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December 2nd, 2019 

                  

Looking the other way… 

2019 is truly shaping up to be one of the most 

inharmonious years in history as it pertains to 

the relationship between equity prices and 

fundamental reality.  I’m going to walk 

through the time series of four fundamental 

data points that have historically had a 

statistically reliable correlation with the broad 

stock market, but all four have been 

completely ignored in 2019.  This year has 

been all about looking the other way when 

negative fundamental data points persisted, 

and instead focusing on the ‘hopium’ inspired 

expectation of a reacceleration in growth that 
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was just another quarter away, or the highly 

touted trade deal that has been almost 

complete since the spring, or the earnings 

recovery that was about to start and fill in the 

bloated valuation gap that has pushed 

multiples on a plethora of metrics to historic 

extremes.  But here we are, coming into year-

end and yet there is very little to show for the 

catch-up story where improving fundamentals 

could justify levitating equity prices.   

 

Let’s start with the inverting of the yield 

curve.   

 

Below is a chart plotting the yield differential 

(spread) between the 10-year Treasury Note 

and the 3-month Treasury bill (purple line) 

going back to mid-1950’s.  Also plotted on the 

chart is the term spread between the 10-year 

T-Note and the 2-year T-note (green line), but 

let’s focus on the 10Y-3M line given it has a 
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longer time series with more observable data.  

Since the late 1950’s there have been 9 

occurrences where the 10Y-3M yield curve 

inverted, with an economic recession (gray 

bars) commencing on average within 12 – 14 

months in 8 of those 9 occasions.  The only 

false positive of this data series happened in 

the late 1960’s where the Fed took aggressive 

action to extend that expansion and delayed 

the onset of a recession until December 1969.   
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In May of this year, the U.S. experienced the 

10th iteration of a yield curve inversion in the 

10Y-3M spread with this inversion persisting 

into October.  Recently, investors have been 

eagerly dismissive of the historically 

predictive ability of this indicator, given the 

reaction by the Fed to cut the federal funds 

rate three times since July and revert back to 

expanding its balance sheet.  As a result, the 

10Y-3M yield curve has un-inverted, allowing 

investors to breathe a collective sigh of relief 

that recession risks have been negated.  

Perhaps this line of thinking will prove to be 

correct, or maybe it speaks to the unparalleled 

level of complacency built up in investors’ 

minds after such a prolonged bull market run, 

and such thinking lacks a thorough 

understanding of financial history.   
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What you’ll notice in the chart above is that 

rarely does the U.S. economy slip into a 

recession when the 10Y-3M curve is still 

inverted, and this is usually because it’s the 

curve inversion that is the financial market’s 

way of telling the Fed that policy is too tight. 

It is at this point that the Fed typically takes 

action to implement more accommodative 

policy to un-invert the curve, but historically 

speaking by the time the Fed catches up with 

the bond market’s message, its actions are 

already too late.  Consider the warning sign 

that many investors are ignoring today: 7 of 

the last 7 occasions where the 10Y-3M yield 

curve inverted for longer than 10 consecutive 

days (it was almost two whole quarters from 

May to October 2019…) a recession has 

followed within the next 6 – 18 months.  So, 

yes, we may not be in a recession at the 

moment, but the timing clock on this variable 

started in May of this year and points to the 
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possibility (probability) of a recession starting 

any time from the present into the 2nd quarter 

of 2020.  To completely ignore the signal from 

this historically accurate (yet not infallible) 

variable while bidding stock prices to the 

moon is a highly confident view that this time 

is different – which it very well could be, but 

prudence, discipline, and a fundamentally 

driven investment process would restrain 

one’s overconfidence in buying into such a 

view.   

 

Next, let’s dig into the Leading Economic 

Indicator (LEI). 

 

The latest LEI print for the month of October 

registered the third consecutive negative print 

for this indicator and took the year-over-year 

smoothed growth rate to 0%.  Keep in mind, 

this index is a composite of 10 indicators that, 

as the name implies, lead the business cycle.  
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The following two charts put out by Eric 

Basmajian of EPB Macro Research provide 

some context for the degradation in this time 

series since it peaked in early 2018, and also a 

longer-term view covering the last several 

cycles.  
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What stands out is the delicate level we are 

approaching with the YoY growth rate at risk 

of breaking into negative territory.  As for the 

last three months of negative prints – since the 

LEI began in 1959, three consecutive monthly 

declines have resulted in a recession within 6 

months in 7 out of 11 occasions.  A more 

distressing statistic to monitor is that since 

1959, the U.S. has only seen four consecutive 

negative LEI prints 8 times and a recession 
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occurred within 6 months on 7 out of 8 of 

those occasions.  If November’s print is 

negative, that would mark the fourth straight, 

which heightens the interest in this print later 

this month.   

 

However, this warning signal (like the yield 

curve) has been conveniently ignored by the 

equity market so far this year on the auspice 

that it’s going to make a positive turn anytime 

now. 

 

Which brings me to the ISM manufacturing 

survey, which the bulls are quick to embrace 

when it’s in their favor (ripping higher, better 

than expected, or the rate of contraction has 

improved), but are just as quick to point out 

that manufacturing is such a small part of the 

U.S. economy today that it doesn’t deserve the 

prominence it warranted in years past.  Well, 

let’s set aside the nitpicking over its validity 



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. 

 

or importance as a proxy for economic activity 

and just focus on its historical correlation to 

equity prices and economic growth.   

 

Keep in mind that the ISM is a diffusion index 

with the 50 level being the demarcation line 

between expansion and contraction (>50 

implies expansion, <50 implies contraction).  

We just got the November manufacturing ISM 

reading this morning at 48.1, which is a slight 

downtick from the 48.3 reading in October 

and well below consensus expectations for a 

print of 49.2.  The internals of the report 

showed broad based weakness with new 

orders, backlogs, employment, and new export 

orders all coming in below the 50 level and all 

were lower than October’s levels.  So much 

for the highly anticipated growth 

reacceleration the Wall St. crowd has been 

crowing about as we transition into 2020.  As 

the top line in the table below details, the 
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November reading marks the fourth 

consecutive month in contractionary territory 

and this slowdown in the manufacturing side 

of the economy has now persisted beyond the 

growth scare in late-2015 / early-2016.        

 

 
 

Speaking of equity investors looking the other 

way, have a look at the right hand side of the 

chart below that plots the year-over-year rate 

of change of the ISM (blue line) slipping to its 

weakest levels since the GFC in 2008, while 
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the year-over-year percentage change in the 

S&P 500 defies economic gravity as it spikes 

higher.   

    

 
 

And lastly, we have the corporate profits and 

earnings story.   
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According to the latest estimates by Factset, 

we now have analysts penciling in negative 

EPS projections for the S&P 500 in Q4.  If the 

final tally (which we won’t know until deep 

into Q4 earnings season in March 2020) 

comes in near current estimates, then we’re 

looking at 2019 earnings being flat to slightly 

down from 2018.  The downside earnings 

surprise is even more striking relative to 

expectations in early 2019, where analysts 

were expecting S&P 500 EPS to come in 

around $174 for 2019, but the most recent 

estimates have fallen to $162.84 – a 6.4% 

delta between expectations and reality.  But 

don’t fret, because the S&P 500 has rallied 

over 20% in 2019 which has taken the P/E 

multiple from 14.4x at the start of the year to a 

current P/E multiple north of 19x.  Yes, that is 

a dash of sarcasm you may be sensing in my 

tone.   
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Looking forward into 2020, consensus 

estimates are targeting EPS growth of 9%, but 

my work indicates that these projections are 

way too optimistic given my view that we are 

in the very late stage of this economic 

expansion, the fiscal impulse is fading, profit 

margins are rolling off of peak levels, CEO 

and CFO confidence is weakening, and also 

considering the heightened geopolitical 

uncertainty enveloping the globe.  What’s 

more is that equities shouldn’t garner an above 

average multiple in such a fragile fundamental 

backdrop.  Even with the levitation in equity 

prices in 2019, valuations still remain slightly 

below their cycle peak reached in January 

2018, just after the passage of the tax cuts, yet 

the current forward P/E multiple of 17.5x is 

well above the 5-year average of 16.6x, 10-

year average of 14.9x, and 25-year average of 

16.1x.  Historically, the best combination for 

multiples has been strong growth and low 
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inflation, but when I look forward, I see a 

world of below average growth and above 

average inflation.  This is why my anxiety 

level shoots through the roof when I update 

regressions on the 10-year annualized returns 

for the U.S. equity market versus the 

prevailing market cap to GDP ratio.  

Unfortunately, neither you nor I are seeing 

this wrong, as the below chart implies a 

negative return out of equities over the next 

10-years.       
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But, as the 2019 rally in the equity market is 

showing those of us who slog away at 

fundamental analysis and adherence to a 

disciplined investment strategy – why worry 

about the future when you can have fun in the 

present? 

 

All kidding and sarcasm aside here, we are 

approaching year-end where the expectation 

throughout 2019 has been that the positive 

inflection in the fundamentals was just around 

the corner, yet that positive inflection is still 

proving to be elusive.  I’m still of the view 

that the positive inflection isn’t coming, but as 

I pointed out when the Fed started cutting 

rates in the summer and then reverted back to 

expanding its balance sheet in mid-September, 

they (the Fed) were going to pull out all the 

stops to try and avert the economic cycle from 

tipping into contraction.  They’ve made their 
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moves, and the most recent speeches made by 

Fed Chair Powell and other Fed officials 

suggests that they think they’ve done enough.  

So, we will have to wait and see, because right 

now we remain in this meandering state of 

economic stasis where the data isn’t getting 

better, but it’s also not getting meaningfully 

worse.  What is keeping the stock market and 

other risk asset prices bid isn’t the 

fundamental backdrop, but rather the Fed’s 

printing press.  The following charts from Jim 

Bianco of Bianco Research quantify the nearly 

$300 billion increase in the size of the Fed’s 

balance sheet since mid-September.      
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It’s just mind-boggling that inside of 10 

weeks, the Fed (who claim that this isn’t 

QE…) can undo almost the entire amount of 

balance sheet contraction they implemented in 

all of 2018, but not be transparent or forthright 

to provide the public with an explanation for 

why they are doing so.  Mohamed A. El-Erian 

is one of the smartest, most well connected 

and respected minds in the financial industry, 

and what he said about this in an interview last 

week speaks for itself.  You can watch the 

entire clip here, but the following snippet 

aptly pins the tail on the donkey: 

 

 

“How do central banks pursue their 

economic objectives?  By pushing up asset 

prices, by hoping that higher asset prices 

make us feel wealthier and as we feel 

wealthier, we spend more, and as we spend 

more, companies invest more…but guess 

https://www.youtube.com/watch?v=PwUT6D5mR2o


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. 

 

what?  It doesn’t work…so what you’re 

seeing here is basically the Fed pushing on 

a string, however the Fed cannot pull back 

because if it pulled back, it’s worried that 

it’s gonna disrupt markets and if it disrupts 

markets, that can be a spillover on the 

economy.  So, they are in a lose, lose, lose 

– they can’t stay where they are, they can’t 

do more, but they can’t do less, and that’s 

the irony of relying for too long simply on 

central banks.”  

 

    

Sure, the investing environment today is far 

better than what we were enduring at this time 

last year when liquidity had vanished into thin 

air as the Fed was hiking and the balance sheet 

was being reduced.  But just as things weren’t 

normal in the liquidity vacuum last year with 

equity prices spiraling to the downside, they 

are equally abnormal today with prices 
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surging to the upside on nothing other than 

massive Fed money printing.  The major 

fundamental constraint on the global economy 

(and it’s been the case since the GFC) is the 

prevailing unsustainable debt burden, which is 

more pronounced today than at any time in 

modern history. There is $250 trillion of 

outstanding IOU’s at the household, 

government, and business levels today and 

this is about 3x the level of worldwide income 

to support this debt bulge.  At the peak of the 

cycle in the year 2000, this debt pile stood at 

just under $90 trillion, at the peak of the cycle 

in 2007 it was just under $120 trillion, and 

today it sits around $250 trillion.   

 

The path of least resistance to attempt to 

resolve this problem is to add more fuel to the 

fire.  Yup, you don’t hear any politician or 

policy maker anywhere around the world 

talking about restraint or coming forward with 
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agendas that would gradually tackle this 

dilemma. Nope, it’s all about more spending, 

debt forgiveness, giving away free stuff, 

restarting asset purchases and targeting lower 

interest rates.  I’m not saying I have the 

answers, and the best long-term solutions 

would require incurring some near-term pain, 

but the fact of the matter remains: You can’t 

solve our over-in-debtedness problem more 

debt.  The playbook the central banks around 

the world are employing today is the same one 

they’ve been using for the last ten years, but 

the trouble they’re running into at the moment 

is the law of diminishing returns.  Lower rates 

and asset purchases are pushing on a string, 

hence we have yet to see any meaningful 

reacceleration in growth anywhere around the 

world.  Sure, we’ve seen some indications of 

stability or blips of improvement, but like the 

European PMI numbers this morning, were 
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talking about a pick up from ‘dreadful’ levels 

to simply ‘terrible’.  

 

What do I mean by this? European factory 

activity rose to 46.9 and everyone is focused 

on this number being at a three-month high, 

but that overlooks the fact that it’s still at a 

deeply contractionary level.  Yes, I’m keenly 

aware of the notion that it’s the rate of change 

(second derivative) that matters to markets, 

and seeing the German PMI improve to 44.1 

from 42.1 is an improvement, but 44.1 is still 

a recessionary print.  These are diffusion 

indexes that don’t historically get much worse 

than 40, nor do they get much better than 60.   

 

All I’m getting at is that while we are all along 

for the ride that the central banks are taking us 

on, don’t let distorted market asset pricing, 

promulgated by the Fed, lead you to a 

conclusion that price levels today are 
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supported by anything other than an avalanche 

of liquidity.  Right now, the stock market is 

writing checks the economic data can’t cash, 

and perhaps over the next several months this 

disconnect can right itself with the much-

anticipated positive inflection in the data 

finally arriving.  Otherwise, I don’t think we 

have more than another month or two of 

squishy-soft to weak data, floundering 

revenues, contracting profit margins, and 

falling cash flow before the C-suite of most 

companies starts handing out pink slips and 

the labor market weakens markedly.                 
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