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December 16th, 2019 

                  

Keep it simple… 

I’m going to keep this week’s missive short 

and sweet because there remains only one 

variable that matters to capital markets at the 

moment – LIQUIDITY.  Sure, over the past 

week we had constructive developments on 

the U.S. / China trade front where it appears 

both sides agreed to something, but the details 

of that something still remain somewhat 

illusive.  We also had a market friendly 

election outcome in the U.K. with the 

conservatives garnering the biggest majority 

since Margaret Thatcher back in 1987.  These 

outcomes have been getting gradually priced 
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into markets over the past two weeks, so 

perhaps the finality of them has added a little 

extra upside kick to equity prices, but the real 

driver remains the Fed.  Last week, seemingly 

out of left field for most investors (outside of 

some market plumbing experts who have been 

warning that the Fed had to do more), the Fed 

announced that they expect to add nearly $500 

billion in additional liquidity to the short-term 

funding markets through year-end.  This is on 

top of the roughly $300 billion in liquidity 

they’ve injected into the short-term funding 

markets and T-bill purchases since mid-

September.  It makes you wonder what the 

heck is really going on, that an ‘economy on 

such solid footing’ would need this much 

stimulus to get through year-end funding 

stresses.  

 

Nevertheless, liquidity is all that matters to 

asset prices at the current time as is clear from 
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the following table, where both the top panel 

and bottom panel are aligned on weekly closes 

starting the second week of October.  The top 

panel measures the weekly % change in the 

S&P E-Mini futures contracts (which tracks 

the S&P 500) and the bottom panel tracks the 

weekly change in the size of the Fed’s balance 

sheet.  It comes as little surprise to anyone 

paying attention that since the Fed restarted 

expanding its balance sheet again in earnest, 

the S&P 500 has had one down week and that 

week coincided with the only week in this 

time period that the Fed’s balance sheet did 

not expand.   
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At this point, there is no real economic 

information contained in the stock market 

anymore – it’s has been turned into a 

commodity where low interest rates and ample 

liquidity are a playground for companies to 

buy back stock and financially engineer higher 

share prices.  Making such a statement is 

nothing more than calling it the way it is.  

When you have central banks around the 

world conducting monetary policy as if the 

global economy were in a crisis (see chart 
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below from BofA Merrill Lynch), but from 

what we know we are not currently in a crisis, 

then a large chunk of that stimulus is going to 

find its way into asset prices.  This has been 

the playbook that has been engrained into 

investors for the last ten years, and there is no 

reason to overthink it until there is definitive 

and obvious change.   
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However, and you know me – I always have a 

‘but’: the failure of a risk to materialize does 

not disprove its existence.  You don’t stop 

wearing seatbelts just because you’ve never 

been in an accident.  U.S. equity valuations 

today rival some of the highest levels ever 

achieved in the history of equity markets, 

earnings growth in 2019 is set to be flat, 

economic growth in Q4 is stagnating to a 1% 

GDP print, leading indicators in the labor 

market are flashing yellow, and the strong 

consumer story looks much weaker without 

the crutch of increasing amounts of debt.  I 

know it seems as though equities are the only 

game in town – it feels that way to me – but 

let this serve as yet another reminder to remain 

disciplined and prudent with portfolio 

allocation decisions.  This doesn’t mean to 

pull the plug, go to cash, and batten down the 

hatches, but now is not the time to extend 

further out into the risk pool.  Maintaining 
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exposure and continuing along for the ride is 

fine, but keep a close watch on how you’re 

positioned and the risks you’re taking.    

 

This current year-end liquidity injection is 

reminiscent of the year 2000, when Y2K fears 

caused the Fed to inject liquidity into the 

system into year-end to placate any 

unexpected risks.  Well, as is so eloquently 

detailed in Julian Brigden’s chart below – a lot 

of that money found its way into the stock 

market, but when the music stopped and the 

liquidity injection wasn’t continued, it caught 

a lot of investors by surprise.   
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