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July 1st, 2019 
 

The Elusive Recovery… 

Well, we got through the highly anticipated 

G20 summit this past weekend, where it 

appears President Trump and President Xi 

both took advantage of the opportunity to save 

face and not escalate the trade skirmish any 

further at this time.  There really hasn’t been a 

lot of detail released from either side about the 

specifics of the discussion or where we go 

from here, but the global capital markets 

breathed a sigh of relief in that at a minimum 

it appears the two sides are amicable enough 

to reopen negotiations.  Given the divergent 

long-term strategic and financial objectives of 

the two sides, their respective national 
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interests, and cultural divide, it’s unlikely that 

this trade dispute will get worked out in short-

order.  The only way a deal gets worked out in 

the near-term is if one side gives in on the 

grand ambitions that were being sought when 

this trade war began, but with both sides 

seeming to be entrenched in defending their 

national interests, it’s difficult to imagine a 

grand compromise can be reached without an 

extended and exhaustive negotiating process.  

Keep in mind, it’s in the best interest of both 

sides to get a deal done, and I remain of the 

view that we’ll eventually get there given 

neither side wants to shoulder the blame for 

further escalation, an all-out end to 

negotiations, and the global economic 

ramifications that would ensue.  But also keep 

in mind that this is one horse that can’t be put 

back in the barn now that it’s out, so reaching 

even a subtle compromise (like agreeing to 
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disagree, but willing to move on as is) will 

likely be extremely complex. 

 

As for what else is going on that is interesting 

(but inexplicably continues to be lost on the 

equity market), is persistent decay in the 

global economic data.  We just received the 

June PMI’s from around the world where 

Germany sank to a distressing 45, Spain fell 

back into contraction for the first time in 5 ½ 

years, the UK is back into contraction for the 

first time in 6 years, and China’s Caixin 

Manufacturing PMI is at the lowest level 

(49.4) since January.  All in, 21 of the 22 

releases I’ve seen thus far declined versus the 

prior month, and we just got the U.S. ISM 

which slipped to 51.7 in June from 52.1 in 

May which tied a nice little bow around the 

spectacular breadth of global economic 

deterioration.  Consider the irony with détente 

reached over the weekend between Trump and 
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Xi, where it was only six months ago in 

December that the two heads met in Argentina 

at the G20 where a truce was reached and this 

was viewed as positive news for global 

growth.  Back then the global PMI level was 

51.4 versus a contractionary reading of 49.8 

following this morning’s data. 

 

There’s no point in trying to sugar coat things 

here, and what I’m referring to is that the PMI 

data out of Asia and the Eurozone was really 

bad, and very consistent with recessionary 

levels.  So far (and it continues to be the case), 

the U.S. is holding up better than the rest of 

the world, but unless these weakening trends 

are arrested and begin to inflect upwards in the 

next month or two then it’s unlikely that the 

U.S. can stay decoupled for much longer.  

This is why Chairman Powell cited global 

economic weakness as one of his main 

concerns numerous times at the last FOMC 
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meeting.  Consider the structural 

underpinnings that are at play as well – we 

have a global economy that is unable to grow 

at the pace that existed over the past 100 years 

given the slowing in population growth.  Well, 

if structural growth is slower, then it 

incentivizes profit seekers (nations) to 

compete for each other’s market share and I 

view the rise of populism and resultant 

migration of regional leaders towards 

nationalism as a by-product of this 

development.  Demographic shifts of this 

magnitude are glacial in pace, and as a result 

they don’t get too much attention, but the 

global economic impacts are very important to 

consider.   

 

Back to the here and now, as we are set to start 

getting Q2 earnings results in a few weeks’ 

time.  Currently analysts are estimating that 

the S&P 500 earnings will come in at -2.6% 
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(FactSet estimates).  We’ll see how the final 

tally comes in as Q1 was also expected to be 

down at the start of that reporting period and 

ended up coming in roughly flat.  However, 

what has caught my eye more than what the 

level of earnings growth ends up coming in at 

is rather the trend in the year-over-year analyst 

forecast for EPS growth over time.  The below 

data is for Q2 S&P 500 earnings growth: 

 

• October 31st 2018: +6.8% 

• December 31st 2018: +4.1% 

• March 31st 2019: +0.1% 

• May 31st 2019: -2.1% 

 

Q3 estimates have also come under the knife 

over time with estimates for earnings to grow 

+4.6% as of December 31st, but those 

estimates have since come down to -0.3%.   
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While an earnings recession is not yet 

underway in the official S&P 500 profits data, 

it looks to have already commenced for the 

U.S. economy.  What I’m talking about here is 

the corporate profits data that was reported in 

the Q1 GDP report.  The data from this report 

catches a wider array of overall economy-wide 

profits than just the 500 companies that make 

up the S&P 500, and in this report ‘profits 

before tax’ (with IVA and CCadj) declined at 

nearly a -10% annual rate in Q1 following a    

-1.7% decline in Q4.  Perhaps this provides 

some validation for the underperformance of 

the small cap sector over the last year and 

such a development doesn’t inspire a lot of 

confidence as it pertains to future investment 

and hiring.  

 

Here we are mid-way through calendar year 

2019, and all these growth concerns and 

weakening data points that just started 
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showing up late last year were expected to be 

well behind us.  The narrative was that in the 

second half of the year things will begin to 

reaccelerate to the upside, growth will be 

recovering, and the next leg of this recovery 

will be underway.  Add to this that as we 

move into the back half of the year for both 

U.S. economic data and corporate profits, we 

are going to be comparing results to what was 

the peak of this economic cycle at this time 

last year (think year-over-year growth 

comparisons).   That set-up is going to be 

extremely challenging with how elusive this 

second half recovery is proving to be.    

 

In the interest of brevity and this being a 

holiday week and all, let’s just get to the point.  

The global economy, as well as the U.S. 

economy, are at a very delicate and vulnerable 

intersection.  Indicators like global trade, 

freight and shipping data, industrial 
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production, a peak back in January in real 

aggregate income, base metals prices, an 

inverted yield curve, and expectations for the 

start of an interest rate cutting cycle by the 

Fed are all indicative of heightened recession 

risks.  The stock market, corporate profits, 

employment, and sentiment readings are still 

indicating that imminent recession worries are 

overblown.  It makes sense for investors to be 

torn because it’s not an easy call to make at 

this time for one side or the other. 

 

But here is one thing worth pointing out, and 

that is if you’re waiting for the NBER 

(National Bureau of Economic Research) to 

make the recession call before positioning 

yourself in a more defensive posture, then 

you’re likely to be doing the opposite of what 

you should be doing.  We looked back at the 

last five recession calls by the NBER, and on 

average they proclaimed the start of an 
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economic recession 8 months after it actually 

began.  It makes sense when you think about 

it, because the last thing this entity wants to do 

is get such a call wrong and panic investors 

unnecessarily.  Looking back at the last cycle, 

the NBER announced in December 2008 that 

the recession started in December 2007 – a 

full year after it had begun and only three 

months before the S&P 500 bottomed after a 

more than 50% decline.  It was 8 months into 

the 2001 recession that they came out and 

made the call that one was underway and the 

recession ended up ending that very same 

month.  In that cycle the S&P 500 didn’t end 

up bottoming until Q3 of 2002, but the brunt 

of the economic weakness was in the 

rearview.   
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You can go through a similar case study with 

rate cuts and investors’ reactions to the last 

two cycles: The Fed kicked off its interest rate 

cutting cycle with 50 basis point cuts (January 

2001 and September 2007, respectively) and 

in both cases this was only the opening salvo 

for additional cuts to come, and in neither 

occasion do they prove to be enough to avert a 

recession from ultimately unfolding within 

Peak of Cycle 

(start of 

Recession)

Announcement 

Date

Months 

Between 

Trough of Cycle 

(end of 

Recession)

Announcement 

Date

Months 

Between

January 1980 June 3, 1980 5 July 1980 July 8, 1981 12

July 1981 January 6, 1982 6 November 1982 July 8, 1983 8

July 1990 April 25, 1991 9 March 1991 December 22, 1992 21

March 2001 November 26, 2001 8 November 2001 July 17, 2003 20

December 2007 December 1, 2008 12 June 2009 September 20, 2010 15

Average Delay 8 Average Delay 15.2

** Prior to 1979, there were no formal announcements of business cycle turning points.

Recession Data: https://www.nber.org/cycles.html

National Bureau of Economic Research: Recession Analysis

The NBER does not define a recession in terms of two consecutive quarters of decline in real GDP. Rather, 

a recession is a significant decline in economic activity spread across the economy, lasting more than a few 

months, normally visible in real GDP, real income, employment, industrial production, and wholesale-

retail sales. For more information, see the latest announcement from the NBER's Business Cycle Dating 
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only a couple of months each time.  Yes, in 

2007 the S&P 500 went on to rally roughly 

4% from the first rate cut until it put in a cycle 

high in early October, but who knew at the 

time that would be the top?   

 

My advice is that investors should continue to 

embrace the rally in risk assets today for as 

long as it lasts, but don’t let it lull you into a 

false sense of security.  If/when the Fed cuts 

rates, it’s because they see enough evidence in 

the fundamental backdrop that is compelling 

them to take such decisive action.  Historically 

when they cut, it has instigated a sense of 

relief among investors who push the equity 

market higher with the belief that the cavalry 

is coming to rescue them, but only in a select 

few occasions (mid-60’s and mid-90’s) has it 

averted a recession and buyer’s remorse.  

More than anything, I would augur that 

investors employ a diligent level of patience 
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with future capital deployment.  With interest 

rates just a snippet above all-time lows, the 

investment set-up has rendered the long-term 

reward proposition in this asset class as almost 

un-investable to meet future long-term return 

objectives.  As a result, this has forced 

potentially a lot of weak hands into the equity 

market that may be very reactionary to equity 

market declines and exacerbate the price 

movement to the downside (like what we saw 

in Q4).  It’s during these bouts of material 

weakness that investors will want to be 

tactical in taking advantage of the opportunity.   

 

One point of clarity is warranted on the fixed 

income side as being un-investable for the 

attainment of long-term return objectives, and 

that is if we were to slip into a recession and 

the Fed gets aggressive with rate cuts, then it’s 

likely we could see the yield on the 10-year 

Treasury Note fall below its 2016 lows of 
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1.36% and perhaps go as far as below 1%.  In 

such a scenario, this would generate a double-

digit total return for that instrument which 

isn’t a bad hedge in an environment where 

risk assets are having a challenging time. 

 

The way I’m looking at things today is that 

volatility awaits in the second half of the year 

with a fundamental backdrop that is much 

weaker than equity prices currently reflect.  

Should this fundamental backdrop deteriorate 

more (which is my base case) then I expect 

policy makers to act (namely the Fed, and 

perhaps a heavy dose of fiscal policy should 

things get too ugly), but dramatic action is 

unlikely to come unless asset prices and 

economic data is in a much more stressed 

position.  It’s those windows of opportunity 

when investors who are positioned defensively 

can/should take decisive action to take 

advantage of the long-term opportunity.  A 
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closing thought you rarely hear uttered in the 

media, but with the equity market sitting at 

all-time highs (and ‘all-time’ is a long time), is 

this not in fact the best selling opportunity an 

investor has ever been offered?  You always 

hear of great buying opportunities, but ponder 

the idea of flipping that script on its head with 

asset prices (outside of commodities) across 

the board at/near their highest levels in 

history.   

 

Have a great holiday and safe travels to all 

those undertaking a voyage.           
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