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MARKET STRENGTH CONTINUED in the second quarter of 2019 as the 
S&P 500 gained 4.3 percent in the quarter, following the gain of 13.7 
percent in the first quarter. Mid and large cap stocks outperformed small 
cap stocks. The broader international equity market indices nearly kept 
pace on the developed side, but still lagged the U.S. and were barely 
positive in the emerging markets, which underperformed virtually every 
other major asset class. In a risk-on environment, this is somewhat 
surprising. However, when looking deeper into the rally, there was a solid 
defensive tilt at the sector level, in addition to the underperformance of 
small caps and emerging market stocks. 

 
On the fixed income side, the U.S. Aggregate Bond index returned roughly 3 percent. While solid, this 
performance pales in comparison to emerging bonds, which were up 3.8 percent, and U.S. credit, which 
led the fixed income markets, up 4.3 percent.  
 
We think that the Federal Reserve’s (the Fed) dovish pivot (or pivots) has been the main driver behind 
the rally this year. We also 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.  
 
We exited the second quarter with the financial markets at an interesting crossroads. Macro and 
geopolitical uncertainty are rising, and asset levels are at or near all-time highs while the Fed and other 
central banks appear likely to provide at least modest support with easing. 
 

EARNINGS RESULTS HAVE BEEN LARGELY DISAPPOINTING 
 
It’s not difficult to figure out why the Fed has paused the rate hike cycle and will likely cut rates in the 
short term. Not only has inflation receded below Fed targets yet again, earnings revisions have reversed 
course after the beat-and-raise environment that followed the 2016 elections. The combination of fading 
fiscal stimulus, higher interest rates and geopolitical uncertainty has driven a shallow earnings recession 
so far this year. 
 
What’s interesting to note is that for the second quarter, Wall Street analysts were at 4 percent growth at 
the start of the year and now profits are expected to come down 2.6 percent. And, for the third quarter, 
the turn has been almost as dramatic—from growth of 4.6 percent to an expected earnings contraction 
of 0.5 percent.  
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If this holds true, we will have three negative quarters of earnings while the market is at all-time highs. 
Not to mention, fourth-quarter expectations have been cut nearly in half, but still show a solid 6 percent 
growth, year over year, albeit with downside from there, in our view. We believe this illustrates how much 
faith investors are putting in the Fed and its ability to navigate a soft landing, which—historically 
speaking—it has not been able to do very often. 
 
WITH THE FED SET TO EASE, WHERE DO WE GO FROM HERE? 
 
While unemployment is low and the U.S. financial markets keep making new highs, in our view investors 
are largely ignoring a variety of concerns, which include declining bond yields, slowing growth, negative 
earnings trends, waning market participation and other weakening technicals.  
 
The economy is clearly showing signs of late-cycle slowing. Stocks are not making new highs because 
of a strong fundamental backdrop, namely revenue and earnings growth. Stocks are making new highs 
because the Fed is signaling interest rate cuts and will likely deliver at least a 25 bps cut later this month. 
The market consensus appears to be that the Fed will ease financial conditions enough that we will have 
a soft landing and growth will resume. Bad economic news becomes good news for risky financial assets; 
that is, until it doesn’t. It certainly has become clear to us that global central banks will attempt to extend 
the business cycle with easy financial policies and will, yet again, distort the financial markets.  
 
Historically, there is no precedent to cut interest rates at this point in the cycle. But the economy, fueled 
by massive debt over the past 10 years, cannot handle the debt that has accumulated. Exacerbating the 
situation is the U.S.’ trillion dollar deficit, which will continue to require even more debt. It is our view that 
the Fed wants to intervene before the cycle turns down, hoping this will prevent a recession, the odds of 
which have been rising in its own models. How will they do this? By adding fuel to the fire with easy 
money policies, thus driving the asset bubble higher. 
 
We believe that the Fed overtightened with the combination of rate hikes, in addition to its balance sheet 
reduction, with much of the negative effects still to come unless they reverse course sooner rather than 
later. We do think the Fed appears more probable to act quickly to support the economy and financial 
markets than it has in the past, most likely having learned from the last downturn. Furthermore, with even 
more debt in the system today (i.e. global debt to GDP is at more than 300 percent currently versus 160 
percent in 2007), the impact on the economy and financial markets from interest rates is markedly higher. 
 
That being said, we think there is a strong possibility that the Fed falls short of market expectations. The 
question is not if the Fed will cut in the short term; the debate should be centered on how much will they 
cut and why? At one point recently, in part of the Fed’s own commentary, the futures markets were 
predicting a 50 bps cut to interest rates in July. It appears more likely that we experience a 25 bps rate 
cut. If the Fed indicates the cut was a recalibration of the December 2018 hike, and not the start of an 
easing cycle, it is likely the market will be underwhelmed by the response, and bad news becomes more 
bad news. This would happen if the Fed points to a low level of inflation as the reason for the cut, as 
opposed to not slowing economic growth. To us, a 50 bps cut seems inconsistent with a recalibration of 
policy. Getting a Fed consensus on a 50 bps cut appears challenging at this point, considering the data 
and state of the economy, recent Federal Open Market Committee (FOMC) meeting minutes and public 
commentary. 
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THE BIG QUESTION THAT REMAINS IS… 
 
Does easy money mean a market rally? We feel that is an “it depends” scenario. Certainly, the market 
cycle since the Great Financial Crisis was driven by lower interest rates and the Fed’s balance sheet 
expansion. To many, a rate cut at this time means the rally should continue. We’re not so sure. We think 
there’s a lot of Fed easing already factored in and, with the exception of 1996, every initial easing of 
monetary policy in the past 50 years has been associated with a recession. Blind faith that rate cuts are 
always positive is a mistake. If the Fed reverses course and starts lowering rates, history shows it is more 
prudent to buy risky assets closer to the final rate cut, not the first one. So, we are cautious following this 
recent rally on the Fed’s dovish tilt. Since World War II, the S&P 500 averaged a bottom roughly a year 
after the first rate cut. The difference that complicates things is that the Fed does appear to be pulling the 
easing lever sooner in this cycle than they have done in the past. 
 
If the Fed does cut rates in the short term, it will have done so early in the process. This would be new 
territory for all involved, as the Fed is typically late to the party, meaning the potential results are difficult 
to handicap. In the past, the Fed continued hiking rates after the yield curve inverted. Easing prior to a 
U.S. Treasury yield curve inversion of the 10-year and two-year Treasuries could mean a softer landing 
than history would indicate. The Fed is certainly navigating a slippery slope and we doubt it will do so 
without significant volatility. 

 
GEOPOLITICAL CONCERNS ARE UNLIKELY TO ABATE BEFORE 2020 ELECTIONS 
 
While there may be ebbs and flows to geopolitical uncertainty as we assess the geopolitical landscape, 
concerns are likely to remain at a high level, at least until the 2020 elections.  
 
Brexit, growing tensions with Iran and the ongoing saga with China are all areas that could surprise the 
markets in the coming months, and would most likely skew to the downside. While we think oil prices 
have recently incorporated a modest risk premium, little else is factored in from a downside perspective. 
 
We think there is a growing likelihood that, despite weakening economics, China could take a “wait and 
see” approach with the U.S. on a trade deal and the 2020 elections, gambling that a different leader might 
view a trade deal as win-win versus win-lose. China could end up playing a considerable role in the 
elections, because it’s not a stretch to think that President Trump could be vulnerable in the Midwest 
farming states if he fails to deliver a trade deal with China. The President will likely need to retain those 
states, as he’s unlikely to win over many of the states that voted against him in 2016. 
 
If a deal gets done, we think the likelihood is growing that it will come up short on protecting intellectual 
property for U.S. corporations; however, with the elimination of tariffs, we would expect to see a modest 
tailwind for the U.S. markets. It should be a more sizable catalyst overseas, particularly the emerging 
markets. 
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PUTTING IT ALL TOGETHER 
 
With new highs being driven by the Fed’s dovish tilt in the face of deteriorating fundamentals, we think 
the risks are skewed to the downside. We think it is unlikely that stocks can sustain themselves at current 
levels without Fed assistance. The biggest determinant of market performance from here, in our view, is 
how much assistance is given. Does the Fed pull back from the 25 bps hike that spooked the market in 
December and leave it at that, or will the easing be more significant? We think it is going to be an 
interesting back half of the year, to say the least.   
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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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iAll index returns are total return figures accessed using Morningstar Direct on July 1, 2019. You cannot invest directly in an 
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iiihttps://www.bloomberg.com/news/articles/2019-01-15/global-debt-of-244-trillion-nears-record-despite-faster-growth 
ivhttps://www.cmegroup.com/trading/interest-rates/countdown-to-fomc.html/ 
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