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Many of us equate the arrival of Summer with family fun that includes trips to destinations such as beaches, mountains and 

theme parks that in many cases involves the rollicking fun of a roller coaster.  This year that roller coaster “fun” came early for 

investors as both quarters in the first half were filled with many twists, turns, ups and downs, but in the end not a whole lot 

changed in the stock market.  Before the steep January decline, the market was challenging all-time highs just above 2,100 on 

the S&P 500, and at the end of June we rallied back to similar levels in the wake of the Brexit sell off with plenty of volatile    

market action in between.  The headlines were dominated by the emergence of negative interest rates in much of the            

developed world, a contentious Presidential election here in the United States, and the U.K. Brexit vote to leave the European 

Union on June 23.  Through it all, the U.S. economy continued on its modest growth trajectory with labor markets continuing to 

tighten and housing prices bolstered by historically low interest rates.  The best performing asset classes during the first half 

were Gold (+24.77%), Commodities (+20.02%), and long maturity U.S. Treasury bonds (+15.12%).  The worst performers were 

the NASDAQ (-3.29%) and developed international stocks which were off (-7.21%).  Widely followed stock indices turned up 

somewhere in the middle with the S&P 500 rising (+3.83%) which was not as good as we had hoped, but perhaps better than we 

had feared at some points along the way. 

 

 

 

 

 

 

 

 

 

As we look more closely at the leaders and laggards, much of the volatility can be attributed to two factors, concern about the 

Brexit vote and global economic uncertainty.  Heading into the second quarter, global economic concerns were nothing new    

as yields on Japanese and many Eurozone government bonds had actually turned negative as a result of the deflationary      

headwinds that were present in the global economy.  With no yield available at home, many investors in these countries turned 

to the stability of gold as a unit of currency and U.S. Treasury bonds as a source of yield and total return opportunity.  This trade 

was exacerbated by the Brexit vote which added the anathema of even more uncertainty to the equation.  The bounce in the 

volatile commodities sector was largely driven by short covering which followed a steep decline from 2012-2015 in both energy 

and industrial metals as these markets began to find some equilibrium in the wake of drastic reductions in global demand.  

Turning to stocks, it was hard to get excited during the first half while at the same time difficult to find enough evidence to turn 
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bearish and get defensive.  The weight of the evidence pointed to staying the course, but navigating the potholes with care.       

It is important to be overweight the U.S. market, especially midcaps (+7.91%), but careful with some big NASDAQ names such  

as Facebook, Apple, and Netflix which might have gotten ahead of themselves.  As the U.S. market was resilient, foreign markets 

were sluggish and we continued being underweight international stocks where weaker economic fundamentals and Brexit took 

their toll. 

Looking into the second half of the year, there continue to be sources of concern for the market in spite of an expectation 

among Wall Street analysts that corporate earnings will begin to accelerate once again.  While Brexit should have only a modest 

impact on the U.S. economy, the real wild card is to what degree it will trigger a stronger dollar which would create headwind 

for U.S. exports.  Beyond that, the uncertainty of renegotiating trade agreements will have some impact on how companies plan 

for capital spending in both the U.K. and the Eurozone.  This leaves the possibility that there is some margin of error in those 

earnings estimates that may need to be accounted for.  A second issue is the level of interest rates and the impact that is having 

on bank profitability.  Historically, loan demand in the financial sector has been a key driver of bull markets, but in a post       

financial crisis world has not accelerated with the vigor that the Fed would have hoped for.  This bears watching in the second 

half particularly if we see some deterioration in the consumer and employment data.  With that said, patience is likely to be a 

key ingredient in the months ahead as it will take some measure of patience and discipline to navigate a few market “twists and 

turns” between now and the November election.  The bottom line is that as long as the economy can keep generating positive 

growth we should “stay on track.” 

 

The Yield Mirage 

 

With the yield on ten year U.S. Treasury securities now below 1.5%, there is a temptation on the part of income oriented       

investors to focus their attention on higher yielding securities.  Likewise, we find ourselves in a similar situation as we are      

reviewing client portfolios and trying to find investment opportunities that are consistent with their objectives.  Many investors 

view a higher dividend yield as being representative of a higher quality investment, but that is not necessarily always the case.  

Perhaps the reason for this is that historically many of the higher dividend payers were blue chip companies in the utility,       

energy, consumer staples and health care sectors.  However, higher yields can also present themselves in riskier investments 

such as below investment grade quality bonds, preferred stocks, real estate investment trusts (REITs) and master limited      

partnerships (MLPs).  While these securities offer an outsized income opportunity, if purchased at an inopportune time in the 

business cycle, a significant loss in principal value can be the unfortunate result.  Hence, the term “yield mirage” where a high 

yield draws in an income oriented investor to what becomes a poor investment.  We certainly witnessed this during the         

financial crisis as bank stocks like Citigroup and Bank of America had been sporting 6% yields in 2007, but by 2009 had fallen 

dramatically and eliminated their dividends.  Another example occurred in 2014-15 with the collapse of energy prices as oil and 

gas limited partnership dividends were placed in jeopardy and the share prices suffered large percentage declines. 
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Figure 2 

How do we go about avoiding these potential traps when what we really want is more stability from our income producing   

investments?  On the stock side, one factor that we consistently emphasize in our investment process is free cash flow yield.  

The reason for this is that a company with a high cash flow yield usually has strong profit margins and competitive advantage 

within its industry.  When we find a high dividend in combination with strong cash flow yield, we have a much higher degree of 

confidence that the dividend will remain stable or increase forward in time.  A second consideration in determining the quality 

and sustainability of dividends is what the industry group means to the earnings stream of the company.  Companies that are in 

more cyclical industries tend to have more volatility in the earnings stream and more balance sheet leverage both of which can 

lead to dividend reductions during periods of economic weakness that inevitably occur at some point along the investment  

horizon.  The bottom line on dividends is that you have to use other metrics to determine the quality of the company in order  

to avoid introducing unnecessary risks into a portfolio.  With bonds, an investor is compensated with yield for the risk that they 

assume which comes in the form of interest rate and credit risk.  When you see a yield that is 2-3% or more above a similar   

maturity bond of investment grade quality, it is safe to assume that one or both of these risks are present and that it is an      

investment that comes with more potential volatility.  There are points in the business cycle where lower quality bonds offer 

some tactical advantage, but they are really not buy and hold investments that can be counted on for income because the    

principal will not be that stable over the long haul.  This may create a situation where the income earned declines over time 

when we want it to be increasing.  In an investment environment where bond yields have fallen to record lows, there is no 

doubt a desire to look at higher yielding investments for inclusion in portfolios.  As we do this, it is important to invest within  

the framework of a well diversified portfolio structure that protects clients from unnecessary risks and to have a disciplined  

approach to evaluating investment quality to ensure successful outcomes.  
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