R AT E C U T: T W O A N D D O N E ?

Market Review

The Federal Reserve gave financial markets what was expected
by lowering the target rate for the Fed Funds by 25 basis points.
The Fed called the rate cut a mid-cycle adjustment and not the
beginning of a new easing cycle. The markets read this as “two
cuts and done” or maybe even “one and done.” Participants
in US stocks and government bonds thought that the Fed’s
hawkish-sounding comments fell short of their expectations
given today’s business climate.
US stocks sold off and government bonds rallied during the
Fed Chair’s press conference. Equities may have gotten ahead
of themselves when pricing in stimulus expectations. However,
US bond and equity markets continue to push at the Fed by
saying that US interest rates are too high relative to other
global economic indicators. In fact, the futures market for the
Fed Funds rate is pricing in another near-certain rate cut by
September.
The US remains one of the few countries left where investors
can earn a positive return on government borrowings given
that the US policy rate is one of the last standing bastions. Of
all the world’s positively yielding debt, a disproportionate share
belongs to the US. The Fed has low unemployment and relatively
better inflationary data in its court to keep rates on US assets
higher, but spillover effects from slowing outside economies
could jeopardize the US economy’s outlying position.
Robust economic growth sustained in the second quarter in
the US. The preliminary estimate saw the economy grow at an
annualized rate of 2.1% versus the 1.8% that was expected. A
surge in consumer spending and increased levels of government
expenditures were the primary contributors of growth. Pulling
down on growth was a lack of spending on investments and
inventories from businesses.
Slowing spending trends in businesses seems like a leading
concern that could tip the global economy into a contraction.
Economic indicators show that about 75% of countries are
experiencing contractions in sectors related to factories,
manufacturing, and construction. The same indicators for
the US have escaped falling into a contraction, but the risks
are gradually rising. Government bond yields share a close
relationship to existing conditions of businesses. The current
business climate may be one reason why investors continue to
bid down longer-term yields.
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The Federal Reserve gave ﬁnancial markets
what was expected by lowering the target rate
for the Fed Funds by 25 basis points. The Fed
called the rate cut a mid-cycle adjustment
and not the beginning of a new easing cycle.
The markets read this as two cuts and done or
maybe even one and done.
Recent trade war news added more uncertainty into the global
picture. President Trump recently announced that new tariffs
would be imposed on $250 billion of Chinese imports. This
time, the tariffs are aimed at consumer and capital goods.
The new tariffs are expected to be more tangibly felt by US
consumers. China responded with plans to place new tariffs on
more US goods coming into their country.
Global currency and bond markets are currently heading for
the shelters. Investors are fleeing the Euro and riskier emerging
market currencies in exchange for safer currencies like the
Swiss Franc and Japanese Yen. German bond or bund yields
have fallen further into negative territory. Yields on German
government bonds are now negative all the way out to 30-year
borrowings.
The inverted yield curve scenario in the US was expected to
improve following the latest rate cut. Instead the negative
spread between borrowings of 10-years and 3-months
deepened even more. These two yields have been inverted
since late last May. The fact that they remain negative keeps the
countdown going for the next recession. Historically, recessions
have occurred after the two yields have been negative over a
length of one year. Considering the spread between the two
rates is negative, investors are calling for lower interest rates
in the US economy.
Investors are becoming more defensive in their global
allocations. Any weakness out there is likely being felt in
the business sectors of the global economy. Global central
banks are likely to respond in an effort to reignite spending in
businesses. The long run-up in riskier assets likely won’t come
to an abrupt end. However, with each passing day, the rising
risks of a policy mistake could have a material effect on the
trajectory of capital markets.
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Market Movers
What a year it has been to be an investor. Asset price
correlation has been strongly positive to the upside no
matter where your money was parked. Riskier assets have
provided some of this year’s greatest gains. Stocks, in
particular, are well into double digit returns. Bonds have
even produced sizable gains. The fact that prices on
bonds have done so well means that their market-based
yields have come down since the two are inversely related.
Despite the good news of rising prices, today’s lower yields
are sending a strong signal that nominal growth is stalling
and future interest rates need to come down. Expectation
setting is an extremely tough and precarious business.
With that being said, we feel appropriate diversification is
crucial to help mitigate risk when price correlations break
down.

US STOCKS performed extremely well in July.
US large-caps led with gains of 1.5%. Small-caps
lagged in the month with total returns of 0.7%. For
the year, large-caps have experienced total return
gains of 18.9%. Small-caps possess total returns
of 16.5% for the same year-to-date period. The
respective monthly and full year total returns of the
category composite are about 1.1% and 18.1%.
FOREIGN STOCKS experienced a set-back in
July and were the only asset category with monthly
losses. The category composite dropped -1.5% on
the month, but is still positive this year with gains
near 11.0%. The category composite is being led
by developed large-caps this year with total returns
of 11.5%. Emerging market held respective monthly
and full year total returns of -1.3% and 10.5% at the
end of July.

US BOND returns were widely positive as their
yields fell in response to investor inflows. The
corporate bond markets are showing the best
areas of performance this year. Quality and highyielding corporate bond categories have booked
respective total returns of 9.5% and 9.3% at the
end of July. Inflation-protected government bonds
have outperformed nominal government bonds this
year. That’s an interesting observation given that
uncertainty for nominal growth seems higher than
usual.

Asset Categories

Monthly

YTD

US STOCKS

1.06%

18.05%

FOREIGN STOCKS

-1.54%

10.97%

US BONDS

0.40%

7.05%

FOREIGN BONDS

0.35%

7.94%

HARD ASSETS

1.05%

15.62%

HYBRIDS

1.59%

14.54%

*DATA USED IS SOURCED FROM MORNINGSTAR®, DATE ENDING JULY 31, 2019.

FOREIGN BONDS were mixed in July. The world
bond category average actually fell last month
with marginal losses of -0.3%. Emerging market
bonds added total returns of almost 1.0% in July.
For the year, emerging market bonds are well
ahead of world bonds in terms of performance.
The emerging market category average has earned
total returns of 10.4% this year as investors are
probably picking them up in search for scarce yield.

HARD ASSETS had another favorable month.
The category composite advanced nearly 1.1%
in July. For the year, the category composite has
given equities some strong competition with
its total returns of 15.6%. Precious metals were
last month’s biggest contributor in the category
composite, which put up gains of 3.1%. The full
year as far as performance goes, however, belongs
to US real estate. US real estate has experienced
total returns of 20% this year.
HYBRIDS actually outperformed equities last
month. The category composite advanced
nearly 1.6% in July. For the year, the category
has returned 14.5%. Performance on convertible
bonds and preferred stock nearly placed in a tie in
July. Convertible bonds own the year for greatest
performance, however. The inflows into hybrids
could have one wondering if investors are gradually
sliding out of pure growth while still maintaining an
option to purchase growth by owning convertible
bonds.
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