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t a glance, the uptrend in stock prices that began early in October appears to be an extension of the strength
seen earlier in the year. However, there are subtle, but signiﬁcant, diﬀerences. In par cular, this fall, ins tu onal investors have been buying the more vola le and cyclical stocks while selling the defensive and low vola lity
stocks that led earlier in the year. They are making, in Wall Street jargon, "risk on” trades.
Nancy Lazar of Cornerstone Macro believes the trigger for this change was the reduc on in headwinds from trade
ﬀs and the sense that the risks of a recession in 2020 have diminished. JP Morgan agrees, saying that manufacturing indices demonstrate rising output, rising new orders, and falling inventories. All of these suggest an upturn in the
industrial cycle at a me when U.S. employment reports are strong, global consumer spending is rising, and there
has been a tenta ve rebound in capital spending.
Op mism on the macro environment gained some reinforcement from third quarter corporate earnings reports.
With 88% of S&P 500 companies having reported, 69% beat earnings es mates and 54% beat revenue expecta ons.
Overall, revenues grew 3.7% over last year's third quarter while earnings fell -2.1% (rather than the -4.7% that had
been expected). Corporate revenues in Europe rose 1.05% and earnings fell only 0.09%. To the extent that future
earnings guidance was changed, it generally increased. According to leading earnings data provider, I/B/E/S, growth
is expected to accelerate to be er than 9% next year. The table below (with I/B/E/S data quoted by JP Morgan) provides greater detail on these shi s in expecta ons:

Investors who are looking to buy stocks at this stage in the market may wish to consider some of the groups that have
lagged the most. For instance, Bank America contends that value stocks have rarely been as cheap versus momentum
stocks as they are today. David Koskin, chief U.S. equity strategist at Goldman Sachs, highlights the extreme discount
at which high dividend yield stocks are trading compared to growth stocks. He thinks there is too much pessimism
about the ability of U.S. ﬁrms to increase dividends. In contrast to the consensus, which expects dividend growth of
only 2.7% through 2023, Koskin expects the S&P 500 Index's per share dividend to grow by 7% in 2019, 6% in 2020
and ul mately at an average rate of 5% through 2023. Both Leuthold Group and JP Morgan suggest taking advantage
of another valua on anomaly by moving funds into foreign stocks, which are cheaper than most U.S. issues.
Not surprisingly, greater op mism on the economy has caused long term interest rates to rebound a bit from historically low levels. Of note, this rebound in long-term rates occurred despite a third reduc on in the targets for the short
-term Federal Funds rate. As of today, the Federal Reserve is signaling that it will pause at current levels.
The Federal Reserve has now reduced short term interest rates suﬃciently to undo the inverse yield curve that had

Taylor, Co rill, Erickson & Associates* P.O. Box 7 * 224 Main Street * New London, NH * 03257 * 603-526-7400

N

F

N

:M

O

,

’

worried investors earlier in the year. If long term rates con nue to rise, the steepening yield curve would signal good
news for the economy. Bond prices, however, would give back some of the gains of recent years.
Both bonds and stocks have beneﬁted from 10 years of loose monetary policy by virtually all of the world's central
banks. Although the near-term economic outlook appears to have improved, there is an undercurrent of concern
that should economic ac vity weaken, central banks have li le ammuni on. Any further monetary easing will be like
pushing on a string. Ray Dalio of Bridgewater Associates, for instance, thinks that if the economy were to weaken,
ﬁscal policy (government spending) would need to step up to the plate. However, budget deﬁcits are high today, and
looser ﬁscal policy would necessitate even larger budget deﬁcits. Given the exis ng huge debts and promises made
for pensions and healthcare in the U.S., Dalio thinks we could reach a point where it could be diﬃcult to meet our
obliga ons. If that happens, Dalio expects the government would mone ze the debt and inﬂate out of the problem.
The result of this would be a drama c increase in inﬂa on and a decline in the value of the dollar.
If inﬂa on were to ﬂare up, "nominal assets" such as bonds and cash would quickly lose favor. Should this scenario
play out, Dalio suggests that investors would want to own "real assets," including gold. Peter Berezin, chief global
strategist at BCA, agrees with this thought, and thinks it is not too early to start favoring these real assets, a category
that for him includes stocks, real estate and all commodi es.
Even today’s low level of inﬂa on (about 2%) would reduce the spending power of $1000 to just over $800 over the
course of 10 years. Inﬂa on has averaged about 3% since the government began tracking it in the 1919, but two decades (the 1940’s and the 1980’s) saw inﬂa on run over 5% annually, and during the 1970’s it came in at over 7%. This
la er level of inﬂa on would halve the spending capacity of a ﬁxed income in ten years. While it’s temp ng in these
uncertain mes to want to lock in proﬁts and go to cash, this is a good reminder of why most long-term por olios
should include an alloca on to stocks for their inﬂa on-ﬁgh ng proper es.
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All equity investments entail the risk of loss and the stocks men oned here may not be suitable for your por olio. The securi es men oned do not represent all the securi es bought, sold, or recommended for clients and you should not assume that investments discussed above are or will be proﬁtable. The
informa on provided should not be considered as a recommenda on to buy the securi es men oned.
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