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July 8th, 2019 

 

Maybe it’s different this time… 

With nearly $13 trillion of global debt offering 

a negative return, perhaps that’s the best 

explanation for why asset prices continue to 

deny the existence of economic and 

fundamental reality.  Think about it, if there is 

$13 trillion in assets offering less than a 0% 

return then it’s going to force investors to seek 

out opportunities in other assets that will 

compensate for that lack of long-term 

potential.  Or perhaps it’s because the Fed and 

global central banks have made it a point to 

target asset prices as a third policy mandate 

(beyond inflation and/or full employment) that 
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analysis, discipline, and prudence has been 

rendered obsolete in the investment world.  

Consider the irony in that Friday’s 

employment report surprised to the upside 

with +224k jobs being created, handily besting 

consensus estimates for a print of +160k and 

even topping the high end of the range at 

+220k.  I don’t care to get too into the guts of 

this report in this commentary, which were 

much less robust than the headline suggested – 

for one, the birth death model (an estimate for 

net new business creations in a given month) 

accounted for roughly half the payroll gain in 

June, or the mere fact that aggregate hours 

worked flat-lined for the third month in a row 

and the actual level is lower now than it was at 

the turn of the year.   

 

Getting caught up in the intricacies of this 

report, whether one wanted to argue it as 

being strong or weak, misses the bigger 
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picture.  On the surface (which seems to be all 

the algos and talking heads care about these 

days), this was a better than expected report.  

Furthermore, this was one of the few better 

than expected economic data points registered 

by the U.S. over the last several months.  

However, the reaction by markets has been 

priceless: stocks and risk assets have been in 

sell mode ever since.  Sure, it’s only been two 

days, but the explanation for the weakness in 

the stock market is because it likely moves the 

Fed from cutting interest rates by only 25bps 

at the end of July and completely removed the 

expectation of a 50bps cut.  To put this more 

plainly, we got better jobs data which in a 

normal world would be celebrated as a firmer 

fundamental footprint underpinning asset 

prices, but instead investors’ anxiety levels 

have heightened because strong data delays 

more central bank stimulus. 
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It’s this reliance on and extreme level of 

confidence in central banks that has made 

market signals and fundamental analysis a 

second-tier craft.  Here we stand today with 

two major capital markets flashing bright 

yellow caution lights and two other major 

markets indicating all is well and full steam 

ahead.  The stock market and corporate credit 

markets are both trading at or near all-time 

highs and as a result are not even showing the 

faintest sign that anything is amiss.  Sure, if 

you’re a sceptic like me, you could make 

some compelling and punchy arguments for 

why this shouldn’t be the case, but none of 

those arguments overcome the fact that these 

markets are at all-time highs.  Yes, equity 

valuations appear to be a bit rich relative to 

historical averages, there’s a legitimate chance 

the S&P 500 goes through a multi-quarter 

profits recession starting in Q2, and credit 

spreads are near cycle lows and leave very 
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little margin of safety for an increase in 

defaults, but these cycle peaks are occurring at 

a time when interest rates are careening back 

down towards all-time lows.  As the argument 

goes, in an era where money is free, is there a 

valuation level for any tangible, cash flow 

generating entity that is too high?   

 

On the flip side of this we have the 

commodity markets acting as if the global 

economy is already in a recession.  Take 

copper for example, as it is the one 

commodity with its finger on the pulse of the 

global economic backdrop.  This hyper-

cyclically sensitive metal slid -1.7% last week, 

has declined in 7 of the past 10 weeks, is 

down -10% from its April high, and its price is 

now almost unchanged from where it was on 

January 1st.  Then you have the Treasury bond 

market which has seen yields on the long end 

of the curve melt away with yields on 10-year 
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T-Notes at 2.04% (down from 2.66% at the 

start of the year) and 30-year T-Bonds at 

2.52% (down from 2.98% at the start of the 

year), both of which are signaling that U.S. 

economic growth is slowing dramatically from 

its robust pace this time last year. 

 

Which brings me to this next chart – and this 

is a chart that has engendered a lot of internal 

as well as external debate about its relevance 

in today’s environment, its historical track 

record, and just how worried investors should 

or should not be about the potential 

implications.  Below is the just released 

update from the NY Fed’s Recession 

Probability model which ticked higher in June 

to a cycle high of 32.88%.  This model has 

been on a steady rise since last October, and as 

is clearly illustrated in the chart, the last 7 

times this model ticked above 30% there was 

no turning back from an oncoming recession.  
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Keep in mind that this is a one factor model 

predicated on the shape of the yield curve 

where the probability shoots higher when the 

yield curve inverts, especially to the extent it 

is today.  For context, it’s worth pointing out 

that there is no forecasting model in existence 

that can be relied upon with a 100% certainty.  

If there was and markets got wind of it then it 
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likely would lose its predictive ability over 

time as every investor would be aware of it 

and key in on it.  However, keep in mind what 

I just did there: I rationalized and created a 

plausible explanation for why this objective 

market signal could be wrong this time, when 

that has not been the case in the last seven 

occasions where we reached the level that 

we’re at today. 

 

Ask yourself, what if this model is right?  

What if this isn’t a false signal, but rather 

consistent with signaling an oncoming 

recession as it has done so accurately in the 

past?  

 

It’s not as though there aren’t other data points 

corroborating to a degree the message this 

model is conveying.  The latest update from 

the OECD leading indicator dipped again in 

May to 99.0 from 99.1 in April and 99.3 at the 
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start of 2019.  That may not seem like much 

but the overall level is now the lowest since 

the global economy was clawing its way out 

of the GFC in the Fall of 2009 (see below 

chart from Gluskin Sheff’s David Rosenberg). 

 

 
 

As for how I’m thinking about it?  Well, it’s 

been my view all year long that the 

fundamentals haven’t even remotely justified 
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the price levitation in risk assets, but that 

hasn’t stopped them from doing what they’re 

doing.  The investment backdrop continues to 

be in the perverse world where weaker data 

begets more policy accommodation which 

pushes up asset prices.  So, there are a couple 

scenarios I’m working off of as we move 

through the balance of the year.  The base line 

for all scenarios is that the global economy is 

in a very vulnerable position with growth and 

inflation both softening, whereby the Fed is 

going to take action in an attempt to extend 

the expansion.  One could make a very 

compelling case that the whole of the 

Eurozone is already in a recession and many 

important Asian regions have yet to see any 

meaningful positive inflection points in their 

regional data.  Along with the fading impact 

of last year’s fiscal stimulus, the weakness out 

of these areas is starting to have tertiary 

impacts on a slowing U.S. economy which is 
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setting the table for the Fed to start an interest 

rate cutting cycle perhaps as early as the end 

of July.  

 

• Scenario 1:  The Fed implements a token 

25 basis point cut in July and presents it as 

an ‘insurance cut’ so as to not scare the 

markets while resetting market 

expectations that they intend to remain 

“patient” and “data dependent” on future 

policy moves.  My guess is that markets 

wouldn’t react kindly to this modest level 

of accommodation and any sustained or 

deep sell-off in risk assets heightens the 

probability of the U.S. slipping into 

recession which only brings about 

additional action by the Fed.  However, 

the risk in this scenario is that it’s ‘too 

little, too late’ and the Fed fails at 

extending the cycle further.  Economic 

growth contracts, the unemployment rate 
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moves higher, corporate profits decline, 

defaults rise, the credit cycle rolls over, 

and a recession pressures risk asset prices.  

Defensive and quality companies hold up 

best, Treasuries benefit from a flight to 

safety, yields fall, and gold rises.       

 

• Scenario 2: The Fed cuts rates 25 – 75bps 

over the reminder of the year, again 

presenting them as insurance cuts and 

removing the overtightening in policy 

from the September and December hikes 

last year.  They take a ‘wait and see’ 

approach as the data remains sanguine, but 

isn’t weak enough to justify more 

aggressive accommodation.  Eventually 

the stimulus works its way into the system 

and the economy muddles through as it 

moves back to its long-term growth trend 

between 1.5 – 2.5%.  In such an 

environment where the Fed successfully 
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extends the cycle a little longer, then 

yields likely move higher (not a lot as it 

would suffocate an overly indebted 

system), defensive assets are weak, 

foreign markets start to reaccelerate (the 

comps suggest this will be the case 

anyways by Q1 2020) driving their 

equities higher, cyclicals perform well, 

and gold is weak. 

 

• Scenario 3:  The Fed has to move 

aggressively into a rate cutting cycle as 

the economic data turns down in a more 

aggressive fashion, but with a starting 

point of only 2.375% on the Fed Funds 

rate, their accommodation proves 

impotent.  The economy slides into a 

recession and policy makers at the Fed 

and fiscal level get creative at conjuring 

up the next stimulus package (QE, MMT, 

Nominal GDP targeting, capping interest 
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rates…) to resurrect economic growth.  

Such a scenario would be very challenging 

for risk assets with few beneficiaries.  The 

best places to hide capital would be 

money markets, Treasury bonds of all 

duration, and gold.  One caveat to this 

scenario is that you don’t want to get too 

complacent in overstaying your welcome 

in an extremely defensive posture.  If the 

powers that be go to extreme stimulus 

policy options, that objective would be to 

reflate the system and, if effective, it could 

potentially create inflation levels much 

higher than most investors have been 

accustomed to over the last 15 years.  I’m 

not suggesting Venezuela levels of 

inflation nor even readings the U.S. 

experienced back in the 1970’s, but levels 

much higher than the 2-3% levels the U.S. 

has averaged this century. 
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To try and tie this all together, I look at the 

next several months as setting the stage for a 

potentially valuable window of opportunity.  

With Q2 earnings set to kick off next week 

where expectations are all over the map, 

economic data not falling off a cliff but 

teetering on uncomfortable levels, the Fed at 

the ready to take action, and little in the way 

of positive catalysts outside of a break through 

on the trade front, it sets the stage for the next 

pivot point in a host of potential opportunities.  

Some may argue that the Fed represents a 

positive catalyst, but given the degree to 

which yields have already declined this year 

I’d argue that the market has already priced in 

a fair degree of Fed action – it’s just the Fed 

that actually has to act to catch up to where the 

market has already moved.  Anything short of 

a surprise in the amount of accommodation 

will likely be a disappointment and on the 

margin a negative for risk assets.  A successful 
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strategy going forward should include having 

a game plan, picking your spots, executing 

patience, and taking action when the 

opportunities present themselves. 
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