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 Second Quarter 2019 Market Review

Global stock markets, again led by the U.S., continued higher in the second quarter of 2019, despite signs that global 
economic growth is stalling. In fact, U.S. large cap stocks reached another record high in June, as measured by 
the S&P 500 Index. While global trade uncertainty and a strong U.S. dollar are usually better for small companies 
because they tend to have less global exposure, small-cap stocks have lagged large-cap stocks over the past year 
as investors lower their growth estimates, as illustrated in Figure 1. 

In contrast, bond markets are pricing in the slower growth and lower inflation scenario. Government and corporate 
bond prices rose and Treasury yields fell. As a result, the U.S. Federal Reserve signaled a reversal in their rate 
setting policy, moving from being patient on their next hike, to suggesting that their next move could actually be 
a cut.

It isn’t often that both the stock market and the bond market rally on the same economic outlook, and questions 
remain as to the strength of the global economy and whether this current trend can persist. However, fundamentals 
in the U.S. economy remain solid as evidenced by the low unemployment rate, the continued improvement in 
wage growth and solid consumer spending. 

Figure 1: Selected Market Indices

Source:  Morningstar Direct, Data as of June 30, 2019. Market Indices shown include Dow Jones Industrial Average, Russell 2000 Index, S&P 500 Index, Nasdaq 

Composite, MSCI EAFE Index, MSCI Emerging Markets Index, BBgBarc U.S. Aggregate Index, S&P Global REIT, Alerian MLP Index.
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The risks to the global economy revolve around trade policy and the impact of tariffs on prices and consumer 
demand. Global manufacturing indicators such as the IHS Markit Manufacturing Purchasing Managers Index 
(PMI) suggest that the uncertainty with respect to trade has slowed U.S. and Chinese industrial activity significantly, 
although the U.S. services sector remains healthy. 

As a result of the continued trade negotiations, China’s government is loosening credit standards and allowing 
their currency value to fall relative to the U.S. dollar in an effort to boost growth. Trade policy is also a part of the 
current Brexit debate, although any fall-out of a “no-deal” exit in October will largely be isolated to the U.K. and 
European economies in our view.

Wescott Portfolio Strategy Review

Wescott’s Balanced Target Portfolio (60% global equity and 40% taxable bonds) returned 2.3% in the quarter and 
has gained 10.5% for the year-to-date period ended June 30, 2019. Returns in the second quarter were more muted 
given the broad sell-off in May, although returned to positive territory following a strong month in June. The 
policy benchmark that reflects the strategy’s underlying asset allocation, generated a 3.5% return for the quarter 
and is up 12.5% for the year-to-date period ended June 30, 20191.

Our strategy’s global equity component gained 2.9% in the second quarter and is up 15.6% year-to-date, driven 
mainly by strength in the U.S. equity market. After a brief, but severe, bout of volatility at the end of 2018, 
momentum has returned to the market-leading growth companies in technology, communication services and 
healthcare. Despite a strong U.S. dollar and uncertainties surrounding global trade, growth managers William 
Blair Large Cap and Small Cap Growth and Ivy Mid-Cap Growth have fully captured this trend and their security 
selection has added value against the benchmark. 

Figure 2:  U.S. Large Value minus U.S. Large Growth over the last five years

Source: Morningstar Direct, Russell 1000 Value minus Russell 1000 Growth.  Past Performance is Not a Guarantee of Future Performance.

1  Please see important performance disclosures at the end of this commentary.
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Questions surrounding the strength of global energy demand and continued growth in U.S. energy supply led to 
another oil price decline of more than 20.0% during the quarter, which took its toll on energy and commodity-
related industries. In addition, a sharp reversal in the outlook for interest rates was a negative for financial services 
stocks, which tend to perform better when rates are higher. Both sectors are large parts of the value benchmark.

As a result, value stocks trailed growth stocks again and the gap has widened significantly over the last year as 
illustrated in Figure 2. For the quarter, year-to-date and the one-year period ended June 30, 2019, detractors from 
relative performance were mainly the value managers in the strategy, including DFA Large Cap Value, Dodge 
& Cox Stock, DFA Small Cap Value, DFA International Value, Hotchkis & Wiley Mid-Cap Value and Royce 
Opportunity.

Bond Markets

Wescott’s taxable fixed income strategy generated a 1.5% return during the quarter and is up 3.2% year-to-date. 
Returns for the strategy have been positive and relatively consistent despite the fact that the outlook on interest 
rates has created some volatility in the bond market. For example, the return differential between short-term bonds 
and intermediate-term bonds has been significant given the sharp decline in bond yields so far this year. As a 
result, short-term bonds returned 3.5% while intermediate-term bonds returned 6.1% for the year-to-date period 
ended June as measured by Vanguard’s Short-Term and Total Bond Market Indices. 

Figure 3:  10-Year U.S. Treasury Yield and Effective Fed Funds Rate

Federal Reserve Bank of St. Louis, 10-Year Treasury Constant Maturity, Effective Fed Funds Rate as of June 30, 2019, retrieved from FRED.

In May 2019, the yield curve officially inverted when 3-month yields moved higher than 10-year bond yields. 
When this happens, the market is signaling expectations for a rate cut by the Federal Reserve. The market is 
concerned about growth, not only in the U.S. economy, but especially in Europe and Asia. At the same time, the 
U.S. Federal Reserve has increased the Fed Funds rate in response to stronger U.S. economic growth. Throughout 
2017 and 2018, the Federal Reserve raised the Fed Funds rate at each quarterly meeting until they reached the 
current effective rate of 2.4% as illustrated in Figure 3.
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While U.S. 10-Year bond yields at 2.0% are still positive and offer an attractive yield on a relative basis, they are 
falling in concert with global bond yields. In fact, many bond markets are trading at negative yields. For example, 
the 10-Year German Bunds yield is -0.3% and the Japanese 10-Year Bonds yield is -0.1% as of June 30, 2019.  
Negative yields are highly unusual and mean that investors are actually willing to pay governments to keep their 
money safe. The inherent expectation is that growth and inflation will continue to fall in these economies.

Wescott’s fixed income strategy benefits from the higher short-term bond yield environment given its emphasis 
on short-term bonds. However, total return has been hampered by the fact that we did not take on more interest 
rate risk or increase credit risk. We remain focused on maintaining the defensive nature of the strategy which is 
managed to help our clients meet short-term obligations and provide diversification benefits to the portfolio as a 
whole.  

Wescott’s Portfolio Strategy

Wescott’s investment approach is designed to capture the equity market inefficiencies associated with company 
size, valuation, and quality. Wescott strategically allocates to asset classes and specialist managers who seek 
to exploit the risk premiums associated with the philosophy that on a risk-adjusted basis, value stocks tend to 
outperform growth stocks, small stocks outperform large stocks and high-quality stocks outperform low-quality 
stocks over time. 

In addition, Wescott tilts portfolios towards the less efficient areas of the global equity market, particularly mid-
cap and small-cap stocks, for opportunistic growth purposes. These size and value premiums have been shown 
to persist over all asset classes for long-term holding periods, although returns to these premiums have not been 
rewarded as of late.

We are mindful that we are in the tenth year of an economic recovery. The yield curve is signaling growth concerns 
and U.S. stock markets are hitting all-time highs. To be proactive in addressing the downside risk of these factors, 
Wescott has added a new manager to portfolios in an effort to increase the defensive characteristics of the equity 
strategy. While we are not anticipating a recession in the near term, we do expect that market volatility will persist. 
In May 2019, AQR U.S. Large Cap Defensive Style was added to the U.S. large cap strategy as a complement to 
DFA Large Cap Value, Dodge & Cox Stock and William Blair Large Cap Growth. 

AQR’s approach emphasizes companies that have quality characteristics such as high-profit margins and low 
debt-to-equity ratios. In addition, their portfolio construction approach places higher weights on stocks with 
low volatility behavior and lower weights on stocks with high volatility behavior. Their investment style is a 
good complement to the other managers in the strategy given their focus on limiting their participation in falling 
markets while seeking to participate in rising markets. 

Summary

Over the course of the last three years, Wescott has made a conscious effort to streamline its manager line-up in 
an effort to improve expected returns, better manage risk and lower costs. Even after adding a new manager to the 
strategy, the portfolio adjustments we’ve made have resulted in fewer managers, a lower tracking error (which 
measures deviation from the benchmark) and a lower cost of implementation as measured by fund expense ratios. 

AQR’s addition is just the latest example of some of these efforts. With their inclusion and some of the other 
adjustments made, the market capitalization orientation of the portfolio has come closer to that of the benchmark 
and the allocation to energy-related sectors has been reduced to be more consistent with the market.  Despite these 
changes, the strategy’s allocation to the value, size and quality risk premiums remain consistent with our history. 
In fact, given the recent market trends, we feel that maintaining our commitment to these premiums, particularly 
as they have recently been out of favor, is critical to achieving success over the long term. 
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   Second Quarter 2019 Economic and Market Outlook 

After a stellar first half of 2019 for both stocks and bonds, concerns over slowing global growth are gripping the 
market again. Several key signals are flashing yellow, particularly those coming from the bond market, but the 
real question is whether the U.S. economy is headed for recession or a modest slowdown. In our view, the risk of 
a U.S. recession is still quite low, especially now that the Federal Reserve has signaled an accommodative shift 
in their interest rate policy.  In fact, if the Fed does cut rates, there is likely to be a pick-up in economic growth, 
not a decline. 

The market is mainly concerned about the impact of the trade war on global manufacturing and this is negatively 
affecting confidence. Evidence of this can be seen in the U.S. Purchasing Managers’ Index (PMI) for manufacturing 
published by IHS Markit in Figure 4. The index data is based on monthly surveys of carefully selected companies 
in the U.S.  Many analysts look at the headline number of the survey for the U.S. and other countries to get a sense 
of the health of the global economy. 

If the index value is above 50, the economy is expanding. If the index is below 50, the economy is contracting. 
If the index is near 50, the economy isn’t experiencing much growth at all.  The graph shows a deterioration of 
manufacturing activity since the start of 2019. Global surveys that include both developed and emerging markets 
show that the slowdown is particularly acute in export dependent economies such as Germany, Taiwan, Korea 
and China. 

This survey, while important, is only one data point on the health of the U.S. economy and it is based on a 
questionnaire completed by approximately 400 U.S. based companies who are asked whether business conditions 
have improved, deteriorated or stayed the same. Sentiment plays an important part in determining the answers to 
these questions, and sentiment can change quite quickly. It’s likely that the uncertainty surrounding global trade 
has driven the recent deterioration.

Figure 4:  IHS Markit U.S. Purchasing Managers’ Index for Manufacturing

Source: JP Morgan Guide to the Markets, IHS Markit.
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The slowdown in both U.S. and global manufacturing is concerning and could persist if the rules for trade remain 
unclear. However, the fiscal and monetary responses from the U.S. and China have the potential to reignite global 
growth later this year. This is due to the ultra-low yield environment globally (including negative rates in many 
countries) and the likelihood that China will continue to stimulate their economy to combat the impact of tariffs 
by increasing credit availability and allowing their currency to devalue against the U.S. dollar.   

While manufacturing companies are feeling the pressures of an uncertain trade policy, the rest of the U.S. economy 
is still on solid footing. The U.S. housing market, which is sensitive to the level of mortgage rates, is starting 
to recover and will likely benefit from the Fed’s recent pause and potential rate cut. A stronger housing market, 
coupled with a still solid labor market and muted inflation pressures, will keep borrowing costs low and as a 
result, continue to support consumer spending going forward. 

Market Valuation

At current interest rate levels, stock market valuations are not excessive. Earnings expectations were tempered 
at the start of 2019 following the escalation of the trade war and the Fed’s interest rate policy at the time. Given 
the recovery in the market and the reversal in Fed policy, companies are likely to surprise investors with better 
than anticipated earnings in 2019. Based on one-year forward earnings estimates, the S&P 500 Index is trading at 
a 16.7 price-to-earnings multiple as of June 30, 2019, which is close to its 25-year average of 16.2 and suggests 
that despite the market reaching record highs, valuation in the U.S. stock market is not a major concern.  Further, 
valuation for small cap stocks with attractive valuations are approximately 12.0% below their long-term averages 
and offer a particularly attractive investment opportunity from a valuation standpoint. 

Figure 5:  U.S. and Non-U.S. Market Valuation
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The U.S. versus the Rest of the World

The dominance of the U.S. stock market against all other asset classes has been dramatic. Since the bottom of the 
market in 2009, the S&P 500 Index has gained 335%, while non-US markets, including emerging markets, have 
gained only 112%. Earnings growth has been positive across all markets, but has been particularly strong in the 
U.S. 

While growth has been positive in non-U.S. markets, political uncertainty, the status of the Euro Area, Brexit 
uncertainty and the economically sensitive emerging markets have all been factors holding back returns for global 
markets.  As a result, non-U.S. stock markets are trading at attractive valuation levels. As of June 30, 2019, 
global markets ex-U.S. trade at a 20% discount to the U.S. market, which is well below their average discount as 
illustrated in Figure 5. Non-U.S. markets tend to be more cyclical given the makeup of their economies. If China 
successfully kick-starts growth in their economy, this will likely have a positive impact on European and Asian 
exporters, and should support global equity markets going forward. 

If this were to occur, we would expect the U.S. dollar to weaken relative to other currencies as capital tends to 
flow into faster growing economies. The last time non-U.S. markets outperformed the U.S. markets for a sustained 
period of time was from 2002 to 2008 (see Figure 5). Non-U.S. markets tend to outperform U.S. markets when 
global growth is accelerating and when the U.S. dollar weakens against major currencies. In Figure 6 we show 
how the U.S. trade-weighted dollar index is back to 130, which is its highest level relative to other currencies 
since Jun 2002. When the dollar weakened from 2002 to 2008 it was also the time during which the global 
markets started to perform well on a relative basis.

Figure 6:  The Trade-Weighted U.S. Dollar Index over time

Source:  Board of Governors of the Federal Reserve System (US), Trade Weighted U.S. Dollar Index: Broad.

Summary

Economic conditions in the U.S., while slowing, remain fundamentally strong. Global growth has moderated 
and trade policy has been the primary reason. However, China’s response to their slowing domestic economy is 
critical to the next leg of the current global economic expansion. All eyes remain on the U.S. Federal Reserve and 
their next move. Their decision has the potential to move markets one way or the other in the short-term and the 
policy they adopt will ultimately drive global economies over the long-term.   


