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Recovery Doesn’t Happen Overnight

Mr. Market

The fi rst quarter of the new year started strong with 
global markets up across the board.  A  er the year we 
had in 2018, the past three months was allowed us to 
breathe a “sigh of relief”... for now.  Year-to-date, the S&P 
500, MSCI EAFE, and MSCI Emerging Market indices shot 
up, recovering 13.6%, 10.1%, and 10.0%, respec  vely.  

In the US, the markets recovered from a year in which 
investors were worried about slowing earnings growth 
in the future instead of the robust earnings growth they 
experienced at the  me.  Now that Q4 2018 earnings 
reports revealed a slowing trend this quarter, the stock 
markets are up double digits.  Stock market gains in the 
US can also be a  ributed to a dovish  lt by the Federal 
Reserve, progress in trade talks with China, and an ending to the government shutdown.  It is worth 
men  oning that although markets were down signfi cantly last year, the recovery this year has 
brought valua  ons back to levels around historical averages; shown in the price-to-earnings or PE 
ra  o  - 16.4x versus 16.2x historically.  However, the “more respresenta  ve measure of the market 

valua  on,” the cyclically 
adjust price-to-earnings 
ra  o (“CAPE”)  - also known 
as the Shiller’s PE ra  o  
- reveals that domes  c 
markets remain slightly 
overvalued even a  er 
the rise these past three 
months.  While the S&P 
500’s price-to-book ra  o 
remains at average levels 
(3.1 versus 2.9 historically), 
the price-to-cash-fl ow ra  o 
shows some agreement 
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with Shiller’s PE ra  o regarding a moderately overvalued stock market (12.2 versus 10.7 
historically).

Stock markets outside the US, represented by the MSCI ACWI ex-US Index, gained 10.4% for 
the quarter; a level s  ll below the 20-year valua  on average (a PE ra  o of 13.0x versus 14.1x 
historically).  Among major interna  onal developed markets, countries such as the UK (+11.9%), 
France (+10.8%), and Germany (+7.0%) produced strong returns for investors over the past 
three months.  The turnaround in the Eurozone could be largely a  ributed to central bank 
easing away from  ghter monetary policy.  Meanwhile in emerging markets, China (+17.7%) and 
Russia (+12.2%) led the way with signifi cant gains.  The Chinese stock market was driven by a 
general op  mism over a trade agreement with the US and signs of ongoing government support 
for the domes  c economy.             

Economic Highlights
Over the past quarter, the US economic health reports revealed mostly nega  ve numbers.  
Infl a  on in the US increased 0.2% in February or 1.5% over the previous twelve months, which 
was the lowest point for the Consumer Price Index for all Urban Consumers (CPI-U) in two-and-
a-half years.  Most of the slowdown can be a  ributed to lower oil prices as evident by the core 
infl a  on number (2.1%), excluding food and energy from the index.  The US economic growth 
indicator, Gross Domes  c Product (GDP), showed a weakening trend (2.2%).  A slowdown in 
household spending, business fi xed investment, and payroll growth was also reported in Q1.  
Because of these nega  ve reports, the Fed shi  ed its a   tude toward the economy and reduced 
its projec  on for the Fed funds rate from 2.9% to 2.4% this year and from 3.1% to 2.6% by the 
end of next year.  It is worth men  oning that this reduc  on is greater than the fall in growth and 
core infl a  on projec  ons combined and suggests the need for an adjustment of the neutral rate  
for the US economy.  Many investors already believe that there will be no addi  onal rate hikes 
for the remainder of 2019.  Fed Chair, Jerome Powell, men  oned that this slowdown can be 
narrowed down to a few primary factors: infl a  on weakness, a slowdown in interna  onal trade, 
and nega  ve externali  es from Brexit.

Fixed Income and Credit Markets

Over the fi rst quarter  me period, the most notable occurance in the US was the inversion 
of the yield curve.   The US 10-year treasury yield ended the quarter down 0.30%, its lowest 
level since late-2017 and reached a point below the yield of the 3-month treasury bill.  This 
yield curve inversion increased the cau  on among investors paying close a  en  on to future 
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economic growth 
prospects.  The chart to 
the le  , presen  ng the 
past recessions as they 
relate to yield curve 
inversions.  As you can 
see throughout history 
there is a fairly high 
probability (7 out of 9 
recessions since 1962) 
that a recession will follow 
soon a  er the yield curve 
inverts.  Based on the data 
presented in the table 
to the lower right side of 
chart, we can (possibly) 
expect a recession to 
begin anywhere between 7 and 19 months from now.  But then again, this is all based off  
historical data, and if we have learned anything since we started covering the markets, we know 
that any data-based indica  on from the past does not guarantee it will happen in the future. 

Shi  ing gears to other domes  c bond performance, US investment grade bonds has a 
strong quarter, returning 2.9% according to the Bloomberg Barclays US Aggregate Index.  
Outperforming investment grade bonds was domes  c corporate high yield credit, as the 
Bloomberg Barclays US Corporate High Yield Bonds returned 6.8% year-to-date.  The solid 
performance in high yield credit can primarily be a  ributed to the shi   to investments resul  ng 
from the dovish a   tude of the Fed.     

Final Thoughts

We have a lot of thoughts related to the markets at this  me, but for the sake of simplicity, 
we are going to focus on the probabili  es of certain outcomes and how our team is going to 
proac  vely adjust por  olios for the best chance of success going forward. 

That said, we believe there are fundamental changes going on right now with market structures. 
With equity markets, in par  cular, we think that the growth in passive strategies may be favoring 
growth stocks over value stocks.  Growth stocks appear to be the place where investors have 
been ge   ng the most upside over the past 10 years.  However, we believe it is important to 
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keep our por  olios balanced, as las  ng momentum can go in either direc  on, and a strong 
considera  on for valua  on is usually a be  er guide for long-term returns.  For that reason, we 
are looking for value where we can fi nd it, and posi  oning por  olios in high quality stocks of 
companies; those typically scoring well in the Environmental, Social, and Governance (ESG) 
areas.  The ESG trend we believe could be a longer-term structural trend where investors will 
slowly con  nue to allocate their cash for upside and downside capture.  We will leave ESG for 
another longer discussion, but, in summary, we think that more stable capital is being allocated 
to the companies paying a  en  on to how strong they are in environmental, social, and 
governance related areas (e.g. diversity within the company or total carbon emissions). 

Moving on, let’s refer back to the beginning of this newsle  er where we discussed stock market 
valua  ons in the US and the health of the domes  c economy.  It is evident that valua  ons in 
interna  onal markets appear to be more a  rac  ve than they do in US (with one excep  on in 
US small cap “value” stocks).  Also, over the long run, a slowing growth in the US and a rising 
trade defi cit could cause the dollar to depreciate in value rela  ve to other currencies around 
the globe, and amplify the returns in interna  onal stocks.  Although, the growth prospects in 
Europe do not seem to be overly appealing in the short-term, the less-than-fl a  ering economic 
indicators could be a result of an earlier stage of expansion.  In emerging markets we are 
seeing the best chances for economic growth, which should trickle into companies fi nancial 
performance and generate stronger stock market performance (hopefully).  Addi  onally, 
emerging markets should also benefi t from a pause in US rate hikes.  Taking all of that into 
account, we believe that it is important right now to posi  on por  olios with a higher-than-
historical alloca  on to interna  onal equi  es. 

Lastly, we have some thoughs about the bond market and the possibility of a recession.  We 
do not 100% believe that a yield curve inversion is as clear of a recession signal as it has been 
historically.  The yield curve itself has been altered because central banks have been purchasing  
unparallelled amounts of long-term bonds.  We also do not necessarily believe that an inverted 
yield curve would hurt the economy.  In fact, many economists believe it could even increase 
growth by both li  ing the consumer’s income from short-term savings accounts and limi  ng 
the rise in mortgage rates.  With that said, a halt in rising rates and a con  nua  on of economic 
growth gives us greater convic  on in stocks over bonds.

Portfolio Updates

To give a brief update, we are happy to show strong signs of recovery across our clients’ 
por  olio.  The performance was quite good in the fi rst three months of the new year, and we 
have even trimmed and reallocated some of the large gains star  ng in February.  The general 
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alloca  on strategy across the client base leans towards the defensive side, as we are weary of 
the poten  al warning signs we see in the fi nancial markets.  We are reserving a decent stock 
pile of cash for the purposes of taking advantage of (poten  ally looming) market drawdowns 
and reducing the probability that por  olios incur sizable losses.  Also, we are u  lizing our 
covered call strategy to capture gains from market upswings while taking into account downside 
protec  on.  Lastly, we are posi  oning our por  olios so that we are allocated to high quality 
equity names (e.g. JPMorgan, Disney, Altria, and AT&T), and star  ng to do more work on 
individual bond ladders to capture posi  ve returns from the ineffi  ciencies occuring across bond 
maturi  es.

Firm Updates

As of right now, we have no major fi rm or team updates at this  me, but please stay tuned as 
things con  nue to develop at Nexus Capital.

We invite with the Nexus Capital over email, please don’t hesitate to check in our website social 
media pages – LinkedIn, Facebook, Twi  er, and Instagram (yes, Instagram) – for updates.  We 
also invite all conversa  ons addressing your ques  ons or comments related or unrelated to this 
newsle  er.

Thank you all again for taking the  me to stay updated with our newsle  er!

Sincerely,

The Nexus Capital Team
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Disclaimer

This report is provided for informa  onal purposes only. Inves  ng involves risk, including the poten  al loss of principal. Past 
performance may not be indica  ve of future results, as there can be no assurance that the views and opinions expressed herein will 
come to pass. No por  on of this commentary is to be construed as a solicita  on to eff ect a transac  on in securi  es, or the provision 
of personalized tax or investment advice. Certain of the informa  on contained in this report is derived from sources that Nexus 
Capital, LLC (“Nexus” or the “Firm”) believes to be reliable; however, the Firm does not guarantee the accuracy or  meliness of such 
informa  on and assumes no liability for any resul  ng damages. Any reference to a market index is included for illustra  ve purposes 
only, as an index is not a security in which an investment can be made. Indices are unmanaged vehicles that serve as market indicators 
and do not account for the deduc  on of management fees and/or transac  on costs generally associated with investable products.

Nexus is an SEC-registered investment advisor that maintains a principal offi  ce in the state of New York. The Firm may transact business 
only in those states in which it has fi led no  ce or qualifi es for a corresponding excep  on from applicable no  ce fi ling requirements. 
Addi  onal informa  on about Nexus is contained in the Firm’s Form ADV disclosure documents, the most recent versions of which are 
available on the SEC’s Investment Adviser Public Disclosure website, www.adviserinfo.sec.gov.
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