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August 5th, 2019 

 

It’s not just one thing… 

Global equity markets have taken an ugly turn to the downside with today’s steep slide sending most major 

U.S. equity averages 5% below the all-time highs many reached in late July.  Here we are once again with 

the S&P 500 trading at 2,855 as I type, and this level is below the 2,872 peak it reached in January 2018.  

Yup, there you have it folks – eighteen months of chop with an ever-widening trading range: as of now, July 

26th, 2019 marks the new cycle high in the S&P 500 at 3,027 and December 26th, 2018 marks the low end of 

the trading range at 2,346.  This current sell-off has imparted some meaningful technical damage with the 

S&P 500 slipping below both its 50- & 100-day moving averages, which puts the 200dma at 2,790 as a 

logical target to the downside.  Should this level prove to be nothing more than a rest stop and provide little 

support, then investors should be open minded to a deeper 10% correction being underway which would take 

us into the low 2,700’s.  After that, it gets dicey and a retest of the December lows becomes a real possibility.   

 

I’ve been of the view (even in the face of this year’s levitation in the equity market) that the peak in the S&P 

500 back at the start of 2018 was the fundamental peak.  It was at that time that everything was lined up for 

the “as good as it’s ever going to get” moment.  We had just had the passage of the tax cuts, which was going 

to provide a meaning fiscal stimulus boost.  The global economy was expanding in a synchronous fashion 

(recall all of the pompom waving by the perma-bulls…), which in hindsight looks to be the precise moment 

that global growth began to decouple.  But it was the U.S. that continued to move along an expansionary 

path, being that it was the only major economy benefiting from a robust pro-growth fiscal stimulus package.  

Lo and behold, given that this stimulus package was unpaid for and funded entirely from an increase in debt, 

the positive bump to GDP and inflation was nothing more than a short-term positive jolt to the economy.  

The academic literature is pretty clear on this point, in that once an economy exceeds a debt-to-GDP level of 

90% (on a gross basis, the U.S. is at 105%), then any additional increase in debt actually detracts from GDP 

growth over time, or until this debt ratio returns to a level below this 90% threshold. 

 

This has been something the Treasury bond market has been sniffing out since November of last year when 

the 10-year peaked at 3.25%.  Since that time, it’s been almost a straight line lower where the yield on the 

10-year is at 1.74% today.  Don’t look now, but this level is only 40 bps above the all-time lows on the 10-

year at 1.36% (reached back in the summer of 2016).  I know that on a day like today, where the Dow is 

down nearly 900 points as I type, it’s easy to throw out hyperbolic and apocalyptic references, but that 

doesn’t do anyone any good.  At the same time, I think it’s important for investors to objectively reflect upon 

the last 18 months and ask themselves why and what is driving the investment decisions they are making and 

how they are allocating their capital.   

 

• If it’s because U.S. or global growth was set to reaccelerate, then I think it would be constructive for 

you to go back to the drawing board.  Because outside of whatever narrative you’ve heard or crafted 
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to make yourself feel better – this thesis has been wrong.  How can I make such a claim so 

demonstrably?  Look at the Cass Freight Shipping Data that has declined for six consecutive 

months, or the JP Morgan Global Manufacturing PMI which has declined for an unprecedented 15 

consecutive months to levels last seen in 2012 when the Eurozone was knee deep in recession and a 

mini credit crisis that jeopardized the viability of the Euro.  Or the fact that the OECD Leading 

Indicator has declined for seventeen consecutive months and the corresponding U.S. Leading 

Indicator is at its lowest level since the GFC.  Look, I’m not trying to pile on here, but it was 

convenient to dismiss all these data points while the stock market was going up and make the 

argument that fundamentals don’t matter any longer.  Well, let history serve as a reminder to why 

this view always seems to resurface late in business cycles and almost always coincides with the 

peak of a bull market.   

 

• If it’s because earnings growth was only going to soften and then reaccelerate in the second half of 

2019, then your thesis still has some validity, but it’s a closer call than many expected.  First quarter 

earnings growth for the S&P 500 was roughly flat, and the most recent tally I’ve seen from 

Bloomberg estimates that with 387 of the 497 S&P 500 companies having reported, Q2 EPS growth 

is tracking +1.27%.  Ok, so that’s positive and better than the outright decline in earnings that the 

consensus was expecting when reporting kicked off, but really?  Is this really what investing has 

come to, in that as long as results come in better than beaten down expectations then all is forgiven?  

I can understand the sigh of relief being breathed from earnings not falling off a cliff, but does 

roughly flat earnings growth for two straight quarters justify a nearly 20% year-to-date gain in the 

S&P 500 through July 26th?  Not in my book, but this is why investing is both an art and a science – 

because the art (sentiment, emotion, and positioning) can overwhelm the science (fundamentals, 

valuations, and technicals) at times.  

 

Beyond the often-cited S&P 500 earnings profile, there is another gauge of corporate profits that 

gets chronicled in the quarterly GDP report known as NIPA profits.  NIPA stands for ‘National 

Income and Profit Accounts’ and are ultimately a better measure of economy-wide profits than the 

S&P 500 earnings data.  In the latest GDP report, we learned that following the most recently 

updated revisions, before tax earnings in 2018 rose a measly +3.4% (previously reported at +7.8%, 

so a big downward revision there), and 2017 before tax earnings growth was actually marked down 

to -0.3% (prior estimate was +3.2%).  As it stands today, before-tax earnings from the NIPA 

accounting at the end of 2018 are 8.8% below 2014 levels.  Yes, you read that correct – economy 

wide profits are below where they were four years ago. 

 

• What about those who held the view that we were 90-95% of the way towards a beautiful trade deal 

being completed between the U.S. and China?  Well, it seems pretty clear after the events over the 

past five days that even a cosmetic face-saving deal will be hard to reach.  This is one horse that 

can’t be put back in the barn, as we’re talking about the world’s dominant super power (the U.S.) 

attempting to keep in check the world’s rising power (China).  A deal can’t be reached that meets 

the needs of what the U.S. is demanding on intellectual property theft, technology transfer, and 

China opening up their financial and economic system.  Any and all of these demands negatively 

threatens China’s mercantilist aspirations and as such, it’s no surprise to see China pivoting in 

another direction away from the U.S. and U.S. dollar hegemony.  Sure, on any given day we could 

get a Trump tweet about an announced meeting between the two leaders in an effort to calm market 

and economic jitters, but should both nations choose to hold their ground and see this through to 

meaningful structural change – then this is likely to be a very long and drawn out affair.   

 

• Then there are those who held the bullish view on the premise that the Fed was back in the game of 

backstopping asset prices following their abrupt pivot after the December rate hike, where they had 
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guided markets to expect 2-3 more rate hikes in 2019 and the balance sheet roll-off being on “auto-

pilot” to then changing course and implementing their first interest rate cut in a decade at their 

meeting last week.  Unfortunately, and I don’t mean to sound too harsh here, but Chairman Powell 

completely botched this policy move last week.  The idea in cutting interest rates is to loosen 

monetary policy, provide some cushion to the frictions that are building up in the system, and re-

instill confidence.  Powell fumbled every one of these objectives:  1) cutting by 25 basis points was 

pointless when coupled with comments at the press conference that insinuated this may be just a 

one-off ‘insurance cut’ in the mid-point of the cycle and that the Fed could go back to hiking rates 

as time passes, and 2) with central banks around the world starting an interest rate cutting cycle, the 

ECB hinting at more cuts and additional QE with rates in this region already in negative territory, 

and the BOJ at the ready to ramp back up their QE – this token cut by the Fed caused the dollar to 

rally back near its all-time high which actually (when weighted against the interest rate cut) 

amounted to a de facto tightening in financial conditions.  While I like Chairman Powell and think 

he means well, this is one thing I agree with President Trump on and that is that the Fed is not doing 

enough to get in front of an economic cycle that has already turned.   

 

I see the Fed’s dilemma and sympathize with the arguments that the economy on the surface looks 

strong: prior to the meeting the stock market was at an all-time high, while corporate profit growth 

has flat-lined it hasn’t turned down decisively yet, the unemployment rate is at 3.7%, and wage 

growth is expanding at a solid pace.  However, all of this is rearview mirror information.  Let me 

reference a couple pieces of data in the July employment report to make my point.  Sure, the 

headline figure of 164k jobs being created in July was almost dead on consensus expectations and is 

a solid headline figure, all things considered.  However, what many perhaps overlooked (except 

those in the bond market, as yields didn’t flinch following the report…) was that each of the past 

three payroll reports showed downward revisions, and this typically happens in an economy that is 

losing momentum.  Also, we learned in this report that the workweek shrank 0.3% to 34.3 hours in 

July.  This may not sound like much, but such a contraction in the workweek is equivalent to nearly 

400k in job losses.  On net, calculating the 164k gain in the headline job tally and the decline in the 

workweek and we’re looking at a 0.2% decline in total labor input.  It’s not always about the total 

headcount, as we also saw in this report that Temp Agency employment (a leading indicator) is flat 

since February.   

 

So here we are, with many investors using the same playbook that has treated them so well this 

cycle, where when the data starts to sour, don’t worry – the Fed has your back, sit tight and wait for 

them to come to the rescue.  Well, what if we are finally at that point that Ray Dalio so eloquently 

pointed out in the LinkedIn piece I distributed two weeks ago where the Fed takes action to 

counteract a weakening in the business cycle, but the policies prove to be impotent?  It’s anybody’s 

guess (mine included) whether we are at that juncture at the moment, but if we are, it is sure to have 

meaningful and longstanding implications for society, the economy, and the capital markets.   

 

The following chart from Deutsche Bank’s Torsten Slok encapsulates the insanity of the environment we 

find ourselves in at the moment, where 43% of global bond markets outside of the U.S. trade with a negative 

yield.  It’s no wonder that with the move today, gold has surpassed the year-to-date performance of every 

major global equity market, with the exception of the Nasdaq.      
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As long as global interest rates continue to melt away to the downside, then gold at $1,475/oz (up 13.5% on 

the year) will continue to move higher.  Silver is doing its best to catch up after being deep in the red earlier 

in the year, but now is up a respectable 6% on the year.  Keep in mind that precious metals would likely be 

one of the major beneficiaries of a global currency war, which I think is only just getting started. The 

expectation is that if the dollar were to weaken and begin a prolonged downtrend, as has historically been the 

case after protracted moves in one direction or the other (see chart below, the dollar has been trending higher 

since 2011, and according to our work is set to begin its next down cycle sometime before year-end), then 

commodities and emerging markets may for the first time in quite a while deserve an allocation slice in every 

investor’s portfolio.     
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So, where does all of this leave us?  Unfortunately, I don’t think anyone can make much of a definitive call 

at the moment, and I find my thinking and thesis little changed from where it’s been most of this year.  I 

remain of the view that the second half of the year will determine whether or not we slip into a recession.  To 

my eyes and analysis, we’re right there on the cusp with plenty of warning signs, but we’re not too far along 

in this soft patch (which is all it is at the moment) that this cycle can’t be resurrected and extended for a little 

while longer.  I’m leaning in the direction of the recession outcome and risk managing capital with that as a 

base case, but open minded to adjusting and changing that view should our work determine that such action 

is necessary.  I do think the Fed has to take more dramatic action and I think they will in the not too distant 

future.  This then leads to the question about whether such action by them will be effective or not.  With 

interest rates already so low and so little monetary policy ammunition at their disposal, it’s going to be a 

pretty tall feat for them to achieve much with conventional tactics.  Going back to the Fed policy minutes 

from July of last year, the FOMC has been laying the ground work for interest rates to move back to zero, for 

more QE, and whatever other stimulus actions they can take to stabilize the system.   

 

We are in unprecedented times where I think one of the biggest impediments for investors going forward 

may be a lack of imagination and creativity.  To me this suggests that the best attribute an investor can have 

going forward is discipline, prudence, and patience.  Should we slip into a recession, I’m not envisioning 

another financial crisis – I just don’t see the excesses in the economy or weak hands of the credit market, as 

was the case in ’08.  That doesn’t mean the leverage in the corporate debt market doesn’t scare me or that the 

underfunded status of the pension system isn’t frightening, but with interest rates moving back to (and likely 

below) the 5,000 year lows they reached in the summer of 2016 – it’s really challenging to get too negative 

on equities.  Consider that as of today, the yield on the S&P 500 is 1.90%, even with valuations on a 

cyclically adjusted basis at their 3rd highest level in history (only bested by 2000 and 1929) – that is higher 

than the 1.73% on the 10-year T-note and just below the 2.26% yield on the 30-year Treasury.  As difficult 

as it may be, as an investor my inclination is to be an acquirer of global equities over the next 18 to 24 

months.  If we have a recession and stocks decline 20-40% as a result, all the better, but I say that given we 

(as stewards of other people’s capital) are currently running with a fairly defensive and conservative 

portfolio position at the moment.  The trick for all of us going forward will be navigating the volatility that 

awaits and hoping we all take constructive, actionable decisions at the right spots and the right time.         
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