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Summer Days: Bright Skies and Hazy Outlooks
“The first six months of the year were, for all the volatility, a period of capital markets strength. 
It’s far too early to say what the next six will bring, but at a minimum, we see reasons to expect 
volatility to continue and emphasize the value of sticking to a clear-eyed plan…”

The dog days of summer are a time of tranquility, one for iced tea in 
the shade and trading your morning newspaper for light beach 
reading, if only for a week or two. Happily, today’s markets are in 
sympathy with the traditional summer doldrums. Both the stock and 
bond markets had banner first halves of the year, and investors 
reading their second quarter statements can put them down with 
their minds at ease. The S&P 500 reached all-time highs after the 
best first half return since 1997, while the Treasury markets saw 
their strongest January-to-June price performance (i.e. decline in 
rates) since 2011, and the best outside of Quantitative Easing for 
any period reported by the St. Louis Fed. In short, it’s July, the sun is 
shining, and markets appear bright. Of course, just as beaches have 
lifeguards, as investment advisors our job is to be vigilant to risk, 
regardless of how calm the day. So, while the first half was positive 
for equity and bond investors alike, let’s pause and discuss some of 
the risks we see on the horizon. 

Yes, The Trade Drag is Real
Much ink has been devoted to the trade war between the United 
States and, by now, much of the rest of the world. This war is no 
longer hypothetical; this month’s Review and Outlook referenced a 
growing body of evidence that tariffs have already begun to impact 
importer behavior and are weighing on business investment 
decisions. Economic consensus confirms that costs are borne by 
importers and consumers, not foreign countries. The tariffs applied 
on Chinese imports are already worth roughly a third of a 
percentage point of GDP growth, a figure that would double if the 
proposed final round were implemented. This is over and above the 
impact of tariffs on other trading partners, and we worry that if 
matters escalate, it could have serious consequences for global 
growth and domestic consumer demand. 

Political Drama on the Horizon?  
There are also political risks on our radar. We agree that the Federal 
Reserve should make an “insurance” cut in rates at the end of this 
month to address persistently sub-target inflation. However, we feel 
President Trump’s escalating criticism of the Fed is counter-
productive and will make it harder for the Fed to make future cuts, if 
warranted, for fear of being perceived as capitulating to political 
pressure. Meanwhile, with partisan tensions flaring on Capitol Hill 
and the Treasury estimating they will hit the debt ceiling in early 
October, the stage may be set for political drama equal to January’s 
shutdown. Finally, with Boris Johnson now the clear frontrunner to 
replace Theresa May as the UK’s Prime Minister, the risk of a “hard 
Brexit” has risen significantly, and we believe the markets may be 
underpricing both the likelihood and severity of the UK exiting the 
EU without a deal. 

High Hopes and Expectations 
Ironically, the record high stock market is another source of unease. 
At present, valuations don’t look particularly stretched, with the S&P 
500 finishing the quarter at a forward price-to-earnings ratio of 
16.8x (per FactSet), well within historical norms. However, this is 
based on estimated earnings and is very sensitive to changes in 
corporate estimates. A decline of slightly more than 15% in earnings 
expectations would push that ratio over 20x, an extremely stretched 
valuation. Additionally, we note that for the last several years we’ve 
been in a “bad news is good news” market.  Not by coincidence, the 
S&P 500 hit record highs the day the Fed hinted they would cut 
rates for the first time since the Great Recession, which is 
concerning considering a rate cut indicates the Fed believes the 
economy needs further stimulus to meet its dual mandate of price 
stability and full employment. For now, this seemingly odd market 
response is likely to merely limit upside, but eventually either good 
news must get good enough or bad news must get bad enough to 
change the market dynamic, causing at least some investor pain 
along the way. 

Sirius and the Sun
The phrase “dog days” is commonly understood to mean periods of 
the summer so hot that even dogs become lazy. But, the phrase 
itself dates to the Roman Empire. To them, it was the time of the 
year when the “dog star” Sirius would briefly rise before the sun in 
the morning, and it was considered an ill omen of great concern. 
Thankfully, the stars don’t have an especially good track record 
predicting market performance. So, during today’s dog days of 
bright skies and sunny markets, we remain cautiously optimistic, but 
not blind to risks on the horizon. Are any of these risks certain to
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push the economy into recession or cause a market sell-off? Absolutely not. But it would be foolish to assume that they won’t, either, and 

while the economy is still growing, it remains vulnerable to disruption. The first six months of the year were, for all the volatility, a period 

of capital markets strength. It’s far too early to say what the next six will bring, but at a minimum, we see reasons to expect volatility to 

continue and emphasize the value of sticking to a clear-eyed plan, no matter how benign market conditions may appear today. 

MARKET OBSERVATIONS & IMPLICATIONS

Tax-Exempt 
Investment 
Grade 
Municipals

• A strong muni bid side continued in Q2 as cash poured into mutual funds, issuance was sluggish, and rates were held down 
by sub-2% inflation and weakening economic conditions.  

• We entered Q2 with expectations of a Fed on hold but, like most observers, are expecting a cut in July and potentially again 
in September.  Strong recent jobs data has tempered expectations though. 

• The AAA muni yield curve ground lower in Q2, down 23-29 bps depending on maturity, although Treasuries rallied even 
more, with the 10Yr muni/UST ratio rising from 77.2% to 81.5%.  Strong technicals and a benign rate outlook should keep 
ratios in a 78-82% range. 

• The curve recently steepened as short rates dropped, with 2-10 spreads reaching 38 bps, up from 22 bps in May.   

• Record fund inflows continue with 25 consecutive weeks of positive cash flow (YTD $43.8B as of 6/30).  Long-term funds are 
getting the lion’s share at $26.4B YTD, while intermediate funds took in $15.8B. 

• Q2 issuance ($88.7B) slowed 11% vs. last year which, coupled with strong demand, has led to persistent new deal 
oversubscription.  JP Morgan recently lowered their 2019 net negative issuance projection to -$78B from -$63B.  

• Total muni supply has contracted 9 of 10 quarters.  Lower corporate rates have prompted banks and insurance companies to 
reduce their holdings by 11.6% and 10.2% respectively.  All in all, a good environment for YTD performance, but challenging 
for yield and bond inventory.  

• Duration and credit outperformed in Q2.  Lower grade sectors were once again top performers. Revenue bonds (+2.31%) 
outperformed the GO index (+2.11%). 

• We lowered our 10Yr UST trading range to 1.70% - 2.20% with a bias towards the lower end and are maintaining 
Intermediate portfolio duration at 4.60-4.70 years. 

Investment 
Grade 
Corporates & 
Treasuries

• Despite economic and trade related headwinds, US IG corporate credit had a solid quarter. Spreads widened to levels not 
seen since the end of January, but quickly retreated towards YTD lows. The Bloomberg Barclays US Corp. Bond Index OAS hit 
a high of 157 bps but fell to 114 bps at quarter’s end.  That and a reduction in UST rates contributed to IG outperformance.

• Although returns in all IG ratings buckets were robust, the BBB category led with an excess YTD return of 4.11%, followed by 
A (+2.58%) and AA (+1.94%). The broad IG market’s YTD return of 9.43% was the highest since 1995. 

• IG issuance outlook remains mixed. $85B in June was the lowest since 2013 and gross IG supply is down 11% vs 2018.  
However, yields are very close to 2016 lows.  We suspect that issuance will remain sluggish given concerns about corporate 
leverage and more attractive overseas borrowing costs. 

Equities

• The S&P 500 gained 6.9% last month, the best June performance since 1955.  The YTD 17% gain represents the best first half 
since 1997.  Broad consensus that the Fed will cut rates prompted equities to rally in the face of economic and trade 
concerns.  

• The forward S&P 500 P/E ratio stands at 16.8x, as compared to a 25-year average of 16.3x.  Valuations are supported by a 2% 
10Yr UST and sub-2% inflation.   

• Earnings ultimately drive equity prices, and so far, 2019 estimates have held up reasonably well.  However, in a slowing 
economy with lingering trade and related risks, we’ll be watching Q2 earnings season carefully.  

• We continue to favor growth and/or cyclicals as they offer greater value than recently bid up defensive stocks. 


