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September 16th, 2019 

 

Uncertainty aplenty… 

As if there wasn’t already enough on 

investors’ minds to process in the capital 

markets, the Yemeni Houthi rebel attack on 

the largest oil facility in the world in Saudi 

Arabia over the weekend sent oil prices raging 

higher – up as much as 20% (a record intraday 

jump) when futures opened on Sunday.  I’m 

no geopolitical expert, so I’ll leave that 

commentary for those more versed on that 

topic than I, but what stands to have the 

largest impact on economic growth, corporate 

profits, consumer pocketbooks, and capital 

market prices is how quickly the estimated 5% 
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of global oil supply (5.7m bbl/d) can be 

brought back on line.  This isn’t to say that if 

this event leads into an outright military 

conflict in the region that it wouldn’t more 

than dominate the oil price move, but we’ll 

have to cross that bridge if/when it comes.  

Given the modest decline in global equity 

markets and modest boost to Treasury bonds, 

it’s reasonable to conclude that markets are 

not bracing themselves for such an outcome at 

this moment.  Gold is getting a slight bump 

(up 0.8%) as should be expected with the 

increased uncertainty and risk, but all in all, 

the capital markets don’t seem to be too 

rattled – although this could change in an 

instant depending on how events unfold from 

here.   

 

It’s more than a little disconcerting (and it 

speaks to the advancement in technology over 

the years) that a couple of relatively 
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inexpensive drones could have such a 

disruptive impact on one of the most secure 

oil facilities in the world (although now I’m 

hearing some rumblings about potential cruise 

missiles being involved).  It does make you 

scratch your head a bit when reviewing 

analysis from informed sources who highlight 

just how important this facility is to global oil 

production, the high level of security 

employed at the site, and yet the level of 

precision that the attack had on a country 

which has the third highest military budget in 

the world?  Consider that these strikes caused 

a bigger supply collapse than the Iraq invasion 

in Kuwait in 1990 (4m bbl/d) as well as the 

loss of Iranian production in 1979 amidst the 

Islamic Revolution. 

 

My initial takeaway from the immediate 

impacts are consistent with the movement we 

are seeing in the Treasury market with yields 
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falling and prices rising, which suggests that 

markets are looking at this event as a 

headwind to growth and not a source of 

sustained inflationary pressure.  However, the 

longer this supply outage drags on, the more 

upward price pressure there is on the price of 

crude which will result in a further drag on 

growth and eventually feed its way into 

inflation.  It’s also worth noting the global 

economies that are most reliant on Saudi crude 

which will be the most impacted by an 

extended supply disruption: China, India, and 

Japan.  

 

Moving on, as I don’t think it’s the attacks in 

Saudi Arabia that is the only thing working its 

way through market prices today.  Last night, 

China reported a slate of macro data for 

August that was surprisingly weaker than even 

already beaten down expectations:   
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• Industrial Production growth weakened to 

+4.4%Y/Y from +4.8% in July and below 

consensus expectations for a print of 

+5.2%.  It’s worth noting that this is the 

weakest growth rate in industrial 

production since 2002 (17 years).  

• Fixed Asset Investment (FAI) growth year-

to-date eased to +5.5% from +5.7% versus 

expectations of +5.7%. 

• Retail Sales growth dipped to +7.5% from 

+7.6%, again signaling a slowing in 

growth and in particular versus 

expectations of a gain of +7.9%, and this 

was the weakest pace in four months.   

 

Say what you will about the trade war 

between the U.S. and China regarding who’s 

winning and who’s losing, but the bigger 

message at play is that you have the two 

largest economies in the world slowing more 

perniciously with each passing month.  Sure, 
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there could be a relative winner among the 

two, but we live in a globalized world today, 

and while that may or may not be the case in 

the future, in the here and now as it relates to 

growth and profits, both sides are worse off 

according to quantifiable numbers we’ve seen 

since this trade war escalated in the fall of last 

year.  On the global growth front, we got yet 

another reminder last week that economic 

activity around the world continues to sputter. 

The July results for the OECD’s composite of 

leading indicators (CLI) fell for the 19th 

straight month – the longest losing streak 

since the financial crisis.  As something to 

consider, the six previous occasions of similar 

negative streaks all coincided with recession.  

The breadth within this composite continues 

to be poor with 31 of the 37 countries we track 

experiencing a negative year-over-year 

percentage change – yet another part of this 
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data series consistent with a global economy 

approaching or already in a recession. 

 

As for the U.S., I understand the relative 

appeal of U.S. assets relative to the rest of the 

world, but don’t kid yourself into thinking the 

fundamentals are strong and improving, when 

the underlying reality is a slow degradation in 

momentum.  For example, industrial 

production is already in a recession – it 

contracted at a 1.9% annual rate in Q1 and 

followed that up in Q2 with a 2.2% decline.  

Housing is trying to find its footing after five 

quarters of declining activity.  The ISM 

manufacturing index just slipped below 50 in 

August with the new orders component at 47.2 

– historically speaking, a reading below 47 on 

this metric is highly consistent with recession.   

 

Now the typical refrain to the evident 

weakness in the 30% of the economy that is 
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goods producing related is that the 70% of the 

economy that is the consumer and service 

oriented is holding up just fine.  The retail 

sales report we got last week which showed 

retail sales firming to +0.4% in August 

reaffirmed this assertion.  And it wasn’t just 

the August result that was above expectations, 

as we also got positive revisions for the 

already robust retail sales reports for June and 

July.  But it’s important to understand that it’s 

not the consumer side of the economy that 

leads the turn in economic activity from 

expansion to contraction – the labor market, 

inflation, and consumer activity are 

notoriously lagging indicators in that they 

follow the economy down after other parts 

have already weakened to a point where they 

pull these lagging indicators lower.   

 

We are just now starting to see this transition 

broaden out in incoming employment data 
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over the balance of 2019.  On top of overtime 

hours in the manufacturing sector rolling over, 

job growth in the transportation sector going 

negative on the year, temp employment flat-

lining, and layoff announcements rising in 

every month this year – we’ve seen negative 

revisions to the monthly employment report 

for five consecutive months.  Just as a 

reminder, the Fed’s own rule of thumb on 

revisions is that 3-months of positive or 

negative revisions denotes an inflection point 

in the economic cycle.  Well, we’re now at 

five and what’s more is that we just learned a 

couple weeks ago that the annual benchmark 

revision by the BLS (which comes out in 

February 2020) will show that the U.S. 

economy produced 514k less jobs in the 12 

months from March 2018 through March 2019 

than have previously been reported.  That’s 

over 42,000 less jobs per month than we 

originally thought after these numbers were 
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initially reported on the first Friday of each 

month in the period.  Let me put the 

significance of this revision into a historical 

context: the average annual benchmark 

revisions over the last 10 years have averaged 

plus or minus 0.2% of total employment.  This 

most recent revision is -0.3%, which is the 

largest in a decade and what’s even more 

concerning is that it came with a negative sign 

in front of it. 

 

Alright Corey, so what? This is all pretty 

consistent with what you’ve been lamenting 

about for the last year.  And that’s exactly the 

point – economic activity in the U.S. peaked 

in Q3 of last year (economic growth outside of 

the U.S. peaked in Q1 of 2018) and so far, all 

that has transpired is that growth (outside of 

momentary blips) has been slowing ever since.  

Just like corporate profit growth, which has 

flat-lined for the last two quarters, and 
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estimates for Q3 earnings season are down to  

-3.6% from an estimate of +3.0% at the start 

of the year.  It’s my opinion that we are now 

entering the window of vulnerability where 

the data is getting weak enough that it’s 

becoming a concern and a problem for policy 

makers.  One thing I have always recognized 

about this administration is that they have a 

brain trust of individuals that understand the 

economy and have a sophisticated 

understanding of the capital markets.  To see 

the jawboning and cheerleading about the 

strength of the economy by President Trump 

and other key members of his administration 

over the last several months, while at the same 

time screaming about how the Fed needs to 

cut rates, a lot and fast, heightens my 

confidence that they too see what is going on 

below the hood of this economy.                
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Which brings me to the policy makers and 

their expected response.  Last week we got the 

latest action by the ECB, who concluded that 

after 10-years of unprecedented monetary 

accommodation and a -0.4% policy rate that 

another 10 bps of cuts to a -0.5% policy rate 

and restarting asset purchases to the tune of 20 

billion EURO per month is what is needed at 

the current time.  Yes, that is sarcasm you 

should be picking up in my tone – to think that 

taking policy rates further into negative 

territory and buying more financial assets is 

the remedy to what ails the system after a 

decade of cheap money and ample liquidity is 

the definition of insane to me.  But I don’t 

make the policy, I just have to deal with the 

investment fallout.  The reaction in capital 

markets was perhaps the most interesting 

aspect of this move by the ECB in that 

European bond markets initially rallied on the 

announcement, but by the end of the day bond 
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yields were higher, perhaps showing the most 

decisive indication yet of markets losing 

confidence in the efficacy of these policies.   

 

There was one comment from ECB President 

Draghi to take note of, perhaps a quasi-

admission, in that it spoke to the effectiveness 

of central bank policy reaching its expiration 

date: 

 

“Now, it’s high time for fiscal policy to 

take charge.” 

 

This sounds like a novel concept and one 

that’s been making the rounds through Wall 

St. over the last six months, where massive 

government spending programs are the next 

policy tool to be implemented with central 

banks monetizing the increased debt issuance.  

The biggest challenge with this policy being 

effective is that there is no multiplier impact 
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(no follow through, no sustainable effects) of 

fiscal stimulus at these massive public sector 

debt-to-GDP ratios.  Just have a look at Japan 

who has been implementing these policies for 

decades, or the U.S. more recently with the tax 

cuts (yes, we got a couple of quarters of above 

trend growth, but it eventually fades as the 

increased debt overtakes the stimulus boost).         

 

Nevertheless, the main point is that other 

policy solutions will come to the fore if the 

growth and inflation backdrop continue to 

deteriorate.  The Fed is set to meet this week 

where it is widely expected that they will once 

again cut rates by an additional 25 basis 

points, and what markets will be keying in on 

is what the FOMC guides for additional cuts 

beyond this meeting.  At this moment the 

market is pricing in an additional 100 basis 

points of cuts into the end of 2020, but given 

how upbeat Chairman Powell has been about 



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. 

 

the economy in his latest speech, the markets 

are set-up for disappointment over the near-

term.   I remain of the view that the Fed is still 

behind the curve in getting policy rates down 

to a level that is no longer restrictive – what 

other conclusion could one have with the Fed 

Funds rate at 2.125%, which is almost 30 

basis points above the 1.84% yield on the 10-

year Treasury.  Two weeks ago, when the 10-

year yield was down around 1.45% this spread 

was more than 60 basis points (or two full rate 

cuts by the Fed).  

 

So, what does this imply for investments and 

capital markets going forward?  Let me start 

by stating, I don’t know anything for sure, but 

I’m happy to share how I’m thinking about 

things.  Over the last several weeks we’ve 

witnessed a major change in character within 

the capital markets as value tilted factors 

within the equity market drastically 
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outperformed the growth factor.  This is 

following on the heels of over a decade of 

performance where growth characteristics 

within the equity market have handily 

outperformed value.  It’s difficult to conclude 

at this point whether this is just a flash in the 

pan or a sustainable change in trend and 

character.  Consider the positive developments 

we’ve seen of late: 

 

• The U.S. and China have both taken steps 

to de-escalate the trade war and reset the 

negotiating table heading into October’s 

talks. 

• The probability of a hard Brexit has 

plunged with Boris Johnson heading over 

to Brussels with cap in hand to seek either 

an extension or a deal to remain in the 

EU.  This situation remains extremely 

fluid and a hard Brexit could be back on 
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the table in no time, but for now the 

tension has simmered. 

• The protests in Hong Kong have 

mellowed which drastically reduces the 

markets worst fear of the Beijing military 

entering the territory. 

• Central banks around the world are taking 

more aggressive policy actions in an effort 

to reinvigorate growth with the PBOC and 

ECB moving last week and the BOJ and 

Fed front and center this week. 

 

The bottom line is that with what at times over 

the last several weeks has felt like U.S./China 

trade negotiations and geopolitical strategy 

being orchestrated over Twitter, this has 

become a market that is a trader’s dream and 

an investor’s nightmare.  For some time now 

this hasn’t been a market that has traded on 

fundamentals, but rather a fickle one driven by 

high frequency traders, algorithms, fund 
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flows, and share buybacks.  However, the 

bifurcation in market character between 

August and September – where in August it 

was all about a move to defensive positioning 

as global interest rates crashed, and September 

has been the complete opposite – augurs 

strongly for some hedges, protection, and 

diversification within one’s portfolio. 

 

What I mean by this is no matter the way one 

is leaning with their overall portfolio 

positioning – aggressive (i.e. everything is 

awesome and getting better), or defensive (i.e. 

the world’s coming to an end and things are 

going to crash) – you need to have at least a 

small amount of exposure to segments of the 

market that do not corroborate with your 

fundamental view. Taking out some insurance 

against being wrong in the current volatile 

environment is just being prudent.  Whether 

we slip into an economic contraction or if 
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we’re able to skirt such an occurrence, we 

likely are still going to be in a low-growth 

environment for an extended period of time 

and one with a prolonged period of low 

interest rates.  So, invest accordingly, remain 

patient, and be prepared to take action so that 

when the opportunity presents itself, you’re 

able to take advantage.             
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