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October 7th, 2019 

 

Walking a tightrope… 

The action in capital markets last week was riddled with volatility, with the S&P 500 selling off nearly 4% 

from peak to trough over Tuesday and Wednesday to only then rip higher over the last two trading days of 

the week by nearly 3.5%.  All in all, the S&P 500 ended the week down a modest 0.3%, resulting in its third 

consecutive weekly decline.  Don’t overlook the fact that it’s the defensive sectors of the equity market 

(Utilities, REITs, and Consumer Staples) that remain the leadership groups, and what message this is 

conveying about the underlying robustness of the economy and corporate profits.  On the flip side of the 

unrelenting strength in the defensives is the floundering weakness in the former FANG leadership names:  

Facebook is 17% off its high from July 2018, Amazon is down 15% from its high this summer, and Netflix 

has plummeted 35% from its high last summer.  There are a couple of the so-called secular growers / 

disruptors that are still holding in there: Apple made a new all-time high last week, Microsoft is just 3.5% off 

its all-time high reached a month ago, and Google (Alphabet) is just 6% off its all-time high.  But suffice it to 

say, when the likes of Target (+63% YTD), Dollar General (+48% YTD), Costco (+37% YTD), and 

Walmart (+26% YTD) are rallying – you know, the discount chains that people trade down to when the 

consumer is beginning to feel some strain – investors are provided with some hard evidence for questioning 

the “consumer is strong” narrative perpetuated by the preponderance of talking heads on bubblevision.   

 

I don’t mean to take cheap shots at those that go on TV and provide sound bites – after all, these individuals 

are given only a couple minutes to make a point on most topics that require an intense amount of time and 

energy to thoroughly analyze – but here’s the side of the consumer story that perhaps rarely gets the air time 

it deserves in terms of understanding consumption in the late stages of the business cycle.  As you can see in 

the chart below which tracks the year-over-year percentage change in Personal Consumption Expenditures 

(the segment that makes up 70% of GDP), rarely does consumer spending ever slip into negative territory.  

Focus on the red circles on the chart below, which highlights that in the last three recessions, when year-

over-year growth in personal consumption expenditures slipped below 4%, the economy was already in or 

about to slip into recession.  As a matter of fact, in the eight recessions since 1960 covered in this chart, only 

in the 2008 Global Financial Crisis did YoY consumer spending dip below 0%, and that was the deepest 

economic contraction in U.S. history since the Great Depression.   
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Yes, while the consumer is the largest and most important driver of U.S. economic growth, don’t be naïve in 

thinking that business investment going negative YoY, the year-over-year change in job growth sitting at 

decade lows, and both CEO and consumer confidence falling sharply can’t be enough to tip the U.S. 

economy into a recession.  Last week we got the September reads of both the manufacturing and non-

manufacturing (services) side of the economy from ISM, and it was, in a word – UGLY.  The ISM 

manufacturing index sagged to 47.8 from 49.1 in August (missing consensus estimates of 50.0) and this 

marked the sixth-straight month of decline.  The internals were as weak as the headline suggests, as 

illustrated by the fact that just 3 industries out of 18 reported ‘growth’ (and that is down from 7 the month 

prior).  You have to go all the way back to April 2009 to see internal breadth this weak and back to June 

2009 for such a weak headline reading.  Look, it’s not a slam dunk that we are in the midst of a full-blown 

manufacturing recession, but to claim this is the strongest economy ever is just delusional, or a heightened 

state of denial. 

 

Ok, so the manufacturing sector really only accounts for 8% of U.S. employment and 11% of GDP, but such 

complacency about the multiplier impacts the manufacturing sector has on the rest of the economy is akin to 

missing the forest for the trees.  The odds of the U.S. economy slipping into recession when the ISM falls 

below 48 are roughly 60%.  When this index falls to the current level after the yield curve inverts, the odds 

increase to 70%.  Couple an ISM sub-50 reading, an inverted yield curve, and a decline in the year-over-year 

change in the Conference Board Current Conditions Index (which we have at present), and the U.S. has 

never not slipped into a recession – so no false signals on this three-variable setup.  Something to think about 

for those continuing to hold tight to recession probability estimates below 50/50.  Look, I’m not rooting for 

or looking forward to a recession – quite frankly, with the geopolitical, social, and political tensions that 

exist today, I’m quite concerned about the impact a recession could inflict.  As a result, I’m hopeful that a 

solution comes to the fore that can prevent a recession from occurring, but hope is not an investment strategy 

and denying this possibility – while a broadening array of actual data around us suggests a rising probability 

of such an occurrence – is, in my opinion, a dereliction of one’s professional duty.   

 

As for the ISM non-manufacturing index, it underwent quite the stumble, slipping from 56.4 in August to a 

three-year low of 52.6 in September and well below consensus expectations for a print of 55.0.  The internals 

within the report showed declines in business activity, new orders, and the real kicker was the steep slide in 

the employment component (53.1 to 50.4), the lowest since February 2014.  These declines were offset by 

gains in backlogs, supplier deliveries, and export orders, so not a total collapse.  However (and I take no 
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solace in being the bearer of uncomfortable data…), in contrast to all the perma-bulls out there hanging on to 

the fact that this index is still above the decisive 50 threshold that denotes expansion from contraction – the 

non-manufacturing ISM was at 51.8 in April of 2008.  For those that don’t remember, that was the same 

month Bear Stearns went under and we were already four months into an economic recession that began in 

December 2007 (for reference, back then the ISM manufacturing index was at 48.5 – higher than the 

September reading we got last week).   

 

Sticking with the historical analog, four months into the recession that started in March 2001, the ISM non-

manufacturing index was at 50.1 in June 2001 (the ISM manufacturing index was at 43.2).  So, excuse me 

for not sharing the same excitement that the stock market did following Friday’s employment report just 

because it wasn’t a negative number.  Yes, that’s my opinion of the significant rally in the stock market on 

Friday – relief that then ushered in a short covering rally on very low volume, and expectations that the Fed 

will be moving back into accommodation mode as soon as the end of the month.  As for the employment 

report, it was alright.  The U.S. economy added 136k jobs in September which was below consensus 

estimates of +145k, but better than the whisper number of sub +100k post the disappointing ISM 

manufacturing / non-manufacturing reports.  The goods news of the report was that the unemployment rate 

hit a 50-year low of 3.5%, but (once again, please don’t shoot the messenger…) this was also bad news in 

that such a low unemployment rate indicates that there remains very little room for improvement.  It speaks 

to a labor market that is very mature and will not be adding much to economic growth going forward.  A 

good illustration of what one should expect in the mature stages of an economic expansion is the visible 

slowing we’re seeing in job growth.  In 2018, monthly job gains averaged +223k which has slowed to +161k 

so far in 2019, and the September print was below this at +136k.  What’s more is that it is tough to get all 

excited about a jobs report that showed wage growth decline to 2.9% YoY from 3.2% in August and 3.3% in 

July.  Other less-than-flattering data points in this report was seeing that the workweek, factory hours and 

overtime were all unchanged, which confirms the weakness we’ve been seeing out of the manufacturing 

data, and as a result, the index of aggregate hours worked barely eked out a gain (up +0.1% on the month).  

One more tidbit on the 50-year low 3.5% unemployment rate: the last time we had an unemployment rate 

this low was in December 1969, and it just so happened that a U.S. recession started a month later in January 

1970.                

 

Perhaps the most astute judgement of how great Friday’s employment report was, was rendered by the bond 

market, which saw yields fall and bond prices rally – bonds would have sold off and yields would have 

moved up if markets thought this was a robust report.  The futures market is pricing in 73% odds of the Fed 

cutting rates in October (its third interest rate cut since July) and a 37% chance of two more cuts before year 

end.  If the Fed cuts again before the year’s out, it’s going to be extremely difficult for Chairman Powell to 

defend such moves as just a “mid-cycle policy adjustment”, which is why this language (along with 

‘insurance cuts’) hasn’t been used in his recent speaking engagements.  As such, the yield on the 10-year T-

note fell to 1.54%, which puts it back within 8 basis points of the early September low.   

 

If you wanted to know what was the most concerning data point I’ve seen so far this cycle, it was last week’s 

Conference Board’s CEO Confidence Survey which fell to 34 from 43.  This was the lowest print since Q1 

2009, and keep in mind that this is a diffusion index where a reading above 50 is positive (expansionary) and 

a reading below 50 is negative (contractionary).  Keep in mind that these are the opinions of people running 

businesses, making hiring/firing decisions, business spending projections, investments… and this index leads 

the YoY trend in real GDP by two quarters.  With that being said, have a look at the chart below and two 

things stand out: 1) It’s unlikely to expect that economic activity is set to pick in the next six to nine months, 

and 2) Not once in the last four decades has this index slipped below the 40 level and the U.S. not gone into a 

recession.   
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Which brings me to the U.S. equity market, and how I cringe anytime I hear someone claim the S&P 500 is 

cheap on a valuation basis.  I can handle the argument that it may be at roughly fair value depending on 

one’s estimate for earnings, or relative to extremely low interest rates around the world, but to suggest that 

the S&P 500 trading at an 18 P/E multiple on trailing earnings or 16.5x forward estimates is ‘cheap’ is just a 

reach too far.  The historical average P/E multiple for the S&P 500 is roughly 16.5x on trailing earnings and 

15.5x on forward estimates.  Keep in mind that in a recession, these multiples typically come down by 3 to 5 

points from their cyclical peak.  Tack on the typical 20 – 25% decline in earnings and you can start to do 

some math of where the S&P 500 could potentially trade if it were actually priced for a recession.  This is 

not a projection, but let’s do the math together.  Consensus estimates for 2019 S&P 500 EPS are $163, so 

let’s assume 2019 is the peak year of earnings and discount this figure by 20%.  This gives us a recessionary 

trough earnings profile for $130/share for the S&P 500 and then apply a 14x – 15x P/E multiple, and we’re 

looking at a range on the S&P 500 between 1,820 and 1,950 if a recessionary outcome were to occur.  This 

would amount to a 30 – 40% decline from the S&P 500’s peak of just over 3,000 and would be completely 

in-line with the roughly 40% average peak-to-trough declines in the S&P 500 in the post-WWII era.   

 

This is just a hypothetical, but it does provide you with some context and an expectation to assist you in your 

decision making going forward.  Right now, the most important thing for investors to have is a strategy and a 

plan to implement, and a willingness to adapt that strategy as things change moving forward.  For me this 

doesn’t mean completely abandoning the stock market as an asset class, but it does mean streamlining, 

simplifying, and improving the quality of the equity holdings in a portfolio.  Focus on liquid, blue-chip, high 

quality, strong balance sheet, stable cash flow, and secure dividend paying companies with low correlations 

to the economic cycle.  There will be a time, place, and price to take advantage of re-orientating the portfolio 

back towards cyclicality to capitalize on a reacceleration in global economic activity, or pick up bargains 

during the destruction that comes about during a recession.    

 

Some cyclical stocks and sectors are already well down the road in discounting a recessionary backdrop – I 

wouldn’t go so far as saying they are fully discounted for such an outcome, but for those with a long-term 

horizon and interest in building out a position, now is an opportunity to begin nibbling.  Some such 
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opportunities can be found in the energy space which is really coming under some strain (fundamentally 

deserved), but the bankruptcies and destruction we’re seeing in the shale space is starting to make the energy 

sector a fertile hunting ground for a resurgence sometime in 2020.  Another area that has perked our interest 

is the agricultural space with a confluence of factors negatively impacting some of these companies, be it 

weather, the trade war, or just an overall dim view of any company tied to the commodities and materials 

sector.  I’ve been getting some questions about industrial companies, but I still think it’s too early for the 

majority of companies in this sector, but the time is now to start doing the work on where an investor would 

want to go in this sector, because I do think there is more pain ahead, but that will be the opportunity.   

 

International markets continue to be in no man’s land, with Germany heading into (if not already in) 

recession.  Japan and the U.K. look similar, and who knows what way this Brexit fiasco is going to go at the 

end of the month.  Emerging markets are cheap on a relative basis, and some regions still have a solid long-

term story, so dipping a toe into some regions predicated on the basis of a potential inflection in their 

fundamental data sometime in early 2020 can make sense, but EM will be hurt if growth in the U.S. and 

China (the two largest economies in the world) continues to weaken.    

 

There will be a time and place when investors may ultimately have to completely give up on holding any 

fixed income instrument, because the potential return on such a low yielding fixed coupon security provides 

an investor no ability to meet their long-term investment objectives. 

 

This is the tightrope everyone is forced to walk at this moment.  The economic data is bad enough to warrant 

central bank action in an attempt to stop it from getting worse.  Will they fail or succeed?  We don’t know at 

this time.  Yields are so low and investors have been conditioned to believe that stocks can’t go down given 

their experience from the last decade, where at each point of severe weakness in this cycle, central banks 

from around the world have come in to provide support and backstop things from getting worse.  So 

investors hold tight to their equity exposure, thinking and hoping that this time won’t be different.  Will 

another central bank rescue work at this juncture, 124 months into the longest expansion in U.S. history, with 

trade wars in full bloom, global interest rates near all-time lows, and the efficacy of additional asset 

purchases being called into question?  We don’t know the answer to this question, either.    

 

The main take away at the moment remains that the U.S. economy is in a very vulnerable window, where 

unless something happens in the near future that causes both growth and inflation to inflect in a positive 

direction, then the risk of the U.S. slipping into a recession continues to rise.  A recession wouldn’t be the 

end of the world (that’s always been a bad bet…) but it is an extremely challenging environment.  It is also 

an exceptional and rare opportunity to acquire some great investments at bargain basement prices.  At the 

present moment, the stock market continues to hover just off its all-time highs based on the expectation that 

the Fed will be forced to take more aggressive action in the not-so-distant future, in an attempt to extend this 

expansion.  This is no different than prior cycles in that such a reaction by the Fed is their modus operandi, 

as was the case in September 2007 when the Fed cut rates for the first time by 50 basis points after a 

prolonged tightening cycle from 2004 to ’06.  The Fed cut rates again in October 2007, and little did anyone 

know at the time that the stock market peaked for the cycle that month, and by December 2007 a recession 

was about to start.  Before that, it was January 3rd 2001 when the Fed first cut rates by 50 basis points (from 

6.50% to 6.0%), they cut another 50 basis points on January 31st and a third time on March 20th with the S&P 

500 peaking for the cycle on March 24th of 2001. 

 

We could go back through even more cycles, but the point remains the same where investors focus and put 

too much confidence in the Fed taking action to come to the rescue, but less attention is paid to why the Fed 

is acting in the manner they are and the inherent lags between when this accommodation occurs and when it 

ultimately positively impacts the economy.  The biggest difference today from previous business cycle peaks 

is the historically low starting points for interest rates and the potential ineffectiveness that lower rates may 



The articles and opinions in "Capital Market Musings and Commentary" are for general information only, and not intended to provide specific investment advice. 

Performance, dividends and other figures have been obtained from sources believed reliable but have not been audited and cannot be guaranteed. Past 

performance does not ensure future results. Investing inherently contains risk including loss of principle. Corey Casilio is a founding partner of Casilio Leitch 

Investments, a legal business entity. Advisory services offered through Casilio Leitch Investments, a CA State registered investment advisor. 

 

have in reinvigorating a recovery.  As a result, we’re hearing and seeing more research coming out of the 

academic community and the Fed’s own staff on what other tools they could employ, including debt 

monetization (a.k.a. funding large fiscal deficits or government spending that could be injected directly into 

the economy to kick start activity).  What I’m getting at is extreme times call for extreme measures, and I 

think one of the worst mistakes any investor could have going forward is to have a lack of imagination.  

There is nothing set in stone saying that should we have a recession either globally or domestically here in 

the U.S., that asset prices are guaranteed to follow a similar script to what they have in the past – that is both 

fascinating and scary.  So pay attention, know what you own and why, and don’t be afraid to change your 

mind as the facts and data change. 
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