
After a very close run-in 
with the bear last year, 
equity markets have been 
on the mend, with a first 
half performance that made 
the record books.  With 
corrections in the stock market 

being so short-lived, and interest rates now coming back 
down, it may make it easier for investors to think that this 
time is different indeed.

Both the equity bull market and U.S. economic 
expansion have now survived for over a decade, making 
this by most counts the longest on record for both cases.  
However, all good things do (eventually) come to an end, 
which is precisely why this is no time to let down the 
guard on your portfolio.

In this edition of the ITS Connection, we look at how the 
Fed’s move to cut interest rates could pose a greater 
risk to the bull market than stocks have been foretelling, 
and share some key indicators that give an “under the 
hood” view of current risk.  We put the spotlight on one 
particular asset that may have recently entered a new 
bull market, and update you with our latest take on 
the possibility of a U.S. recession.  Finally, we review 
our strategy and show why it’s still important to have a 
flexible and adaptive approach to the markets today.

We constantly strive to balance risk and reward for 
clients like you, so you can participate well in the markets 
while being able to rest easier knowing we are here 
watching over your portfolio.  Our actions in this rapidly 
changing market environment demonstrate our ability 
to adjust.  Staying the course with your ITS strategy 
assures that you have us on your side when the tide does 
ultimately turn again.

The Federal Reserve has now reduced its key interest rate—the Fed Funds 
rate—for the first time in more than a decade.  Beginning in December of 
2015, the Fed embarked on a 3-year hiking cycle, slowly but steadily increasing 
its policy rate from 0.25% to 2.5%, with the final hike in December of last 
year.  The Fed’s tightening put the U.S. central bank at odds with their global 
counterparts, as many maintained easy policy.  However, since December, the 
Fed has made an about-face, having flipped from tightening to now easing. 

Fed Flip Extends Bull, But For How Long?
Letter from the Editor...
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Generally, lower interest rates are deemed to be beneficial for equities, as 
the lower cost of money boosts liquidity.  In the first half of 2019, the stock 
market responded accordingly, with a robust rally that has retraced all of the 
fourth quarter losses and recently broke through the September all-time highs.  
However, as we explained in recent years while the Fed was raising rates, it 
is not necessarily the act of rate hiking, but rather the cumulative effect of a 
tightening cycle, that can bring down the bull.  In fact, as the charts above 
show, after the Fed ended their last three tightening cycles they did begin 
reducing rates prior to recession, and in all three instances the onset of those 
interest rate reductions coincided with peaks in the S&P 500.
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Of course, the Fed’s move to cut interest rates doesn’t mean a recession is definite, nor does it sow a certain end for the bull market, which has 
now reached 10 years and counting.  With unemployment near multi-decade lows, inflation below the Fed’s 2% sweet spot, and consumers 
still spending, it is plausible that the Fed is attempting an “insurance cut” to guard against the slowing global economy.  This could be similar 
to the Fed’s cuts in the mid-to-late 1990’s, when the Asian currency crisis and the blowup of Long Term Capital Management threatened global 
markets.  However, we would be remiss if we did not underscore the downside risks here.  The fact that the Fed is lowering rates does not provide an 
impermeable floor for equities, even if it may appear so with the stock market’s first half performance.

While the S&P 500, Nasdaq, and DowJones Industrial Average 
have now made full recoveries from the deep 4th quarter 
correction, two of the more economically sensitive areas of the 
market are notably lagging.  At the end of July, the S&P 500 was 
up 1.7% from its record high in September 2018, while the 
DowJones Transportation Average and Russell 2000 Small Cap 
Index were still trading well below their late-September levels, 
down about 7% and 8.5%, respectively.  Since the earnings of 
small companies and those in the transportation sector tend to 
be more susceptible to changes in the economy, the widening 
divergence observed in recent months is a cause for concern.

As we have stated before, valuations are not a good leading 
indicator of market tops, as they can remain elevated for extended 
periods of time.  However, they can be very meaningful as a gauge 
of risk.  For example, is the market getting more expensive and 
therefore riskier?  Is it the whole market or just certain parts?  
The graph at left shows how valuations have changed across the 
equity style box since last September’s highs.  Growth stocks of all 
sizes have stretched the most, particularly in mid and small size 
companies, which are about 12% more expensive today than at the 
highs last fall. On average, valuations have increased 2.3%, which 
is more than the S&P 500 gained over that period.  This is due to 
stock prices rising while earnings growth has plateaued.  If earnings 
growth continues to slow, valuations will rise further, making prices 
more vulnerable to a decline.  This will be a key area to watch.

One of the more positive indicators during the first half of this 
year was the Advance-Decline line, which led the market higher 
following the 4th quarter correction and has remained strong 
into the summer.  The A/D line measures breadth, or the level 
of participation amongst individual stocks.  It has been a reliable 
indicator, and so far has shown that the rally is well supported.

Presently, we see this as an environment to maintain participation.  
Fundamentally, the U.S. does not appear headed into recession at 
this time.  However, some indicators show that risk to be rising.
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‘Canary’ Indices Yet to Confirm New Market Highs
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as a percentage of their 20-year average compared to the same data for the period ending 9/20/18.
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Breadth Leads Market Higher, Shows Strength
Advance-Decline Line
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Since peaking at $1,900 an ounce nearly 8 years ago, gold has been 
in a bear market, reaching a low of $1,050 an ounce in December 
2015—a 45% decline.  Since then, the precious metal has made 
numerous rallies to the $1,350-$1,380 level, each time failing to break 
through.  With each failed attempt, the resistance level strengthened, 
making this a key price ceiling from a technical standpoint.  At the 
same time, gold has been building a multi-year base at the lower 
end of its price range, putting in a steady series of higher lows—a 
bullish pattern.  In the latter part of June, gold prices broke through 
resistance to the upside, and have since held.  This is a very bullish 
development, with gold likely entering a new bull market.

The stocks of precious metals mining companies typically move 
2 to 3 times the movement of physical gold.  Since the lows last 
August, that is what we have seen, with stocks in the HUI Gold 
BUGS Index (Basket of Unhedged Gold Stocks) gaining over 43% 
compared to gold’s 21% gain.  In early December, ITS increased 
Precious Metals Equity in the Global Premier strategy from 3% 
to 6%.  Presently, Precious Metals Equity comprises 7% of the 
strategy’s total portfolio (around 11% of equity exposure).

Gold Breaks Out of Bear Market Territory

A Stubborn Curve.  On March 22, the yield on 3-month T-Bills 
moved above the yield on the flagship U.S. 10-year T-Note, but 
the “inversion” only lasted a few days. However, it went again 
on May 23, and has since remained. This is notable, because 
the longer a yield curve inversion persists, the greater the 
probability of recession. This picture is a stark contrast to the 
yield curve plot from early November.  As we shared previously, 
equity bear markets that coincide with economic recessions on 
average experience 15% larger losses (from 28% to 43%).  

Another key indicator is getting closer to flashing a recessionary 
warning sign—the ISM Purchasing Managers Index.  The 
PMI measures supply chain activity across 19 industries and is 
regarded as a leading indicator.  When the index falls below 
50 it indicates contraction.  The July reading came in at 51.2, 
bringing the index to its lowest level since August 2016.  If the 
weakness here continues, risk of a recession will increase. 

Recession Watch

U.S. Manufacturing Nears Contractionary Levels
ISM Mfg PMI (Monthly Data 12/1969-07/2019)Recessions

Source:  Investing.com, NBER
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The S&P 500 Index is an unmanaged market value weighted index of the common stock prices of 
500 U.S. large cap companies chosen for market size, liquidity, industry grouping, and other factors.

The MSCI EAFE is a market cap weighted index including stocks from 21 developed markets outside 
of the U.S. and Canada.

The Russell 2000 index measures the performance of the 2,000 smallest companies in the Russell 
3000 index, and is considered the benchmark U.S. small cap index. 

The S&P GSCI is a world-production weighted index of broadly diversified, unleveraged, long-only 
positions in commodity futures. It is designed to be investable by including the most liquid commodity 
futures, and provides diversification with low correlations to other asset classes.

Gold and Silver spot prices are based on the end of day price of their CME futures continuous contract.

The NYSE Arca Gold BUGS Index, also known as the HUI Index, is a modified equal dollar weighted 
index of companies involved in mining gold.  BUGS stands for Basket of Un-hedged Gold Stocks.  For 
a company to be included, they must limit any hedging of their gold positions to one and a half years.

The Advance-Decline Line (A/D Line) is a breadth indicator based on Net Advances, which is the 
number of advancing stocks less the number of declining stocks. The A/D Line is a cumulative 
measure of Net Advances, it rises when Net Advances is positive and falls when Net Advances is 
negative.  The NYSE+NASDAQ cumulative A/D line is derived by combining the Net Advances of both.

Across the capital complex, 2018 was by far the worst performance 
for a calendar year in over a decade, and by some measures three 
decades.  The Fed’s continuation of monetary policy tightening in 
the U.S. against the backdrop of a slowing global economy brought 
significant discomfort to capital markets.  Risk assets like stocks and 
commodities saw 15-30% swings between their highs and lows 
during the year, with most finishing toward the bottom of their 
range.  Even U.S. Treasuries, while finishing the year down only 1%, 
spent the entire year in the red.  Cash was literally “king” in 2018, 
being the only asset class to finish with a positive return.

Thus far in 2019, the opposite has been true, with most major asset classes rallying sharply in the first half of the year following the Fed’s 
monetary policy reversal in December and January.  Yet, as we speak, risk appears to be rising as the U.S. economy fights trade war headwinds 
and the global economy continues to slow.  The fickleness of the risk-on/risk-off switch in this type of “Jekyll and Hyde” market environment 
underscores the need for flexibility and adaptiveness in your portfolio strategy.

As a safety-first asset manager, starting out the year, money market or “cash” was on 
average the largest overall weighting in our strategies, which was prudent for market 
conditions.  However, as the Fed policy reversal became clear, and the chart damage 
from 2018 began to heal, we were able to adjust accordingly.  In March, equity 
exposure was moved back around benchmark levels, fixed income was increased to 
add duration, and money market allocations were reduced on average 70%.  In July, 
the remaining money market exposure was reduced to a minimum administrative 
level of 1%, with the bulk of it being put to work in fixed income.  At present, our 
strategies are well diversified, and positioned to participate with both stocks and 
bonds, while avoiding the drag of holding cash as interest rates move down.

Jekyll and Hyde Market Requires Flexibility

INDIVIDUALS CANNOT INVEST DIRECTLY IN AN INDEX

NBER’s Business Cycle Dating Committee maintains a chronology of the U.S. business cycle, comprising 
alternating dates of peaks and troughs in economic activity. A recession is a period between a peak 
and a trough, and an expansion is a period between a trough and a peak. The Committee does 
not have a fixed definition of economic activity. It examines and compares the behavior of various 
measures of broad activity: real GDP measured on the product and income sides, economy-wide 
employment, and real income, as well as other factors that do not consider the whole economy.

The Federal Funds Rate is the interest rate at which depository institutions lend funds maintained 
at the Federal Reserve to other depository institutions overnight.  The Federal Funds Target Rate is 
a policy rate set by the Federal Open Market Committee (FOMC) of the Federal Reserve Board of 
Governors.  It establishes the target rate, or range, for trading in the Federal Funds market.

The U.S. Treasury yield curve plots the yields of U.S. sovereign debt instruments from 1-month to 
30-years. The yield curve is used as a benchmark for other debt instruments in the market, such as 
mortgage rates or bank lending rates, and may also be used to predict changes in economic output 
and growth. A normal yield curve contains a positive slope, with longer-term instruments carrying 
higher yields as investors demand more for longer maturities in order to compensate for increased 
interest rate risk.

The CME CBOT 10-Year U.S. Treasury Note price index (T-NOTE) is based on the end of day price of 
the CME futures continuous contract.
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ITS 2019 Macro Asset Allocation Snapshot
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Percentages shown are the overall average weights of ITS strategy model allocations by asset class based on 
the Global Premier, Dynamic Growth, Dynamic Moderate, and Dynamic Conservative strategies at each date.


