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June 24th, 2019 
 

Important to understand why an interest rate cut is coming… 

For the fourth time in the past fifteen months the S&P 500 managed to make a new all-time high last week.  

On top of that, the major index has pushed back above its 50-day trendline (a positive short-term momentum 

indicator) and is up over 17% to start the year.  Oh, did I forget to mention the index is set to post its best 

June in almost 65 years, and that this follows on the heels of the best January since 1987?  Keep in mind that 

January bump came after the worst December since 1931 and the June ramp is coming off a nearly -7% 

swoon in May – it just goes to show that the “buy the dip” strategy that has been so fruitful in this 10-year 

long bull market is still very much alive and well.  However, with each additional new high in the S&P 500, 

I find my skepticism rising and the list of non-confirmations broadening. 

 

First off, as of the end of last week the S&P 500 is just 0.3% above the high posted in April, and the April 

high was just 0.5% above the prior record reached last September.  So yes, it’s an exhibition of progress that 

the market is making new highs, but in between these peaks, investors have had to endure some nasty 

drawdowns.  Really at the end of day, when one reflects on the last 17 months starting in January 2018, the 

S&P 500 has managed to move sideways within what has been a roughly 600-point range (a high print of 

2,951 and a low print of 2,346).  All the while, each new nominal high in the S&P 500 (red line in the chart 

below, courtesy of Sven Henrich) has occurred with lower highs in the S&P Equal Weight Index (blue line in 

the chart below).        
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In fact, since first reaching the 2,900 level in August of last year, the best performing sectors in the S&P 500 

have been the ones you want to own in a lower growth / lower interest rate environment: Utilities +14%, 

Real Estate +13%, Consumer Staples +9%, and Communication Services +6%.  The sectors that have lagged 

the most and experienced an outright decline have been Energy, Materials, Financials, and Industrials.  Not 

to mention that the Russell 2000 Small Cap Index (you know, the segment that should benefit most from a 

booming U.S. economy…) is still -11% off its August 2018 high.   

 

Based upon the results inside of the equity market, with defensives drastically outperforming cyclicals, 

maybe the stock market and the bond market aren’t telling divergent stories after all, but more of a consistent 

story of weakening growth and inflation and rising recessionary risks.  Although, the divergence between the 

S&P 500 and interest rates (as measured by the 10-year Treasury yield) can only be stretched so far before 

investors need to start asking themselves if something is broken within the plumbing of the financial system.   

 

 

As for what’s driving these extended price movements in both directions across many asset classes – it’s the 

Fed.  There is nothing fundamental about this most recent rally after the May sell-off – it’s all been driven by 

the expectation that the Fed is going to be stepping in to rescue asset prices once again.   At the turn of the 

year, one could make the fundamental case that equity markets over did it to the down side in December of 

last year when the S&P 500 traded down -20% on a recession scare that didn’t exist at the time.  Okay, the 

stabilization in the economic data in Q1 supported the claim that the global economy wasn’t falling off a cliff 

and in February and March we even saw some parts of the global economy show a slight uptick in growth 

momentum (green shoots as they call them).  But since the start of Q2, we’ve seen a reacceleration to the 

downside in a wide swath of data across the globe, and in recent months it’s been the U.S. economy catching 

down to the rest of the world.   

 

Last week we got the June preliminary Composite PMI estimate from Markit which dropped to 50.6 from 

50.9 in May, 53.0 in April, and 54.6 in March.  The manufacturing segment fell to 50.1 which is its worst 

reading since September 2009, and the softness is spilling over into the services component as it slid to 50.7 

from 50.9.  I hear all the time how resilient the consumer is and how strong the service side of the economy 

is, but these results indicate that the services side of the economy is stagnating and unless things stabilize 

soon, we’re at risk of seeing this segment experience a rare contraction in activity.  The results out of Darden 
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Restaurants last week provided some validation of this weakness as both revenues and same-store sales 

missed estimates and the outlook was lowered for the year.   

 

The latest readings from the regional Fed surveys were downright scary relative to consensus expectations: 

NY Empire Manufacturing came in at -8.6 vs. a reading of +17.8 in May and expectations for a reading of 

+12.0, Philly Fed +0.3 vs +16.6 in May and expectations for a reading of +10.6, and this morning’s Dallas 

Fed survey was at -12.1 vs. -5.3 in May and expectations for a print of -1.0.  These early reads on activity 

levels in June infer that there’s a high probability that when the ISM manufacturing survey is reported next 

week that it comes in below the 50 level (recall this is a diffusion index, where a reading above or below 50 

denotes expansion or contraction).  The following comment from one of the Dallas Fed’s survey respondents 

just about sums up the current environment: 

 

"I don’t care what the indicators say—things are slowing down in energy and manufacturing... 

Customers are shopping every nickel, quoting and requoting; no one wants inventory ." 

Not to pile on, but the Cass Freight Index showed that shipments declined -6.1% in May and this continued a 

string of six consecutive months of decline (the worst stretch since November 2009).  The comments from 

Donald Broughton, the report’s author, were especially interesting in that he views the current state of the 

shipments index as having gone from “warning of a potential slowdown” to “signaling an economic 

contraction”.   

 

I want to add in one point on the employment front, as I think the prevailing interpretation of the 3.6% 

unemployment rate is being drastically misconstrued.  Without question the latest reading was the lowest 

unemployment reading in 50 years, but many investors quoting this grand achievement (and it is quite an 

accomplishment) fail to recognize just how lagging of an economic data point the unemployment rate is.  

When we last reached this level back in December 1969, the U.S. economy slipped into a recession the very 

next month.  As for the present day, there is no telling when or if we’ll experience the same fate this time (it 

won’t be because we hit the same unemployment level, that’s for sure), but it’s because the NBER won’t 

make the recession call until 8 – 12 months after a recession has begun.  Historically speaking, it’s when the 

NBER makes the recession call that investors want to start rotating their portfolios into an aggressive posture 

as the U.S. economy is nearing the end of its recession stage.  Back to the employment situation in the U.S. – 

it’s actually the index of aggregate hours worked by nonsupervisory production workers that should be 

closely watched.  This metric has an uncanny tendency to peak just prior to the onset of recession, just as it 

did in September of 2000 (the recession started in March 2001) and it peaked in the last cycle in December 

of 2007 with the recession starting that very same month.  Where does it stand today in the current cycle?  It 

peaked in January which is why it should be closely monitored over the next couple of employment reports.   

 

So what’s one to make of all this?  Well for starters, it’s the collection of all the weak data points I laid out 

above, plus a plethora of items that aren’t referenced that confirm why the Fed has pivoted so suddenly and 

drastically from its rate hiking stance as recently as last December to now guiding the market to expect a rate 

cut next month.  It’s because the economy is turning down in a more discernable fashion that the Fed is 

taking a more aggressive posture to try and “extend the expansion” (this is the exact phrase that has been 

coming up repeatedly in recent Fed speeches).   

 

Now in a classic Pavlovian “conditioned” response fashion, market participants are celebrating this reversal 

by the Fed as it means cheaper money and more liquidity – the two main ingredients that have levitated asset 

prices for last 10 years.  But this upcoming dose of Fed-induced narcotics may not live up to the hype of the 

previous fixes.  Reason being is that this one is coming after a prolonged tightening cycle, where the prior 

rate hikes and liquidity withdrawals are still working their way through the system.  Furthermore, the Fed is 

still reducing its balance sheet by roughly $35 billion per month, and with no offsetting rate cut yet, the Fed 
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is de-facto still tightening.  Additionally, the global economy continues to lose momentum and our leading 

indicators suggest this will remain the case into Q1 of 2020.  Not to mention, on only 3 occasions in the post-

WWII era has the Fed engineered a soft landing after a tightening cycle and in 10 of those 13 tightening 

cycles that weren’t soft landings, the economy slipped into a recession.  So the odds are decisively in favor 

of the recession outcome – not that this is what anyone is rooting for, but prudent objective analysis isn’t 

about hope and preferred outcomes but rather diligent and rigorous analysis.   

 

Right now, I see way too much excitement over more monetary stimulus and way too little attention paid to 

why we are finally going to get it.  Consider that within a span of eight months we’ve gone from ‘the Fed is 

tightening and interest rates are rising for the right reasons as growth and inflation are rising’ (this was good 

for profits, consumption, and the stock market), to ‘the Fed is cutting because growth and inflation are 

decelerating, profits are at risk of declining, consumption is weakening, and this is also good for the stock 

market’.  What the What – the bouncing narrative is starting to make my head spin!  Yes, there have been 

points in this prolonged expansion where in time it has worked out that investors could have their cake and 

eat it too, but I’d be extremely leery about this being another one of those times.  

 

For one, ask yourself the question, “how much additional benefit could lower interest rates and increased 

liquidity provide at this point?”.  I have no doubts that if the Fed reverts back to QE (which I think they 

eventually will) that this additional liquidity will find its way into asset prices, but I do find myself thinking 

more about the laws of diminishing returns.  As for lower rates, sure the bond market has already done a 

tremendous amount of the heavy lifting for the Fed by pushing yields back down to their lows from a couple 

of years ago.  This has managed to drag mortgage rates below 4% for the first time since January 2018 from 

5% last Fall, but this hasn’t stopped existing home sales from contracting for 15 consecutive months on a 

YoY basis, auto sales from continuing to slide, and other interest rate sensitive parts of the economy from 

stagnating.   

 

The fact of the matter is that the global economy remains over indebted and while a lower cost of capital on 

this debt may buy some time, it isn’t a panacea.  Step back and take a longer-term look, where we are talking 

about a structural shift that’s afoot with interest rates having done nothing but decline for the last 38 years 

from the high-teens to 2% on the 10-year Treasury bond.  All the uber equity market bulls out there may 

want to moderate some of their enthusiasm when you reflect back upon the last three Fed rate cutting cycles.  

The Fed funds rate peaked at 9 and 7/8th’s at the peak of the economic cycle in 1989, from which the Fed 

went on to cut interest rates down to 3% at the trough of that rate cutting cycle.  At the peak of the Tech 

Bubble in 2000 the Fed funds rate peaked at 6.50% which the Fed cut to 1% by mid-2003, and at the peak of 

the Housing Bubble the Fed funds rate reached 5.50% before being cut to 0.0% for seven years.  As you can 

see from the last three cycles, the starting level and ending level have all been lower-lows, but none of them 

proved to be enough to stop a recession from eventually occurring.  Sure, we had token cuts in between like 

the mid- and late-nineties that all the perma-bulls like to reference, and such actions did extend those 

expansions, but anchoring on such observations without acknowledging and respecting other periods when 

these policies failed in preventing a recession from occurring is a biased analysis.  So yes, the Fed can and 

will try to punt a downturn from occurring, and as of now all we can do as investors is observe and react to 

see if they are successful or fail at this next attempt.    

 

At the current moment I think investors are right to anticipate the Fed taking action at the July meeting to cut 

interest rates (I’m actually leaning towards them cutting 50bps, not 25bps), but I think it will end up 

amounting to ‘too little, too late’.  I think the Fed already overtightened policy by 75-100 bps (when you add 

in the balance sheet reduction) and you can’t put that worm back in the bottle.  As such, I think this most 

recent rally is built on a very fragile foundation and false hope, but I am willing to be open minded that 

global central banks can pull another rabbit out of the hat.   
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I don’t mean for this next comment to sound dramatic and I don’t want it to be taken out of context, but 

fundamentally and economically speaking we are in a very horrible place.  What I mean by ‘horrible’ is the 

incoming data, leading indicators, cyclically sensitive commodity prices, the bond market, layoff 

announcements… all suggest that the economy is at risk of accelerating its way into a recession, and I really 

have my doubts that any counter-cyclical policy stimulus can alter its direction at this point.  Not that such 

policies won’t be attempted, and not that they eventually won’t work their way into the system, but such 

stimulus policies won’t have a positive impact on the system until Q1 or Q2 of next year.  By that time, we’ll 

have gone through what I expect is a capex-led industrial recession and a mild earnings recession.  The 

impacts on employment, housing, and asset prices are difficult to handicap at this time and will depend on 

the depth of decline in the industrial, profits, and credit downturns.   

 

No two economic cycles are ever identical, and just as imbalances got built up in previous cycles, the same 

has happened in this one.  Only this time the imbalances aren’t in the consumer or banking sector – that was 

last cycle. This cycle’s excesses are in the corporate sector and the ‘shadow banking’ system.  I agree with 

pundits who proclaim that there have been no excesses built up in the economy via investment spending or 

capital deepening this cycle, because all the leverage taken on corporate balance sheets this cycle has gone 

into stock buybacks.  We had a nearly $4 trillion-dollar expansion in the Fed’s balance sheet that was 

matched by over $4 trillion in increased corporate debt, which in turn matched roughly $4 trillion of share 

buybacks this cycle.  We have never before had a junkier investment grade bond market on our hands, and 

this is a situation that will stymie capex spending for the next several quarters as companies redirect cash 

flow towards deleveraging in order to maintain their debt rating and cost of capital in the debt markets.   

 

Given this backdrop, I fully expect policy makers to step up over the next several months and attempt to do 

whatever they think is necessary to extend this expansion.  Should they succeed, then I think it buys 

investors some time and delays an eventual reality check.  I’m also of the view that the only way that policy 

makers can truly punt an economic downturn further into the future is by meaningfully weakening the U.S. 

dollar.  Many variables are lining up to suggest that a weakening dollar environment is at hand or is not too 

far away.   

 
 

Should this be the case, then it opens up a whole host of other investment opportunity sets that have been 

lackluster in previous years, namely emerging market equity markets and select developed markets which – 

outside of short spurts of outperformance – have drastically underperformed U.S. equity markets.  The 
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following chart highlights in the white line the degree to which U.S. equities have outperformed international 

equity markets this cycle.  Never in the last five decades have global equity markets experienced this level of 

U.S. equity market dominance.    

 

 
 

Valuations in foreign and emerging markets are and have been cheap relative to U.S. equities, and even more 

so today with the 12-month forward P/E multiple on the S&P 500 back to 17.3x, precisely where it was last 

September at the all-time market high.  Emerging markets are an area I’m warming to at the moment, but 

only moderately so.  Should global policy makers prove to be successful in igniting another bout of reflation 

and stave off any further weakening in the growth and inflation backdrop, then it looks as though emerging 

market equities have a lot of catching up to do relative to U.S. equities.  Not to mention better fundamental 

long-term drivers in a more favorable demographic make-up, with stronger growth potential and cheaper 

relative valuations.  Keep in mind, the cheaper relative valuations come for good reasons and we may be a 

long way off from these markets ever trading at a sustained premium to the U.S., but a simple mean 

reversion could generate solid returns.     
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Another asset class that would benefit from a lower dollar and interest rate cuts is precious metals, and gold 

in particular.  Gold has a lot of variables working for it at the moment, including last week’s move above 

$1,400/oz which is a level that has acted as ceiling for the last five years.  In a world where roughly $13 

trillion of global debt carries a negative interest rate and 20% of global sovereign debt yields less than 0.0%, 

the allure of the yellow metal (while also yielding 0.0%) carries the baton of not only a store of value but 

also a flight to safety asset.   
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Should policy makers fail in forestalling an economic recession from occurring, then investors should not (at 

least initially) expect risk assets to hold up well in such an environment.  Instead, capital will likely flow to 

typical flight-to-safety plays like Treasuries, the U.S. dollar, and gold.  It’s the resulting policy actions in 

such an environment that will dictate where and when to redeploy capital out of safe havens and back into 

riskier/higher return profile holdings.    
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