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THE FIRST QUARTER of 2019 generated investment returns that were the 
polar opposite of 2018’s finish. The S&P 500 gained 13.7 percent in the 
quarter (after falling 13.5 percent in the fourth quarter of 2018) with midcap 
stocks (up 16.5 percent) outperforming both large and small. While small 
cap stocks outperformed the S&P 500 (up 14.6 percent), their performance 
lagged compared to the oversized decline experienced in Q4 (down 20.2 
percent). The broader international equity market indices, both developed 
and emerging, returned roughly 10 percent. On the fixed income side, the 
U.S. Aggregate Bond index returned roughly 2.9 percent. While solid, this 
performance pales in comparison to emerging bonds (up 5.4 percent) and 

U.S. high yield (up 7.3 percent).  
 
We think that The Federal Reserve’s (the Fed) dovish pivot, coupled with a previous pessimistic short-
term growth outlook that weighed on stocks in 2018 Q4, has been the main driver behind the recent rally. 
We believe that lower bond yields signal weaker growth potential, both cyclically and structurally; 
perhaps a non-issue in the short term, but certainly concerning as we look out to 2020 and beyond. 
  
Some have been surprised by the strength in both the equity and fixed income markets. However, 
increasing correlations between stock and bond returns are not uncommon when the Fed changes 
course on interest rates. In fact, both stocks and bonds performed well following pauses in the past five 
Fed hike cycles (1984, 1989, 1995, 2000 and 2006).  
 
One of the most interesting things to note is that despite the strong “risk on” rally in the first quarter, fund 
flows into the equity markets have been quite weak, which could provide some fuel for the rally to 
continue if investors look to chase performance. We hope that the strong start to the first quarter, which 
mirrors the strength we witnessed to start 2018, doesn’t fizzle in the back half of the year as it did last 
year. 
 

THE FED AND THE INVERTED YIELD CURVE 
 
The 10-year/3-month U.S. Treasury Yield Curve inverted fractionally for the first time since the beginning 
of the Great Financial Crisis (August 2007). On top of this, Germany’s 10-year bond yields turned 
negative in March for the first time in three years.  
 
There has been plenty of debate about the inverted yield curve and what it all means to the future of the 
economy and financial markets, with opinions on the implications ranging from inconsequential to dire. 
While not a perfect indicator of recession, an inverted yield curve has preceded recessions 85 percent of 
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the time. It is a historically reliable, but early recession indicator—and is certainly not foolproof. Of 
course, there are plenty of nuances to complicate the current situation, compared to previous periods.  
 
We view the inverted yield curve similar to overvalued markets in that they are both difficult to use as a 
market-timing tool, but they send an important message—eventually there will be a reversion to the 
mean. In previous instances, the range in lead times between the inversion and the recession is 
significant, ranging from a few months to nearly two years, which means that the probability of a 
recession is high; not necessarily near, but could be.  
 
The current cycle is notably different from previous flattening/inversion cycles in that the most recent 
inversion has been driven just as much by falling long-term rates as it has been by rising short-term 
rates. Weakening global growth, declining inflation rates, tighter financial and liquidity constraints, and 
volatility in the global equity markets has led to lower long-term yields, both in the U.S. and abroad. In 
previous cycles, inversions have been driven more by higher rates at the front end of the curve.  
 
There is no doubt in our minds that the markets and economy are in an interesting position. Both stocks 
and bonds have rallied recently because Fed interest rate hikes have seemingly subsided, but also come 
with heightened odds of a recession. Current futures market expectations call for a 70 percent chance of 
one 25 bps rate hike this year and 20 percent chance for a second.  We believe the Fed will pause rate 
hikes, at least until the end of 2019, if they are not already finished for the cycle.  
 
Recessions typically follow Fed tightening cycles of at least 300 bps. While we have yet to experience 
that degree of tightening since this cycle starting in December 2015, the Fed’s balance sheet reduction 
has also had a tightening effect. When combining both interest rate hikes and balance sheet reductions, 
we would argue that the joint tightening equates to more than 300 bps. 
 
We have discussed the New York Fed’s recession probability model in the past. While not yet at the 
point of no return, we have reached a point that is very rarely reached without a recession. The current 
odds (27 percent according to the model; note that, historically, most recessions have hit when this rate 
is between 30 percent and 50 percent) are in line with three periods (1989, 1997 and 2000) where a 
recession was between five and nine months away. This recession model was indicating only 10.8 
percent a year ago and half that the previous year. 
 
The odds of a recession are growing and the clock has likely begun ticking; however, if you look at the 
equity market’s performance following the last five yield curve inversions, stocks were actually positive 
over the next six months in four of those periods. The 2000 tech wreck was the one outlier. So, there 
could be some room for the equity markets to run, but buyer beware. 

 
GROWTH AND EARNINGS VISIBILITY 
 
It’s not difficult to see why the Fed has paused the rate hike cycle and how it could be finished. The 
combination of fading fiscal stimulus and higher interest rates will most certainly mean lower growth in 
2019 than in 2018. It is our view that peak growth is behind us for this cycle.  
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Employment growth has slowed and remains likely to continue to slow, reducing the risk of wage 
inflation. Despite higher oil prices, overall inflation expectations continue to decline. The New York Fed’s 
Underlying Inflation Gauge has slowed for the past four months, slipping below 3 percent for the first time 
in more than a year.  
 
Furthermore, and likely more important, the OECD Leading Index currently sits at its lowest level since 
the end of 2009 Q3. The index has been negative for five quarters, declining farther than both the 2011 
and 2016 slowdowns. Perhaps even more significant is that the leading indicators in more than 90 
percent of the OECD countries have been declining, year over year. At the beginning of 2018, this figure 
stood at roughly 20 percent.  
 
It is likely that growth in the short term will slow. As discussed in the past, we believe long-term growth 
will be constrained due to structural issues, mainly corporate and government debt loads both here and 
abroad. At the peak of the last cycle in 2007, global debt to GDP was roughly 167 percent. The global 
economy currently sits at 300 percent. Simply stated, growth has been fueled by debt. At these levels, 
we question how sustainable it all is. 
 

TRADE WARS AND DEALS 
 
Outside of interest rates, one of the biggest drivers of volatility in the markets has been tied to U.S. trade 
policy. With the uncertainty around U.S.-China relations, the ongoing Brexit saga and negativity surfacing 
with Mexico as of late (despite a trade agreement in place) related to concerns around border security, 
the Global Economic Policy Uncertainty Index sits near historic highs, but lower than the levels seen 
around the 2016 and 2018 elections. 
   
The recent relationship between the U.S. and China can best be described as a roller coaster ride. The 
on-again, off-again trade deal appears to be on again, at least as of this writing, and should be a net 
positive for the global equity markets, particularly China and the emerging markets. We suggest that 
some, but not all, of the positives are factored into the markets at this point. While the terms are certainly 
not finalized on a U.S.-China deal (and based on the current threat of tariffs on Mexico over the border 
crisis, it seems as if said deals can be amended after the fact), we expect China to increase its 
purchases of U.S. exports over the next few years while making changes to its intellectual property 
regulations and enforcement, albeit probably not as much as U.S. corporations desire. 
 
Should a deal be agreed upon in the second quarter, we would expect to see a solid boost in investor 
sentiment both here and abroad with the international markets outperforming. 
 

PUTTING IT ALL TOGETHER 
 
In our fourth quarter update, which was released in January 2019, we discussed the likelihood that equity 
market performance would be strong in the first half of the year and most of the gains would be front-end 
loaded. We still believe that to be the case. Given current strong investor sentiment, historically average 
valuations and a slowing economy, we think that global growth needs to accelerate in the back half of the 
year if the equity markets are to maintain and build on the early gains had so far this year. A trade deal 
with China could be a catalyst for that to occur.  
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From a sentiment standpoint, investor sentiment is bullish, but our research on fund flows and positioning 
suggests that many investors did not participate in the recent upswing, indicating to us that the fear of 
missing out could fuel the equity markets higher in the short term. That being said, without an uptick in 
growth, we believe such a rally would be short lived.  
 
Our current focus remains on the global growth outlook, monetary policy and how it relates to the 
inverted yield curve, as well as geopolitical risk, particularly with respect to U.S.-China trade relations 
and Euro Zone concerns. At some point, the 2020 elections will be on the horizon as well.  
 
The markets have been recently fueled by the Fed’s pause in the interest rate hike cycle, due to growing 
concerns about slowing growth rates. While this “bad news is good news” scenario could drive the 
markets higher, at some point, we expect the market’s sentiment to turn negative, unless growth 
accelerates from here and provides some positive surprises to macro and company-specific data. Is it 
really good news that interest rate expectations dropped from two expected hikes to potentially one cut? 
What is the market anticipating from a growth perspective or lack thereof? As a weaker growth outlook 
begins to take hold, we think the bullish sentiment will fizzle. 
 
The Fed’s recent dovish shift increases the potential of a more extended business cycle, but with its 
balance sheet reduction continuing to tighten financial conditions, and leading indicators showing 
weakness across the globe, we do not believe it unreasonable for a recession to hit within 12 to 15 
months. Given the rise in probability for a recession as indicated by the inverted yield curve and other 
signals, we believe it is timely to consider bear market strategies and begin reducing risk, particularly into 
any significant strength from here. 
 
QUESTIONS AND COMMENTS 
 
Clifford T. Walsh, CFA 
Vice President of Asset Management 
American Portfolios Financial Services, Inc. 
631.439.4600, ext. 277 
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Disclosure 
 
The opinions expressed in this document are those of the NinePoints Investment Management (NPIM) research department 
at the time of this writing and are subject to change at any time without notice. This document is provided for information 
purposes only. It does not constitute an offer or a recommendation to buy or sell securities or other financial instruments 
mentioned and it does not release the reader from exercising his or her own judgment. Every investment involves risk, 
especially with regard to fluctuations in risk and return. The investment mentioned in this document may not be suitable for 
all types of investors. Past performance does not guarantee future results. 
 
Information has been obtained from sources believed to be reliable and are subject to change without notification. Investors 
must make their own determination as to the appropriateness of an investment or strategy based on their specific 
investment objectives, financial status and risk tolerance. Investments involve risk and the possible loss of principal. 
 
Securities offered through American Portfolios Financial Services, Inc. (APFS). 
Member FINRA /SIPC. 
 
Investment Advisory Services offered through American Portfolios Advisors, Inc. (APA), an SEC Registered Investment 
Advisor. 
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viii Institute of International Finance 
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