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August 26th, 2019 

 

Is it too late to rescue the expansion?  It’s 

looking that way… 

The last several days have been all about the 

escalation in the trade war between the U.S. 

and China.  Last Friday morning, President Xi 

responded to President Trump’s recent tariff 

increases with his own tariff boost on a wider 

range of U.S. products from agriculture to 

autos and parts, clothing, textiles, and oil.  

Later in the day, President Trump responded 

in kind by hiking the tariff rates even further 

than already existed while also openly 

encouraging U.S. companies to stop doing 

business in China.  I’ll keep my personal 
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opinion on this tit-for-tat trade war to a 

minimum, other than to say it’s in neither 

region’s or the global economy’s best interest 

to have the two largest economies in the world 

at loggerheads in a trade war that is evolving 

into a currency war, and at risk of elevating 

into an economic war. 

 

I’ll leave it for the mainstream media to opine 

on some of the ‘off the cuff’, silly, and 

backtracking comments made by the President 

over the last couple of days because while 

loose and reckless comments do undermine 

confidence and elevate uncertainty, the debate 

over literal or figurative statements is best left 

for the coffee shops.  The bottom line is that 

both sides, whether by choice or by force, 

appear to have dug in for the long-term with 

little wiggle room to find a compromise in the 

near- or intermediate-term.  As a result, this 

uncertainty will continue to hold up capital 
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spending plans, cross-border trade, and 

investment flows.  What’s even more 

worrying is that this escalation is occurring at 

a point in time where growth in both the 

global and U.S. economies is slowing 

precipitously and recession risks are on the 

rise.  It’s not too late for investors that haven’t 

adjusted their portfolio positioning into a more 

defensive and capital preservation orientation 

to do so – take profits, raise cash, and practice 

patience.   

 

I get a chuckle every time I hear an expert 

rave about how well the U.S. economy is 

doing relative to the rest of the world.  My 

chuckle isn’t a result of them being wrong – 

the U.S. at the moment is one of the strongest 

regions in the world, economically speaking – 

but it’s because their thesis implies that this 

divergence will remain indefinitely.  Well, 

I’ve got news for those adhering to this view, 
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because the world is as intertwined as it’s ever 

been.  Now, in fairness the U.S. has been the 

envy of the world and is seen as the global 

growth engine, on the back of the fiscal 

stimulus package that filtered its way through 

the system in 2018 and the early part of this 

year, but that stimulus sugar rush is in the 

midst of fading right before our very eyes.  

Consider the following relationships: the 

German economy (the largest in the EU) has 

an 84% correlation with the EU economy and 

German GDP has been negative in 2 of the 

last 4 quarters and looks to be within a razor’s 

edge of tipping into a recession (if not already 

in one), and the Chinese economy has an 89% 

correlation with the Asian economy and in this 

region we’re looking at South Korea, Hong 

Kong, and Singapore perhaps already being in 

recession (and Japan flirting with a similar 

fate).   
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What does all this mean for the U.S.?  Even 

though the U.S. is a more closed economy and 

much less trade dependent than these regions, 

U.S. GDP has a 71% correlation to the rest of 

the world.  As the last 18 months can attest, 

global growth from around the world can get 

pretty soft before it risks pulling down the 

U.S., but eventually if it persists for too long 

or the decline gets deep enough, even the U.S. 

isn’t immune.  However, it’s worth 

mentioning at this time (and this is something 

I have been and will be watching closely over 

the next six months) that some of the leading 

indicators we track for world growth indicate 

that growth outside the U.S. may trough 

sometime late in Q4 2019 or Q1 2020.  A 

trough in rate of change terms is not the same 

thing as a meaningful acceleration in growth, 

but after two years of deceleration in ex-U.S. 

growth, any positive inflection is a welcomed 

sign.   
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As for the U.S. economy and equity markets, I 

think the next several months set-up to be the 

most challenging and vulnerable point of this 

cycle for both.  For one, the bulk of U.S. 

economic data peaked in Q3 of last year.  Now 

when you analyze markets, you’re typically 

doing it on year-over-year comparisons which 

means that incoming data over the next 

several months will be comparing against the 

toughest comparisons of this entire cycle.  

One example is S&P 500 profit growth, which 

in Q3 of last year put up its second straight 

+24% EPS growth rate.  It should come as 

little surprise to anyone paying attention to the 

fundamental data why EPS growth so far in 

2019 is tracking roughly flat against earnings 

levels of last year – last year, economic 

growth was accelerating and corporations got 

a significant tax cut.  This year we have a U.S. 

economy that is slowing, no new tax cuts, and 
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a U.S. dollar that on a trade weighted basis is 

taking out all-time highs.  So I think the next 

several months sets up a possibility of material 

disappointments on the data front, and that’s 

just from year-over-year comps, but you also 

need to keep in context that while most of the 

recent data hasn’t fallen off a cliff, it continues 

to highlight a backdrop of deceleration and 

slowing.   

 

Take for example last week’s preliminary PMI 

data for August, released by Markit, that 

showed its manufacturing PMI index fell into 

contraction territory (49.9) for the first time 

since 2009.  The composite index (which 

includes both manufacturing and services) slid 

to 50.9 in August from 52.6 in July with the 

new orders sub index (driven by new export 

orders), future output series, and backlogs 

decelerating meaningfully.  There is no other 

way to interpret the leading indicators of this 
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report other than to conclude that the path 

looking forward for the economy is lower.   

 

Understandably, there were plenty of news 

worthy developments last week for investors 

to keep up with, but one item that got 

surprisingly little attention last week was the 

huge downward revision to job growth in the 

twelve months ending March 2019.  The BLS 

posted on its website that job growth from 

March 2018 – March 2019 is set to be marked 

down by 501k jobs when the new benchmarks 

get released in February 2020.  This equates to 

roughly 43k less jobs per month in that 12-

month period and lowers the monthly average 

job gains in 2018 to 192k from 223k.  It’s 

worth mentioning that this represents the 

sharpest downward revision since 2009 – 

when the economy was just on the cusp of 

pulling itself out of recession.   

 



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. 

 

For the better part of a year now, the market 

has been all over this slow degradation in the 

economic and profit outlook. 

 

• The S&P 500 closed on Friday at 

2,846 which is little changed from the 

2,830 level at which it was trading at 

the end of January 2018.  Yup, it’s 

been frustrating for everyone to see 

one of the best performing stock 

markets in the world be flat over the 

last 18 months.   

• Short-term, Intermediate-term, and 

Long-term Treasury bonds over the 

last twelve months have returned 

2.10%, 10.58%, and 19.35% 

respectively, which all exceed the 

performance of the S&P 500 (-0.96%) 

over this same time period. 

• Over the last twelve months, Gold is 

up +26.3% and Silver is up +17.45% 
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• What does it say about global growth 

when you see the likes of Caterpillar 

(CAT) down 34% from its cyclical 

peak back in January 2018?  FedEx is 

down 45% from its peak, Exxon down 

35% from its peak, Facebook down 

18% from its peak, Amazon down 

14% from its peak, Google down 10%, 

Bank of America down 19%, Intel is 

down 24%...  Many of the growth 

darlings are and have been 

underperforming the more defensive 

oriented leaders in the Utilities, Real 

Estate, and Consumer Staples sectors.   

• I know everyone was raving about the 

results recently reported by Target and 

Walmart, and many are using these 

discount retailers as illustrations to 

showcase just how strong the 

consumer is.  Come on people, these 

are the trade-down / low price retailers 
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that are where consumers go to when 

they stop spending on non-necessities.  

These retailers are the ones that you 

would expect to perform well when 

the budget gets tight at home.  Little 

mention is made of Tiffany’s stock (as 

discretionary and high end as they 

come) which is down 41% since last 

July. 

• Consider that the CRB metals index is 

down 18% from its cycle high or that 

the Russell 2000 small cap index and 

Transports Index are both down 16% 

from their highs.  These are highly 

cyclically sensitive areas of the stock 

market that are telling us something.   

 

Which brings me to the yield curve, and the 

rise in probabilities of a recession starting in 

the next twelve months that the bond market 

has been signaling for the last six months.  
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The yield curve wasn’t a concern a year ago, 

but that’s when the flattening began and the 

bulls merely brushed if off, saying that it will 

never invert.  Then in March, the 3m/10yr 

yield spread inverted for the first time and the 

classic response was that “it’s the 2s/10s 

spread that matters – don’t worry about any 

other spread”.  Well the 2s/10s spread first 

inverted a little over a week ago and has been 

in and out of inversion for the last several 

trading days, and now I hear the refrain that 

‘it’s different this time’ given how low global 

interest rates are, global central bank actions, 

and QE.   

 

Okay, sure, it definitely could be different this 

time and one should always keep an open 

mind, but lest I remind the deniers that you are 

entitled to your own opinion but not your own 

facts.  Last week, for the first time this cycle, 

the entire yield curve inverted meaning the 
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Fed Funds rate and other short-term interest 

rates were higher than interest rates on every 

other maturity out to the 30-year Treasury 

bond.  In the last five decades, such an event 

has occurred nine other times with a recession 

following on 8 out of 9 of these occasions.  

Sure, this time could be different and this 

event could be another one of the exceptions, 

but ignoring such an occurrence is a gross 

miscalculation in assessing risk versus reward. 

 

If everything was as great as the ‘rose colored 

glasses’ crowd suggests that it is, why did the 

Fed cut rates for the first time in twelve years 

just last month?  Why have interest rates 

around the world collapsed back down to near 

all-time lows?  Why is there nearly $17 

trillion in global debt with a negative interest 

rate?  This set-up is incongruent with the 

‘everything is good and normal’ narrative.  

The one thing investors do have right, and this 
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has been trained into them this cycle, is that 

the Fed is ready and willing to step in and 

attempt to extend this expansion at all costs.  

It’s my opinion that we are at the point where 

their action will become more aggressive in 

the not too distant future and Chairman Powell 

all but admitted during his July press 

conference that the Fed over did it on the 

tightening side last year.  I have my doubts 

that anything they do at this point will have 

any impact on what is set to transpire over the 

next 6 – 12 months.  Keep in mind that 

monetary policy works with a long and 

invariable lag, so the economy is still just 

starting to feel some of the tightening impacts 

from QT and interest rate hikes last year.          

 

But here is something that I encourage all 

investors to consider and start to think about.  

If, like me, you are already positioned in a 

defensive / capital preservation orientation, 
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then you are seeing a lot of signals you would 

expect and want to see at the moment.  There 

is no telling whether a recession will or will 

not occur.  Likewise, if a recession is set to 

occur, there is no way of knowing how deep 

or shallow it ultimately ends up being.  It’s 

human nature to allow recency bias to guide 

our view of the next event.  As a result, a lot 

of analysis anchors off the ugliness that 

transpired in the Global Financial Crisis, and 

many anticipate that if another recession were 

to occur that it could be even worse this time.  

I have my doubts about such a thesis, given I 

don’t see the imbalances built up in the same 

areas this cycle.  That by no means implies 

that there aren’t material imbalances in the 

corporate credit markets or in sovereign debt, 

but a default cycle in these areas of the 

economy and capital markets could have much 

less impact on the household sector should 

things turn in a negative way.   
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But I’m digressing from the point I want to get 

to.  What we’re seeing take place in the 

market at the moment is the market going 

through the process of pricing in a growing 

and widening probability of negative 

outcomes in the future.  As I referenced with 

numerous examples above, some of these 

markets (like the bond market), have already 

gone a long way in pricing in a recession.  

Consider that the yield on the 10-year 

Treasury has been more than cut in half since 

it peaked at 3.25% last fall.  This is a lot of 

accommodation already being supplied by the 

bond market that will eventually provide some 

relief and stimulus to the system some time 

down the line.  Parts of the stock market have 

begun to move along a similar path in pricing 

in a more downbeat growth and inflation 

backdrop.   
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Now is the time that an investor should be 

refining and adapting their long-term 

investment strategy in preparation of taking 

action to take advantage of some of these 

opportunities that end up presenting 

themselves.  My guess – and it’s just a guess, 

but call it an educated and supported one – is 

that the next several months set-up to be one 

of the more volatile periods in the capital 

markets in quite some time.  Should this end 

up being the case (with volatility in both 

directions – up and down), it will provide 

those willing and able to take action to do so.  

That’s where I’m at and what our work has us 

leaning towards in the months ahead.  So far, 

the S&P 500 continues to act in a resilient 

fashion, which is not an atypical late cycle 

occurrence as stocks are typically the last asset 

class to breakdown.  But this range in the S&P 

500 continues to compress and at this moment 

sits around 2,800 – 2,930, where a break in 
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either direction makes things a bit more 

interesting in the near-term.  A break of the 

lower end of this range would be significant 

and technically sets up a vulnerable window 

for the S&P 500 to trade down to as low as 

2,500 by the end of October.   

 

As of this moment (and each day brings new 

information to the table, so one has to be open 

to adapting to new information that may alter 

an established plan), economic growth outside 

of the U.S. looks like it may well trough out at 

the end of this year or the early part of next 

year.  U.S. growth, on the other hand, doesn’t 

look like it will trough out until sometime in 

the summer of next year.  Keep in mind that 

none of this is set in stone, but very few (if 

any) of the forward-looking indicators suggest 

the growth and inflation backdrop for the U.S. 

or R.O.W. (Rest of the World) is done getting 

worse at the moment.  If a recession were to 
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occur in either place, it could alter the time 

line for this view, but that is an adjustment 

you make in real-time as the situation evolves.  

Nevertheless, what history has taught all 

investors is that the best long-term investment 

opportunities present themselves during times 

of heightened uncertainty, economic turmoil, 

and fundamental disruption.  Any, all, or a 

combination of these events could unfold in 

the next 6 – 18 months and now is the time to 

have a plan to execute on so that you can keep 

a level head when everyone else around may 

be losing theirs.           
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