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Markets globally were jolted at quarter’s 
end by the unexpected outcome of the 
U.K.’s vote to leave the European Union 
(Brexit).  The U.S. stock market 
performed well compared to other 
developed markets in this environment, 
with  S&P 500’s return of 2.46% 
outpacing other equity markets such as 
the U.K. (-3.44%), Germany (-7.19%) 
and Japan (1.49%).  European banks 
bore the brunt of Brexit’s effects with 
the STOXX Europe 600 Banks Index 
dropping 17% during the quarter.  The 
Brexit outcome introduces yet another 
element of uncertainty onto a European 
economy whose health was already in 
question.  The London Underground 
coined the phrase “Mind the gap” to 
warn passengers about the unsafe gap 
between the platform and the train.  
Today, we find this phrase appropriately 
describing the uncertainty caused by the 
U.K.’s decision to break away from the 
E.U.   
 

MIND THE GAP 
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Our primary interest lies in the potential 
for Brexit to impact the U.S. economy and 
markets.  At this point, we believe that the 
direct impact on the U.S. economy will be 
modest.  Most economists calculate that 
the U.K. accounts for just 4% of U.S. 
exports or approximately 0.5% of GDP. 
 
One way the American economy may feel 
Brexit’s impact is through an appreciating 
currency.  Recall that the dollar serves as 
the world’s reserve currency and 
traditional safe haven.  With the rise of the 
dollar amid a weaker British pound, Euro 
and Chinese yuan, the Federal Reserve 
may find it increasingly difficult to meet its 
2% inflation target thus reducing the 
central bank’s case for a tightening of 
monetary policy.  Fed-funds futures 
recently reflected a 16% chance of a rate 
increase by the central bank’s December 
meeting.  That is down from more than a 
40% chance in early June.  
U.S. Treasury yields moved sharply lower 
following Brexit’s outcome as investors 
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globally appeared to seek safe havens.  
Importantly, lower borrowing costs serve 
as a benefit to corporations and consumers 
alike.  One of the direct benefits to 
consumers may be in the form of lower 
mortgage rates, as they tend to move with 
10-year U.S. Treasury yield.  Today, 40% 
of borrowers have mortgage loans with a 
rate of 4.5% or higher according to 
CoreLogic.  Refinancing a $200,000 30-
year loan at 3.5% from 4.5% saves a 
borrower almost $150 per month.  The 
recent rise in existing home prices has 
helped increase the pool of borrowers with 
equity in their homes, thereby qualifying 
them for mortgage refinancing.  About 
13% of homeowners owe more than their 
home is worth, down from a high of 31% 
in 2012.  This bodes well for a healthy 
financing/refinancing environment for 
residential mortgages.  
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Our belief is that housing starts should eventually approach their 
long-term average of 1.5 million units over time.  This represents 
a 60% increase in units from current levels.   
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Under the category “there is always a bull 
market somewhere,” low mortgage rates 
reinforce our view that housing remains 
one of the few bright spots in the domestic 
economy.  Since bottoming in 2009, 
housing-related statistics continue to edge 
higher. As a matter of fact, the Home 
Buyer Affordability Index (median 
household income relative to the income 
needed to purchase a median-priced house) 
remains at historically high levels 
suggesting that housing is well within 
reach of potential buyers.  
 
At the same time, housing supply remains 
constrained despite the recent increases in 
new home construction.  Today, housing 
starts are still only 60% of the long-term 
average (926,000 vs. 1.5 million), which is 
greater than one standard deviation below 
the long-term trend.  The inventory of 
homes for sale has remained low at 
approximately five months, compared to 
the historical average of seven to nine 
months.  Because the U.S. population 
continues to grow, the data suggests these 
statistics are at unsustainably low levels 
and portend an extended housing cycle. 
 
In fact, the U.S. population is expected to 
experience an increase of 15 million people 
over the next five years.  It is estimated 
that six million incremental housing units 
will be needed just to keep up with 
population growth forecasts.  U.S. 
household formation declined significantly 
since 2005 as adult children chose not to 
move out of their parents’ homes due to 
weak economic conditions.  JP Morgan 
estimates this phenomenon has created a 
“pent up” demand for 2 million or so new 
households.  This represents the highest 
such reading since the 1960s.  On its first 
quarter conference call, Home Depot 
indicated an improvement in household 
formations from Millennials as a factor for 
their strong sales.  Home Depot’s research 
found that the 20-35 year olds have the 
same appetite for home ownership as prior 
generations, but this drive has been 
delayed due primarily to economic factors.  
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Our belief is that housing starts should eventually approach their long-term average 
of 1.5 million units over time.  This represents a 60% increase in units from current 
levels.  While housing’s overall impact on economic growth is indeed positive, we 
believe that the sector is unlikely to drive broad economic growth to a much higher 
level given the present crosscurrents buffeting the global economic environment.  
Thus, we expect housing will continue to represent an island of strength within a 
generally sluggish economic landscape. 
 
Our thoughts concerning the management of client portfolios during times like 
these remains consistent:  Opportunities are always available to add value on a 
bottom-up basis, they’re just harder to find sometimes.   
 
Current S&P 500 2016 and 2017 earnings estimates are around $120 and $130, 
respectively, implying year-over-year growth of about 2% compared to last year 
and 9% in 2017.  Price-earnings multiples are at about 17.5x this year’s estimate 
and 16.0x next year’s.  On balance, we do not view valuation as a major threat 
unless earnings do not come through as projected—especially with the 30-year U.S. 
Treasury yield hovering around that of the S&P 500.  Our focus on quality of 
earnings, balance sheet strength and rational valuation metrics provide substantive 
support during volatile periods, and allows for a longer-term perspective during 
times when the short-term market action is more emotionally or event driven. 


