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Conclusion

Overall, the second quarter was positive for financial markets, 
thanks to strong economic fundamentals and expected Fed 
stimulus. Unemployment remains low at 3.7% and inflation 
(1.8% year over year) is near the Fed’s long-term target of 
2%. However, there are increasing concerns about a global 
economic slowdown and early forecasts for 2Q GDP growth 
are around 1.5%, far lower than what we’ve seen in recent 
quarters.  Globally, the most important trends we see are the following:

 � The U.S.-China trade conflict remains ongoing as talks between the two 
countries resumed, but little progress has been made;

 � The Federal Reserve is expected to cut rates in July and markets are forecasting 
another one to two cuts by the end of the year;

 � Business sentiment is declining  — most notably in the PMI manufacturing 
index, which is now dangerously close to falling below its growth threshold;

 � Britain continues to struggle with its Brexit and elected a new PM (Boris 
Johnson) on July 23rd;

 � China and Europe are expected in increase their stimulus measures to combat 
slow growth and overall global uncertainty;

 � Late-cycle dynamics in credit and equity markets.

The impact of these trends is explored further in this newsletter as we review 
second-quarter performance and expectations going forward for each of the major 
asset classes.
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FIXED INCOME
Following the 1Q19 rebound after the 4Q18 dislocation, the U.S.-China trade deal turned hot one month and 
cold the next in 2Q19, causing risk-credit bonds and haven bonds to continuously inflect in opposite directions.  
However  — in general — owing to the gradual decline in rates along the U.S. Treasury yield curve as the bond 
markets adopted a pessimistic outlook, bond prices have risen, thereby driving positive returns for both credit 
and havens in both 2Q19 and YTD. The 10-year fell from 2.66% at the start of the year to a low of 1.96% on July 
3rd. In terms of specific sectors of the bond market, the Agg returned 3.1% in the quarter and 6.1% YTD, while 
bank loans were up 1.6% in the quarter and 5.4% YTD and high yield rose by 2.5% in the quarter and 9.9% YTD. 
Emerging markets debt returned 4.1% in the quarter and 11.3% YTD, while municipal bonds were up 1.7% in the 
quarter and 3.8% YTD.

Opportunities in Fixed Income: 

 � Any rate reduction by the Fed  — barring major credit spread expansion — should be accretive to most 
bond returns. 

 � There is better value now versus one to two years ago as spreads are approaching long-term averages 
(excluding the elevated 2008 valuation metrics which radically dilute long-term averages) across the 
board, from core bonds to bank loans, high yield, emerging markets debt and municipal bonds. 

 � Certain key fundamentals driving bond prices appear strong. Within the U.S., key barometers such as 2nd 
lien bank loan issuance and CCC high yield issuance remain low, and high yield issuer coverage (cash flow 
divided by interest expense) is still high; for emerging markets, GDP growth and leverage (debt divided 
by GDP) remain better than developed markets.

 � We recommend maintaining allocations to core bonds: both the U.S. consumer and corporate profiles 
are strong, but there are chinks in the armor — duration continues to provide liquidity and principal 
protection in market corrections.

Risks in Fixed Income: 

 � The overarching theme is that bond markets are pessimistic (driving yields lower), while equity markets 
are optimistic (pushing P/E ratios higher). One of these signals will be right and one of them will be wrong, 
i.e., there may be a downward correction in stocks if the bond markets are right, or there may be an 
upward correction in yields if the equity markets are right.

 � There is an inverted yield curve, but only at the short end. The 2s/30s is still upward sloping, while previous 
recessions had full 2s/30s inversion at the peak inversion dates of 4/7/2000 and 11/27/2006.

 � Deterioration in corporate and consumer profiles is a concern. Bank loan issuance use of proceeds towards 
acquisitions/LBOs is still hovering near 2007 (just before the 2008 crisis) levels, and U.S. consumer debt 
has just recently crossed above 2007 levels, although delinquencies, defaults, and bankruptcies remain 
low.

 � Fed funds futures currently predict a 100% probability of a July cut and a 70% probability of another cut in 
September. Such a cut would reduce yields on the front end of the curve but the stimulus may eventually 
raise the long end of the curve, hurting longer duration bonds.

U.S. EQUITY
U.S. equity returns continued to rise in the second quarter though with much more volatility. Much of the 
quarter’s 4.3% gain was secured in April with the market fully digesting the Fed’s interest rate “pause policy” 
and an uneventful month in trade discussions. The environment sharply changed course in May when the U.S. 
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and China ended trade negotiations without a resolution and the pair announced several financial and non-
financial retaliatory trade measures. In response, both the U.S. and China’s retaliatory statements weighed on 
equity markets. 

Growth continued to outperform value, although at a narrower spread and large-cap stocks outperformed 
small cap stocks. High P/E and non-earning stocks outperformed low P/E stocks (a challenging environment 
for active strategies). Low interest rates and the expectation for interest rate cuts have benefitted bond proxy 
areas (i.e. utilities, real estate) as well as longer-duration assets (growth stocks). Earnings growth has come 
down across the market. However, expectations have fallen by a greater amount for small-caps than mid- and 
large-caps. This along with the generally greater cyclicality of small-cap companies explains why smaller-cap 
has lagged larger-cap YTD. 

Opportunities in U.S. Equity: 

 � Cyclical areas of the market generally haven’t performed well due to trade war concerns (higher input 
costs) and the effects of general economic sluggishness. 

 � The market has largely been trading on macro news and Fed policy; any improvement on these fronts 
would be viewed favorably and support future market gains.

 � If macroeconomic issues continue to stoke volatility, quality and value may become key determinants in 
preserving capital. 

Risks in U.S. Equity:

 � Equity markets are pricing in an interest rate cut in the near-term, there could be significant downside 
pressure if investors and the Fed continue to have gaps on their view of the economy. 

 � Valuations in defensive areas (Utilities and REITs) and growth (i.e. specific areas of Tech) segments are 
elevated. 

 � Because small-cap is more closely exposed to the economic backdrop of the U.S., the risks are greater if 
we actually enter a recession. 

NON-U.S. EQUITIES
The first half of 2019 was positive for both developed and emerging markets, albeit choppy at times. All major 
international indices posted positive returns, and except for EM small-cap, have delivered double-digit YTD 
returns. Developed markets (+14.0%) outperformed emerging markets (+10.1%). Developed large-cap stocks 
were the best performing asset class, followed by the ACWI ex-U.S. index, which was up +13.6%. EM small-cap 
(+6.7%) underperformed the broader EM index.

Investor optimism over the softening rate stance of the major central banks pushed equity prices higher, despite 
a rocky April/May and continued waning in earnings growth. Market volatility in the first half of the year was 
fueled by fears of slower growth and the continued impasse and irresolution on key macro headwinds from 
2018. There is still no solution to Brexit. In April, the Brexit deadline was extended to October 31st after the 
second attempt to pass a deal through Parliament failed again. And after three failed attempts at devising an 
unobjectionable divorce deal, PM Theresa May resigned on May 24th, which set the stage for a new Conservative 
PM. On July 23rd, Boris Johnson won leadership of the Conservative Party to become prime minister. (For more 
information, see our newsletter.) 

During the second quarter, a continued barrage of trade threats and subsequent positive talks whipsawed the 
market. Mexico was caught in the U.S. crosshairs over immigration, with the Trump administration threatening 
increased tariffs on Mexican imports in late May. This sent a shock wave to both domestic and foreign 

https://www.marquetteassociates.com/research/boris-johnson-wins-tory-leadership/
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automakers. U.S.-China negotiations have been particularly tough to pin down, as exports from China suffered 
a surprising drop in April on the back of heightened tension. 

Opportunities in Non-U.S. Equities:

 � Central banks across the globe have moved to a more accommodative stance since the start of 2018.  
The U.S., Europe, and China have all taken market friendly actions. The Fed is likely to cut rates later 
this month, the ECB launched a loan program to improve liquidity and may also cut rates, and China 
introduced tax cuts and lowered its banks’ required reserve ratio.

 � While still subdued, Eurozone and Japanese economic data has come closer to meeting analysts’ 
expectations.

 � Employment numbers and wage growth in the U.S., Eurozone, and Japan continue to show positive gains.

 � A resolution to the U.S.-China trade negotiations and Brexit can clear up future uncertainty and remove a 
hurdle to economic and earnings growth potential.

Risks in Non-U.S. Equities:

 � Negative earnings revisions across the globe ranging from -4% to -10% year-to-date.

 � U.S. trade policies have increased global uncertainty. Countries outside the U.S. are more reliant on 
goods exports. European and EM regions are especially exposed to a reduction in global trade, and this 
is impacting both economic and earnings growth.

 � Brexit uncertainty regarding the risk of a “No-Deal Exit” has increased since May 2019. This scenario 
could negatively impact an already cloudy economic picture throughout Europe.

 � This year non-U.S. indices are up double digits. The vast majority of this return has come from multiple 
expansion rather than earnings growth. We are cautious for the rest of the year on further multiple 
expansion and therefore expect to see lower returns unless there is a marked improved in earnings.

HEDGE FUNDS
Hedge funds posted broad based gains to conclude a strong first half as constructive developments on further 
economic stimulus provided strong tailwinds for markets to recover. Equity hedge strategies had their strongest 
month since January, as positioning to technology drove performance. Event driven funds delivered a positive 
quarter and first half led by activist and corporate exposures. Macro strategies posted their strongest month 
since January 2018, as performance came from both quantitative and fundamental strategies.

Opportunities in Hedge Funds:

 � Hedge funds should be best positioned to profit from a continuing pattern of risk-on/risk-off sentiment 
across global markets.

 � Managers that can adjust exposures dynamically will be best positioned to profit off this market 
environment.

 � Strategies, like opportunistic credit managers — where there is a higher barrier to enter — are positioned 
to profit from any stress in credit markets.

Risks in Hedge Funds:

 � Repeat of 4Q18 for hedge funds: net exposure rises significantly, markets sell off, and hedge funds don’t 
protect on the downside.

 � Illiquidity risk remains in the credit space: if markets become stressed, buyers may stay on the sidelines 
causing limited price discovery for holders of credit.



5

REAL ESTATE
Real estate performance continues to moderate with 2Q returns of 1% and 2.4% YTD (preliminary basis).  
Returns were dragged down by write-downs in the retail sector while the industrial sector continues to drive 
performance. There was little to no appreciation as returns were driven predominantly by income. Overall 
fundamentals remain strong (occupancy, new supply, rents) and going forward the focus is on NOI growth. We 
recommend if rebalancing out of real estate to consider infrastructure, stocks, and bonds.

Opportunities in Real Estate:

 � Value-add strategies that focus on NOI

 � Industrials to take advantage of evolving landscape in the asset class

 � Cap rates still attractive relative to risk-free Treasuries

Risks in Real Estate:

 � Write-downs in the retail sector

 � Extremely limited appreciation upside (very little cap rate compression expected)

 � Exposure of opportunistic (development) funds to economic slowdown

PRIVATE EQUITY 
It is likely we will see private equity underperform public markets once 1Q19 performance is reported, as private 
equity experiences far less volatility due to more stabilized valuation practices. However, on a longer-term 
basis private equity should continue to outperform public markets. For example, private equity significantly 
outperformed public markets in 2018 as the U.S. Private Equity Index increased by 10.7%, exceeding the Russell 
2000 Index which declined by 11.0%. Venture Capital was the strongest performing segment of the market in 
2018 as the U.S. Venture Capital Index increased by 18.1%. Much of the 2018 outperformance was driven by 
the stability within private markets during 4Q18 as the U.S. Private Equity Index held up better with only a 1.7% 
decline vs. the Russell 2000 which declined 20.2%.  

Opportunities in Private Equity:

 � We continue to see the number of private-equity backed businesses throughout the U.S. continue to 
grow as capital is increasingly deployed and private market fundamentals remain positive. 

 � Small buyouts remain the most attractive area due to a greater level of persistent inefficiency and more 
reasonable valuations with average EV/EBITDA multiples on transactions under $100 million at 7.6x 
through May of 2019. 

 � U.S. private market opportunities continue to be more attractive than international opportunities due to 
the depth of the market and more stable underlying fundamentals. 

 � Private credit has established itself as an up-and-coming leader within the alternative space and is 
estimated to reach $1.4 trillion in AUM by 2023, becoming the 3rd largest alternative asset class. Because 
private credit investments can be approached in a defensive, risk-controlled manner, private credit is 
especially well suited for late-cycle conditions. With its higher coupons, robust cash flows, and lower risk 
profile, we can expect private credit to continue to grow at an accelerated pace and become a consistent 
component of an increasing number of institutional investors’ portfolios.

 � While we expect overall returns to decelerate to low double digits, private equity still presents a relatively 
attractive investment opportunity for investors due to strong fundamentals and discounted valuation 
multiples to public markets.

https://www.marquetteassociates.com/research/real-estate-where-do-we-go-from-here/
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Risks in Private Equity:

 � Overall valuations have increased slightly with average middle market transactions through May at 9.3x 
EBITDA, up from 9.0x in 2018. 

 � Fundraising within the industry remains robust as investors further add to private equity allocations 
with U.S. buyout and mezzanine funds collecting $169 billion year-to-date, exceeding the 2018 pace of 
fundraising which had raised $85 billion. 

 � The growing level of dry powder within the industry continues to warrant the attention of investors. Dry 
powder levels are increasingly concerning within the upper middle market as larger established managers 
have continued to collect over 80% of fundraising.

 � Secondary funds currently face the most intense competition for assets as the lack of market volatility has 
produced lower discounts and hence lower expected returns.

 � With increasing market segmentation and as a growing number of large and mega funds continue to be 
raised, caution is warranted when looking at industry metrics. Transparency and benchmarking across the 
industry remain limited.  

CONCLUSION
With interest rates poised to fall, equity returns overwhelmingly positive, and real estate returns moderating, 
investors face a difficult quandary: will risk assets continue their momentum, or do the falling yields in the fixed 
income market indicate a market correction is imminent? Undoubtedly, the macroeconomic themes laid out in 
the introduction will impact capital market returns in the second half of the year, and all eyes are on the Federal 
Reserve next week to see what action it takes on interest rates. Certainly, there are pockets of opportunities in 
each asset class as described in the previous pages and we encourage clients to evaluate their goals and risk 
tolerance — on both a short-term and longer-term basis — before moving forward with portfolio changes.  At a 
minimum, clients should embrace their liquidity needs and downside risk tolerance given year to date returns, 
slowing global growth, late-cycle dynamics, and potential stimulus in the U.S. and abroad. On the whole, the 
first half of the year has been profitable for investors, but elevated volatility and more subdued returns are 
expected for the remainder of the year, and investors should be prepared for what the next six months may 
bring.
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