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i n t r o d u c t i o n

Centra l  banks  take  center  s tage .
 
The  Federa l  Reserve  was  two- fo r - two  in
the i r  mee t ings  du r ing  the  th i rd  quar te r ,
l ower ing  ra tes  by  25  bps  a t  each ,  w i th
g loba l  g rowth  weakness ,  l ow  in f l a t i on ,
and  t rade  uncer ta in t y  ( i . e .  US/Ch ina )
cons ide red  impor tan t  f ac to rs  i n  the i r
dec i s ions .   
 
The  f i r s t  mee t ing  occu r red  i n  l a te  Ju l y
and  marked  the  f i r s t  t ime  in  ten  yea rs  the
Fed  cu t  ra tes .  Th is  ra te  cu t  e f fec t i ve l y
reve rsed  the  Fed ’s  December  2018  ra te
inc rease  o f  25  bps .  As  a  qu ick  rev iew,  the
mos t  recen t  ra te  cu t  had  occu r red  i n
December  2008  and  was  a  75 -100  bps
reduc t ion  to  a  l eve l  o f  0 -25  bps .   A t  t he
t ime ,  the  Dow Jones  Indus t r i a l  Ave rage
was  a round  the  9 ,000  leve l  and  we  were
in  the  m ids t  o f  a  mass ive  recess ion ,  a
fa r  c ry  f rom the  re la t i ve l y  s t rong  economy
we a re  exper ienc ing  today .   Cha i rman
Powe l l  re fe r red  to  the  cu t  as  a  “m id -cyc le
ad jus tmen t  to  po l i cy ”  bu t  exp ressed  tha t
he  d idn ’ t  t h ink  th i s  cu t  wou ld  be  the
beg inn ing  o f  an  ex tended  cu t t i ng  cyc le .
 
The  second  Fed  ra te  cu t ,  one  tha t  was
w ide ly  expec ted ,  came in  m id -
Sep tember .   I n  h i s  comments ,  Cha i rman
Powe l l  sugges ted  the  Fed  was  open  to
more  fu tu re  ra te  cu ts  bu t  a l so  po in ted  ou t
tha t  t he  Fed  had  no  con t ro l  ove r  bus iness
dec is ions  amid  uncer ta in t y  s temming  f rom
US-Ch ina  t rade  ta l ks ,  wh ich  i s  l i ke l y
hav ing  a  nega t i ve  impac t  on  spend ing .
 
Remember ,  a  ma jo r  po in t  o f  keep ing  sho r t
te rm ra tes  l ow  i s  to  encourage  bo r row ing ,
wh ich  l eads  to  spend ing ,  wh ich  i n  tu rn
leads  to  g rowth .   However ,  bus inesses
seem to  be  spend ing  l ess  on  cap i ta l
i nves tmen ts  even  w i th  i nc red ib l y  l ow
ra tes .

I f  t h i s  con t inues ,  one  needs  to  ask  i f
t he re  i s  much  more  the  Fed  can  do  w i th
mone ta ry  po l i cy .  S im i la r l y ,  t he  Fed  needs
to  be  concerned  tha t  i f  t he  economy
ac tua l l y  does  s ta r t  t o  weaken ,  they  w i l l
have  fewer  op t i ons  to
p rov ide  suppor t  w i th  the i r  p r imary  too l
a l ready  so  l ow .
 
One  ve ry  i n te res t i ng  po in t  t ha t  came ou t
o f  t he  Sep tember  mee t ing  was  how
d iv ided  FOMC (Federa l  Open  Marke t
Commi t tee ,  t he  members  tha t  de te rm ine
in te res t  ra te  po l i cy )  members  were
regard ing  the  fu tu re  ou t l ook .   As  the
char t s  be low show,  fewer  members
expec t  ra tes  to  s tay  the  same in  2020  vs .
2019  and  a lmos t  as  many  members
expec t  t o  see  h ighe r  ra tes  i n  2020  vs .
those  tha t  expec t  t o  see  lower  ra tes .  
Need less  to  say ,  t he re  i s  l i t t l e  t o  no
consensus  o f  wha t  comes  nex t  f rom the
Fed  as  they  d i sag ree  on  the  ( i n tended  o r
un in tended)  cos ts  and  bene f i t s  o f  cu ts .
 
 

Meanwh i le ,  e l sewhere  a round  the  g lobe ,
the  European  Cen t ra l  Bank  i s  con tend ing
w i th  weaken ing  manu fac tu r ing  ac ross  the
con t inen t  and  i s  ready  to  be  aggress i ve
w i th  mone ta ry  po l i c i es ,  sugges t ing  bo th
lower ing  ra tes  and  re ign i t i ng  i t s  bond
purchase  p rog ram.  The  ra te  cu ts  a ren ’ t
j us t  f o r  t he  US and  Europe ,  however .  
Dur ing  the  th i rd  quar te r  we  saw many
cen t ra l  banks  l ower  the i r  ra tes ,  i nc lud ing
Aus t ra l i a ,  Ch ina ,  Sou th  Korea ,  and
Braz i l ,  j us t  t o  name a  few .   Japan  made
no  changes  to  i t s  po l i cy  ra te  du r ing  the
quar te r ,  t hough  i t  i s  l im i ted  i n  i t s  ab i l i t y
to  do  so ,  as  i t  has  been  nega t i ve  s ince
ear l y  2016 .
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A  m i l e s t o n e

f o r  i n d ex

f u n d s  
I t  i s  widely  reported  that  the  f i r s t

index  fund  was  l aunched  in  1976  by

John  Bogle ,  the  founder  of

Vanguard .  At  the  t ime ,  the  idea  was

der ided  fo r  the  idea  that  s imply

t rack ing  an  index  could  prov ide

better  resu l t s  than  a  t ra ined

profess iona l  whose  so le  goal  was  to

p ick  s tocks .    How  fa r  we  have  come

s ince  those  days .

 

Morningstar ,  a  f i rm  known  fo r  i t s

investment  data  and  research ,

reported  that  fo r  August  2019

month  end ,  the  amount  of  assets

under  management  (AUM )  that

t rack  broad  US  equi ty  indexes

($4 .27T )  surpassed  those  of

the i r  act ive ly  managed  counterpar ts

($4 .25T ) .

One  component  of  th i s  increase  in

indexed  product  AUM  that  has  been

so  in terest ing  has  been  the

cons i s tency  in  which  i t  has

occur red .  The  chart  above  shows

net  f low  data  fo r  US  equi ty  funds

s ince  2009 .    The  chart  c lear ly  shows

that  index  funds  (black  l ines )  have

cons i s tent ly  had  pos i t i ve  f lows  over

the  l as t  10  years  whi le  the i r  act ive ly

managed  counterpar ts  ( red  l ines )

have  exper ienced  cons i s tent

out f lows  over  that  same  t ime

per iod .



US  equi ty  markets  cont inued  the i r

upward  t ra jectory  dur ing  the  th i rd

quarter .  In  mid -Ju ly ,  af ter  Fed

Chai rman  Powel l  suggested  they

would  cut  rates ,  the  S&P  500  rose

above  the  3 ,000  threshold  fo r  the

f i r s t  t ime  ever  and  the  Nasdaq  c losed

at  i t s  highest  leve l  ever ,  8202 .53  ( i t

has  s ince  beaten  that  mark  mult ip le

t imes ) .    

 

In  the  th i rd  quarter ,  l a rge  cap  s tocks

cont inued  to  outper form  the i r

smal le r  cap  counterpar ts .    In  the

large  cap  space ,  there  was  very  l i t t le

d i f fe rence  between  growth  and  va lue

whereas  smal l  cap  va lue  handi ly  beat

smal l  cap  growth  over  the  quarter .

 

In  September ,  spec i f ica l l y ,  we  saw

va lue  s tocks  outper form  growth

stocks  in  pret ty  conv inc ing  fash ion ,

in  both  the  l a rge  and  smal l  cap  
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U .S .  E q u i ty  

categor ies .  What  makes  th i s

important  i s  the  fact  that  growth

stocks  have  s ign i f icant ly  outpaced

the i r  va lue  counterpar ts  over  the

last  decade .  I s  th i s  the  s tar t  of  a

turnaround  fo r  va lue  s tocks ?    Of

course ,  i t ’s  too  soon  to  te l l  and  we

are  not  ones  to  prognost icate

anyway .  What  we  do  know ,

however ,  i s  that  growth  s tocks  tend

to  do  best  when  the  prospect  of

s ign i f icant  growth  i s  present .  With

the  mixed  economic  data  we  are

see ing ,  we  may  s tar t  to  see  more  of

a  rotat ion  to  va lue  s tocks .    

 

From  a  market  cap  perspect ive ,

smal le r  s tocks  should  benef i t  f rom

lower  in terest  rates ,  a l l  else  equal ,

as  they  tend  to  re ly  more  heav i l y

on  debt  to  fund  the i r  act iv i t ies .
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Another  top ic  of  heightened  recent

interest  regard ing  s tocks  i s  the i r

y ie ld .    As  of  September  month  end ,

the  S&P  500  had  a  y ie ld  around  1 .9%,

which  compared  favorably  to  the  10 -

year  US  Treasury  y ie ld  of  1 .70%.

However ,  th i s  shouldn ’ t  be  const rued

as  a  recommendat ion  to  t rade  in

your  f i xed  income  investments  fo r

d iv idend  pay ing  s tocks .  Keep  in  mind

that  div idend  y ie ld  i s  ca lcu lated  as  a

stock ’s  div idend  div ided  by  i t s  pr ice ,

so  a  higher  div idend  y ie ld  could  be

the  resu l t  of  a  fa l l ing  s tock  pr ice .  In

addi t ion ,  s tocks  have  his tor ica l l y

been  much  more  vo lat i le  than  f i xed

income .  With  both  of  those  thoughts

in  mind ,  we  would  hes i tate  to  push

too  fa r  in to  equi t ies  s imply  fo r  the

increased  y ie ld  vs .  bonds .
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Internat iona l  equi ty  markets  most ly

fe l l  across  the  board  dur ing  the  th i rd

quarter ,  with  emerg ing  markets

tak ing  the  biggest  hi t .    

 

Among  deve loped  markets ,  3  of  the  5

countr ies  that  compr ise  the  l a rgest

weight  in  the  index  had  negat ive

returns  fo r  the  quarter  (Country ,

weight ,  Q3  return :  UK ,  16 .4%,  -2 .3%;

France ,  1 1 .3%,- 1 .8%;  Germany ,  8 .5%,

-4 . 1%;  source :  MSCI ) .   For  the  UK ,  at

least  part  of  i t s  i s sue  i s  the

cont inued  uncerta inty  with  Brex i t

and  the  fact  that  there  i s  s t i l l  no

clar i ty  on  what  comes  next .   For

Germany ,  i t s  Purchas ing  Managers

Index  score  (PMI )  fe l l  to  even  lower

leve l s  fo r  the  th i rd  quarter ,  widely

at t r ibuted  to  the  US -China  t rade

war ’s  impact  on  i t s  export -heavy

economy .    However ,  Germany  i s  

N o n -U .S .  E q u i ty

known  fo r  running  a  t ight  budget

and  there fore  we  shouldn ’ t  expect

mass ive  f i sca l  s t imulus .

 

Emerg ing  markets  were  hi t

par t icu lar l y  hard  in  August  as  the

t rade  war  esca lated .  Over  the

quarter ,  Chinese  s tocks  fe l l  4 .9%,

South  Korea  dropped  5 .3%,  and  Ind ia

dec l ined  6 .0%,  whi le  Ta iwan

was  one  of  the  few  countr ies  that

ga ined  dur ing  the  quarter ,  increas ing

5 .0%.  (source :  MSCI ) .

 

China  represents  roughly  32% of  the

MSCI  Emerg ing  Market  Index  (as  of

September  month  end )  so  when

China  suf fe rs ,  i t  has  an  impact  on  the

overa l l  index .    In  addi t ion ,  the  t rade

war  i s  hav ing  a  s lowing  impact  on

global  growth ,  which  leaves

emerg ing  market  economies  and
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the i r  cur renc ies  part icu lar l y

vu lnerable .

 

Something  else  to  pay  attent ion  to  in

the  US -China  t rade  war  i s  the

rami f icat ions  i t  has  in  other

deve loping  countr ies .    For  those

US  companies  that  have  global

supply  cha ins  that  cur rent ly  inc lude

China ,  any  increased  uncerta inty  in

the i r  abi l i t y  to  s tay  with  China  in  the

long  te rm  may  fo rce  them  to

determine  i t ’s  best  to  bui ld  new

processes  in  other  markets ,  l i ke ly

benef i t ing  other  deve loping  markets .

 

Internat iona l  equi t ies  remain

underva lued ,  even  i f  jus t  s l ight ly ,

re lat i ve  to  both  his tor ica l  norms  and

current  US  va luat ions .    Our

port fo l ios  genera l l y  have  a  s izable

a l locat ion  to  non -US  equi t ies ,  both

deve loped  and  deve loping ,  and

would  there fore  benef i t  f rom  a

recogni t ion  by  investors  of  the

att ract i ve  va luat ions  and /or  a

reversa l  in  the  dol la r ’s  cont inued  r i se

( the  Wal l  Street  Journa l  Dol la r  Index

ended  the  quarter  higher ) .
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Global  REITs ,  as  represented  by  the

Dow  Jones  Global  Select  REIT ,  was

one  of  the  highest  return ing  indexes

over  the  quarter ,  gain ing  5 .7%.  Non -

US  REITs  grew  by  3 .5% whi le  the i r  US

counterpar ts  gained  6 .8%.  On  a  YTD

bas i s ,  global  REITs  have  gained  over

22%.    Some  of  th i s  gain  i s  l i ke ly  due

to  the  higher  y ie lds  ava i lab le  in

REITs ,  making  them  more  att ract i ve

re lat i ve  to  other  lower -y ie ld ing

investments .

 

 

G l o b a l  R E I T s
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F ixed  income  (aka  “bond ” )  markets

saw  a  “ r i sk -of f ’  env i ronment  that

was  benef ic ia l  fo r  f i xed  income  in

August  whi le  September  saw  a  mild

reversa l  as  recess ion  fears  faded

s l ight ly .    

 

Some  of  the  angst  in  f i xed  income

markets  s tar ted  in  ear ly  August ,

when  Pres ident  Trump  threatened

new  ta r i f f s  on  China ,  upping  the

ante  on  the  t rade  war .    This  was  of

course  fo l lowed  by  China  deva lu ing

the i r  cur rency ,  which  led  the  US  to

des ignate  China  as  a  cur rency

manipulator .  Without  gett ing  in to

too  much  deta i l ,  the  r i s ing  tenor  of

the  t rade  war  brought  with  i t  more

uncerta inty ,  lower  bus iness

conf idence  and  spending ,  which  in

turn  brought  longer  dated  bond

y ie lds  lower  (which  move  inverse ly

wi th  pr ices ) .  This  a l l  led  to  August

27th  when  we  had  10 -year  US

Treasury  y ie lds  c lose  lower  than  2 -

year  US  Treasury  y ie lds ,  a  s i tuat ion

we  have  ment ioned  before  that  i s

re fer red  to  as  an  inver ted  y ie ld

curve .  Interest ing ly ,  the  negat ive

di f fe rence  between  the  10 ’s  and  2 ’s

only  l as ted  fo r  3  days  at  the  end  of

August  ( the  curve  did  not

exper ience  an  invers ion  l i ke  th i s

dur ing  September ) .

 

 

G l o b a l  F I X E D

I N C O M E

By  subtract ing  the  shorter  te rm

bond  y ie ld  f rom  the  longer  te rm

and  look ing  fo r  the  negat ive

observat ions ,  the  chart  above

shows  that  the  curve  inver ted ,

br ie f l y ,  with  10 -year  vs .  2 -year  US

Treasury  y ie lds  (orange  l ine ) ,  but

was  cons i s tent ly  inver ted  us ing

10 -year  minus  3 -month  US

Treasur ies  (blue  l ine )  dur ing  the

th i rd  quarter .

 

As  a  quick  reminder ,  inver ted

y ie ld  curves  have  been  a  good ,

though  imper fect ,  predictor  of

future  recess ions .  Equal l y

important ,  inver ted  y ie ld  curves

are  cor re lated  with  recess ions ,

they  don ’ t  cause  them !

 

Our  port fo l io ’s  focus  wi l l

cont inue  to  be  on  high  qual i ty

bonds  with  an  emphas i s  on  short

to  in termediate  durat ion

Treasury  and  corporate  bonds ,

where  defaul t  r i sk  i s  re lat i ve ly

low .  For  some  investors ,  muni

bonds  are  att ract i ve  fo r  the i r  tax -

f ree  income .
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Even  with  the  concern  of  low  y ie lds

in  the  US ,  the  opportuni ty  i s  s t i l l

cons idered  greater  than  in  most

other  nat ions .    The  chal lenges  across

the  globe  of  s lowing  global  growth

(e .g .  manufactur ing )  and  pol icy

uncerta inty  s temming  f rom  t rade  are

hav ing  broad  impact  across  f i xed

income  markets .    Accord ing  to  the

F inanc ia l  T imes ,  c lose  to  $ 15T  worth

of  debt  global l y  had  a  negat ive  y ie ld

as  of  September  30 ,  which  i s  roughly

25% of  a l l  investment  grade

secur i t ies .  

 

Negat ive  rates  rea l l y  s tar ted  with

var ious  non -US  centra l  banks  as  they

attempted  to  jumpstar t  the i r

f lagg ing  economies  af ter  the  Great

Recess ion .    The  idea  went  something

l ike  th i s :    centra l  banks  would

penal ize  banks  fo r  hold ing  the i r

depos i t  ( i .e .  set t ing  negat ive  depos i t

rates ) ;  banks  would  lend  out  the

money  rather  than  be  charged ;  the

borrowers  would  spend  the  money ;

leading  to  economic  growth  and

inf lat ion .    The  rea l i ty ,  however ,  has

been  di f fe rent  as  negat ive  pol icy

rates  have  not  created  the  expected

pickup  in  economic  act iv i ty  (could

the i r  economies  be  worse  of f  without

the  negat ive  rates ? ) .    The  chart  below

disp lays  10 -year  government  bond

y ie lds  across  severa l  major

countr ies ,  as  of  October  1 ,  2019

(source :  t rad ingeconomics .com ) .  

Even  with  rates  as  low  as  they  are  in

the  US ,  they  are  s t i l l  better  than

other  deve loped  nat ions .

 

 

Can  rates  in  the  US  go  negat ive ?  

Right  now ,  there  aren ’ t  many

economists  or  analys ts  predict ing

negat ive  rates  in  the  US .  Even  Fed

Chai rman  Powel l  has  prev ious ly

shot  down  the  idea  of  us ing

negat ive  rates  as  a  pol icy  too l .

 However ,  at  the  same  t ime  we

can ’ t  say  the  scenar io  i s  outs ide

the  rea lm  of  poss ib i l i t y .    Whi le

unl ike ly  and  improbable ,  le t ’s  jus t

say  we  aren ’ t  conv inced  i t  can ’ t

happen  here .

 

From  an  investment  s tandpoint ,

one  might  wonder  whether  we

should  own  negat ive -y ie ld ing

assets .  Our  short  answer  i s  “yes . ”

The  long  answer  has  to  do  with  the

tota l  return  af ter  account ing  fo r

cur rency  hedging ,  which  can  turn

the  negat ive  in to  a  pos i t i ve .
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Pursu i t  Planning  and  Investments ,  LLC  i s  an  Investment  Adviser  reg i s tered

with  the  State  of  Oregon .  Al l  v iews ,  express ions ,  and  opin ions  inc luded  in

th i s  communicat ion  are  subject  to  change .  This  communicat ion  i s  not

intended  as  an  of fer  or  so l ic i tat ion  to  buy ,  hold  or  se l l  any  f inanc ia l

ins t rument  or  investment  adv isory  serv ices .  Any  in format ion  prov ided  has

been  obta ined  f rom  sources  cons idered  re l iab le ,  but  we  do  not  guarantee

the  accuracy  or  the  completeness  of  any  descr ipt ion  of  secur i t ies ,  markets  or

deve lopments  ment ioned .  We  may ,  f rom  t ime  to  t ime ,  have  a  pos i t ion  in  the

secur i t ies  ment ioned  and  may  execute  t ransact ions  that  may  not  be

cons i s tent  with  th i s  communicat ion 's  conclus ions .    Please  contact  us  at  971 -

803 -5948  i f  there  i s  any  change  in  your  f inanc ia l  s i tuat ion ,  needs ,  goals  or

object i ves ,  or  i f  you  wish  to  in i t ia te  any  res t r ic t ions  on  the  management  of

the  account  or  modi fy  ex is t ing  res t r ic t ions .    Addit iona l l y ,  we  recommend

you  compare  any  account  reports  f rom  PPI  with  the  account  s tatements

f rom  your  Custodian .    Please  not i f y  us  i f  you  do  not  rece ive  s tatements  f rom

your  Custodian  on  at  least  a  quarter l y  bas i s .    Our  cur rent  disc losure

brochure ,  Form  ADV  Part  2 ,  i s  ava i lab le  fo r  your  rev iew  upon  request ,  and  on

our  webs i te ,  www .planyourpursu i t .com .  This  disc losure  brochure ,  or  a

summary  of  mater ia l  changes  made ,  i s  a lso  prov ided  to  our  c l ients  on  an

annual  bas i s .


