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Bond Behavior: The Role of the Economy, the
FED, Market Sentiment and the Unknown
Insurance portfolios are primarily
invested in bonds and in particular,
investment grade bonds that serve as the
foundation of their claims paying ability
and the ballast of their overall
investment program. Therefore,
executives as well as their investment
advisors and portfolio managers will be
paying close attention to developments
in the following key areas affecting bond
market performance.
The Economy
Fiscal stimulus has fueled strong

business, consumer, and government
spending, and the job market has
continued to tighten, with the
unemployment rate sitting at its lowest
point of the expansion.
In a recent August Fed statement, the
FMOC declared that “economic activity
has been rising at a strong rate".
Parsing the Fed’s wording has been a
favorite pastime of Wall Street for many
years and was happily interpreted as an
Continued on page 5

Economic Review - Equity
Still Hibernating for Now
In case you were able to forget, the second
quarter reminded us that we are no
strangers to volatility in the markets. We’ve
seen the main indexes whipsaw intraweek
and even intraday over the last three
months, with the S&P 500 Index ultimately
finishing the second quarter up 3.43% and
up 2.65% year to date, making up for the
first quarter’s losses. Headlines
surrounding geopolitical turmoil, political
agendas, central bank policy, international
trade disruptions, and corporate
developments, scandals, and acquisitions
have driven the markets on an almost daily
basis. All the while, fundamentals have
remained strong and corporate earnings
have continued to offer credence to a
highly valued stock market, despite
nervousness about the inevitable and
unpredictable return of the bear.
Fed Speak
Economic growth in the US, as measured
by gross domestic product, was slower at
the beginning of the year than previously
reported. GDP expanded at a seasonally
and inflation-adjusted annual rate of 2%

Page 1

in the first quarter, slightly weaker than
estimates of 2.2%. But economists
believe growth has increased in the
second quarter (consensus is around
4%) and will continue throughout the
third and fourth quarters, as well, thanks
in part to continued low unemployment
numbers, solid job gains, and wage
growth. And the Federal Reserve Bank
has seemed to echo this sentiment,
expressing continued optimism at the
Federal Open Market Committee’s
(FOMC) May and June meetings. The
Committee noted that both overall
inflation and inflation excluding the more
volatile food and energy prices have
moved close to its stated objective of
2% after six years of failing to meet such
a target. Therefore, the Committee felt
comfortable raising its benchmark
interest rate range in June (for the
second time this year) to 1.75-2%. The
FOMC expects that further federal funds
rate hikes (one to two more are
projected this year) “will be consistent
with sustained expansion of economic
activity, strong labor market conditions,
and inflation near the Committee’s

symmetric 2 percent objective over the
medium term,” as stated in the Fed’s
June press release. And although some
officials have expressed concern over an
overheating economy, Fed Chairman
Powell, on behalf of the Committee,
recognizes the risks to the economic
outlook and believes, overall, they
“appear roughly balanced.”
Trade War
One of the more notable headlines of late
has been regarding a war of international
tariff levying, started by President Trump
as a retaliatory measure against China for
its track record of intellectual property
theft. The possibility that such trade
tensions could be significantly damaging
has become more real as China and other
US allies have responded in kind. Chinese
officials have responded by proposing to
target certain American exports including
farm products, cars, and crude oil by July.
Meanwhile, in Europe, the EU fired back
at President Trump’s steel and aluminum
tariffs by leveling tariffs on such
Continued on page 2
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Economic Review - Equity

Sarah is responsible for assessing and
managing Howe & Rusling’s client
experience. This includes creating marketing
and communications material, planning and
executing client appreciation events, and
writing the quarterly Investment Strategies
newsletter. Sarah graduated magna cum
laude from the University of Rochester in
2011 with a Bachelor's degree in political
science. She volunteers her time with the
Ronald McDonald House in Rochester.

American products as bourbon and
Harley Davidson motorcycles. As we
have said often, trade wars are never
good, and while in no sense is it a
guaranteed outcome, it is very important
to consider the possibility of a full-blown
trade war which would have real financial
consequences on a global level.
Generally speaking, in the event of a
trade war, hardware-based tech
companies, export based industrials,
cyclically-sensitive names (essentially,
companies that sell discretionary goods
or services that consumers can afford to
buy more of in a booming economy but
tend to cut back on during a recession),
and commodities are likely to be
materially affected. On a higher level,
trade restrictions would certainly damage
consumer confidence and could even
ignite stagflation (a dangerous, albeit
rare, economic environment in which
growth is stunted due to rising prices
caused by artificial shortages).
Revisiting Recession
We’ve mentioned for the past couple of

quarters that the question on most
clients’ (and investors’) minds seems to
be about when the next recession will
happen. We are currently experiencing
the second-longest bull run in our
country’s history, which began in 2009.
So from a historical perspective, we
know we are well overdue for a cyclical
shift. Given our current environment,
there are a number of things that could
act as a catalyst including the Fed’s
actions in response to an overheating
economy (or an economy that has
experienced a long period of growth that
leads to inflation as a result, making the
growth unsustainable). Another factor
could certainly be the escalating trade
tensions discussed above. What is
interesting about recessions, though,
especially late cycle ones, is that they are
often the result of an unforeseen or even
random shock or surprise. That makes
them very hard to predict beyond the
basic understanding that when the stock
market has been moving higher and
higher, it’s more susceptible to toppling
over.

Economic Review - Fixed Income

Vince Russo joined Howe & Rusling in
October of 2002. He brings more than 25
years of portfolio management and financial
services experience to the firm. Besides his
oversight of the fixed income strategy for
Howe & Rusling, he is also the portfolio
manager of the Monteagle Fixed Income
Fund (sub-advised by Howe & Rusling).
Vince received his Bachelor’s degree from
St. John Fisher College and has an MBA
from the William E. Simon School of
Business Administration at the University of
Rochester.
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There is an old saying that the more
things change, the more they stay the
same. It actually is an old saying. The
interpretation we most recognize dates
back to a French translation by JeanBaptiste Alphonse Karr (1808-1890) who
was a French novelist with a reputation of
having a bitter wit.1 In thinking about the
second quarter, what probably sticks in
most memories was the volatility seen in
the investment markets. An example
would be the 10-year Treasury note
trading in a 40 basis point range,
touching a low yield near 2.75% twice
and a high yield over 3% twice. Through
all the changes, the yield finished the
second quarter near 2.80%, just basis
points away from where the second
quarter began. Breaking that 3% yield
has become a somewhat more difficult

barrier than once thought.
The Federal Reserve continued on its path
of raising short-term interest rates with a
quarter point tightening of the federal
funds rate on June 13. But even with this
change, the 10-year Treasury yield stayed
relatively the same. From previous
quarterly commentaries we all know what
happens when short rates are rising while
intermediate and longer-term rates stay
the same: the yield curve continues to
flatten. Finishing the second quarter at 33
basis points (10-year Treasury minus 2year Treasury), it was down another 14
basis points from the end of the first
quarter.

Continued on page 3
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Economic Review - Fixed Income
To put this in perspective, we must go
back to the middle of 2005 to find a yield
curve this flat. That time, like now, it was
the Fed raising short-term rates while
longer-term rates did not react with the
same increases. At roughly 33 basis points
currently, it is getting the attention of many
on the Street as to whether the curve will
invert (a condition where short rates are
higher than long-term rates). The Fed is
expected to raise rates another two times
this year – by more than 33 basis points.
Could the Fed invert the curve? Yes. Will
the Fed invert the curve? Probably not.
Notwithstanding inflation has remained
within the Fed’s target – we can’t say
“subdued” any longer but not the run-away
inflation some expected from the
strengthening economy – and the constant
headlines of the ongoing trade war hitting
the equity markets, we continue to expect
gently rising intermediate and longer-term
yields to keep the curve positive and even
re-steepening. Inflation expectations will
have a much more pronounced effect on
yields than the trade debate which will
affect the equity markets to a greater
degree. The Fed is still the biggest inflation
fighter around, so we are cautiously
optimistic inflation expectations will remain
in check. But the days of disinflation are
behind us. We will, of course, monitor the
“seeds” of inflation in the economy and
commodities markets which could sprout
into growing inflation expectations.
Dollar strength, something we saw
throughout the second quarter, is one
factor to hold down inflation but longerterm strengthening seems unlikely.
(Sidebar: if you are planning a trip to
Europe, now is a good time as the dollar is
up nicely against the Euro and British
Pound.)
There wasn’t all negative performance in
the fixed income benchmarks like we saw
in the first quarter. The broadest market
index, the U.S. Aggregate, returned
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-1.62% while the Intermediate
Government/ Credit index (our
benchmark) returned -.98%. The
Government side of that index was
slightly negative. The index was pulled
down to a greater extent by the
corporate bond market. Bucking the
trend, though, the U.S. Corporate High
Yield index returned +16 basis points
and the Quality Intermediate Municipal
Bond index led the pack with +79 basis
points.
That’s both quarters this year that high
yield has performed better than the
market as a whole. Of course, we all
want to receive a high yield on our
investments, but in this case, it is a
term used to describe the class of
securities that are not investment
grade. They are sometimes called junk
bonds, but as a group that is probably

Notwithstanding inflation
has remained within the
Fed’s target – we can’t say
“subdued” any longer but
not the run-away inflation
some expected from the
strengthening economy
a bit too strong. Rating categories are
metrics of determining the likelihood of
your bond paying interest on time and
returning all your principle at maturity.
Investment grade has four
classifications (triple-B to triple-A). High
yield has five classifications (double-B
to C). In some of those groups there are
identifiers of the low end, middle and
high end of the rating group. Clearly, at
the very low end of those ratings (and
there is also one if a bond has already
defaulted), you could call them junk. We
have consistently maintained high
quality fixed income portfolios for all of
our clients’ accounts, though we do
opportunistically look at and purchase
the highest of the non-investment grade

market (i.e. BB bonds). In the near term,
due to the additional yield and relatively
shorter durations in the high yield
market, they could continue to have
some small relative outperformance.
Longer-term, we remain more cautious
about the sector and will only look to add
non-investment grade bonds when we
believe the added yield justifies the
higher risk.
It was a tough second quarter for
investment grade corporate bonds,
though most of the negative performance
was with long maturity bonds. New issue
supply was heavy, and those borrowings
are costing companies higher interest
rates at a time when earnings are not
rising as fast. The investment grade
corporate market in the U.S. has grown
dramatically over the past ten years and
much of that outstanding debt needs to
be re-issued in the coming years. We
don’t see value yet in the long maturity
corporate bonds and will continue to add
positions in maturities under ten years
where prices will be much less volatile.
Switching gears to the tax-exempt bond
market also lets us switch gears to some
positive returns for the second quarter,
which recovered almost all the lost
ground from the first quarter. The big
theme in the municipal bond market
coming into 2018 was tax overhaul.
Lower tax rates mean lower after-tax
equivalents of municipal bonds and
investors looking to other sectors, or at
least that is what happened in the first
quarter. More recently, investors,
especially in high tax states like New
York and California, are once again
loading up on municipal bonds and
tightening spreads in those states.
Investors continue to like the tax shelter
provided by holding municipal bonds.
Lower new issue supply (as compared to
corporate bonds like we mentioned
Continued one page 4
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Economic Review - Fixed Income
earlier and, of course, the growing debt of
the U.S. Treasury) will help performance
in the sector. We continue to favor the
first half of the yield curve (i.e. maturities
from one to 15 years) since we can pick
up most of the yield of the entire curve
without adding volatility found in the
longer maturities. Entering the third
quarter and the “summer doldrums” in the
municipal bond market generally lead to
better technicals for the sector, yet we
remain defensive.
Looking ahead to the rest of the year, we
see continued strength in the economy.

Forecasts vary with the Atlanta Federal
Reserve metrics showing robust growth
over 4% while most economists are
less optimistic, with forecasts
averaging under 3% growth. We would
expect this to generate gently rising
yields although they never move in a
straight line. Our yield forecast is aided
by the Federal Reserve raising the fed
funds rate two more times this year
(once in the third quarter and once
again in the fourth quarter) and
additional rate hikes in 2019. Our
strategy continues to over-weight
spread products (non-Treasury)

to capture the icremental income and to
remain over-weight quality as returns in
some sectors don’t justify the risk of
lower quality bonds. Summer is upon us
and while total returns in the fixed income
markets are not expected to heat up as
much as the daily highs here in
Rochester, we are comfortable with our
current strategies to maintain and grow
wealth for our clients.

The Case for Increasing Your Allocation to International Equities
John G. Bennett, CFA
Institutional Sales
Director
John G. Bennett is a
member of the
Greenwood Capital
Investment Committee.
Mr. Bennett brings more
than 30 years of experience in the
investment management industry. Prior to
joining Greenwood Capital in 2017, he
served in various sales, marketing and client
service roles with Thomson Horstmann &
Bryant (small cap equities) based in
Norwalk, CT and Palmer Square Capital
(credit strategies) based in Mission Woods,
KS. He also worked as an investment officer
for the Financial Institutions Retirement
Fund (defined benefit plan) in White Plains,
NY. Mr. Bennett is a Chartered Financial
Analyst (CFA). He received his MBA from
Fordham University in 1990 and his
undergraduate degree from Siena College in
1985.

Internation equities are in the early
stages of multi-year bull market.
A combination of strong fundamental
and technical factors has made the
time right for investors to initiate/
increase an allocation to international
investments. Most investors hold the
majority of their assets in domestic
stock and fixed income markets; as
such, they risk missing out on potential
outperformance from international
investing. While maintaining a portion,
if not the bulk, of your stock portfolio
in U.S. equity investments is prudent,
the current international environment is
very opportunistic for insurance
company portfolios.
1. Timing: 2017 marked the first
time since 2012 that international
equities (as measured by the
MSCI ACWI ex US index) outperformed the S&P 500 index.
The ebbs and flows between the
two indices tends to be
measured in years. And until
recently, international stocks had
been in a multi-year period of
underperformance. If historical
patterns hold, international
markets may be poised for
continued outperformance.
2. Market and Currency
Diversification: There are several
reasons to believe the greater
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gains in international stocks should come
from emerging markets.
a. One reason is to hedge against a
declining US-dollar. Heavier US
government borrowing, a broad
(global) based economic recovery,
and an imminent end to the
European Central Bank’s
accommodative monetary policies
argues that the dollar could be in
decline for a sustained period. US
dollar-denominated allocations to
international and emerging equity
markets can insulate a portfolio from
a declining dollar.
b. Approximately 50% of the global
market capitalization is in overseas
markets. As an example, China is the
world’s second largest economy and
second largest stock market. China
was only recently added into the
MSCI indices in 2017 and is
technically classified as an emerging
market. Most investors currently
have little to no exposure to China.
c. After a prolonged recessionary
period, many emerging markets
registered economic growth in 2017
and are poised to add more in 2018.
The BRICs countries (Brazil, Russia,
India, and China) are all in economic
expansions.
3. Alpha Generation: Active management
has historically been better at generating
Continued of page 5
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The Case for Increasing Your Allocation to International Equities
excess returns internationally than
domestically. Figure 2 shows that
international equity managers have
been more successful beating their
benchmarks than their domestic
brethren.
Summary
The basis of the Greenwood Capital
investment strategy is that asset class
selection is instrumental in generating
excess returns for our portfolios. We
offer four actively managed strategies
consisting of ETFs of broad market
indices, country specific equity and fixed
income indexes, and commodities. Our
investment process combines valuation,
improving fundamentals, and attractive
relative valuations to determine which
ETFs to invest in the portfolio. We offer
four strategies, based on risk tolerance:

domestic markets.
3. Global Balanced: This strategy
blends international equity,
domestic equity, and fixed income
with a current overweight to
international/EM equities.
4. Global Income & Growth: This
strategy blends international
equity, domestic equity, and fixed

income
oriented EFTs with an emphasis on
income/dividend income.
The information transmitted is intended only for the person or
entity to which it is addressed and may contain confidential and/
or privileged material. Any review, retransmission, dissemination
or other use of, or taking of any action in reliance upon this
information by persons or entities other than the intended
recipient is prohibited. If you received this message in error,
please contact the sender and delete the material from all
computers.

Figure 1

1. International: 100% of the
portfolio is invested in a
combination of developed and
emerging markets outside of the
US.
2. Global Growth: Up to 75% of the
portfolio can be invested in equity
markets outside the US with the
remaining allocation invested in

Figure 2: Source: eVestment Alliance data as of 31 December 2017. US Large Cap
Managers benchmarked to the S&P 500 Index. All EAFE Equity Managers benchmarked
to the MSCI EAFE Index. MSCI ACWI ex US Managers benchmarked to the MSCI ACWI
ex US Index.

Bond Behavior: The Role of the Economy, the FED, Market Sentiment and
the Unknown
indication of a more robust economy
since the previous wording used to
describe the economy’s growth was
"solid." It also said that household
spending, along with business fixed
investment, has grown strongly": more
bullish language than in June when it
said household spending had merely
"picked up."
Notwithstanding the Fed’s somewhat
cryptic descriptions, the second quarter
of 2018 showed the US economy in full
flight, evidenced by 4.1 percent GDP
growth. This rate compensated for a
modestly disappointing first quarter to
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bring first half 2018 growth to 3.1
percent. With tax cuts continuing to
support growth and budget increases
kicking in, federal spending along
with high business and consumer
confidence are expected to drive
growth to a 3.3 percent average
during the second half of the year.
This will likely represent a peak. Less
support from monetary and fiscal
policy, and a weaker global economy
are projected to gradually slow the
US economy to below 2.5 percent
growth by the end of 2019.

strong job market and higher incomes
due to individual tax cuts saw consumers
shift into a higher spending gear.
Business investment also provides a
mostly positive picture. While investment
in capital equipment slowed in the
second quarter, data regarding recent
orders signal an improvement in the
second half. Critical for productivity
gains, investment in software and
research and development has picked up
in the first half of 2018. Boosting the
economy’s capacity is essential to
maintain anything like current growth

Consumption is leading the way as a

Continued on page 6
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Bond Behavior: The Role of the Economy, the FED, Market Sentiment and
the Unknown
rates since headwinds such as constraints
on capital and labor availability, because of
rising interest rates and labor market
tightness, are present.
A slowing of the pace of growth for 2019 is
projected. The medium-term growth rate
should most likely be much closer to 2 than
3 percent. Federal spending growth is
expected to slow, pressuring the private
sector to make an even larger contribution.
The housing market has already shown
signs of cooling due to higher interest
rates, labor shortages in construction, and
higher materials costs.
With all this good news it is no surprise that
the Conference Board measures of
consumer and CEO confidence remain near
ten-year highs.

yields on bonds with shorter
maturities are higher than the yields
on bonds that have longer maturities.
This is typically a function of the
market’s expectation for low future
inflation levels. In this case, the risk
premia or “spread” demanded by
investors for long maturity bond
diminishes as inflation fears flatten the
yield curve: a situation we are
presently experiencing.
Fed fund futures markets foresee a
91% chance of a rate increase in
September and 65% odds of another
move in December. The bond market
fears that pushing up the short-term

A subject of much interest of late, the
inverted yield curve, which is when the
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In late August, Fed Chair Jerome Powell
signaled that more interest-rate hikes are
coming despite the Treasury curve having
reached its flattest since before the
financial crisis. Future inflation fears,
primarily due to the record low
unemployment rates of 3.9%, are the
basis for the need for rates to rise. Low
unemployment rate usually precedes
inflationary wage pressure at labor
markets tighten.
The importance of the inverted yield
curve is evidenced by the healthy debate
within the Fed’s FOMC. James Bullard,
the St. Louis Federal Reserve Bank
President, recently raised new concerns
over the U.S. central bank's plan to keep
raising interest rates. He believes that
even one more rate hike could set the
stage for recession.

Strong economic growth accompanied by
favorable GDP forecasts and absent
inflationary pressures are somewhat
unusual but are generally beneficial for
stable bond markets. Can it continue and if
so for how long?
The Fed
As most investors know, the yield curve is a
line that plots the interest rates, at set
points in time, of bonds having equal credit
quality but differing maturity dates.
Normally this curve is upward sloping as
investors require more yield to offset
increasing uncertainty and risk further into
the future. Over time, inflation will reduce
real yields and so simply put: for bonds, the
longer the maturity, the higher the yield,
typically with diminishing marginal
increases at very long maturities. The
difference in yield required by investors
over various maturities is called the
“spread”. A nearly flat yield curve provides
an example of very thin spreads across the
bond maturity spectrum.

recessions does not provide an
explanation as to why there is a
significant relationship between the two.
However, using different methodologies
for testing this relationship “all have very
similar predictive accuracy…” ranging
from 85% accuracy to 89% accuracy.

rates while long term rates remain
subdued may invert the yield curve.
Why is this of concern? Michael Bauer
and Thomas Mertens have produced
research for the Federal Reserve Bank
of San Francisco that shows “An
inversion of the yield curve has been a
reliable predictor of recessions.” The
researchers used monthly data from
January 1972 to July 2018 in an effort to
“predict whether the economy is in
recession 12 months in the future using
only the value of a specific spread.” Of
course, just because there is a high
correlation between yield inversion and

"The thing is, we would be deliberately
inverting the yield curve, because we
think our models are right and we think
the market's wrong," Bullard said. "We
don't have to do that, we don't have to
walk the plank in this situation because
inflation is not high, inflation expectations
are not exploding.” Bullard would prefer
to “wait and see” if inflation does start to
move up, and only then, continue with
rate increases.
Given the circumstances, Powell, the
FMOC Chairman, said it’s best the central
bank err on the side of caution. While he
made it clear the Fed will continue to
raise rates, he said that they should move
Continued on page 7
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Bond Behavior: The Role of the Economy, the FED, Market Sentiment and
the Unknown
conservatively, calming the bond markets.
In other words, "when unsure of the
potency of a medicine, start with a
somewhat smaller dose,” Powell said.
The bond markets are pricing in two more
rate hikes this year, and only one for next
year rather than the three rate hikes the Fed
currently forecasts for 2019.
Market sentiment
Equity investors remain bullish on the
fundamentals yet remain cautious on the
technical, where signs have been more
mixed.
While equity investors seem at odds with
bond investors on the fundamental outlook,
it appears bond investors overall are more
bearish on the outlook for bonds. We have
seen negative bond returns through 7/31
(Bloomberg Barclay’s Aggregate Index
return = -1.59%) with similar market rate
pressures expected to continue through
early next year.
With fund flows rolling over for both bonds
and stocks, it highlights the possibility of

both a stock and bond selloff. Many feel
that the only missing ingredient is a
trigger event.
However, with all that said, speculative
futures positioning shows bond traders
are set to profit from higher bond yields,
and equity traders are anticipating
higher stock prices.
The Unknown
Tariffs and trade war threats by the
United States and China, and possible
renegotiation of other trade
agreements, may compel companies to
delay investment plans. The economy
could be derailed by escalating trade
conflicts that may cause supply chain
disruptions; a possible trigger event.
Recent stock market declines of many
large technology companies also create
risks for the economy. These firms have
been crucial sources of innovations that
enhance productivity, not dwell on their
importance in driving stock market
gains and consumer sentiment. Public
concern over privacy and misuse of

user data is alienating customers of many
of these firms. Therefore, the timing of
key investments by tech companies could
be adversely impacted as governments
are pressured to consider implementation
of new regulations.
Other external market forces such as the
moderating of growth in Europe and
emerging markets may impact trade and
hamper US companies that rely on global
markets for growth.
Political strife such as US/N. Korea,
Russia threatening war with Georgia and
nukes to Syria, Chinese/ Filipino tensions
in the South China Sea, etc. all serve to
minimally disrupt economic progress and
at worst could trigger significant market
events.
These and other macro events may keep
bond portfolio managers and their
insurance company clients, an
institutional investor class particularly
uniquely tied to, and dependent upon, the
health of the bond market, on their toes
over the next several months.

Upcoming Events
1.Look for CapVisor as an exhibitor at
NAMIC’s Annual Convention at The
Henry B. Gonzalez Convention Center in
San Antonio, TX. This event takes place
Sept. 23-26. Please stop by booth
#639 and say hi to Paul and Carl!

Carl E. Terzer
Principal
ie
Editor in Chief
CapVisor Associates,
LLC
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2.CapVisor will be attending the CIC-DC
Conference October 24-25 at the
Marriott Metro Center in Washington
DC. Carl Terzer will be representing
CapVisor at this event and will be a
speaker. I hope that you

have an opportunity to say hi to Carl and
attend his session!
3. CapVisor will wind down our 2018
conference schedule at the Cayman
Captive Forum at the Ritz Carlton in
Grand Cayman November 27-29. With a
variety of networking events we hope that
you will have a chance to catch up with
Carl Terzer and find out what’s new with
CapVisor!
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This publication is provided by CapVisor Associates, LLC (“CapVisor”) and is
intended for sophisticated institutional investors solely for informational purposes. The information contained herein is provided with the understanding that the
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Past performance is no guarantee of future returns.
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