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October 28, 2019 
 
 
1. Market Update 
 
In the third quarter, US stocks were modestly up (S&P500 index +1.7%) along with bonds (Bloomberg 
Barclays Aggregate Bond Index +2.3%). International stocks were mixed. The 2019 returns year-to-date 
of almost all asset classes are among the strongest seen in a long time (see graph below). 
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    Chart 1 – 2019 YTD and Q3 Asset Class Performances 
 
As evidence emerges of an economic slowdown, abroad and in the US, central banks have been 
proactive. The Federal Reserve cut interest rates twice (in July and in September) in an attempt to 
extend what is already the longest US economic expansion on record. Unlike 2018, bad news has been 
received by investors with indifference. An inversion of the US yield curve, global weakening 
manufacturing data, a presidential impeachment inquiry, and multiple flare-ups in the Persian Gulf have 
found investors only yawning. They have been fixated on the US-China trade war. Markets have been 
cheering any press leaks about a potential trade deal and dropping sharply after any Presidential tweet 
suggesting the contrary.  
 
Investors have flocked to defensive plays around the world, pushing global yields in uncharted territory. 
About 25%-30% of all investment-grade rated bonds in the world currently sport negative yields. Yes, 
that means that you pay your borrower to keep your money and return you less than what you originally 
gave them! 
 
 
2. The Mystery and Implications of Negative Interest Rates1 
 
According to Bloomberg, at the end of August 2019 more than $17 trillion of bonds traded at a negative 
yield, mostly in Europe and Japan. If one runs this calculation taking into account real yields (=net of 
inflation) the total comes to a staggering $35 trillion and includes $9 trillion of US government debt. 
Negative interest rates are unprecedented and carry many implications. Nobody can state with 
confidence how we got here or where we are heading next. Educated guesswork is the best we can 
hope for. 
 

 
1 This section of the letter is largely inspired by and refers to a note released on October 17, 2019, by Oaktree’s 
Howard Marks titled “Mysterious.” 
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Chart 2 – Total Dollar Value of Negative Yielding Bonds in the World (2010-2019). Source: 
Bloomberg Professional Services. 

 
 
What caused negative rates? 
 
There are two possible answers to this question: (1) one sees the origin of negative rates in the actions 
of central banks that have been trying to force banks to extend more credit by charging them a fee on 
the reserves they keep with central banks, as opposed to paying them interest. Negative interest rates 
began as an extreme measure to stimulate credit and economic growth. (2) The other one is rooted in 
long standing global macroeconomic imbalances: savings exceeded investments. The supply of money in 
aggregate has exceeded the demand for it, causing the price of money (interest rates) to drop sharply. 
This is a longstanding dynamic that has pressured interest rates lower for three to four decades. 
 

 
What are the potential implications of negative interest rates? 
 
Economic 
 
Economic theory is based on the principle that rational agents (individuals and businesses) make 
decisions based on available information. Interest rates are an important component of all “inter-
temporal” decisions: am I better off consuming today or delaying consumption and investing my 
money? How much is a stock or bond worth? Many financial models have interest rates as a variable. If 
one uses negative rates, these models will return inconsistent values. 
 
Furthermore, economics is as much about narratives as numbers. Negative interest rates are associated 
with weak economic growth, deflation, and extreme central bank rescue measures. The longer interest 
rates stay negative, the more consumers will be fearful and increase their savings, and corporate 
managers will avoid making long-term investments to expand their businesses. Negative interest rates, 
conceived as a monetary stimulus to the economy, may unintendedly increase risk aversion and 
translate into weaker growth. Japan is a prime historical example of that. 

Regardless of which explanation is more accurate, neither is likely to reverse anytime soon. 
Negative rates are likely to stay with us for a while. 
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Financial 
 
Negative interest rates are prevalent in Europe and Japan. So far the US has remained immune. If this 
situation continues, it is conceivable that European and Japanese capital will flow into US assets to earn 
higher yields. This in turn, may strengthen the US dollar. A significantly stronger dollar is not helpful to 
the US economy and it will be countered by the Fed cutting short-term interest rates. The flow of 
international funds into USD assets will keep a lid on US interest rates as well.  
 
We believe that the US will not join the club of negative yielders unless an unlikely economic meltdown 
occurs. 
 

 
 
Finally, what should investors do when interest rates are negative? 
 

1) Buy a bigger mattress and stuff it with cash! You will have more of it, if you keep it there, as 
opposed to the bank.  

2) If option one is not feasible, then you should invest in a high quality (avoid speculative positions 
at any cost) portfolio of diversified assets. Long-term, this is your best option! 
 
 

3. Impeachment Proceedings and Election Promises  
 
With securities prices up sharply this year, investors are keeping an eye out for anything that could 
cause the market to give back its gains.  One concern is the potential for disruption from the current 
presidential impeachment proceedings.  Also on the political front, tax hikes being proposed by some 
Democratic presidential candidates could constrain future investment returns. 
 
Impeachment Proceedings 
  
Investors who are old enough to remember, or are up on their history, may recall that stock prices fell in 
conjunction with the attempt to impeach President Richard Nixon.  The S&P 500 declined by 6% 
between May 29, 1974, when the House Judiciary Committee commenced impeachment hearings, and 
August 8, 1974, when Nixon made a resignation speech without waiting for the House to vote on articles 
of impeachment.  It does not follow, however, that an attempt to oust the president is automatically 
bad for stocks.  The S&P 500 rose by 25% between the October 5, 1998 House vote to begin an 
impeachment inquiry against President Bill Clinton and February 12, 1999, when the Senate voted 
against convicting him.  How can impeachment proceedings be bearish in one case and bullish in 
another? 
 
In both cases, impeachment was a sideshow as far as financial markets were concerned.  The 
superficially Nixon-related selloff was part of a 42% drop during 1973-1974 in reaction to the U.S.’s 
severing of the last link between the dollar and gold and the 1973 oil crisis.  As for the S&P’s rally that 
coincided with the Clinton drama, it consisted mainly of a rebound from the selloff precipitated by 
Russia’s bond default and the ensuing Long-Term Capital Management crisis.   

Negative rates in Europe and Japan are likely to coincide with slower-than-trend economic growth 
worldwide and low (albeit positive) interest rates in the US as well for the years to come. 
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Another difference between these two precedents is that Nixon’s approval rating was an abysmal 26% 
at the start of the inquiry.  Republican senators, whose votes were needed to obtain the two-thirds 
majority required for conviction, did jeopardize their reelection prospects by voting to convict, if they 
believed the evidence supported it.  Nixon threw in the towel as the Watergate scandal widened 
because he knew his fate was sealed.  In contrast, Clinton’s approval rating never dropped below 59% 
during 1998 and soared to 73% following the December 16-20, 1998 U.S.-U.K. bombing of Iraq.  
Democratic senators risked alienating supporters within their party if they joined their Republican 
colleagues in voting to convict a highly popular president.  
 
Donald Trump’s approval rating is currently 41%, in-between the levels Nixon and Clinton received 
during their impeachment battles.  The dynamics may change if significant new facts emerge from the 
House’s inquiry.   At this point, though, there is little likelihood that enough Republican senators will join 
with the Democratic minority to provide the two-thirds majority required for conviction.  Even if that 
were to become a more likely prospect, a major selloff would not become inevitable.  
 

 
Election Promises 
 
Investors who have been watching the televised Democratic presidential debates may be unnerved by 
the prospect of substantial tax increases to fund Medicare for All, forgiveness of college loans, and other 
expensive policy proposals.  Elizabeth Warren vows to raise taxes on corporations, which would cut into 
earnings and consequently stock valuations.  She also wants to hike personal income taxes, but only on 
very high earners, while Bernie Sanders more realistically acknowledges that his plan would require 
raising taxes on the middle class.   A boost in marginal rates would be bad news for after-tax returns.   
Most troubling of all is Senator Warren’s call for a 2% annual wealth tax.  She speaks of a $50 million 
threshold for becoming subject to the levy, but those with more modest fortunes should not be 
complacent.  The first U.S. peacetime income tax, passed by Congress in 1894 but rendered infeasible by 
a Supreme Court ruling, would have applied to only the top 10% of households.  The bar has moved 
down quite a ways since then.  
 
Many who might eventually be subject to a 2% annual wealth tax do not have sufficient income, over 
and above their living expenses, to cover it.  Even if they keep enough of their wealth is in cash to cover 
a 2% levy for a few years, they will eventually have to start liquidating assets to come up with the 
money.  Forcing investors to liquidate is hardly a way to stimulate investment in the economy.   Worse 
yet, many of the investors who must liquidate in order to generate cash will consequently realize capital 
gains, unless they have fully offsetting losses.  That is to say, paying their taxes will make them liable to 
additional taxes. 
 
This dispiriting scenario would not be a worry if Elizabeth Warren were one of the many Democratic 
candidates languishing at a percentage point or two in the polls and likely to drop out of the race after 
the first primary, if not sooner.  That is not what the prediction markets indicate, however.  These 
websites offer a credible alternative to relying on public opinion polls.  Instead of expressing their 
personal views about which candidate they would like to see elected, participants bet cold, hard cash on 
the candidate they believe will win.    

The Nixon experience suggests that driving a president from office is not a primary driver of stock 
prices.  In short, no dramatic portfolio actions are called for at this time on account of the 
impeachment proceedings. 

https://liberalarts.utexas.edu/government/_files/wlezien-web/EriksonandWlezienElectoralStudies2012published.pdf
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Nothing that follows should be interpreted as an opinion of ours about either the best candidate for the 
Democratic nomination or the nation’s best choice in the 2020 general election.  As an objective matter, 
however, the PredictIt site shows that Warren’s shares, which will be worth $1.00 if she ultimately 
captures the nomination, are currently at $0.40.  The candidate ranked second most likely to succeed, 
Joe Biden, is at $0.21.  Let me emphasize that this does not mean 40% of likely Democratic primary 
voters currently favor Warren.  Rather, it indicates that although at present no candidate holds a 
commanding lead in the polls, Warren currently has the best chance of being the eventual nominee. 
Also on PredictIt, shares of “Democrats win the 2020 U.S. presidential election” are at $0.54.  To be sure, 
conditions could change radically over the next 12 month.  On the face of it, however, an Elizabeth 
Warren presidency is far from a wild fantasy.   
 
Mitigating the concerns about her tax proposals, however, is one additional PredictIt price quote.  On 
the question, “Which party will control the Senate after the 2020 election?” the Republican share stands 
at $0.66.  Unless a victorious Democratic nominee has extraordinarily large coattails, it will be 
impossible for the Democrats to flip enough safe Republican seats to wind up with majorities in both 
chambers of Congress.  Without such control, nothing as radical and unpopular as a massive tax hike is 
likely to reach the president’s desk.  Enacting a federal wealth tax for the first time in American history 
is even more improbable, not to mention opponents’ almost certain challenge to its constitutionality.  
 
It is also worth noting that presidential candidates who take extreme positions while pursuing the 
nomination have a tendency to tack to the center in the general election.  That is because the most 
ideologically extreme party loyalists participate disproportionately in the primaries, but winning in 
November usually depends on making inroads with moderates.    
 

 
 
4. Equity Markets 
 
With the economy and corporate earnings slowing and stock markets roaring, one may ask if it is time to 
get out of the markets. There is no algorithm or formula to forecast recession and markets. Decisions 
are to be made by balancing incomplete information and using probabilities. On balance, we remain 
constructive on equity and credit markets (see below). We recommend that investors stay invested 
consistently with their long-term strategic goals and asset allocation targets. 
 
 
 
 
 
 
 
 

Even if Elizabeth Warren wins in 2020 without softening her stance on taxes, the likelihood that 
the Senate will remain in Republican hands strongly suggests that she will be unable to deliver 
revolutionary changes in the tax code.  At this stage, in short, it would be unwise to go all-cash or 
100% gold, or to stock up on canned goods in a remote cabin, based on the current 2020 election 
outlook.   

https://www.forbes.com/sites/peterjreilly/2019/06/25/wealth-tax-that-pesky-constitution-might-get-in-the-way/#35aa491f779c
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PROS CONS 

LEADING ECONOMIC INDICATORS ARE STILL POSITIVE 
 

YIELD CURVE INVERSION 

CONSUMER CONFIDENCE/EMPLOYMENT STRONG TRADE WAR WITH CHINA & TARIFFS 

STOCK MARKET TREND INDICATORS POSITIVE 
 

DEFENSIVE STOCKS LEADING 

CREDIT CYCLE HAS NOT TURNED STRONG DOLLAR 

INVESTOR SENTIMENT IS BEARISH (GOOD FOR MARKETS) 
 

GLOBAL MANUFACTURING WEAKENING 

STOCK MARKET VALUATIONS ARE FAIR  

THE FED IS CUTTING RATES  
  

Table 1 – On Balance, the Pros for Financial Markets Outweigh the Cons 

 
We will delve deeper into each of the above items in future publications. The metrics that we use to 
track the economy are at an inflection point. They have been weakening but they still show economic 
expansion. The Federal Reserve has been very pragmatic and has rapidly reversed its tightening course 
based on real-time data. The central bank stimulus combined with a possible “limited” trade deal with 
China may reignite growth. At this point, it is hard to say. Given the lack of investor enthusiasm, fair 
market valuations, and low interest rates, we remain constructive on the markets. 
 
Marking a pleasant change from 2018, US stocks have been very strong so far this year, up more than 
20%. Even with this performance, we still see valuations as reasonable, given the historically low interest 
rates.   
 

 
Chart 3 – S&P 500 Index Forward P/E ratio at 17x is fair to richly valued but not at an 
extreme level. Source: FactSet 
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Low interest rates have boosted interest-rate-sensitive sectors such as REITs, Utilities, and Consumer 
Staples. We’ve seen companies beat the low bar on earnings and not be affected by tariffs as much as 
previously thought (foreign currency headwinds were cited more frequently by company management.)  
Although the uncertainty brought about by the trade war has investors playing defense, long-term market 
trends remain positive.  Valuations in sectors such as Consumer Staples and Utilities have run significantly 
above historical norms, and companies in these sectors look expensive (see Chart 4). We also see a 
disconnect in terms of valuation, between high yielding banks and utilities.  Banks, thought to be more 
economically sensitive, are trading very cheaply while utilities have become expensive (both sport average 
yields greater than three percent).  A potential uptick in interest rates could certainly reverse this 
situation.   

 
Chart 4 – S&P500 Sector P/Es (forward and historical). Source: FactSet 

 
 
Given that the macroeconomic picture is a bit cloudy, the companies we select to be in your portfolio are 
primed to “weather the storm.” Rest assured they are not the hot, money-losing IPOs that debut every 
week in the markets!  All the companies you own have strong balance sheets, above-average profitability, 
and competitive advantages, so we expect them to hold up better than the overall market under any 
duress.  Historically, the fourth quarter is usually the strongest of the year for the markets.  Let’s see if 
this holds true in 2019 too. 
 
 
5. Conclusions 
 
2019’s returns are shaping up to be the strongest in years, in the face of a weakening global economy 
and slowing corporate earnings. Many believe that this is because markets look into the future and 
beyond the current trade disputes between US and China. We think it is the low interest environment 
that is supporting the valuation of financial assets.  
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▪ The negative interest rates phenomenon is taking unprecedented proportions and we are 
uncertain about the longer-term implications for the economy and markets. We remain 
confident that US interest rates are unlikely to spike any time soon and invest accordingly. 
 

▪ The recent US political developments and upcoming elections may sound alarming to some 
investors. The evidence overwhelmingly suggests that if you wish to be successful you should 
focus exclusively on the economy, corporate earnings and interest rates and not politics! 
 

▪ Equity markets are fairly valued. We see little evidence of an impending recession, despite the 
weakening outlook. We remain vigilant and take note of the fact that traditional defensive plays 
(utilities, REITs, consumer staples) have become pricey. They may not fulfill their “safe haven” 
role in the next downturn. 
 

▪ We suggest that our clients remain invested in diversified portfolios that reflect their individual 
return objectives and tolerance for risk. We recommend to avoid increasing or decreasing their 
exposure to risk at this time. 

 
We remain at your complete disposal for any clarifications. Please do not hesitate to contact us. 
 
Sincerely, 
 
Livian & Co. team 
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