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Introduction 
 
The base case presented in our Outlook 2019 report, published last January, focused on the federal 
government’s distinct shift to more business friendly policies regarding corporate taxes and regulation in 
2018.  We concluded that these policies would likely extend the current expansion. 
 
From our Outlook 2019 report: 
 

“We remain constructive with our investment posture, although we recognize that late cycle 
characteristics in the economy are building. In response, we will gradually adjust strategy at 
some point and clients will see a moderate increase in rebalancing activity. This activity will be 
designed to build a somewhat more defensive posture as the year progresses while not 
becoming prematurely defensive. Our baseline view is that conditions remain favorable for a 
constructive investment posture. However, conditions have the potential to change rapidly and 
agility will be an important attribute in the coming year.” 
 
“While late cycle dynamics are building, we think the outlook is strong enough to support a case 
for equities over bonds in the coming year.” 
 
“Eventually we will need to become more defensive in our portfolios. For now, we expect the 
current U.S. expansion will go on to become the longest on record.” 

 
Coming into 2019 our confidence in the resiliency of the current expansion was all the more noteworthy 
given the brutal correction markets suffered in the fourth quarter of 2018.  Worries over a slowdown in 
global economic activity spiked, as did predictions that the U.S. was on the verge of a recession.   
 
For the first time ever, the S&P 500 had finished a calendar year with a loss after being positive for the 
first three quarters.  The index declined by about 6% in 2018, marking the worst annual performance since 
2008 and only the second negative yearly return of the last decade.  The Dow Jones Industrial Average 
(DJIA) also finished the year in the red after logging 15 new record highs earlier in the year.  As calendar 
years go, 2018 was also the first year ever for the DJIA when the month of December was the year’s worst 
month. 
 
Our constructive view for 2019 was predicated on a careful analysis of economic fundamentals and our 
staunch resolve to focus on facts over feelings.  While many market participants determined the global 
economy was tipping over as 2018 ended, we saw things differently.   
 
Six months into the year, we are pleased that our economic thesis is playing out as we had hoped.  As the 
third quarter begins, the U.S. economic expansion has crossed into record territory.  At 121 months, the 
current recovery is officially the longest period of growth in U.S. history.  Alongside this record expansion, 
the U.S. is also in its longest stretch of monthly job gains, according to non-farm payrolls data from the 
Labor Department, and the U.S. unemployment rate is at its lowest since 1969.  One factor that helps 
explain the longevity of the current expansion has been its slow, gradual nature.  Average annual GDP 
growth -- a broad measure of a country's entire economic output -- has been lower in this expansion than 
in the previous three. 
 
Equity returns so far in 2019 have been very impressive.  Markets surged in January after a grueling fourth 
quarter in 2018.  Through the end of the second quarter 2019, the S&P 500 gained about 18% marking its 
best first half to a year since 1997.  All 11 of the S&P 500 sectors rose in the first half of the year, with 
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tech rising more than 26% to lead the gains.  Energy was the market’s laggard in the first half, rising just 
7%.  The S&P 500 finished the first half at record high levels. 
 
The NASDAQ gained over 
21% in the first half, while the 
Dow was up more than 15% - 
marking the index’s best June 
performance since 1938.  
Mid-caps performed about in 
line with large-caps in the 
first half, while small-caps 
underperformed slightly.  
 
Generally speaking, large cap 
domestic stocks have 
outperformed small cap 
domestic stocks in the first 
half of 2019.  High P/E stocks 
outperformed lower P/E 
stocks.  Stocks with high 
dividend yields, such as 
utilities, underperformed in 
the first half.   
 
Outside of the US, every country gained in June except India, which was down a little more than 1%.  For 
the second quarter and the full first half, Russia was the best-performing country gaining nearly 15% and 
26% respectively.   
 
Oil was up over 24% in the first half, while natural gas was down about 19%.  Gold was up nearly 10% in 
the first half, but silver declined a little more than 1%.  Finally, Treasury bonds posted solid returns across 
the board in the first half, with the 20-year gaining more than 10%.  (Bespoke) 
 
Our Outlook reports, along with our Spring Symposiums and Thought Leadership publications are 
fashioned to identify the principal trends and issues shaping the global economy.  The objective is to 
present our interpretations and summarize the various expectations we have for the year, with emphasis 
placed on the directional merits of our forecasts and observations. 
 
We welcome the hard work that brings us to our own conclusions and opinions.  This discipline promotes 
a better understanding of the primary forces affecting the financial markets, while enhancing our ability 
to keep critical decisions close to our clients.  We remind readers our reports are not intended to time 
market movements or to establish active trading schemes. 
 
As has been our practice, we will continue to monitor developments along the way and will keep our 
readers up-to-date through monthly communications.  We also have numerous speaking engagements 
throughout the year that clients are invited to attend.   
 
We thank you for your continued confidence in our abilities to add meaningful value to you and your 
family.  We work hard to earn your trust every day, in everything we do. 
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Outlook  2019 – A Binary Year 

Simply put, our original expectations for 2019 were best described as “binary”.  This remains the case as 
we move into the second half of the year.  Several critical issues will ultimately define 2019.  Does the U.S. 
achieve some sort of satisfactory trade deal with China?  Does the U.K. orchestrate a graceful exit from 
the European Union?  Will the U.S. realize progress on the denuclearization of the North Korean 
peninsula?  Will geopolitical tensions across the globe be resolved diplomatically?  
 
Any one of these problems has the potential to produce positive, or negative, surprises.  The optimist in 
us hopes for favorable developments, but uncertainties abound.  An otherwise encouraging fundamental 
backdrop for 2019 could quickly unravel should any one of these binary situations turn negative.  Likewise, 
an economic acceleration could emerge should progress on these issues materialize.  
 
Not surprisingly, current economic fundamentals are “mixed” in nature.  The Conference Board’s 
Consumer Confidence Index fell more than expected in June to its lowest level since September 2017, 
with concerns over tariffs likely weighing on consumer attitudes.  While the current level of confidence 
does not signal recession, it could translate into slower consumer spending in the months ahead.  This 
Outlook 2019 Mid-Year Update endeavors to present a fair balance of the favorable and unfavorable 
elements in the current environment.   

 
Fixed Income Markets and Interest Rates 

 
Coming into 2019 our expectation was for the Federal Reserve (Fed) to continue to pursue tighter 
monetary policy with further increases to the Federal Funds Rate.  This view was based on our expectation 
for sustained strength in the U.S. economy, along with the Fed’s repeated posturing for higher rates.  From 
our Outlook 2019 report:  
 

“We expect the Federal Reserve will continue to raise rates in 2019 in an effort to further 
normalize monetary policy.  While the rate decisions will be data dependent, we believe it is 
likely that the Fed would raise the fed funds rate one or two times in 2019. We also expect the 
10-year Treasury yield will rise to a range of 3.0% to 3.5%.” 

 
In the first half of 2019, interest rates have moved significantly lower than anticipated and bond prices 
have rallied with rising expectations for slowing economic growth.  The Fed has abruptly revised the 
language surrounding central bank policy and has become overly focused, in our opinion, on the risks of 
slowing economic activity and the Fed’s “accommodative” role. 
 
We noted in Outlook 2019 that financial market volatility in the fourth quarter of 2018 coincided with the 
great uncertainty over the direction of interest rates – largely triggered by the Fed’s confusing and 
inconsistent messaging.  The turmoil in equity market was directly related to Central Bank actions and the 
perception that the unwinding of their balance sheet was on autopilot. 
 
Throughout 2018, the Fed had been shrinking its balance sheet by allowing a “run-off” of $50 billion per 
month.  This run-off represented a reduction in demand and the addition of supply to the bond markets.  
This activity has been a great concern to market participants, as normally the price of anything typically 
drops when demand falls and supply increases (Economics 101).  In spite of this, bond prices have actually 
moved higher - driving interest rates down even further.  Bottom line, the market provided sufficient 
natural demand to absorb this shift in the supply and demand dynamics of the financial markets.  This has 
kept bond prices high (rates down) and NOT the other way around. 
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Although markets have effectively adjusted to the run-off, the Fed announced in March of this year that 
they expect to “reduce the cap on monthly redemptions” beginning in May and end the current practice 
of further shrinking its balance sheet by the end of September 2019.  Consequently, the supply and 
demand profile for the bond market will shift once more and effectively stabilize bond prices at generally 
lower interest rate levels. 
 
In addition to ceasing the practice of balance sheet normalization, the Fed recently indicated they may 
lower the Fed Funds Rate in the coming months.  On June 19, 2019 the Federal Reserve announced 
[emphasis added]:   
 

“Consistent with its statutory mandate, the Committee seeks to foster maximum employment and 
price stability.  In support of these goals, the Committee decided to maintain the target range for 
the federal funds rate at 2 ¼ to 2 ½ percent.  The Committee continues to view sustained expansion 
of economic activity, strong labor market conditions, and inflation near the Committee’s symmetric 
2 percent objective as the most likely outcomes, but uncertainties about this outlook have 
increased.” 

 
Resulting from the same meeting, the members of the FOMC plotted their respective expectations (not 
votes) regarding where they believe rates may be at the end of 2019, 2020, 2021 and for the Long Run 
(see the following chart). 
 

 
 
 
The white line in the preceding chart reflects the Fed Funds futures market expectations illustrating 
markets are currently more aggressive in projecting rate reductions than policy makers. 
 
It is hard to disregard the collective knowledge of the market; however, as we reflect upon the volatility 
in the fourth quarter of 2018, we are increasingly confident in our conclusion that the sell-off in equities 
was a market event, and not a change in the fundamentals of the economy.   
 
At this time, we believe the Fed is likely to cut the Fed Funds rate by 25 basis points at their July meeting.  
We believe this decision indicates the Fed went too far in 2018 with four rate increases, rather than 
signaling the Fed’s concern over economic growth.  In fact, the Fed’s official projection for economic 
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growth in the U.S. remains at 2%.  We remind readers that the Federal Reserve functions in accordance 
with a dual mandate: 
 
1. Stable Prices:  Inflation is not over heating, which typically precedes a rate increase.  A deflationary 

environment can trigger a rate reduction, but that is not the current reality. 
 

2. Maximum Employment:  At 3.6% unemployment, it is tough to argue that rates cuts are necessary 
to spur on additional hiring.  The desire for maximum employment is typically the trigger for lower 
rates.  Therefore, it is important to keep in mind that currently there are approximately 7.4 Million 
positions available according to the Job Openings and Labor Turnover Statistics (JOLTS report) and 
there are approximately 5.8 Million unemployed persons seeking work (Trading Economics).  Simply 
put, there are more jobs than there are unemployed people seeking employment.  

 
Therefore, if the FOMC were to strictly adhere to the dual mandate, there would be no data driven reason 
to either lower or raise interest rates at this time.       
 
As we indicated in our Outlook 2019 report, interest rate risks had become more symmetric, while credit 
risks will eventually spread.  Accordingly, earlier this year Clearwater Capital’s Investment Policy 
Committee initiated a strategic shift toward higher credit-quality bonds with shorter durations and lower 
yields.  This shift effectively increases diversification within portfolio strategies by reducing the covariance 
that typically exists between high yield bonds and equities. 
 
The following chart demonstrates how highly correlated U.S. high yield bonds are to the S&P 500.  A move 
to higher quality bonds (U.S. Government and U.S. Aggregate) restores the traditional diversification value 
that such bonds provide in portfolio strategies (graphic: JP Morgan Asset Management).   
 

 
 
 
We regard these efforts to boost the quality of fixed income exposure within portfolios to be prudent in 
the latter stages of an economic cycle, as we gradually seek to normalize the risk profile of our portfolio 
strategies.   



 

 
Clearwater Capital Partners  

6 

Global Conditions and International Trade Challenges  
 

As anticipated in our Outlook 2019 report, this year has been complicated by ongoing international trade 
discussions.  Although much work remains relative to reducing trade-related tensions and updating 
agreements, particularly between the U.S. and China, headway has been made in some areas.  
 
Around the world, economic growth prospects are deeply connected to international trade-related issues, 
tariffs, and disruptions to long established supply chains.  Given the high stakes impacting all countries 
involved, we continue to believe it is more-likely-than-not progress will continue towards resolving some 
of the issues involving the major trading partners in the second half of 2019.  
 
U.S./China Trade 
The Trump Administration is determined to update the trade policies the U.S. has with a wide range of 
global trading partners.  Addressing trade deficits with many of the U.S. larger trading partners (as shown 
in the table below - Source: U.S. Census Bureau), is a main priority.  The largest of these trade deficits 
exists between the U.S. and China. 
 
At the recently concluded G20 summit in Osaka, Japan, President 
Trump and Chinese President Xi met and agreed to hold off on 
implementing 25% tariffs on an additional $300 billion of Chinese 
goods (For reference, the U.S. had previously imposed 25% import 
taxes on $250 billion of Chinese products, and the Chinese 
retaliated by implementing tariffs on U.S. imports). The two 
leaders agreed to hold off on new tariffs while proceeding with 
new trade negotiations, potentially preventing further escalation 
of their nations’ tariff battle.  
 
President Trump suggested that he would potentially reverse the 
U.S. government’s decision to ban American companies from 
selling certain products to Chinese technology giant, Huawei.  The 
U.S. has considered Huawei as a security risk to both the U.S. and 
countries around the globe.  The details of this policy revision are 
still pending.   
 
In response to this Trump Administration decision, President Xi 
stated that China would agree to purchase a significant amount of 
American agricultural products.   
 
While a comprehensive deal may or may not happen this year, President Trump has an incentive to delay 
increasing tariffs until after the 2020 Presidential election.  A stable U.S. economy leading up to the 
election, aided from a de-escalation in trade tensions, could help his reelection prospects.   
 
One of the primary reasons the Trump Administration instituted tariffs on Chinese imports (outside of the 
trade deficit mentioned above) was to address China’s history of misappropriation of intellectual property 
from U.S. innovators and the limited access U.S. companies have to Chinese markets. 
 
These issues confound the current U.S./China trade impasse and it may take several years to fully resolve 
the complexities related to these matters.  The uncertainties regarding this timeline however will likely 
have a significant impact on business activity across the globe.   
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Numerous U.S. multinational companies have been exploring a shift in supply chains to other emerging 
market countries outside of China.  This, combined with the levying of implemented tariffs, are just a few 
of the trade related developments that have triggered a decline in world trade volumes over the past year 
(as represented in the following charts – JP Morgan Asset Management). 
 

 
  
 
United States-Mexico-Canada Agreement, USMCA 
USMCA, representing an updated NAFTA trade pact between the United States, Mexico, and Canada, 
provides resolutions to previously disputed areas such as digital assets, steel and aluminum, automobile 
manufacturing, and the dairy market.  The initial USMCA terms was agreed to in principal by all three 
countries and each must finalize the adoption of USMCA according to their internal procedures.     
 
The USMCA was ratified in Mexico by their legislature in late June.  Conversely, in May Canadian Prime 
Minister Trudeau tabled the bill to implement the USMCA into their government system in Canada’s 
House of Commons.  It is unsure when Canada will finalize adoption. 
 
The United States is continuing the ratification process for USMCA through heated debates on various 
aspects of the agreement in order to please both the Democratic-controlled House of Representatives 
and top trade officials in the Trump Administration.  The Democrats appear to be reluctant handing 
President Trump a victory on one of his top 2016 campaign mandates. 
 
Averted Mexican Tariffs 
In response to ongoing frustrations over the lack of progress relative to security issues along the United 
States/Mexican border, President Trump had threatened to impose a 5% tax on all Mexican imports.  
These new tariffs were set to begin on June 10th.  
 
After Mexico promised to deploy National Guard troops at their Guatemalan border, enforce more patrols 
along its side of the border with the U.S., and increase the number of asylum seekers held in Mexico, the 
U.S. decided to cancel its tariff threat prior to its imposition date.  President Trump and Mexican President 
Obrador also agreed to stay in close communication regarding border security issues in order to monitor 
the progress.  The threat of new tariffs remains if insufficient improvement is achieved. 
 
Europe and Japan Trade 
In the first half of 2019, the Trump Administration has prioritized its bilateral trade agreement with China 
along with the ratification of the USMCA.  At this time, secondary negotiations between the U.S. and other 
major global trading partners, such as Europe and Japan, are on hold.  Although tariffs related to European 
car and auto parts have recently made headlines, any decisions on these matters have been suspended 
for the time being.  
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Brexit and ECB President Change 
The UK and the EU agreed to extend the Brexit decision (UK’s separation from the EU) past the original 
March 29th deadline until October 31st.  Former UK Prime Minister May stepped down from office on 
June 7th and an election for Britain’s next Prime Minister will occur in July.  The contest to decide Britain’s 
next Prime Minister is now between two other conservative candidates, Boris Johnson and Jeremy Hunt.  
 
Both candidates to be UK’s next Prime Minister have indicated their desire to renegotiate the terms of 
the previous deal established between Prime Minister May and the EU. The EU has indicated they will not 
renegotiate the terms, thus continuing to add uncertainty to the future UK/EU relationship. 
 
Outside of the Brexit-related events, filling the role of the next European Central Bank (ECB) President is 
one of the more prominent elections taking place in Europe during the second half of 2019.  Mario 
Draghi’s eight-year term as the ECB President will end on October 31st.  The current front-runner to fill 
that role is International Monetary Fund Chief, Christine Lagarde, who would become the first woman to 
run the ECB.  If elected, the current easy-money, low interest rate policies that have been enacted by the 
ECB are expected to continue under Lagarde’s leadership. 
 
Mid-Year Trade Summary 
Despite the uncertainties regarding the global trade picture, economies around the globe have thus far 
managed to overcome various trade related challenges, such as tariffs.  Notwithstanding the lighter trade 
volumes illustrated earlier, economic growth around the globe continues to progress, albeit at a slower 
pace.  As stated earlier, we are cautiously optimistic that positive developments regarding global trade 
will occur as the year progresses.  Such progress would represent a catalyst for stabilizing economic 
growth prospects worldwide and provide greater clarity relative to corporate earnings prospects. 
 

U.S. Equities – Favorable Conditions -vs- Warning Signals 
 

The macro backdrop still looks reasonably favorable for U.S. equities. Low unemployment, strong 
consumer sentiment and higher productivity should allow the economy to absorb any negative impact 
from higher tariffs.  Valuations are reasonable, however market volatility will likely persist until the trade 
situation becomes less ambiguous. 
 

 
 
 
Looking more closely at the data, there currently exists a number of potential positives indicators for U.S. 
equities along with a slowly growing list of potential warning signals.  Fortunately, for investors, the 
positives outweigh the negatives and it remains more-likely-than-not stocks will still post higher highs in 
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the second half of the year.  Over the next several pages of this report, we highlight some of the more 
important indicators from both sides of the list above. 
 
The Potential Negatives 
 
Heading the list of negatives for U.S. equities are the lingering uncertainties relative to international trade.  
Discussed in detail above, the U.S. / China trade negotiations have yet to produce any reliable indication 
that a trade deal will be accomplished, even as both nations have pledged no new tariffs and a return to 
bilateral meetings.  The key trend to watch in the current earnings season will be how often the term 
‘China’ or ‘tariffs’ comes up in quarterly conference calls.  With increased uncertainty created by the on-
again, off-again escalation of trade disputes between the U.S. and its largest trading partners, a significant 
uptick in negative analyst commentary has emerged. 
 
This one area of uncertainty is noteworthy and will not likely be resolved anytime soon.  Tariffs have 
already distressed global economic activity and U.S. manufacturing numbers have been sliding.  With the 
second quarter earnings season about to begin, companies have been increasingly warning investors 
about earnings results through an alarming number of cautionary pre-announcements.    
 

While it is common for earnings 
warnings to rise heading into 
quarter end, the net number of 
warnings in the closing weeks of 
the second quarter was the most 
extreme since 2014.  
 
Ahead of an earnings season that 
begins in earnest the week of July 
15, 77% of the 113 companies 
that have issued earnings per 
share guidance have warned that 
their numbers will be worse than 
what Wall Street analysts are 
estimating (FactSet).  

 
Nearly one third of the companies issuing earnings warnings cited China or tariffs as one of the primary 
drivers for the shortfall (Bespoke).  FactSet estimates that companies doing more than half their sales 
outside the U.S. are looking at a more than 9% earnings decline on a year-over-year basis.   
 
Fortunately for bulls, the best S&P 500 performance during earnings season comes when the negative 
earnings sentiment has been drifting higher going into earnings season, which is the case now.  The 
current downward earnings revisions spread of for the S&P 500 is now on the more extreme side relative 
the range from the last ten years.  Of the eight prior quarters where the spread was below -20% (as is 
currently the case), the S&P 500 actually delivered positive returns during earnings season seven times 
for an average gain of 3.86% and a median gain of 4.2%.   
 
Historically, S&P 500 returns have been relatively good during high levels of negative revision perhaps 
suggesting that the pessimism can be over done. 
 
Corporate profits were a highlight of 2018, growing 20.8% to an average level of $161.50 per share for 
the S&P 500 (Source: FactSet).  This extraordinary growth was largely driven by a combination of strong 
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domestic economic growth driving top line revenue (i.e. sales) gains paired with reduced corporate tax 
burdens resulting from the Tax Cuts and Jobs Act.  The profit boost related to corporate tax reform will 
begin to fall away as we compare post-tax reform years for the first time, rather than a pre-tax reform 
year to a post-tax reform year as was the case in 2018.  Future profit growth will return to a function of 
the business environment and the ability to successfully navigate related conditions. 
 
Therefore, while we expected profit growth to slow in 2019 we did not share the spike in pessimism that 
began to emerge late last year.  It was our expectation that strong domestic economic growth would drive 
top line sales growth which, when combined with strong productivity gains associated with the increased 
level of business fixed investment, would likely lead to mid-to-high single digit profit growth for the S&P 
500 in 2019. 
 

This said, the prolonged trade 
disputes currently ongoing 
between the U.S. and its trade 
partners, namely China, have 
complicated the business 
environment more than originally 
expected.  While the U.S. is still 
showing signs of strong 
fundamental economic growth, 
companies with high  international 
activity are beginning to feel the 
consequences.   
 
As shown in the chart to the left, 
roughly 38% of sales for the S&P 
500 come from abroad so weakness 
outside the U.S. has a direct effect 
on profit growth for U.S. based 
companies.  

 
The continuing uncertainty relative to trade policy is now influencing the plans being made by businesses 
around the world affecting top line revenue and profit growth.  Accordingly, we are revising our full year 
earnings target for the S&P 500 from a target of $174 per share to $170 per share.  This new target 
represents a growth rate of slightly over 5%.  Should clarity materialize in trade negotiations in the coming 
months, our original target of $174 could still be achieved by year-end. 
 
Strong corporate earnings have been a central component to our constructive view of equity markets 
over the past two years.  It will be difficult for investors to look past disappointing earnings results if the 
backdrop of escalating tariffs and tensions persists, especially with equity markets trading at record levels.  
The earnings component of our economic thesis is so critical that we will be monitoring the second quarter 
and third quarter results very closely. 
 
Manufacturing activity in the U.S. continues to moderate.  The ISM Manufacturing PMI in the US fell to 
51.7 in June 2019 from 52.1 in the previous month, beating market expectations of 51.0.  The latest 
reading pointed to weakest pace of expansion in the manufacturing sector since October 2016 as the new 
order index dropped to the lowest since December 2015. 
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Growth continues in the manufacturing sector, although at a slower rate.  Twelve of eighteen industries 
reported growth in June, while trade disputes with China and Mexico peppered comments from survey 
respondents.  Given the prominence of the trade dispute with China in recent weeks, it is likely negative 
sentiment helped push down the ISM reading (remember, the ISM indices are surveys, and apt to reflect 
fears as well as facts) (First Trust).   
 

 
 
A reading above 50 indicates expansion and the ISM manufacturing index has now shown expansionary 
readings for 34 consecutive months – that's nearly three straight years of constant growth.  Given the 
nature of this data point, we should expect normal ebbs and flows along the way.    
 
This said, manufacturing has certainly slowed from the faster pace of growth seen 2018.  What matters 
most is that favorable economic fundamentals remain in place for growth into the future.   
 
The Conference Board Leading Economic 
Index (LEI) for the U.S. was unchanged in 
May, following a 0.1 percent increase in 
April, and a 0.2 percent increase in March.   
 
The leading indicators have been 
relatively flat since September of 2018 
and the year-over-year rate of change has 
been in decline since then.   
 
The LEI is a composite 10 other economic 
data points and is a complex indicator.  
The components of the LEI include: 
average weekly hours (manufacturing), 
average weekly initial claims for 
unemployment insurance, manufacturers’ 
new orders (consumer goods and materials), ISM® Index of new orders, manufacturers' new orders 
(nondefense capital goods excluding aircraft orders), building permits (new private housing units), Stock 
prices (500 common stocks), Leading Credit Index™, interest rate spread (10-year Treasury bonds less 
federal funds), and average consumer expectations for business conditions.   
 
While the LEI is not signaling elevated recession risk, a weakening trend could be worrisome.   
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The ratio of Leading Indicators to 
Coincident Indicators historically breaks 
down sharply before recession.  In the 
current expansion there have been multiple 
periods of subdued readings where the 
ratio moved sideways for a period of time.   
 
It appears that the flat readings of the past 
9 months is another such subdued period.  
However, recession risk will remain 
somewhat elevated on a 2 to 3 year 
timeframe until the ratio marks a new high. 

(Bespoke) 
 
Much has been written about the implications of an inverted yield curve (when short-term interest rates 
rise above long-term interest rates).  Ahead of the last two recessions, U.S. yield curves inverted and then 
rapidly re-steepened as the recession started.   
 
Our view is that short-term rates have yet to adjust to lower long-term rates and should economic 
weakness emerge the Fed will be accommodative in further lowering short-term rates. 
 
Perspective on The Potential Negatives 
 
It is interesting to observe how interdependent the list of potential negatives has become.  International 
trade uncertainties have produced a growing concern over slowing global growth.  Slowing global growth 
concerns have led to weaker manufacturing numbers as companies adjust production schedules and 
supply chain disruptions connected to tariffs.   
 
Accordingly, analysts are responding to these concerns with lower earnings forecasts.  An inversion of the 
yield curve may relate to these lower expectations for future growth, or perhaps the Fed is holding short-
term rates too high. 
 
The bottom line is that the potential negatives stem from a degree of conjecture about what “could” 
happen going forward, i.e. emphasis on the word “potential” and much of the conjecture has to do with 
the uncertainty with ongoing trade negotiations.   
 
Until the ongoing trade negotiations are finally resolved, we will not know if the potential negatives will 
build into something material, or simply reflect an unwarranted degree of pessimism.  
 
The Potential Positives 
 
Record highs in the equity markets are traditionally indicative of a market that still has upside momentum.  
Over the past two years, the S&P 500 has managed to mark four new closing highs, which has extended 
the bull market to over 10 years in length.  A fifth closing high was achieved July 11.   
 
As measured by the 200-day moving average for the S&P 500, equities have been in an extended period 
of sideways consolidation, similar to two other periods since 2009.  A one or two month move higher for 
the index would start sending the 200-day moving average higher again. 
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The unemployment rate remains near a 50 year low of 3.7% and job growth continues to remain strong.  
After the U.S. created just 75,000 new jobs in May (far short of the 185,000 consensus expectation), June 
showed a sharp bounce of 224,000 new jobs (compared to an expectation of only 165,000).  Jobs data are 
notoriously volatile on a month-to-month basis, so we put more emphasis on multi-month trends. 
 
As impressive as the June report was, job growth has been slowing in recent months.  Over the past six 
months jobs growth has averaged 169K, and in the most recent 5 months, gains have averaged only 134K 
(which latter translates into 1% annualized growth). Yet despite the recent weak growth of jobs, 
productivity has been running at roughly 2% per year of late, so jobs growth of only 1% can still result in 
overall economic growth of about 3%. 
 

 
 
 
There has been a significant decline in the portion of the workforce that is working part-time.  Full-time 
jobs have expanded at a much faster rate, and that indicates to a relatively healthy labor market; 
businesses are confident enough in the future to seek out and hire full-time workers. 
 
Jobs growth is slowing not because the economy is slipping into a recession, but because some businesses 
are having trouble finding new workers.  Job openings remain strong as indicated by the latest JOLTS 
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report.  There are currently 7.4 million available jobs, only slightly below record levels, indicating that 
labor demand remains strong. The number of unemployed per job opening was practically unchanged in 
June at 0.8, close to a record low, as the job market remained very tight. 
 
The general health of the labor market would suggest that obituaries on the longest running economic 
expansion are, once again, premature.  Employment gains over the past two years have helped propel an 
uptick in U.S. economic activity and the labor market is healthier than it has been in several decades.  We 
will be watching closely to see if the strong labor market gains continue. 
 
Market breadth is a measure of participation as markets move.  Normally, if the number of stocks 
participating in a rally is relatively high (as compared to the number of stocks declining), the rally is 
regarded as a strong one.  Like each one of the prior three all-time highs for the S&P 500, breadth (as 
measured by the S&P 500’s cumulative advance/decline line), has led the market higher.  In each of the 
three highs following the initial peak in January 2018, the cumulative advance/decline line hit a new high 
before the S&P 500 did (Bespoke). 
 

 
 
After record levels were achieved in the first quarter, breadth in second quarter remained very strong.  
Following prior quarters of exceptionally strong breadth, the S&P 500 typically remains positive.  Over the 
following year, the S&P 500 was higher every time for an average gain of 12.95% (median: 11.41%). 

 
Even after rallying to another new all-time 
high in early July, individual investor bullish 
sentiment remains quite subdued (currently 
at 29.59%) and at much lower levels than at 
the three prior highs since January 2018.   
 
It is generally preferable to see that investors 
are not wildly bullish as markets set new 
records. 
 
This restrained level of bullish sentiment can 

also be found in investor behavior and fund flows.  The trend of withdrawals from Equity Mutual Funds 
and ETFs remains firmly in place even as flows into bond funds continues unabated.  The pace of outflows 
in equity funds and ETFs is especially pronounced in the Domestic space. 
 
These observations relative to fund flow and investor behavior are presented visually in the graphs on the 
top of the next page. 
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Another potential positive for equities is persistently low interest rates and solid credit conditions, which 
should continue to stimulate activity going forward.  Mostly, financial conditions are slightly above their 
easiest (most stimulative) levels and have been consistently improving since spiking late last year.  Both 
financial and non-financial leverage remain low per the Chicago Fed’s financial conditions index, and risk 
pricing remains very low relative to history. 
 
The year-over-year change in the U.S. dollar has slowed substantially and a weaker U.S. dollar is favorable 
for U.S. multinational corporations.  A weaker U.S. dollar is also considered stimulative for global 
economic activity and could indicate an uptick in global growth later this year. 
 
Lastly, equity valuations have pulled back since becoming stretched in 2018 and now have room to 
modestly expand should a trade deal between the U.S. and China materialize.  At 19x trailing earnings and 
17 times forward earnings, stocks are not cheap – nor are valuations extended.   
 

Year 3 of the U.S. Presidential Election Cycle 
 

Many investors have expressed concerns of the looming U.S. election cycle.  The current state of political 
divide in the U.S. feels quite high, and this understandably raises the sense of anxiety for some market 
participants.  This said, a closer look at history presents a somewhat encouraging perspective for the 
second half of the four-year cycle. 
 
The Presidential Election Cycle is a theory first developed by a stock market historian named Yale Hirsch. 
The theory assumes that in years one and two of a presidential term, a new President exits campaign 
mode and works hard to fulfill campaign promises before the next election begins.  For this reason, the 
first year is typically the weakest of the presidential term and the second year is not much stronger than 
the first. 
 
The third year of US Presidential election cycles (that is, the calendar year before the election year) tends 
to be the best time of the four-year presidential cycle to own U.S. equities.  Since 1928, years before 
Presidential elections have delivered a price return of more than 12% on average, versus an average 
return of 5.7% for all other years.   
 
As with any market cycle theory, the overall pattern of investment performance related to the Presidential 
Election Cycle appear to be convincing, but the pattern is based on averages and averages do not 
guarantee consistent results (thebalance.com).  
 
As shown on the following page, the current year is definitely the sweet spot for equities, though election 
years also tend to show positive returns (Bespoke). 
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Given the average percentage change being 
elevated in year three of the cycle, it shouldn’t 
be a surprise that more than two-thirds of those 
years outperform the average annual change for 
the S&P 500 since 1928.   
 
Odds are slightly worse for next year but still see 
significant outperformance percentages 
(60.9%).  Years one and two both outperform 
the long-term average performance less than 
half of the time. 

 
There is a cautionary note here for the balance 
of 2019.  The average performance in year 
three of the election cycle mostly comes in the 
first half.   
 
Historically, there tends to be two pullbacks in 
the first half of the year followed by sideways 
movement until a final rally late in the year.   
 
While the pattern of the presidential election 
cycle suggests further gains from now into year-
end, the second half of third years is typically 
not as strong as the first half. 
 
Of course, this historical perspective is not predictive for what will happen over the balance of 2019.  We 
simply present this assessment to offset perceptions that markets will automatically face natural 
headwinds as the presidential election cycle continues to evolve.  

 
The Importance of Rebalancing 
 

With markets trading at or near record highs in the midst of the longest U.S. economic expansion on 
record, it is prudent to revisit a vital discipline of investment management: portfolio rebalancing.  Before 
determining the why/how/when of rebalancing, one must first determine the appropriate asset allocation 
strategy for an investment portfolio.  The appropriate mix of diversified stocks and bonds is defined by an 
investor’s unique goals, liquidity needs, timeline, and risk tolerance (ability and willingness).  Asset 
allocation strategies are highly customized given the distinctive fact set of individual clients.   
 
A considerable amount of research supports the concept that asset allocation decisions explain most of a 
portfolio’s variability of returns over time (Source: 91.5% according to Brinson, Hood, Beebower, 1991).  
In other words, asset allocation strategy is the most crucial step to building proper portfolios. 
 
Once the strategic asset allocation of the portfolio has been set (i.e. 60% stock/40% bond portfolio), the 
impact of rebalancing can be evaluated.  It may be tempting to have a “set it and forget it” framework 
when it comes to a 60/40 portfolio, however this could potentially lead to unfavorable outcomes and 
related negative consequences relative to goal achievement.    
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The following graphic from JP Morgan examines the implications of 60/40 portfolio left alone vs a 60/40 
portfolio that is rebalanced annually.  Over of the course of 20 years ending 12/31/2018, the portfolio not 
rebalanced becomes one with higher risk and lower risk-adjusted return, when compared to a portfolio 
that is rebalanced annually.   
 
The increase of equity and risk would leave the portfolio more susceptible to market downturns than one 
that is rebalanced annually back to the 60/40 strategic allocation.  The buy-and-hold approach also 
produced a lower average annual return over the 20 years studied.  
 
 

 
  
An important consideration when rebalancing taxable portfolios is the realization of capital gains.  
Rebalancing often involves liquidating appreciated positions in order to purchase lagging positions.  This 
activity produces capital gains on which taxes may be due effectively reducing after-tax returns.   
 
The question then becomes, should investors avoid rebalancing taxable portfolios in order to avoid taxes? 
 
A different study from BlackRock examines this question over a 15 year period (1/1/2003 – 12/31/2017). 
The scenario in this analysis assumes $100,000 invested in a 60/40 portfolio versus one that is rebalanced 
annually using a 5% tolerance band (i.e. the portfolio is rebalanced each time an asset class has moved 
more than 5% away from target).   
  
Capital gain tax rates can 
fluctuate over time, but 
for this analysis it is 
assumed to be 20%.  
 
The results of the 
scenario are shown in the 
table on the right. 
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Generating a tax liability of $9,438, as illustrated in this example, may at first appear undesirable.  Upon 
closer examination it would appear the rebalanced portfolio would be preferred in this example.  This 
preference is found not in excess return, but in superior risk management (i.e. lower standard deviation).  
 
In a scenario where the equities only move higher, the portfolio not rebalanced will eventually generate 
a superior after-tax result as its risk profile continues to move higher.  Such a portfolio would logically 
become more vulnerable to a market downturn, which most certainly will eventually happen.  
 
The financial crisis of 2007-2009 occurred during the time-period studied in this analysis.  BlackRock’s 
analysis also examined the impact of different downturn timing scenarios to determine if timing would 
alter results in any way.  The study tested three different six year periods where the downturn happened 
at the beginning, middle, and end of the period.   
 
In all three scenarios, the rebalanced portfolios had a greater after-tax value than the portfolio that was 
not rebalanced. 
 

 
  
The observations made in this analysis do not represent tax advice and numerous other factors unique to 
individual investors must be considered.  Capital transaction outside of the portfolio, as well as other 
earned and unearned income items can affect an individual’s tax profile in any given year, and  in 
unexpected ways.  Accordingly, individual circumstances must be carefully considered by a qualified tax 
professional in order to fully determine the efficacy of rebalancing taxable portfolios. 
 
This said, the study aims to evaluate the total return results of rebalancing a portfolio over a full market 
cycle.  Independent of other consideration, rebalancing a portfolio, even with taxes related to capital 
gains, is an important discipline relative to risk management throughout different market environments.  
In an all-other-things-are-equal scenario, most investors are expected to benefit from rebalancing. 
 
The final question relative to rebalancing is one of methodology: does it matter how often or by what 
tolerance level a portfolio is rebalanced?  
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Vanguard addressed this question by testing the frequency of rebalancing (monthly, quarterly, and 
annually) and the threshold (0%, 1%, 5%, and 10%).  The Vanguard analysis examines a 60/40 portfolio 
from 1926 – 2018, and the results are displayed below. 
  

 
As would be expected, a buy-and-hold portfolio over this 93-year period would have produced the highest 
absolute return.  When risk is factored into the equation (annualized volatility), the buy-and-hold portfolio 
produces a lower risk-adjusted return (Sharpe ratio).  
 
Contrasting the different rebalancing methodologies, the Sharpe ratios turn out to be almost identical. 
This leads to the conclusion that the rebalancing strategy employed is not nearly as meaningful as the 
decision of rebalancing versus not rebalancing. 
 
The key observations from the various studies presented here is best summarized as follows: 

 Having no rebalancing discipline will likely produce unintended levels of risk over time 
 Risk adjusted, after-tax returns of rebalanced portfolios are superior over a full market cycle 
 Maintaining rebalancing discipline is more important than rebalancing methodology  

 

Outlook 2019 Mid-Year Update Conclusion 

Overall, we still regard 2019 as a year of risk management.  A recession in the next twelve months currently 
appears unlikely; however, a recession will eventually occur.  The U.S. economy is cyclical and we can be 
certain a downturn will ultimately come our way.  The challenge for investors will be to avoid panic as 
unsettling volatility intermittently moves through the markets.  It is too early to become fully defensive, 
thus long-term objectives and a realistic understanding of one’s planning horizon will be critical as 2019 
plays out. 
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The current economic and profit cycles remain long by historical standards.  Yet, we still expect profits 
growth to support markets this year and next.  Trade tensions continue to pose the greatest risk to our 
constructive outlook and we have become attentive to U.S. growth trends due to potential indications of 
decelerating economic activity across the globe.   
 
Increasing uncertainty signals the eventual need for a more defensive posture within portfolios.  The 
challenge is to avoid moving prematurely as overly defensive positioning can undermine an investor’s long-
term goals.  This said, we expect attractive equity valuations and sound economic fundamentals will drive 
equity returns for the next 12 to 18 months.. 
 
In many respects, 2019 is setting up to be a binary year.  There are a number of critical situations that will 
set the stage for economic activity in 2019; and these situations could break favorably or go south quickly.  
U.S. trade negotiations with China currently dominates the landscape.  Our focus will be on asset classes 
that have decent upside if things go right and limited downside if things go wrong. 
 
We believe a trade deal between the U.S. and China remains more likely than not.  Accordingly, along with 
the positives that would emerge from such a deal, our year-end target for the S&P 500 is now 3,128.50.  
While targets of this nature are profoundly tentative, we continue to believe investors will be best served 
by maintaining pro-growth investment strategies. 
 
As of the writing of this report, the Dow Jones Industrial Average has surpassed the 27,000 level for the first 
time ever, and the S&P 500 has closed above the 3,000 threshold (also a record high). 

Thank You  
 
Proper wealth management demands a sound framework for decision-making.  As new information 
becomes available, our thesis will most certainly be adjusted throughout the year.  Please know we will 
work tirelessly to maintain relevant perspectives.  There is no substitute for hard work, insight, planning, 
and action in pursuit of unambiguous goals.  By establishing a working thesis for the economy and 
markets, we have confidence that we will be better equipped to respond to the various twists and turns 
coming our way. 
 
We take nothing for granted, and we strive to construct judgments that are supported by data and logic.  
Given the diligence with which we approach this challenge, we have genuine confidence the conclusions 
presented in this year’s Outlook 2019 Mid-Year Update report will again prove helpful.   
 
Thank you for taking the time to review our perspectives and forecasts.  We look forward to a prosperous 
conclusion to 2019 and are deeply grateful for the many relationships of trust and commitment we share 
with our clients. 
 
Clearwater Capital Partners 
July 2019 
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About Clearwater Capital Partners 

Clearwater Capital Partners (CCP) is an independent Registered Investment Advisor registered with the Securities and 
Exchange Commission (SEC).  The firm was founded in 2006, by John Chapman, as a locally owned, privately held 
professional services firm.  The firm provides comprehensive wealth management services to successful individuals and 
families through its Private Client Practice.  The firm’s Institutional Advisory Group offers a suite of professional services to 
businesses, non-profit organizations, foundations, and ERISA governed retirement plans.   
 
Our services are designed to help simplify the increasing demands and complexities related to making sound financial 
decisions.  As an independent advisory firm, we embrace the fiduciary responsibilities we have for our clients and are at 
liberty to deliver solutions we believe best reflect their unique needs. Our professional services are provided in accordance 
with our core beliefs and always with the utmost discretion and confidentiality.  
 
We believe that the firm’s only allegiance is to our client. We do not represent the interests of any financial institution, 
brokerage firm or portfolio manager. We believe that the only valid wealth management strategy is one that accurately 
and objectively reflects the needs, preferences, and goals of the individual client.  
 
Wealth management is a process; one that takes place over long spans of time, and one that is best served through 
dedicated expertise, meticulous evaluations, and disciplined judgment.  Our process adheres to these precepts and seeks 
to create an intelligent framework for consistent and rational decision making. 
 
Our process, named Clearwater C3, is a consistent system for prioritizing goals and setting forth a course of deliberate action 
with deep commitment.  Our methods are focused each client’s most critical objectives and are designed to achieve 
congruity between values and actions. 
 
Wealth management firms vary widely in their philosophies and in the services they offer.  Clearwater Capital is dedicated 
to a well-organized process that places the client at the center of our business model.   We are uniquely qualified in the 
disciplines of wealth management, and our clients have entrusted us with the care of their most cherished ambitions.  In 
return, we endeavor to meet this privilege with diligence and accountability.  
 
We place a premium on commitment, objectivity and transparency.  We embrace the fiduciary duty we have for our clients, 
putting their objectives before all else.  Our independence allows us the freedom to develop world-class solutions - without 
interference or a proprietary product bias.  We serve in accordance with our core beliefs, and always with the utmost 
discretion and confidentiality. 
 
New client cases are reviewed and accepted by our firm upon referral only.  
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IMPORTANT DISCLOSURES  
 
The opinions presented are those of Clearwater Capital Partners and John Chapman, Chief Executive Officer and Chief Investment Officer, 
as of July 2019 and may change, without notice, as subsequent economic and market conditions vary.  
 
This material is presented as opinion and commentary.  It is not intended to be relied upon as a forecast, research or investment advice, 
and is not a recommendation, offer or solicitation to buy or sell any securities or to adopt any investment strategy.  It is strictly intended 
for educational purposes only. 
 
The information and opinions contained in this material are derived from proprietary and nonproprietary sources deemed by Clearwater 
Capital Partners to be reliable, are not necessarily all inclusive and are not guaranteed as to accuracy.  Past performance does not guarantee 
future results. There is no guarantee that any forecasts made will come to pass.   Reliance upon information in this material is at the sole 
discretion of the reader.  No investment or investment strategy is risk free.  
 
International investing involves additional risks, including risks related to foreign currency, limited liquidity, less government regulation 
and the possibility of substantial volatility due to adverse political, economic or other developments.  
 
The two main risks related to fixed-income investing are interest rate risk and credit risk. Typically, when interest rates rise, there is a 
corresponding decline in the market value of bonds. Credit risk refers to the possibility that the issuer of the bond will not be able to make 
principal and interest payments.  
 
Index performance is referenced for illustrative purposes only. You cannot invest directly in an index. The Dow Jones Industrial Average is 
owned by S&P Global, the S&P 500 is a registered trademark of The McGraw-Hill Companies, and The Russell 3,000 Index is maintained by 
FTSE Russell.  Because of their narrow focus, sector investing will be subject to greater volatility than investing more broadly across many 
sectors and companies. 
 
High yield/junk bonds (grade BB or below) are not investment grade securities, and are subject to higher interest rate, credit, and liquidity 
risks than those graded BBB and above. They generally should be part of a diversified portfolio for sophisticated investors. 
 
Municipal bonds are subject to availability and change in price. They are subject to market and interest rate risk if sold prior to maturity. 
Bond values will decline as interest rates rise. Interest income may be subject to the alternative minimum tax. Municipal bonds are federally 
tax-free but other state and local taxes may apply. 
 
Government bonds and Treasury bills are guaranteed by the US government as to the timely payment of principal and interest and, if held 
to maturity, offer a fixed rate of return and fixed principal value. 
 
The payment of dividends is not guaranteed. Companies may reduce or eliminate the payment of dividends at any given time. 
 
Nothing contained herein is offered as tax advice.  Please consult qualified professionals with any tax planning needs or tax questions you 
may have. 
 
Investment Advice offered through Clearwater Capital Partners a registered Investment Advisor.  Please consult with a qualified investment 
professional before investing. 
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