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What Does a Strong First Half Mean for the Remainder of the Year?
Building on the strong first quarter of the year, the U.S. equity markets closed out the second quarter of 2019 with
impressive gains. The S&P 500 posted a total return of 4.30% last quarter, which added to the already strong year,
putting the year-to-date total return at 18.54%.
Despite the U.S. and China trade dispute uncertainties, the blue-chip stocks rallied forward, primarily due to the dovish
tone of the Federal Reserve and better than expected first quarter earnings. According to FactSet, going into earnings
season, the consensus was a decrease of -4% year over year, but the actual figure was much more positive coming in
with only a small decrease in earnings of less than half of one percent. The economic number also supports a positive
equity market. U.S. real GDP growth is respectable and the latest job numbers continue to show that companies are
hiring in large numbers. Additionally, people that were outside of the labor force are coming back because wages are
more attractive due to the shortage of workers. Inflation numbers continue to show that rapid price increases are not
currently a threat to the economy.
However, not all market participants think things are rosy. The bond market has been signaling a slowdown, which has
pushed the 10 Year U.S. Treasury to 2%. The fixed income market is betting that a trade war will weigh down on world
GDP growth and eventually disrupt the global supply chain. If companies begin to believe this scenario could happen,
then they will hesitate on making new investments in anticipation of decreased consumer demand. This would lead to
lower revenue and profit margins, which will cause companies to cut costs. The largest cost to production is labor, so
that is usually the first to go. With less money for people to spend, they cannot purchase goods and services, creating a
greater decline in corporate profits. This downward spiral could lead to a recession.
Naturally, with these two different views from the equity and bond markets, investors have become worried that stocks
have run up too high and that a big sell off is due.
The Surevest Investment Committee conducted a series of studies to provide us guidance on what history has taught
us in times like these.
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Continued
We analyzed historical S&P 500 returns to find

YEAR

FIRST 6 MONTHS RETURN

END OF YEAR RETURN

1975

38.8%

31.5%

1983

19.5%

17.3%

was up 18% or more during the first half of the year. In

1986

18.7%

14.6%

those cases, the market has never given up the gains

1987

25.5%

2.0%

by the end of the year. In fact, the average end of year

1995

18.6%

34.1%

return is 21.8%, so on average, stocks have gone up.

1997

19.5%

31.0%

The worst year was 1987, which included one of the

AVERAGE END OF YEAR RETURN

situations in which the market was up during the first
six months of the year, as much as we are up today,
18%. We identified six occasions in which the S&P 500

worst stock market crashes in history, yet the S&P 500

21.8%

still ended up 2% on the year. Interestingly enough, the last two times this occurred, (1995 & 1997), the market in the first
half was up almost exactly where we are now. Both of those years, markets closed the year up over 30%.
Empirical data certainly does not guarantee that we will not give up the gains by year end, but it does provide some context.
The committee also analyzed how stocks behave when the spread between bond yield decreases relative to the dividend
yield on stocks, which is what is happening now. The thesis is that as bond yields decrease relative to dividend yields,
investors begin to prefer stocks over bonds because it does not make sense to buy a bond that locks in a fixed low yield.
Therefore, investors turn to stocks, which pushes or supports the prices for equities. The committee studied the behavior
of one of the two most popular exchange traded funds (ETF), SPDR S&P 500 (SPY) and iShares Core U.S. Aggregate
Bond (AGG). We reviewed over the last 15

STOCK RETURN OVER THE NEXT YEAR

STOCK RETURNS RELATIVE TO SPREADS - LAST 15 YEARS

years how the changes in dividend yield
between bonds and stocks affects the stock

60%

returns over the next year. We found a small

40%

relationship between changes in yield and

20%

stock returns; another piece of evidence
supporting equity prices.
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Continued
Although the case for U.S. equities is certainly valid, the committee sees a big opportunity in oversea markets. Over the
last 10 years, the S&P 500 has returned just about 300%, while the ACWI-ex U.S. Index has returned much less, which
has caused the valuations between the two to widen towards historic levels.

The blended forward P/E ratio for the S&P 500 is at about 17, while the ACWI-ex U.S. Index sits at about 13 times earnings.
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Continued
The U.S. markets have performed well, and we certainly do see some upside from here. However, over the full market
cycle (5-7 years) the data is signaling that the next big bull market will not be in U.S. equities. Over the next 12-18
months, the U.S. Dollar is expected to decrease from current levels, primarily because the Federal Reserve is expected
to cut short-term rates. This will act as a tail wind to investments outside of the U.S., which should help boost foreign
markets, and more importantly, foreign economies. With close to half of S&P 500 corporation’s revenue coming from
abroad, and the U.S. sitting at full employment, U.S. companies will need overseas consumer and corporations to help
fuel the next leg of growth.
The committee is data dependent, which means we are constantly reviewing and reassessing data as it becomes
available. Although we are positive on equity markets, by no means do we think it will be a smooth ride for investors.
We firmly believe that if you are a long-term investor with a sound financial plan, and nothing materially has changed,
any market sell offs should be a buying opportunity. We thank you for your trust in us and we will continue to monitor
the investment environment and make appropriate changes as needed.
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