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2019 Second Quarter Review

The first half of 2019 brought the unusual combination of strong equity markets coupled with declining
bond yields. Year to date, the global stock markets are up 16.2%, with the S&P up 18.5%. At the same
time, 10-year U.S. Treasury bond yields have declined from 2.7% on January 1* to 2.0%. This dichotomy
of falling bond yields and rising stock markets is a paradox we discussed in our Q1 2019 newsletter.

Marking an investment period from the start of the
calendar year is simply convention, and is only relevant to
investors who put cash to work on January 1% If we
consider other periods such as the past nine months, global
markets are up only 1.4% and the S&P is up 2.5%. In fact,
since January 2018, the global stock market is down -1.9%
and the S&P is up just over 5.4%, while the Barclays
Aggregate Bond Index outperformed equities and returned
7.1%. Risk taking was not rewarded over the past 18
months, as safe bonds have earned more than stocks.

Recently, equity markets have been bolstered by the
noticeable shift in Federal Reserve policy which began last
year. The Federal Reserve is currently signaling that a rate
cut is imminent, and investors have moved even more
aggressively from expecting three rate Aikes in 2019 in as of
a year ago to now expecting three rate cuts.

As shown in chart /, the Federal Reserve has materially
lowered its interest rate projections.
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2 - Implied Fed Funds Target Interest Rate
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As shown in chart 2, the Federal Reserve has also lowered
its long-term projected neutral rate for interest rates.

The fact that the Federal Reserve has materially lowered
its projections is a dovish signal for market participants.
However, it is also an acknowledgement that the U.S.
economy cannot support interest rates anywhere close to
the pre-financial crisis norm. The decline in the 10-year
Treasury yield is also a signal that Federal Reserve policy
will be easing and economic growth has slowed.
Assuming the Federal Reserve follows through and
reduces interest rates, historically the first rate cut does
not signal a market trough, as typically the central bank is
behind the curve and economic conditions continue to
deteriorate. Earnings disappointment and subsequent
market declines can happen even with the Federal
Reserve cutting rates.

With valuations back to elevated levels, economic
fundamentals need to improve both in the U.S. and
abroad for a sustained market rally. We currently view
the U.S. economic picture as mixed. On the positive side,
the consumer sector is strong, as unemployment is low
and consumer leverage is low by historical standards. The
current savings rate of 6.7% is in line with the post-crisis
norm and still well above the 2.5% low of 2005,
confirming that the consumer is not extended.

As shown in chart 3, real consumer spending shows no
sign of slowing.

Additionally, corporate profitability remains high, and
there are signs that China’s economy may be bottoming
and poised to pick up as the positive impact from
government measures takes effect. Overall, we believe
looser U.S. monetary policy coupled with China’s
stimulus may be enough to revive the global economy.

On the negative side, the industrial sector is struggling
and trade uncertainties have curtailed capital investment
plans. Current global growth is low. Unfortunately, the
U.S. tax cuts did not spur a virtuous cycle of capital
investment because firms opted to accelerate share
repurchases instead. This weak global growth is also
leading to negative bond yields for many countries in
Europe as well as Japan.

In our Q1 2018 newsletter, we highlighted our primary
concern that still pertains to our positioning today:

Even if the next recession is relatively mild, it could trigger an
outsized decline in market values for investors. As such, we have
begun to gradually reduce risk across our portfolios. In this
environment it is particularly important for investors to
understand and be comfortable with the level of risk exposure in
their portfolios.

As stated last year, we began to reduce risk across client
portfolios, and we still remain conservatively positioned
today for two important reasons.

First, uncertainty remains high in the current market
environment. For example, trade conflict impacts global
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3 - U.S. Consumer Spending

B US - Personal Consumption Expenditure, Real SA (%)

III|III|‘|““‘|‘||||“““||‘ 0.0

F3.0

2.5

\J

\J

2.0

T
=

5

A
ey

0

A
o

5

01 Q@3

Wy ‘ s 2014

2012 2013

2015

Source: Bloomberg as of 05/31/2019.

01 @

a1

Q3
2016
PCE CHY% Index (US Personal Consumption Expenditure Chained 2012 Dollars YoY SA)

QU @ 1 Q@ Q@
2017 2018 2019
Copyright€ 2019 Bleomberg Finance L.P. 01-Jul-2019 10:55:15

multinational corporations to a much greater extent than
the entire overall economy. China is a large and growing
market for many firms and a key link in the global supply
chain. Adapting to a new trade dynamic will be costly for
companies, and there is still a lot of uncertainty about
what changes will be necessary. Investors benefited from
globalization, but now signs of de-globalization are
evident beyond trade. For example, Brexit is still
unresolved. Growth in the U.S. as captured by the
Atlanta Fed GDP forecast has clearly slowed from this
time last year, with Q2 2019 expectations of 1.5% year on
year growth.

Second, the global economy is fragile and even a shallow
recession would likely be painful for investors. Elevated
market multiples and extended corporate margins leave
investors vulnerable. Most importantly, there is limited
room for policy action given where global interest rates
are today globally. Conventional monetary policy is
largely ineffective in Europe and Japan. In the U.S., the
Federal Reserve is moving toward cutting rates with
unemployment at 3.6% in an effort to raise inflation
expectations. This leaves little room for conventional
monetary policy during an actual recession. We expect
that even a mild recession will bring long-term interest
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§ - U.S. Fiscal Spending versus Unemployment

3.04 mUS Fiscal Balance as % of GDP (Inverted) (R1) ®Unemployment Rate (L1)

F-10.0

'85-'89

‘ '70-'74 | '75-'79 ‘ '80-'84

Source: Bloomberg as of 05/31/2019.

'90-'94
FDDSGDP Index (US Treasury Federal Budget Deficit Or Surplus as a % of Nominal G

'10-'14 ‘ '15-'19
02-7ul-2019 09:29:27

'95-"99 ‘ '00-'04 | '05-'09

Copyright® 2019 Bloomberg Finance L.P.

rates close to zero, and significantly raise deflationary
fears. Fiscal policy is also constrained in the U.S. as the
recent tax cut has led to rising deficits despite low
unemployment.

China is also unwilling to embark on a significant
stimulus as it did in 2008. Absent an effective policy
response, even a mild recession can lead to protracted
period of anemic growth, disappointing earnings, and
significant market declines.

Despite these two concerns, the employment picture
remains robust in the U.S. and there are no clear
“bubbles” in the global economy. Could this be another
“growth scare” similar to late 2015? Possibly, but market
valuations are significantly higher than in 2015-2016 and
there is no impending tax cut to spur corporate earnings.
In February 2016, valuations were below average for all
major regional stock markets. Presently, no market is at
bargain prices and the U.S. stock market is somewhat
expensive, leaving less room for error.

6 - Composite Valuation Measures by Market
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The past nine months have been highly volatile, and it is
important to remember that markets are back to where
they were last September. We also continue to reiterate
our recommendation from our Q3 2018 newsletter:

We also advise investors to reflect upon their current situation
and long-term goals. We believe the most certain way of limiting
downside risk is to be appropriately conservative, recognizing
that dramatic attempts to time the market usually leave one
worse off.

For More Information

Ensuring that your portfolio strategy remains appropriate
for your long-term goals is fundamental to navigating
market drawdowns. Stemming the impact of a large
decline is the key to compounding wealth over time.

Choate Investment Advisors offers objective, independent, institutional-quality investment management tailored to the

needs of each client.

Choate Investment Advisors offers comprehensive, integrated wealth management to high net worth individuals and
families, providing a range of well-diversified investment strategies across the risk spectrum. Our open-architecture
approach and substantial assets allow us to select from a wide array of asset classes and to work with the highest
quality investment vehicles. As a subsidiary of Choate Hall & Stewart, our clients receive world-class estate tax

planning and other family office services.

If you have any questions, please contact your Choate Investment Advisors team.
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Stay Connected

Follow us on Twitter: @ChoatelA

617-248-4822 | talamuddin@choateia.com
617-248-4044 | galias@choateia.com
617-248-2123 | hdormitzer@choateia.com
617-248-4070 | khayhurst@choateia.com
617-248-4716 | ekerr@choateia.com
617-248-5258 | cking@choateia.com
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Visit our Forbes blog for more investment topics: forbes.com/sites/toddmillay
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DISCLOSURES

This report is prepared by Choate Investment Advisors
LLC (“ChoatelA”), a subsidiary of Choate, Hall & Stewart
LLP. ChoatelA is registered as an investment advisor with
the Securities and Exchange Commission. Registration
does not imply a certain level of skill or training. More
information about the firm can be found in its Form ADV
Part 2, which is available upon request by emailing
info@choateia.com.

This presentation is for informational purposes and does
not constitute investment advice. None of the information
contained in this report constitutes, or is intended to
constitute, a recommendation of any particular security,
trading strategy or determination by ChoatelA that any
security or trading strategy is suitable for any specific
person. Investing involves the risk of loss of principal. To
the extent any of the information contained herein may be
deemed to be investment advice, such information is
impersonal and not tailored to the investment needs of
any specific person.

The opinions expressed are solely those of ChoatelA.
The information contained in this report has been
obtained and derived from publicly available sources
believed to be reliable, but ChoatelA cannot guarantee
the accuracy or completeness of the information. Past
performance is no guarantee of future results.
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