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Second Quarter 2019 Market Commentary 
  

We start every market commentary by highlighting an observation from our previous 
commentary.  Here is what we said last quarter regarding the markets: 
 
Since yields are low in the bond market, the question is should you be loading them into a portfolio?  
We certainly would not be loading up on long maturity bonds when yields are very low, that is the 
equivalent of “buying high and selling low” in the stock market.  Fortunately, there are choices these 
days, and those choices are money market funds.  For example, the Schwab Value Advantage 
Money Fund is, at the time of this writing, is yielding 2.3%.  That’s a reasonable alternative for no 
duration risk and quick access to your cash. 
  
The markets set a number of “bests” for the second quarter and the first half of the 
year.  The Dow had its best June since 1938; the S&P 500 had its best June since 
1955; the 10-year Treasury reached its lowest yield since 2016; and the Dow 
“bookended” this all with the best first half of the year in 22 years (1997).  Consider 
these with the fact that we have more job openings (seven million) than we have 
people looking for work (six million).  Pile on top of that a robust IPO market of 
companies that make products that people actually buy, and you get a combination of 
factors that support the levels the markets have recently reached. 
 
Despite the records recently set, the S&P 500 trades in June 2019 at a forward P/E 
multiple of 16.7 with a dividend yield that matches the 10-Year Treasury.  Ponder that 
for a moment; you can invest your money for 10-years and get a 2% return, or have 
some money invested in stocks that pay the same 2% yield, but with considerable 
upside?  That should not take many long to answer.  That’s why we preach 
diversification.  For full disclosure, the 25-year historical P/E ratio of the S&P 500, is 
16.19.  So, it’s reasonable to say that the S&P 500, at the current levels, is fully valued 
relative to its historical average. 
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The Bond Market 
 

Since we are talking bonds this early in our commentary, expect comments on the 
bond market section (farther down where they usually go), to be very brief!  But the 
bond market has been the center of our attention for quite a while as yields have 
dropped.  Most market observers agree, at least the ones we have follow, that the 
bond market is downright “bubbly”.  As we described in our last commentary, the 
physics of the bond market are easy to understand and nearly impossible to 
countervail.  When interest rates fall, bond prices go up, and they have been going up!  
We have a friend who is an actual bond salesman, (yes, they still exist), and he called 
us with a bond for sale.  It was a $100,000 face amount bond, selling for around 
$118,000, providing a tax-free yield of around 1.7%, maturing in the year 2031.  Bond 
physics at work that we do not necessarily like!  We passed on that offer.   
 
But why are investors buying bonds?  Because the United States is still the best bond 
market in the world when compared to near zero or negative real rates offered in 
Japan or Germany.  And because companies such as insurance companies need bonds 
to match their liabilities (i.e. life insurance policies, property and casualty, etc.), there is 
an active market for bonds.  Furthermore, the “kryptonite” of bonds, inflation, is 
nowhere to be seen, giving the green light for bond investors to buy and hold bonds.  
For individuals?  It’s a bit harder when you consider the rates of return and the prices 
you pay to own them.  Furthermore, why buy a bond (or bond fund) when you can 
park cash in a money market and earn north of 2% with virtually no risk to the 
principal?   
 
Finally, the bond market is viewed as a predictor of sorts and that makes sense.  
Investors sensing a slowdown or periods of crisis, move to the safety of bonds, 
driving the prices up and the yields down.  Recall that yields on the 10-year a few 
years ago dropped to around 1.3%, however, there was no corresponding collapse in 
the equity markets.  The ill-advised rate hike by the Fed in 2018 has undoubtedly 
stoked some investor fear of an equity market collapse; especially after a 20% drop. 
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We go back, therefore, to alternatives to bonds worldwide and why yields are 
dropping here in the United States, and why it might not be signaling that the end of 
the equity market is here.  Competitive yields in the world, on a qualitative basis, 
cannot compete with U.S. Treasuries, despite their already low yields.  Second, we 
have low inflation which clears a path for bond ownership for those that need to own 
bonds.  And finally, we do have an economy that is expanding, perhaps at a slower 
rate than in the immediate past but expanding none-the-less. 
 

DOMESTIC EQUITY STATISTICS 

Index 2nd Quarter 2019 

S&P Small Cap 1.5% 

S&P Technology Sector 5.7% 

Dow Jones Average 2.6% 

S&P 500 Index 3.8% 

                                         (Period Ending 6/30/2019.  Source:  S&P Dow Jones Price Weighted Indices) 
 
 
 

SECTOR PERCENTAGE WEIGHT 2ND QUARTER 2019 
RETURNS 

   
S&P 500  3.8% 
Energy 5% -3.7% 

Materials 2.8% 5.7% 
Industrials 9.4% 3.1% 

Consumer Discretionary 10.2% 4.9% 
Consumer Staples 7.3% 3.0% 

Health Care 14.2% 0.9% 
Financials 13.1% 7.4% 

Technology 21.5% 5.7% 
Communication Services 10.2% 4.2% 

Utilities 3.3% 2.7% 
Real Estate 3.1% 1.6% 

   
 

Source:  Standard and Poor’s (www.spindices.com), price returns as of 6/30/2019. 
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Style Return Box for the Second Quarter 2019 

 VALUE CORE GROWTH 

LARGE 3.36% 3.8% 4.16% 

MID 1.96% 3.03% 3.2% 

SMALL 0.8% 1.8% 2.19% 

Source:  Standard and Poor’s (www.spindices.com), price returns. 

 
Domestic Markets 

 
If you were to look at the first quarter commentary and compare the performance of 
the first quarter to the second quarter, you would think there were some very large 
errors in the numbers.  Most sectors had double-digit returns in the first quarter, while 
the second quarter produced modest numbers in comparison.  Still quite good, but 
not the same as the rebound we had in the first quarter.   
 
From the chart above you can see that large caps dominated their smaller 
counterparts with small value fairing the worst.  That’s due in part because of the 
number of small banks that populate the small value space.  With interest rates 
dropping during the quarter, their ability to make money via the “spread” on lending-
to-borrowing clearly had an impact.  Investors preferred the bigger returns offered by 
the large cap growth sector, dominated by the resurgent “FAANG” stocks we all 
know. 
 
And it is these technology stocks that may have a very important role in the balance 
of work and wages.  The final note about the domestic markets can be summed in 
one chart below.  The U.S. Bureau of Labor Statistics reports that in May that there 
were 0.8 unemployed people for every job opening in the United States.  There are 
more jobs than there are people to fill the positions.  Classic economics via the 
Phillips Curve suggests that there is an inverse relationship between unemployment 
and corresponding rates of wages.  We should be having wage inflation due to the 
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imbalance of jobs to workers.  And to be sure we are seeing that employers are having 
to pay more to attract workers.   
 
But there are a couple of offsets, we think, to the curve that might not have been 
around back when William Phillips developed the curve.  You see, while companies 
might be paying more to attract and retain talent, the corresponding productivity 
seems to balance the increase in pay.  Furthermore, supply chain management is so 
refined today that inventory levels can be managed to very finite degrees which 
reduces the drag on the income statement of many companies. 
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The Karate Kid Market 
 

Aside from our market commentaries, this year has been rather quiet for us with 
regards to sending out more frequent comments about the markets.  Since the 
“Christmas Eve” slaughter when the markets bottomed, the rebound has been 
impressive.  Hard to imagine that on December 24th, the Dow Jones finished at 
21,794.  That’s not a typo.  The S&P 500 was at 2,351.27 and the Nasdaq was at 
6,192.92.   
 
From those uncomfortable lows, the market has been moved by a couple of forces 
that remind us of the movie “The Karate Kid”.  You may recall Pat Morita as Mr. 
Miyagi and Ralph Macchio as his student Daniel.  In the movie Daniel was looking for 
karate lessons to help protect himself from school bullies.  Over the summer Mr. 
Miyagi had Daniel washing and waxing his car that led to the famous lines “wax on, 
wax off”.   
 
During the past six months President Trump has been acting in the role of Mr. Miyagi 
by threatening to put tariffs on and take tariffs off.  We are not sure if China’s 
President Xi, is Daniel (we don’t think so), but the analogy is just too good to pass up.  
Toss in Mexico and Canada for good measure and the day-to-day movements of the 
markets have taken their cues from this “tariffs on, tariffs off” strategy. 
 
A close second, more recently, has been the anticipation of rate cuts by the Fed in 
order to stoke inflation.  With the Fed’s meeting in June, and the removal of the word 
“patient” from their statement, the futures market for bonds have priced in a 100% 
certainty of a rate cut in July.  In fact, some market pundits are looking for a 50-basis 
point cut (0.5%).  While the Fed is less clear than Mr. Trump with their directions on 
interest rates, here too we have a “rate cut on, rate cut off” mentality driving market 
sentiment.  We prefer to see a market increasing on merits of profitability, growth and 
increase in market share. 
 
With absolutely no reference to the “wax on, wax off” analogy, the economy is simply 
producing at levels not seen in a generation.  Flummoxing the Fed is the fact that low 
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employment has not produced severe wage inflation, which models suggest should 
occur.   Again, the “Phillips Curve” (as we previously indicated) suggests an inverse 
relationship between employment and inflation.  With low inflation there should be 
upward pressure on wages and inflation.  To date this has not materialized. 
 
Energy prices are stable, low interest rates brings more affordable housing and while a 
weaker dollar makes international travel more expensive, it makes U.S. made goods 
more attractive to overseas buyers.  On that score, we will side with those that prefer 
a “King Dollar” approach versus devaluation of our currency.  
 

International Markets 
 
Perhaps the performance of the international markets confirms the saying that “even 
a broken clock is right twice a day”.  We have tried to maintain a positive tone about 
the international markets from the perspective of a diversified portfolio.  There will be 
winners and losers in a portfolio, and for the past few years the international markets 
have been the latter.  It has simply been a very hard space to own when the domestic 
U.S. markets have been going at light-speed. 
 
Part of the rebound for the international markets can be attributed to interest rates 
which hold that as monetary policies are loosened, that easy money finds its way to 
more speculative areas of the market, and that generally means international and 
emerging markets.  Another thought is that investors are shifting their investment mix 
to areas of the globe that are relatively cheaper than the U.S. markets.  
 
Investors who shifted into the international markets did not fare badly as the MSCI 
EFA international index was up 14.23% for the first six months of the year, still 
lagging the S&P 500 index over the same time period.  In the more volatile emerging 
markets sector, the MSCI Emerging Markets index was up 10.67% for the first six 
months of the year.  Again, this is not bad, but well behind the first six months of the 
S&P 500 which was up 17.35% through June 30th. 
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It is simply hard to fight the U.S. stock market when we have robust job growth, low 
inflation and good corporate profits.  We do not discourage owning international in a 
diversified portfolio.  It is, however, the place to look at for lagging performance 
when comparing a diversified portfolio to one consisting solely of U.S. stocks.   
 

Fixed Income – We Said it Already 
 
If you skipped over the opener that is where our commentary on fixed income 
appears this quarter.  So, like we said, it would be a very short review in this section. 
 

Summary 
 

There is no doubt that the first half of 2019 has been a stellar run for the stock 
markets, both here and abroad.  The returns for the first half of the year have been 
the best in decades and would more than be an ample return for a full year.  But there 
seems to be “more in the tank” for the economies of the world as more countries 
follow the lead of the United States by tweaking their regulatory regimes, taxation 
codes and trade policies.  Perhaps this is a reordering of the global operating system? 
 
A continuing question revolves around the durability of the current economy and the 
stock market.  Everyone knows that good times do not last forever, and that is true.  
However, it’s not the end that we know will come, it’s really the severity of that 
ending that we cannot predict.  Will it be mild, or will it be severe?  That question can 
only be answered with time and the actions of politicians and those that control the 
global money supply.  For now?  It seems that a lighter touch on the regulatory 
regime, lower taxes and the refocus on building stuff here in the United States is 
paying dividends.   
 
There can be an argument made that the repatriation of overseas dollars has gone into 
share buybacks and increased dividend payments that have “juiced” the stock market.  
We will give quarter on that observation.  However, those investments don’t 
necessarily account for measures of labor productivity.  Consider the graph below 
which charts output per hour, hours worked and labor productivity.  Maybe 
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companies are simply becoming better at deploying capital by investing in training, 
technology and inventory management?  That all translates into profits and that is 
why investors buy stocks.    
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