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Market Overview
I remember going to Disney World when I was much, much younger. Two of my most
memorable experiences were Space Mountain and Aerosmith’s Rock ‘n’ Roller Coaster (no,
it wasn’t Mickey). Space Mountain didn’t go very fast, but it was so dark that you stayed on
edge for the entire ride and you couldn’t tell which way you were going next. On the Rock
‘n’ Roller Coaster, you go from 0 to almost 60 mph in 2.7 seconds. It was intense. When I
finished and got off each ride, I wasn’t sure if I wanted to get in line and do it again because
they were both exhilarating and scary at the same time. These roller coasters reminded me
of what we have been going through in the financial markets over the past nine months: up,
down, unsure which direction we would go next, abrupt changes, and definitely not in control.
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After a horrific 4Q, with equity markets getting hammered and riskier fixed income markets
also declining, the financial markets rebounded quickly in early 2019 and the rally continued
through the end of the 2nd quarter. The rally included some major bumps along the way, but prices moved higher over the first six
months of the year. The prime reason for the reversal was the abrupt change by the Federal Reserve, moving from hiking every
other meeting in 2017 and 2018 to talking about possible rate cuts in June of 2019. Several other Central Banks, including the
ECB and China, also moved toward an easier stance. The “ride” that financial markets have been on over the last nine months has
been scary and bumpy, but ultimately extremely positive.
Below is a chart that shows returns for various asset classes in the 4 th quarter of 2018 and the first half of 2019.
4th Quarter 2018

YTD 2019

S&P

-13.5%

18.5%

Russell 2000

-20.2%

17.0%

Emerging Markets Equity1

-7.5%

10.6%

High Yield2

-4.5%

9.9%

USD Emerging Markets Debt3

-1.3%

11.3%

Fixed Income Aggregate2

1.6%

6.1%

Equity

Fixed Income

1. MSCI ; 2. Barclays Bloomberg; 3. JP Morgan EMBI Global Diversified
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High yield, EMD, the S&P 500 and EM equity all more than reversed the losses from the 4 th quarter while the Russell
2000 almost fully recovered. Investment grade fixed income provided the sole positive return in the 4 th quarter, mostly due to the flight to quality in Treasuries. Somewhat unusual, Treasuries prices continued to rise throughout most of
the first half of the year even as investors rushed back to equities and the riskier segments of fixed income.
In the 2nd quarter, the roller coaster ride continued as the fixed income rally stalled in April before seeing prices move
much higher later in the quarter. Equities were crushed in May as the trade conflict escalated and fears of a recession
mounted. Finally, both fixed income and equities performed very well in June. In fixed income in the 2nd quarter, the
Bloomberg/Barclay’s Capital Aggregate Index had the second-best quarter since 2011 with a return of + 3 . 1 % ,
e d g i n g o u t t h e +2.9% return of the 1st quarter. Treasury prices posted the 3rd straight quarter of returns over +2%.
This is very unusual considering that yields are at very low levels. Mortgages and Agencies also rose in the quarter and
provided a return above 2%. Investment grade corporate bonds, high yield, and emerging markets debt all provided
high returns with investment grade being the standout performer with a return of +4.5%.
The following tables show the returns for the various fixed income sectors and rating categories for the 2 nd quarter
of 2019:
2nd Quarter 2019
Return*

YTD 2019
Return*

U.S. Treasuries

3.01%

5.18%

Agencies

2.32%

MBS

2nd Quarter 2019
Return*

YTD 2019
Return*

AAA

2.59%

4.80%

4.17%

AA

3.27%

6.76%

2.04%

4.31%

A

4.16%

8.99%

Inv. Grade Corporates

4.48%

9.85%

BBB

4.80%

10.89%

High Yield

2.50%

9.94%

BB

3.08%

10.51%

Emerging Markets Debt

4.08%

11.31%

B

2.66%

10.06%

EMD — Local

5.64%

8.72%

CCC

0.29%

7.46%

Sector

Credit Rating

* Returns are from Barclays’ indices except Emerging Markets Debt, which is from JP Morgan. All figures are as of 6/30/2019.
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U.S. Treasuries
Treasury yields continued the decline that began in November of last year. On November 8, the 2-year and 10-year
Treasuries closed at 2.98% and 3.24%, respectively. At year-end, these yields declined to 2.48% and 2.69% and on June
30, 2019, the yields closed at 1.75% and 2.00%. From the peak in November, the two-year has fallen by 123 bps and
the ten-year by 124 bps.
The spread between the 3-month Treasury Bill and 10-year note inverted in March of this year and remained inverted
through the end of the 2nd quarter, the first time this has happened since 2007. This spread bears watching to see if it
remains negatively sloped. Inversions of this spread have preceded the last seven recessions. Although it is a good
indicator, there have been a few false positives, including in 1966 and 1998. The time between inversion and a recession has varied considerably -- from nine months to almost 2 years. So, even if this indicator is correct this time, a recession may not start until 2021.
The Federal Reserve did not change the funds rate in the second quarter, and the rate remains at 2.25% - 2.50%. Based
on current Treasury yields, the market is pricing in two or three cuts by the end of this year.
For the 2nd quarter, the two-year Treasury declined by 52 bps while the five-year, ten-year, and 30-year Treasuries
declined by 47, 41 and 29 bps, respectively. As mentioned, the yield of the two-year note ended the quarter at 1.75%
while the ten-year Treasury finished at 2.00%. Yields in most other developed countries also fell, and Germany, France
and Spain are at all-time lows. Negative yields are pervasive across the globe and it is estimated that 20% to 25% of all
government bond are yielding below 0%. Below is a table that shows the five and ten-year yields for the U.S. and
several other major developed countries as of June 30, 2019. Yields in the U.S. remain well above most other
developed countries.

2 Year

10 Year

United States

1.75%

2.00%

Japan

-0.22%

-0.16%

Germany

-0.75%

-0.30%

France

-0.67%

-0.01%

Spain

-0.40%

0.40%

United Kingdom

0.62%

0.83%

Source: Bloomberg
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Spread Products
Spreads tightened slightly across the various credit sectors during the quarter as investors continued to look to
add riskier assets despite weaker economic growth. Investment grade corporates, high yield, and EMD posted good
returns with spreads tightening, a continuation from the 1st quarter. Below is a table that shows spreads for
investment grade corporates, high yield, and EMD as of year-end 2016, 2017, and 2018, and the end of the 1st and 2nd
quarters of 2019:
Sector

12/31/2016

12/31/2017

12/31/2018

3/31/2019

6/30/2019

Investment Grade Corporates

+127

+96

+154

+121

+116

High Yield

+442

+364

+541

+414

+407

Emerging Markets Debt

+342

+285

+415

+351

+346

* Spread data are from the Bloomberg/Barclays U.S. Corporate Index for IG Corporates, Bloomberg/Barclays U.S. High Yield Index for high yield
and from the JP Morgan EMBI Global Diversified Index for Emerging Markets Debt.

Investment grade corporates tightened by 5 bps during the quarter and 38 bps for the year, recovering most of the
widening from the 4th quarter. Industrials and utilities outperformed financials, while longer duration corporates had
much higher returns than shorter duration corporates. New
issuance was light-to-moderate during the quarter. For the first half of 2019, issuance was $594 billion, which is the lowest January-June figure since 2014. In
mortgages, Commercial Mortgages (CMBS) outperformed fixed rate pass-through mortgages and Asset-backed
Securities (ABS).
High yield performed well in the 2nd quarter, but lagged higher rated corporates mostly due to the shorter duration.
BB-rated high yield outperformed lower quality with a return of +3.1% as compared to only +0.3% for CCC-rated bonds.
The average high yield security rose almost 2 points to $99.5. High yield spreads tightened 7 bps from 414 to 407 over
Treasuries. For the year, spreads have tightened 134 bps, recovering about 65% of the widening from the 4 th quarter.
The current spread for high yield is much tighter than the long-term average of 500 to 525 . The yield-to-worst declined
significantly by 56 bps to 5.87%, with both tighter spreads and lower Treasury yields. Default activity increased during
the quarter and the twelve-month default rate rose from an extremely low level of 0.9% to 1.5% at the end of June.
This is still much lower than the historical average of 3.5% and we expect it to stay below this level as long as U.S.
economic growth remains above 1% and commodity prices do not decline significantly. The rebound in oil prices
earlier in the year should help keep defaults lower than normal since over 13% of the high yield universe is composed of energy-related companies.
U.S. Dollar Emerging Markets Debt performed better than high yield with spreads tightening by 5 bps for the quarter to
close at 346 over Treasuries. Local currency EMD performed even stronger as the expected easier U.S. monetary policy helped push the dollar lower. US Dollar EMD returned +4.1% while EMD local currency bonds rose +5.6%. The
weaker global economic growth and the continued
problems in Argentina, Turkey and Venezuela. Yields for U.S. Dollar EMD fell by 44 basis points to 5.55%.
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The Economy
Second quarter U.S. economic growth varied throughout the period with growth starting out well, but slowing later
in the quarter. Overall, growth remained firmly in positive territory, but was below the torrid pace of the middle six
months of 2018. Growth continued to be aided by the healthy labor market and tax cuts. Growth in the first quarter
was a healthy +3.1%. The first oﬃcial estimate of GDP growth for the 2nd quarter will be released on July 26th. The
Federal Reserve Bank of Atlanta’s GDPNow model,
growth during the quarter, was at only
1.5% as of July 1. The final number could change significantly before the first oﬃcial estimate is released and most
estimates are in the range of 1.5% to 2.0%.
Retail sales have increased from the slower pace of earlier in 2019. Overall, retail sales rose +1.8%, +0.3% and +0.5%
respectively in March, April, and May. Year-over-year retail sales were up 3.2% from May 2018 to May 2019, which is
much lower than the 6% gains of mid-2018. Consumer Confidence declined later in the quarter as concerns about the
trade war and weaker economic growth hurt confidence. Existing home sales ad housing starts were improved, but still
not nearly as strong as a few years ago. In addition, housing prices have not been increasing at the same pace as in
2017 and early 2018, with prices up only +2.5% year-over-year from May 2018 to May 2019 as measured by the S&P/
Case-Shiller Home Price Index. This compares to +4.3% at the end of March. This increase is the lowest year over year
gain in seven years. On the bright side, the combination of
prices and mortgage rates could help
increase activity later in 2019. Measures of manufacturing activity were mostly lower, and the trade conflict with China
has resulted in companies being more cautious. The ISM manufacturing index fell to 51.7, a 2 ½ year low, while durable
goods orders and industrial production were also weak.
The non-farm payroll gains were lower in May after picking up in April. In May, non-farm payroll gains were only
75,000 after a 224,000 gain in April The three-month average is down from 180,000 to 150,000 over the past few
months. However, the unemployment rate declined from 3.8% to a 50-year low of 3.6%. Average hourly earnings
rose 3.1% year-over-year, which is 0.3% below the expansion high from February. Initial jobless claims
, and are only marginally above the historical low with the current 4-week moving average at
221,250. This is up slightly from 217,250 at the end of March. In summary, despite the most recent weak headline
non-farm payroll gain, the labor market remains strong.
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Inflation
Commodity prices were mixed for the quarter, with oil prices down slightly. West Texas Crude fell less than -3% to
$58.5 dollars a barrel. Over the past twelve months, oil prices have ranged between $43 to $75 a barrel, so we are currently close to the middle of the range. The Bloomberg Commodity Index declined less than -2%. Corn, wheat, coffee
and gold rose while cotton, copper, hogs and cattle declined.
The Fed targets an overall annual inflation rate of 2%, a pace it views as appropriate for economic growth and price
stability. Current inflation, as measured by the year-over-year Consumer Price Index (CPI) and Producer Price Index
(PPI), was low-to-moderate for both the headline and the core data (ex-food and energy) over the last three
months. The CPI increased +1.8% year-over-year, up from +1.5% at the end of last quarter. Core CPI grew by +2.0%
over the past year. The PPI increased +1.8%, with Core PPI up +2.3% year-over-year. Below is a chart that shows the
CPI since the end of 2015.

Consumer Price Index

Source: Bloomberg

Although the CPI data mentioned above are the most commonly referred to data for inflation, the Fed’s preferred
measure is the price index for Personal Consumption Expenditures (PCE). This measure remained below the Fed’s
target over the last few months, with an overall year-over-year increase of 1.5% and a Core PCE deflator increase of
+1.6%. In summary, inflation has declined over the last few months, and is close to or below the Fed’s target.
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Portfolio Positioning
good value. The portfolios are underweight technology,
banking, and consumer non-cyclicals. Regarding ratings,
we are overweight BBB and AA-rated corporates and underweight AAA. We are also over-weight intermediate
maturities and underweight longer corporates. Security
selection will be important due to the uncertainties regarding economic growth and the trade conflict, both of which
could have an impact on specific industries and companies.

In the Government sector, our Core and Core Plus
portfolios have durations that are shorter than the benchmark by about -0.4 to -0.5 years. We continue to have a
large underweight to Treasuries as we find better value in
the other sectors. We also hold a very small position in inflation-indexed U.S. Treasuries (TIPS).
Although interest rates were low relative to historical levels
before the decline in the 2Q, the much lower 10-year Treasury rate has induced higher refinancing rates in the Mortgage market. Refinancing has picked up by 80% since the
start of 2019. The effective mortgage rate borrowers now
receive is about 4.15%, down from 4.97% at the start of
2019. Though borrowing rates are lower, home affordability
has diminished as existing home prices remain high which
are at a 2 standard deviation level above the 5-year average. New MBS issuance has moved from the 4% coupon
down to the 3.5% coupon which has led us to move down in
coupon for better yields and calendar rolls. Lower rates
have resulted in the mortgage benchmark returning a
strong 2.04% in the 2nd quarter and 4.31% return for all of
2019. As the rate expectations have turned, lower coupon
mortgages have outperformed higher coupons. Our holdings of stable structured RMBS and CMBS have performed
well in this market of lack luster opportunities. Our overweight CMBS exposure continues to slowly decline through
gradual pay downs as we have abstained from adding additional CMBS at the current tight spread levels. We are underweight Asset-Backed-Securities.

Our Investment Grade Corporate strategy focuses on issues
with the potential to outperform the benchmark on a riskcontrolled basis. Although not cheap, we continue to believe that investment grade corporate bonds represent the
best value in the investment grade fixed income markets
and hold an overweight of about 2% to this sector in our
Core portfolios. We believe that corporates should provide
slightly higher returns than mortgages and Treasuries due
to the yield advantage and supportive credit fundamentals.
We are currently overweight the basic industry, insurance,
and consumer cyclical sectors where we find some

High Yield performed very well during the quarter, mostly
due to the significant rise in equity and Treasury prices.
With the large decline in yields and tightening of spreads,
the high yield market is expensive, and we remain cautious. Spreads could tighten further in the near-term, but if
equities decline or if economic growth shows recessionary
signs, high yield could widen quickly and significantly. In
our high yield portfolios, we are selectively deploying cash
in restructuring situations as well as in more liquid investments that we believe will add value in the long-term.

Emerging Markets Debt performed very well during the
quarter and investors continued to move money into the
asset class after having a very cautious outlook in 2018. For
EMD, despite the recent tightening, we remain positive for
the long-term as the fundamentals for most countries have
not deteriorated much despite weaker global economic
growth and the trade conflicts. The big questions over the
next few months are whether China’s growth will remain
healthy and whether they will come to an agreement with
the U.S. on trade. The problems in Argentina and Turkey
have not abated, but we believe these countries are undervalued and could provide a strong return for long-term
investors. Fortunately, many Central Banks, including the
Federal Reserve, have moved to the easier side with the
markets expecting rate cuts in numerous countries over
the second half of the year. Our research continues to focus on identifying key positive drivers for EM countries that
could lead to future credit improvement. Currently, we see
good opportunities in Brazil, Mexico, Ukraine, and Argentina.
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The Look Forward
Another exhilarating quarter. Despite a few scary moments, returns were very strong across most asset classes with
both equity and fixed income prices rising. Much of this “ride” was the result of the Federal Reserve’s decision to
begin discussions on possibly reducing rates in the near future. Other Central Banks, including the ECB and China, also
moved to ease policy. Investors continued to move money back to work in riskier assets.
Some people seem to believe that the equity and fixed income markets are telling different stories since large declines
in yields are sometimes associated with recessions while rising equity markets are typically linked with growing economic activity. So, are we heading toward a recession? We do not believe this is the case at least through year-end
and possibly much longer. As mentioned last quarter, we believe we are currently in a Goldilocks scenario of moderate growth and low inflation with accommodative central banks. The huge downdraft in asset prices in the 4 th quarter
caused the Fed to change its stance and discontinue its persistent rate hikes. This removed what was the largest risk
to economic growth: that the Fed would choke off the economy by raising rates too far.
For all of 2019, we believe growth will be between +1.5% and +2%, and that inflation will be moderate and hover
around the Fed’s target of 2%. We expect that the rise in oil prices will push headline inflation back up to the Fed’s
target of 2% or a little higher. We also believe that consumer spending will decline from the healthy pace of mid-2018
as the benefits from the tax cuts fade, but expect that spending will hold up enough to help keep the economy from
heading into a recession.
Outside of the U.S., growth in Europe and Japan will likely remain weak, but should stay in positive territory. The
political landscape is not stable in Europe, with issues in France (anti-government protests), Germany, Italy, and the
United Kingdom (Brexit). Japan is plagued by an aging population and chronic slow growth. China will continue to use
the many tools at its disposal to prop up growth to keep it at around the 5% to 6% level. We think that the U.S. and
China could come to an agreement on trade over the next 3 to 6 months. Both countries are experiencing slower
growth and will be compelled to get something done. Ho wev er, this is v ery uncertain as t he enfo rcem ent o f any agreem ent will be v ery challenging.
As noted earlier, U.S. interest rates fell significantly over the past eight months with the ten-year declining from a peak
of 3.24% to the quarter-end level of 2.00%. This lower level of interest rates reflects expectations of weaker 2019
economic growth and low inflation. With this in mind, we expect Treasury yields to rise modestly from current levels.
In our fixed income portfolios for Core, Core Plus, Emerging Markets Debt, and High Yield, we are positioning our
interest rate duration to be slightly shorter than their respective benchmarks.
We did not make significant changes to our portfolios in the 2nd quarter as we mostly just hung on and enjoyed the
ride. Investment grade corporates, high yield, and emerging markets debt tightened considerably from year-end, but
attractive opportunities still exist. We believe returns will be in the low single digits for investment grade fixed income
over the next year, with the potential for high volatility. Corporate bonds are trading close to long-term averages and
should outperform Treasuries. Emerging markets debt, both U.S. dollar and in local currency, rallied in the first half of
the year, but valuations are still slightly attractive. Overall in fixed income, we are cautious, but see value in some
sectors, countries, and specific securities.
The last nine months have been quite the roller coaster with sudden moves up and down and a high level of uncertainty. The ride has been scary at times, but ultimately was extremely positive for investors. It would be nice if the next
few months were more like Epcot and less like Space Mountain: a fun, relaxing and positive experience instead of dark
and uncertain with abrupt changes. With the more accommodative Central Banks, the Epcot-like experience could
happen. However, do not get too comfortable and take on too much risk because we will most likely have to get back
on the roller coaster later in 2019 or early 2020.
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Summary
To summarize our outlook:
1. We believe U.S. economic growth will be close to 2% for all of 2019 with no recession. The Fed’s quick
change of heart and current lower level of interest rates will go a long way in keeping the U.S. from a
recession through year-end and possibly much longer.
2. Europe and Japan will continue to have weak growth for the balance of 2019, but China will likely
fiscal stimulus going to keep growth at a moderate level.
3. The Federal Reserve moved to a holding pattern earlier this year and we believe the Fed will most likely cut the Funds Rate by 50 or 75 basis points before year-end.

4. The trade war with China could continue to linger, but both sides have incentives to work on a deal
as growth in both countries has faded.
5. We expect that core inflation will remain close to the Fed’s 2% target with strong global competition,
technology advances, and demographics offsetting the tight labor market.
6. Despite weaker growth in 2019, we expect interest rates to move slightly higher over the rest of the
year, giving back some of the recent decline in rates.
7. Fixed income returns will be muted in the second half as very low interest rates and tighter credit
spreads have reduced opportunities.
8. Volatility will increase again due to significant political uncertainties.
9. The Goldilocks scenario will continue in the short-term, but caution is warranted.
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About our Firm
DuPont Capital Management is an SEC registered investment advisor based in Wilmington, Delaware. Since the firm’s establishment in 1993, we’ve had a long history of developing global investment opportunities in both traditional and alternative strategies
across equity, fixed income and alternative investments. Our investment team structure gives us the ability to be flexible and adapt
to changing market conditions. DuPont Capital’s focus is delivering consistent investment management results for our clients. Our
history of institutional asset management is rooted back to 1942 when our former parent company, DuPont, established a pension
plan for its employees. Corteva Inc. succeeded DuPont as sponsor of the DuPont Pension Plan in 2019. DuPont Capital is a wholly
owned subsidiary of Corteva and continues to manage the legacy DuPont Pension Plan.
DuPont Capital’s President and CEO, Valerie Sill believes in education and diversity of experience as represented in our investment
teams which are comprised of PhDs, engineers, medical doctors, and scientists. We believe their global expertise creates a portfolio implementation edge that benefits our clients.

Fixed Income Team Summary

Fixed Income Capabilities

❖

8 Portfolio Managers

❖

Core Fixed Income

❖

4 Research Analysts/Traders

❖

Emerging Markets Debt

❖

1 Portfolio Specialist

For additional information please contact:
Mr. William Smith
Managing Director
Business Development and Client Service
(302) 477-6083
bill.smith@dupontcapital.com

The information contained in this memorandum is intended for the sole use of prospective investors in understanding and evaluating the impact of
market events and is not designed or intended to be used for any other purpose. The document may contain forward-looking statements, which
are based on current opinions, expectations and projections. We undertake no obligation to update or revise any forward-looking statements.
Actual results could differ materially from those anticipated in forward-looking statements. An investment in securities includes risk of loss. There
is no guarantee that any investment in the securities mentioned will be profitable. This document is not intended as an offer or solicitation for the
purchase or sale of any security or financial instrument or as a recommendation to invest in any of the securities or financial instruments discussed
herein. Registration of an investment adviser with the SEC does not imply any level of skill or training.
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