
As measured by Real Gross Domestic Product (GDP), the value of the production of goods and services in the United States 
advanced by an annualized growth rate (AGR) of 3.1% during Q1 of 2019.  This was an increase from the 2.2% AGR during Q4 
2018.  The largest component of GDP is Personal Consumption Expenditures (PCE), which helps us to understand how con-
sumption in the US is fairing.  During the first quarter of 2019, PCE advanced by about 2.7% year-over-year (y-o-y), but from 
the fourth quarter of 2018 to the first quarter of 2019 it was up just 0.9%.  The durable 
goods sector is a sub-sector of the PCE and has been a driving force behind the growth 
of PCE over much of the recent economic expansion.  During the first quarter of 2019 
durable goods AGR fell by over 2%, though y-o-y growth was solid.  The other sub-
sectors of PCE are non-durable goods and the service sector, and both had positive 
contributions to PCE during the first quarter of 2019.  Employment growth in the dura-
ble and most of the non-durable sectors continues to be relatively strong.  This sug-
gests growth in most PCE components over the near-term.   

The Federal Reserve’s (Fed) restrictive monetary policy over the past several years has 
slowed growth in most measures of the money supply.  The monetary base continues 
to decline by double digits y-o-y, a troubling trend if the economy is to pick up steam 
again in the back half of the year.  While we believe that the Fed’s monetary policy has 
slowed economic growth past the point it likely intended, we see the economic expan-
sion continuing in the near-to-intermediate term. 

At the June 19, 2019 Federal Reserve Open Market Committee (the Committee) 
meeting, the Committee released the following statement, in part: “Consistent with its 
statutory mandate, the Committee seeks to foster maximum employment and price 
stability. In support of these goals, the Committee decided to maintain the target range 
for the federal funds rate at 2-1/4 to 2-1/2 percent. The Committee continues to view 
sustained expansion of economic activity, strong labor market conditions, and inflation 
near the Committee's symmetric 2 percent objective as the most likely outcomes, but 
uncertainties about this outlook have increased. In light of these uncertainties and muted inflation pressures, the Committee 
will closely monitor the implications of incoming information for the economic outlook and will act as appropriate to sustain 
the expansion, with a strong labor market and inflation near its symmetric 2 percent objective.” 

The statistics that comprise MIVI are the foundation of Saratoga Capital Management, LLC’s asset allocation research.  MIVI is 
an analytical tool comprised of over 50 macro-economic statistics, and is an acronym for the four main categories these  
underlying statistics fall into: monetary policy, interest rates, valuations and inflation statistics. 

To analyze the capital markets, Saratoga primarily studies the historical and current relationships between economic develop-
ments and capital market trends.  Our goal is to understand how various asset classes that make up the capital markets (e.g., 
large capitalization growth, financial services, international equity, etc.) might react in the current economic environment.  
MIVI helps paint a data-driven picture of current and past economic environments which we can use to shed light on the  
dynamic between various asset classes.  This guides us in our determination for when it is appropriate to adjust our asset  
allocation strategies.  Should the large capitalization growth sector be overweighted versus large capitalization value?  Should  
equity sectors be underweighted versus fixed income sectors, in general?  MIVI helps us answer these questions, and more. 
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MONETARY POLICY 

ASSET CLASS IMPACT MONETARY POLICY COMMENTARY 

STOCKS During the period, the Federal Reserve Open Market Committee sustained the target range for 
the federal funds rate at 2.25 - 2.5%.  Along with their rate plan, the Federal Reserve’s (Fed) mon-
etary policy has been mostly restrictive over the past several years.  The Fed has continued to 
drain reserves of depository institutions at a rate of nearly $20 billion per month since August 
2014.  The federal funds rate is in a neutral range relative to other measures of interest rates as 
well as inflationary trends.  The Monetary Base topped at nearly $4.1 trillion in October 2015; as 
of May 2019 it has fallen to just over $3.2 trillion.  The growth rates of two money supply 
measures we use throughout our proprietary economic research, M2 and MZM, have both fallen 
into historically negative ranges relative to economic growth; M2’s 12-month % change is about 2 
percentage points below its long-term moving average.  We generally see this type of action when 
inflation and the economy are both stable and strong.  MZM is presenting a similar picture. We 
believe the Fed should be very cautious with further reductions in the money supply.   

Regarding the federal funds rate, we study the rate relative to both inflation and short-term/
intermediate-term interest rates.  Our research indicates that the current rate should be viewed 
as neutral-to-slightly-tight.  In that light, we believe the Fed should pause from increasing the fed 
funds target range and allow the money supply to get back to a normal growth rate. 

 

BONDS 

 

 

MIVI  

www.saratogacap.com 

INTEREST RATES 

ASSET CLASS IMPACT INTEREST RATES COMMENTARY 

STOCKS Starting in 2016, the Fed Funds rate and most Treasury rates began increasing.  In late-2018 a 
trend reversal saw declines in most of the rate array.  Typically, when interest rates are increasing 
the yield curve declines, and when rates decline the yield curve advances; however, the yield 
curve has not started to increase.  The monthly yield curve spread, as measured by the 10-year T-
Note (10y TN) minus the 1-year T-Bill (1y TB), continued in a down trend to a cycle low of 0.06 in 
May 2019 and increased slightly in June to 0.07.  While concerning, we don’t believe current 
spread levels tell us much on their own.  Other factors help to provide context: the size of the 
spread decline from its high, additional interest rate trends, and CPI should also be considered.  In 
this context, we believe interest rates at current levels are neutral for stocks; if the yield curve 
becomes negative, however, and the Fed fails to provide evidence of relief from its current tight-
ening, then a sustained market correction is possible.   

Regarding long-term corporate bonds, the quality spread as measured by Baa bonds minus Aaa 
bonds has widened.  The quality spread has historically been a good predictor of confidence in the 
corporate bond market, especially corporate earnings.  As it establishes a positive trend and re-
mains above 1.0, corporate earnings often start to form a cycle high.  A widening spread could 
mean trouble for this segment of the market.    
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VALUATIONS 

ASSET CLASS IMPACT EQUITY VALUATIONS COMMENTARY 

STOCKS As of June 30, 2019, the S&P 500 index sits at 2941.76.  Our proprietary valuation work uses both 
fundamental and technical analysis and provides justification for the S&P 500 at roughly 3015 at 
the end of June 2019.  While corporate earnings continue to be solid, many companies have un-
dergone downgrades, and growth has slowed.  We believe we are in fair-value territory.  To us, 
fair-value means the stock market should perform within the parameter of its historic mean.   

In order to create a range of equity market outcomes, we use a valuation tool which we refer to 
as our Proper PE Valuation™ tool.  Among other things, this analysis provides us with a set of 
ranges above and below which we consider the S&P 500 overvalued or undervalued, respectively.  
Our primary valuation algorithm currently sets an appropriate S&P 500 PE just over 21.  Addition-
al analysis suggests an S&P 500 fair-value range of roughly 2850 to 3146.  This algorithm is earn-
ings and CPI dominant.  The current levels and trends for earnings and CPI data indicate that we 
are likely to stay in fair value range for the near-term, however we are watching corporate earn-
ings growth closely, as changes in earnings data has the potential to change valuation levels 
quickly.  Additionally, we are watching our technical indicators for signs that a market breakdown 
or breakout might be in the cards, as rapid movements in valuations are not unusual at this point 
in the economic cycle. 
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INFLATION 

ASSET CLASS IMPACT INFLATION STATISTICS COMMENTARY 

STOCKS We believe inflation should remain at a moderate rate of growth over the intermediate term.  
Historically, the employment private service providing sector’s (EPSP) weekly earnings 12-month 
percent change, and its direction, have correlated well with CPI.  EPSP has been trending up since 
May 2015, slightly leading a similar CPI trend.  June 2019 CPI was 1.65% y-o-y, down from the re-
cent cycle high of 2.95% in July 2018.  The decline does seem to be oil related, as the CPI less food 
and energy metric remans static around the 2.1% level.  There is moderate and expected consum-
er demand-side upward pressure on inflation.  Growth in the wages complex is building, putting 
more money in workers’ pockets.  In the context of inflation, this would normally concern us, but 
we see a balance in product and its demand.  While CPI has recently backed off the Fed’s initial 
target of 2.0% and appears listless, supporting data suggests that inflation could break out of its 
recent narrow band and move higher quickly due to consumers’ strong monetary situation.  

Most of the Producer Price complex has been stable or falling.  Final Demand has declined to 
1.63% y-o y from a cycle high of 3.37% y-o-y last summer.  Unprocessed Raw materials are down 
substantially, roughly -11% y-o-y, while Intermediate Processed Goods are -2.08% y-o-y.  There is 
a great deal of slack in the cost side of inflation.  We currently see room for the Fed to breathe 
easy, with the demand for goods and the cost of goods well in balance. 
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Asset allocation does not assure a profit or guarantee that investors will not incur a loss. Information contained herein was obtained 
from recognized statistical services and other sources believed to be reliable and we therefore cannot make any representation as to its com-
pleteness or accuracy.  Any statements not of a factual nature constitute only current opinions which are subject to change without notice. 
Saratoga Capital Management, LLC does not provide investment advice to individual investors. 
1The S&P 500 is an unmanaged, capitalization-weighted index. It is not possible to invest directly in the S&P 500.  

The material provided herein has been provided by Saratoga Capital Management, LLC and is for informational purposes only.  Saratoga Cap-
ital Management, LLC serves as investment adviser to one or more mutual funds distributed through Northern Lights Distributors, LLC mem-
ber FINRA/SIPC. Northern Lights Distributors, LLC and Saratoga Capital Management, LLC are not affiliated entities. © 2019 Saratoga Capital 
Management, LLC; All Rights Reserved.               5606-NLD-7/17/2019 



800-ALLOCATE (255-6228) 

1616 N. Litchfield Road, Suite 165 

Goodyear, AZ 85395-1279 

 

THE ASSET ALLOCATION SPECIALISTS© 


