
BakerAvenue Q1 2019 BakerAvenue Market Insights

San Francisco  415.986.1110  |  New York  212.202.3188  |  Dallas  214.306.9849 pg. 1

At the end of 2018, markets were confronted with 

three significant challenges:  worries that the fed was 

raising interest rates too fast; a slowdown in global 

growth, related to volatile US-China trade talks; and 

record investor selling brought on by deteriorating 

technicals.  This three-headed monster of a headwind 

brought forth one of the deepest corrections since the bull 

market began over ten years ago.  In fact, the market (S&P 

500) came within a few percentage points of bear market 

territory around Christmas Eve.  Fast forward three 

months and, coming off the strongest quarter in twenty-

one years, the market is once again bumping up against 

all-time highs.  Back from the brink indeed, and quickly 

(Chart 1)!  But why?  And, more importantly, what now?

Coming into 2019 we wrote that the preceding 

volatility had more to do with investors incorrectly 

factoring in a “more bad” scenario as opposed to one 

that was simply “less good” (see More Bad or Less Good? 

here).  At BakerAvenue, we try to maintain our analytical 

independence from pre-written market narratives.  

Indeed, our views are only as optimistic or pessimistic as 

our technical, fundamental and macro market analyses 

indicate.  While we made some prudent de-risking moves 

last year, most of our long-term metrics remained positive 

and, accordingly, we held the majority of our exposure 

steady.  This decision allowed us to capture the first 

quarter’s upside move.  

Throughout the first quarter it became clear to 

investors that the challenges of 2018 have been, or are 

in the process of, being addressed.  The Fed has pivoted 

dramatically by signaling no more interest-rate hikes for 

the foreseeable future.  Trade negotiations with China 
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have been directionally positive, causing investors to 

increase hopes for stabilizing global growth.  Finally, 

market internals have improved as technical selling 

pressure has abated.  We have always believed there is 

much to learn from market corrections and rallies, or 

bear and bull markets, but only after in-depth review of 

the technical, fundamental and macro backdrops.  By 

maintaining our disciplined approach to market risk, we 

have been able to guide our clients through short-term 

volatility and major recessions while keeping them on 

track to reach their long-term goals.  Below are the factors 

we feel influenced recent market performance, and how 

they helped shape the prospects going forward.  

Review:
Coming off a volatile December, investor confidence 

was low heading into the new year.  Confidence was most 

shaken by the Fed’s evolving view on monetary policy (i.e. 

the path of interest rates).  Higher interest rates can choke 

off recoveries by causing higher mortgage and financing 

rates.  In contrast, lower rates can have a stimulating 

effect.  The concern at the time was that Fed policy was 

overly restrictive and the Fed’s views 

on the appropriate level of interest rates 

remained too tight.  Even the President 

voiced his displeasure with the pace of 

tightening.  Almost in protest, traders 

pushed the market down 10% from 

peak-to-trough in the following week.  

On December 19, the Fed announced it 

would hike rates.  Fortunately, the Fed 

took notice and pivoted.  

In early January, Fed Chairman 

Powell said the Fed can afford to be 

patient because inflation risk remains 

contained.  He also acknowledged the 

potential signaling effects of the sell-off 

in risk assets, noting that “we’re listening 

sensitively to the messages markets are sending.”  The 

Fed’s January policy statement removed forward guidance 

for “further gradual adjustments” in the funds rate and 

said the Fed can be “patient” as it determines “what 

future adjustments” may be necessary.  These were 

major changes in monetary policy (from restrictive to 

accommodative); the markets liked what they heard 

(Chart 2).

A separate statement stressed a willingness to discuss 

adjustments to balance sheet normalization.  This was 

also important because there was much concern about the 

unwinding of the $3 trillion dollars of Treasuries the Fed 

owns and its impact on rates.  At its March meeting, the 

Fed said it would start “tapering” runoff in May and halt 

the reduction of its balance sheet at the end of September.  

Treasuries rallied (bond prices move in the opposite 

direction of rates) and the yield on the 10-year note fell 

more than 75 basis points from its peak late last year 

(10-year yields moved from 3.20% to 2.45% in just over 

four months).  The yield curve continued its flattening 

trend last quarter with the spread between three-month 

Chart 1:  Back from the Brink

Source: Bloomberg.  Data as of 4/11/2019.
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bills and ten-year notes inverting for the first time since 

2007 late in the quarter (Chart 3).  The signaling effects 

of an inverted yield curve were well-vetted during the 

quarter.  Ultimately, most investors (us included) reserved 

judgement until the magnitude or duration of the 

inversion became more pronounced.

Expectations for a trade deal between the US and 

China ratcheted higher last quarter.  

Trade uncertainty was flagged as a key 

factor behind the fourth quarter sell-

off so directional improvement in the 

negotiations became a significant catalyst 

for market appreciation.  Reflecting that 

optimism, Chinese indices rallied more 

than 28% in the first quarter.  In fact, 

many assets tied to a better tone on trade 

(and world growth) reversed significant 

losses.  Oil jumped nearly 32%, its biggest 

quarterly increase in almost a decade, 

following a 38% decline in the fourth 

quarter.  While China remained at the 

forefront of global growth slowdown 

concerns, the PBOC, China’s Central 

Bank, continued to announce large-

scale stimulus packages.  In early March, 

Premier Li outlined a “more forceful” 

fiscal policy with planned cuts of nearly 

two trillion yuan in taxes and fees for 

companies.  He also said Beijing was 

cutting the amount of cash that banks 

must hold as reserves for the fifth time in 

a year, freeing up new lending for small 

businesses.  By the end of the quarter, 

the manufacturing PMIs returned to 

expansion (readings greater than 50). 

The fundamental backdrop was 

mixed last quarter.  Fortunately, the 

bar for fourth-quarter earnings season 

was low and the S&P 500 saw a fifth straight quarter of 

double-digit growth.  Corporate commentary remained 

relatively sanguine.  The low expectation backdrop 

rewarded positive earnings surprises more than average 

and punished negative earnings surprises less than 

average, which is a favorable backdrop for risk-taking.  

Chart 2:  The Fed Policy Pivot Helped the Market Recover

Source: Bloomberg.  Data as of 4/11/2019.

Chart 3:  A Portion of the Treasury Yield Curve 
Inverted for the First Time Since 2007

Source: Bloomberg.  Data as of 4/11/2019.
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Outperforming sectors during the quarter included 

technology (+19%), industrials (+17%) and real estate 

(+16%) while underperforming groups included 

healthcare (+6%), financials (+8%) and materials (+10%).  

Lower interest rates have played an important role in 

sector performance so far this year.  Only two sectors 

are trading above their 2018 highs, the rate-sensitive real 

estate and utilities groups.  At the stock level, popular 

consumer-facing names fared well 

(Chipotle +64%, Ulta Beauty +42%), as 

did turn-around stories (Xerox +61%, GE 

+37%) and semiconductors (Advanced 

Micro Devices +38%).  Traditional retail 

stores (Macy’s -19%, CVS Health -18%) 

and transports (Alaska -8%, United -5%) 

fared worse.  

Stylistically, all categories advanced 

but there was some notable difference 

in asset classes last quarter.  Large 

capitalization growth (+16%) fared 

much better than large value (+11%), 

as did small growth (+17%) relative to 

small value (+11%).  Momentum-based 

strategies (+11%) lagged while high-beta 

strategies fared better (+17%) (Chart 

4).  Valuations normalized from below-

average levels and credit conditions 

healed nicely.  We monitor credit 

conditions as a risk metric by focusing on 

the spread between corporate bond yields 

and risk-free Treasuries.  Throughout the 

quarter, those spreads came down.  For 

example, entering 2019, investment grade 

corporations paid on average 1.9% more 

than Treasuries.  That spread narrowed to 

1.4% by the end of the quarter.  Narrower 

credit spreads typically accompany, and in 

many ways substantiate, market rallies.

The technical backdrop improved significantly.  

Positioning was a positive contrarian indicator 

throughout the quarter.  Following record equity outflows 

of $84 billion over the final six weeks of 2018, the 

market became deeply oversold and underinvested.  As 

volatility settled down and market breadth (a measure of 

participation) picked up, buyers emerged (Chart 5).  At 

Chart 4: Performance was Generally Positive 
in the First Quarter of 2019

Source: Bloomberg.  
Data as of 3/31/2019.

Chart 5:  Volatility Subsided Last Quarter

Source:  CBOE, Bloomberg. Dara as of 4/10/2019.
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the beginning of the year, around 20% of stocks in the 

S&P 500 traded above their respective 200-day moving 

averages.  By the end of the quarter, over 60% of stocks 

traded above those same moving averages, a notable 

improvement.  

Despite the move higher, investor sentiment remained 

relatively subdued.  Longer-term investors remained 

skeptical throughout the quarter and, 

on balance, funds continued to flow 

from equity mutual funds and ETFs 

into fixed income pockets of the market.  

The investor sentiment readings we like 

to monitor (e.g. AAII bull-bear ratio, 

Investors Intelligence bullish-bearish 

reports, put/call ratios, etc.) continued 

to reflect a cautious tone, despite the 

improvement in price.  We believe 

positioning (well below average) and 

sentiment (overly subdued) were key 

drivers of the bounce.  

Our BakerAvenue Prudence Indicator 

kept its positive long-term stance while 

the short-term view moved from oversold 

to neutral to positive as the quarter 

progressed.  The short-term view was 

anchored by a belief that the market 

correction of 2018 was overdone given 

our more positive fundamental and macro 

reads.  While exposure adjustments were 

minimal, we put most cash raised in 2018 

to work early in the quarter.  

Outlook:
Our disciplines are currently tilting 

positive and we suspect the market 

has room to run.  The pace of returns 

should slow assuming the recent rally 

is simply a reversal of the December 

sell-off, but bear market or recessionary conditions 

simply are not prevalent.  If the economic expansion 

lasts one more quarter, as we expect it will, it will reign 

as the longest of all time (Chart 6).  Similarly, no one 

could describe the bull market that celebrated its 10th 

anniversary last quarter as particularly young (Chart 

Chart 6:  A Record of Economic Expansion

Source: Bloomberg, Strategas.  Data as of 3/31/2019.

Source: Bloomberg, Strategas.  Data as of 3/31/2019.

Chart 7:  The Longest, But Not the Strongest
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7).  Yet it’s important to remember that while these 

expansions are chronologically old, they aren’t excessive 

from a cumulative appreciation perspective.  Former Fed 

Chairman Ben Bernanke stated, “economic expansions 

don’t die of old age, they get murdered.”  In the capital 

markets, we believe age truly is just a number.  That 

said, our job is to be on the lookout for any expansion-

murdering factors.  As always, it’s the fundamental, 

technical and macro drivers that define our outlook, and 

on balance we continue to like what we see.

The macro backdrop will continue to have an outsized 

influence of returns this year.  Our macro assessment 

is heavily dependent on the directional easing of trade 

tensions with China and stability in interest rates policy.  

We remain optimistic on both.  While there will be a 

recession at some stage in the future, no convincing 

reason has been advanced so far, and forecasting a 

recession for 2020 or 2021 doesn’t make a great deal of 

sense right now.  

We expect global growth to slow to around 3.0% 

(from 3.5% last year), but believe most major economies 

will avoid recessionary conditions.  Somewhat non-

consensus, we do see a revival of 

inflationary pressures, permitting a very 

gradual drift higher in interest rates 

- the key word being “drift”.  A sharp 

move will be harmful for most asset 

classes, but a gradual lift should be well 

received.  Historically, the interest-rate/

stock correlation has stayed positive for 

rates below 5% (Chart 8).  Given that 

10-year Treasuries are currently yielding 

only 2.5%, a moderate increase in rates 

may not be a headwind for the market.  

With growth strengthening but inflation 

subdued, the fundamentals currently 

support a wait-and-see posture for the 

Fed.  So, we would agree with consensus 

forecasts that interest rate hikes are unlikely until early 

2020, and perhaps beyond.

We will keep a prudent eye on the yield curve given 

its recession signaling power.  We believe there are 

distortions in bond markets that are influencing the 

signal (e.g., there is $10 trillion in negative yielding debt 

out there!) so the inversion last quarter of a portion 

of the yield curve may prove less powerful than in the 

past.  Additionally, the lack of meaningful accompanying 

widening in credit spreads plays into our skepticism 

about recession risks.  Finally, the S&P 500 was positive 

with gains of at least 9% in the year after the last four 

inversions.  The more important point is that only a 

portion of the US curve inverted and is now positive; it is 

persistent inversion that provides the more reliable signal.

We maintain our prediction that US-China trade 

discussions will end up with a negotiated settlement, 

potentially one with little tangible effects.  That said, 

getting past this headwind will help business confidence 

and remove a lingering market risk.

We expect fundamentals to keep playing a prominent 

Source: JPMorgan, S&P.  Data as of 3/31/2019.

Chart 8: At Current Levels, Stocks are Positively 
Correlated with Higher Yields
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role as we approach the later stages of the business cycle.  

Typically, in these stages, the market tends to get more 

selective and fundamentals are often the differentiator. 

Fortunately they remain in decent shape.  The upcoming 

earnings season should provide some good color.  Growth 

estimates have been revised lower, presenting a lower 

bar for quarterly “beats”.  It should surprise no one that 

last year’s 20%+ earnings growth rate 

(S&P 500) will come down, if for no 

other reason than we are lapping the 

strong, lower-corporate-tax-induced 2018 

results.  Single digit growth rates are our 

expectation, with sequential acceleration 

in growth throughout the year (Chart 9).

Valuations are back to multi-year 

averages.  We don’t think the market is 

over-valued, nor is it cheap.  There are 

pockets of over- and under-valuation, 

but on balance we don’t see valuation 

as a catalyst.  Record corporate share 

repurchases should continue to be a 

tailwind for stock prices.  Share buybacks 

by the companies in the S&P 500 have 

grown sharply and now total over $800 

billion over the past twelve months 

(3% of US market capitalization!).  We 

are keeping an eye on any changes to 

what is currently a supportive credit 

backdrop.  We expect spreads to risk-free 

rates will remain tight, and the liquidity 

environment to remain supportive.

Generally speaking, we are 

favoring the technology, financials and 

materials groups, and are continuing to 

underweight the consumer staples and 

utilities sectors.  We have started to shift 

a bit more of our exposure to value from 

growth, in anticipation of broadening 

world growth and wide performance discrepancies (Chart 

10).  We continue to have a subtle preference toward small 

- and mid-capitalization companies over large, as they 

benefit disproportionately from stronger domestic growth 

and lighter regulations.  We see value in international 

pockets of the market with a slight preference for 

Chart 10:  Value Stocks are Cheap Relative to Growth Stocks

Source: Bloomberg.  Data as of 4/11/2019.

Source: Bloomberg, S&P.  Data as of 3/31/2019.

Chart 9:  Slower, but Accelerating, Profit Grown is in Store
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emerging economies over developed.  

As we move deeper into 2019, we will be monitoring 

the market internals for any signs of instability.  There 

were a few technical tells prior to the correction last 

Fall.  Risk proxies such as the relative performance of 

small capitalization stocks to large, or cyclical stock 

performance relative to defensive showed their hand.  We 

believe it will be important to act quicker and to a more 

material degree with risk-adjustments should signals such 

as these become evident again. 

Given the strong returns over the past quarter, it’s 

hard to believe that outflows from equity mutual funds 

and ETFs were the worst since the crisis.  We continue to 

believe that this current recovery, and the bull market in 

totality, remains under-invested (Chart 11).  Participation 

remains light and investor sentiment far from euphoric.  

This should help keep pull-backs and corrections 

relatively shallow as “dip-buyers” come into the market.  

Bull markets tend to die on euphoria, not skepticism, 

so we will be looking for any indication that excessive 

optimism has bled into the market.  

We will also be watching for changes 

in factor performance (e.g. momentum, 

high beta, etc.) that may induce investors 

to quickly shift allocations.  With so much 

money being managed by computers that 

rely on such inputs, quick shifts in factor 

preference have the tendency to push 

volatility higher.  We saw that dynamic 

play out in early 2018 as the low-volatility 

trade unwound and in December as 

momentum strategies became forced 

sellers.  Investors that can actively 

navigate around these spikes in volatility 

will be well-rewarded.  

We are back from the brink, but 

the second quarter will be a busy one with a new 

earnings season, continued trade and tariff discussions, 

Fed meetings and geopolitical events dominating the 

headlines.  At BakerAvenue, our prudent approach to 

wealth management centers on the belief that long-term 

financial goals are met by a strict adherence to growth 

and protection of our clients’ assets.  If conditions 

deteriorate, expect defensive actions.  Should they 

continue to be positive, expect our exposure to remain 

steady.  Our current focus remains on individual 

positions and strategy tilts.  Given the volatile and ever-

changing backdrop, we believe a strategy that combines 

disciplined fundamental, technical and macro analyses 

has the best chance of generating superior risk-adjusted 

returns.  While our forecasts are subject to revision, our 

commitment to client service is rock solid.  Should you 

have any questions, please reach out to us.  We are happy 

to share our thoughts in greater detail and welcome your 

questions or comments.

Chart 11:  An Underinvested Stock Market

Source: Barclays, Bloomberg.  Data as of 4/5/2019.
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Disclosures:

This information is the opinion of Baker Avenue Asset Management LP, as of the date posted and does not constitute 
investment advice or an offer to invest or to provide management services. The charts and graphs in this presentation do 
not reflect past or current recommendations made by Baker Avenue Asset Management LP. It is designed for educational 
purposes only and should not be used to predict security prices or market levels. Any suggestion of cause and effect or of the 
predictability of economic or investment cycles is unintentional. Past performance is never a guarantee of future performance 
and the charts and graphs in this presentation are not meant to predict future performance. Investors should consult their 
financial advisor when applying the assumptions of the chart or graph and should not base any investment decisions solely 
on the information provided by them. Before purchasing any investment, a prospective investor should consult with its 
own investment, accounting, legal and tax advisers to evaluate independently the risks, consequences and suitability of any 
investment.


