This has 
the potential to reduce end demand as a result of 
increasing economic uncertainty.     

On the positive side, what is bolstering economic 
growth, in spite of trade uncertainty, is the strength 
of the U.S. consumer.  The public at large has been 
able to ignore the trade threats primarily because 
they have not seen the effects.  Consumer prices have 
not increased as many have anticipated.  Inflation 
measures have been very tame over the last year, with 
annual CPI measuring around 1.75% this year.

More importantly, the average american is better off 
than they were a year ago.  The unemployment rate 
recently hit 3.5%, its lowest level since 1969.  The 
stock market is hovering near all-time highs.  The 
housing market is seeing steady growth, with prices 
improving and sales occuring quickly.  The primary 
gauges that Americans use to assess their own 
financial well being - are they employed, are they 
making more money, and is their net worth growing 
- are all trending in the right direction.  The National 

Retail Federation recently forecasted holiday sales to 
rise 4.0% to $730 billion.

One major risk to tightening financial conditions 
was that of interest rates, which were steadily rising 
through 2018.  Recent rate cuts have sent borrowing 
costs lower, creating additional incentive to refinance 
mortgages or take out loans at minimal costs.  The 
average mortgage rate is currently around 3.50% vs. 
4.75% a year ago.

Given that the U.S. is a service oriented, consumer 
economy, that has evolved from the manufacturing 
and industrial emphasis it had 50 years ago, it’s not 
entirely surprising that the trade war has not seriously 
dampened consumer spending.  The positive trends 
in the jobs market have helped to offset the negative 
trends in the industrial and manufacturing market.  

As long as the tariff standoff continues to weigh on 
the headlines, it is a distinct possibility that trade 
concerns will spillover into the broader economy.  
However, if a deal is completed soon and the issue 
removed from the front page, growth will likely 
stabilize at a modest level
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Corporate outlooks are pessimistic due to trade while the 
consumer remains optimistic due to rising wages.
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Investment Markets - Sending Mixed Signals

The recent spate of volatility in U.S. markets has 
come at an interesting crossroads, which we 
outlined in the prior section discussing economic 
growth.  On one hand, the slowdown in trade and 
the Fed’s shift to rate cuts has sparked a massive 
inflow into bond markets.  Municipal bond funds 
have taken in over $47 billion in assets this year.

Yet on the other hand stocks trade near all-time 
highs, and have returned 20% YTD, seemingly 
indicating there is nothing amiss with the growth 
story.  

The mixed messaging can be confusing for investors 
at first glance, but starts to make a little more sense 
upon further review.  Valuations in the U.S. equity 
market are slightly above historic averages, but not 
stretched.  Current stock market levels are reflecting 
the reality that the consumer is on strong footing.  
Apple, Amazon, Facebook, and Google, all consumer 
service focused companies, dominate the top ten of 
the index.  The stocks most heavily affected by trade 
issues - U.S. steel, or General Motors, for instance - 
are no longer the market bellwhethers they used to 
be.  

Technology companies, dependent upon user 
subscription models or advertising sales, have 
skirted the major effects of the trade war and have 
allowed the market to hold close to all-time highs 
despite souring economic sentiment.

6

Investment Market YTD Return Current Level Significance

   2% below all-time highs

S&P 500  20.6% 2,796 Valuations slightly above 

   average levels 

   Near all-time lows.

U.S. 10 Year Treasury 11.0% 1.67% Valuations imply weak

   growth or recession

Sources: Bloomberg, as of 9/30/2019
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There have been two primary factors at play keeping bond 
yields at all-time lows.  First and foremost, the bond market is 
anticipating lower economic growth and inflation going forward.  
Second, global central banks have overwhelmingly shifted from 
a stance of rate hikes to rate cuts this year.  Since the Federal 
Reserve hiked rates in December of 2018, there have been 95 
central bank rate cuts this year, with the majority of those cuts 
occuring in the last three months.

Though we are loathe to say that central bankers are 
ahead of the curve, they are at least responding to 
the fact that an industrial slowdown is occuring and 
that low inflation levels allows for lower interest rates.

From a savings and investment perspective, this hurts 
the return prospects of safe haven assets.  Money 
market yields will move back below 2.0% and most 
high quality bond yields are below 2.5%, compared to 
levels of 3.5% a year ago.  

However, from a consumption and economic growth 
perspective, the reduction in interest rates helps 
spur further spending.  Mortgage pre-payments, 
closely linked to refinancing, are at a 3 year high 
while foreclosures are at an 18 year low.  The available 
equity in the housing market is currently at an all-
time high of $6.3 trillion.  The housing market has 
taken a long time to recover from the 2008 crisis, 
and should continue to improve given the favorable 
backdrop in interest rates.
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After a quick round of rate hikes in 
2018, global central banks have cut 
rates 95 times in 2019. 
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Given that the drop in rates has sparked lending 
growth amongst homeowners and corporations, we 
would expect to see bond yields pick back up slightly 
as economic growth stabilizes (assuming increasing 
tariff threats do not go on for another year).  It’s hard 
to envision the 10 Year Treasury going back to 3.0% 
but in our view 1.7% is also probably too low of a level 
given that we are not currently in a recession.  

Any stabilization in growth would also probably 
reverse some of the trend in global bonds, which has 
seen unprecedented action this year.  As of the end 
of the quarter, there was nearly $20 trillion in global 
bonds trading with negative yields. 

With the bond market seemingly pricing in a major 
slowdown in growth, is the U.S. stock market at an all 
time high misreading future growth?  Not necessarily, 
and it is important to clarify that stocks are at all-time 
high levels, but not all-time high valuations.

Large cap equity valuations are 3% above their 
25 year average.  Given how low interest rates are 
across the developed world, which allows for easy 
corporate borrowing and makes stock dividends 
more attractive, it’s to be expected that stocks would 
warrant a premium to their historic averages.
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Also, though economic growth is slowing, corporate earnings 
performance has held pretty steady over the last year.  
Median revenues for S&P 500 companies are expected to 
grow 3.4% in the third quarter.  Profits are expected decline 
2-3% from last year, though the comparison is a bit skewed 
because Q32018 earnings were up 24% due to tax cuts.

What will be closely watched is forward guidance, with 
investors looking to confirm whether profits are poised to 
decline due to trade issues, or if consumer resiliency keeps 
forecasts at a reasonable level.
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Portfolio Positioning

The major challenge of allocating portfolios in the 
current environment rests in the tension generated 
between current stock and bond levels.  It is a real 
possibility that a recession is coming in a year or 
two, which makes it difficult to buy stocks at all-time 
highs.  Yet at the same time, high quality bonds, 
with yields ranging from negative levels in Europe to 
just 1.5% in U.S. Treasuries, do not offer compelling 
income potential.  

In our view, while we could see a path for growth 
to stabilize if a China trade deal is initiated, we also 
believe it makes sense to implement more defensive 
elements within the portfolio.  The economy has 
experienced ten years of low, slow growth and forces 
that can lead to a recession are building.  Businesses 
are becoming increasingly concerned that we are 
at the end of the cycle, and a pullback in capital 
investment or growth plans could hurt labor markets 
and the consumer.  9

U.S. stock 
valuations are 
trading at historic 
averages. 
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One of the defensive areas that we have been 
implementing in client portfolios is that of global 
infrastructure stocks.  Infrastructure companies 
operate in essential services such as toll roads, 
airports, utilities, and rail lines.  They have very low 
cyclicality with respect to the business cycle, are 
heavily regualated, and pay high dividends.  In a 
prolonged bull market, they are likely to lag the top 
performers but in turbulent times they will weather 
the storm much better, and pay a significant dividend 
along the way.  
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According to Lazard, an investment manager in the 
space, their infrastructure strategy has exhibited 
a ‘beta’ - or capture of broad global stock market 
moves - of just 49% over the last five years.  Given 
the recent increase in market volatility and the 
potential for a further decline in economic growth, 
we believe the defensive characteristics of this 
investment will provide important diversification to 
our portfolios. 

Infrastructure stocks offer compelling yields of 4.0% to 5.0% at a time when central banks 
are cutting interest rates and spending on projects is poised to ramp. 
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Closing Thoughts 

Looking ahead to the close of 2019 and the start 
of 2020, it is our view that a measured reduction 
in stock allocations vs. their benchmark and 
overweighting short-term, high quality bonds 
continues to make strategic sense.  The economic 
cycle may not be ending imminently but warning 
signs are starting to accumulate and given how 
strong returns have been in 2019, combined with 
the lingering risks in trade and geopolitics, there are 
increasing chances of a recession in the next two 
years. 

To be clear, this is not a clarion call to sell and batten 
down the hatches.  Stock valuations are reasonable, 
while bond valuations are expensive in nearly every 
corner of the fixed income market.  Given the fact 
that man U.S. and global stocks are paying dividends 
yields above that of bonds (substantially so in some 
cases given the negative yields in Europe) there 
continues to be opportunities for attractive returns 
within pockets of the equity market.

As we help our clients naviage the markets in the coming 
years we seek to strike a balance between assessing 
the risks that are rising while still taking advantage of 
favorable return opportunities.  As always, we appreciate 
the confidence you have placed in us and welcome further 
discussion on our views and how it affects your long-term 
financial plan.
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Investment advisory services offered through 
Independent Financial Partners, a Registered 
Investment Adviser 

WhartonHill Investment Advisory is not owned or 
controlled by Independent Financial Partners

The opinions voiced in this material are for general 
information only and are not intended to provide 
specific investment advice or recommendations for 
any individual. To determine which investment(s) 
may be appropriate for you, consult your financial 
advisor prior to investing.

All data as of 9/30/19 via Charles Schwab, 
Bloomberg, Morningstar, Eaton Vance, Lazard, and 
JP Morgan


