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September 23rd, 2019 

 

Actions speak louder than words… 

The Federal Reserve cut the federal funds rate 

by 25 basis points for the second time in three 

months last week and left little doubt (in my 

mind) that additional rate cuts are in the 

offering in the months ahead.  I understand the 

argument that some analysts in this profession 

are making with regards to questioning the 

rate cuts in the face of economic data that isn’t 

terrible, but this view misses the point that the 

Fed is not just in the ‘economic cycle 

management’ business, but also in the ‘risk 

management’ business as well.  And it’s on 

this latter file that I think the Fed’s forward-
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looking view is converging with where ours 

is, in that the U.S. economy has been losing 

momentum since Q3 of last year and the risks 

of the U.S. slipping into a recession are 

intensifying if this growth deceleration 

persists for too much longer. 

 

Don’t get me wrong, Chairman Powell went 

out of his way to highlight the prevailing 

strengths in the underlying economy, saying 

“people who live and work in low and middle 

income communities tell us that many who 

have struggled to find work are now getting 

opportunities to add new and better chapters to 

their lives.  This underscores for us the 

importance of sustaining the expansion so 

that the strong job market reaches more of 

those left behind”.   Fair enough, and who 

could argue with continued attempts to 

achieve this objective? But the comments that 

really grabbed my attention were during the 
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Q&A session, where the evolution of the 

Fed’s actions over the past year paint a clearer 

picture than the words coming out of their 

mouths (underlined text is done by me to point 

out parts I think are important): 

 

“As our statement also highlights though, 

there are risks to this positive outlook, due 

particularly to weak global growth and 

trade developments.  And if the economy 

does turn down, then a more extensive 

sequence of rate cuts could be appropriate. 

 

We’ve seen, if you look at the things we’re 

monitoring, particularly global growth and 

trade developments, global growth has 

continued to weaken.  I think it’s weakened 

since our last meeting.  Trade 

developments have been up and down, and 

then up, I guess, or back up, perhaps, over 

the course of this inter-meeting period.  In 
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any case, they’ve been quite volatile.  So 

we do see those risks as actually more 

heightened now.  We’re going to be 

watching that carefully.  We’re also going 

to be watching the U.S. data quite 

carefully, and we’ll have to make an 

assessment as we go. 

 

I think that the idea that if you see trouble 

approaching on the horizon, you steer 

away from it, if you can, I think that’s a 

good idea in principle.  And I think history 

teaches us that it’s better to be proactive in 

adjusting policy, if you can.  I think 

applying that principle in a particular 

situation is where the challenge comes.  

 

So I told you where the committee, the bulk 

of the committee, is going meeting by 

meeting.  And I think the main takeaway is 

that this is a committee that has shifted its 
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policy stance repeatedly, consistently 

through the course of the year, to support 

economic activity as it has felt that it’s 

appropriate.  At the beginning of the year, 

we were looking at further rate increases.  

Then we were patient.  And then we cut 

again.  And I think you’ve seen us being 

willing to move based on data, based on 

the evolving risk picture.  And I have no 

reason to think that will change.  I 

think…But it will continue to be data 

dependent, and data includes the evolving 

risk picture.  That’s where I am, and that’s 

where, I think, the bulk of the committee 

is.”   

 

Anyone who thinks the Fed is done, or close 

to done with providing more accommodation 

to extend this expansion further really needs to 

go back and read the entire transcript of this 

Q&A session.  Like anyone of us following 
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the economy or the capital markets, the Fed 

doesn’t have a crystal ball so they are in a 

reactionary position, but consider the 

evolution of their thinking and actions inside 

of the last ten months, and this pivot coincided 

with the data going from strong to feeble – 

imagine what they will do if/when the U.S. 

actually slips into a recession. Well the 

following section of the Q&A provided some 

color on this possibility, and it’s what got the 

stock market to rally off its lows of the day 

when these comments were made: 

 

“So, in terms of how our rate cuts will 

affect the real economy, first we think 

monetary policy works as Friedman said, 

with long and variable lags, so I think the 

real effects will be felt over time.  But we 

think that lower interest rates will reduce 

interest burden for borrowers, so that 

interest-sensitive things like housing and 
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durable goods and other things like that, 

cars, it supports purchases of those.  

Again, just broadly more accommodating 

financial conditions, higher asset prices.  

 

After we got to the effective lower bound, 

we chose to do a lot of aggressive forward 

guidance and also large-scale asset 

purchases. (Editorial note: this is new 

language being used by the Fed, but 

‘effective lower bound’ is formerly known 

as ‘zero interest rate policy’) 

 

And those were the two unconventional 

monetary policy tools that we used 

extensively.  We feel that they worked fairly 

well.” 

 

There you have it – if need be, the Fed is 

going back to zero percent interest rates and 

Quantitative Easing (QE).  So, what should 
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investors be monitoring to handicap the 

probability that the Fed is forced to move back 

to pull these policies out of their toolkit? 

 

Global growth, for one, and the backdrop on 

this front isn’t going in the right direction: 

 

• Just last week, the OECD cut its 2019 

global GDP growth outlook to 2.9% from 

3.6% last year – the lowest in ten years – 

and the outlook for 2020 didn’t spur a lot 

of optimism as it was lowered to 3.0% 

from 3.4% in the prior forecast.   

 

• FedEx provided another recent data point 

that painted a fairly downtrodden outlook 

for the global trade backdrop, as they 

missed estimates for the fifth straight 

quarter and lowered full year earnings 

guidance by 16% from the prior year.  I 

know, everyone is down on global trade 
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due to the trade war, and that has become a 

convenient excuse to use to dismiss the 

weakness in FedEx, or ascribe its stumble 

as a company specific issue, but it was 

CEO Fred Smith’s comments on the 

conference call that left the biggest 

impression with me: 

 

“…I think it's important to look at the 

things that we've said over the last few 

earnings calls in the context of about 

what's going on globally. I mean, I 

watch the business press every day and 

I have to tell you, I think there's a lot of 

whistling past the graveyard about the 

U.S. consumer and the United States 

economy versus what's going on 

globally.” 

 

What would they know about global 

economic activity? After-all, they “only” 
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handle 15 million shipments per day, and 

these recent sales results were the weakest 

in a decade.  Furthermore, they reported 

that world trade volumes are contracting 

this year for the first time since 2009.  If 

my memory serves me correct, the first 

half of 2009 included the trough of the 

worst recession the U.S. has seen since the 

1930’s – not a prediction, just an 

observation.  

 

• Overnight we learned that South Korean 

export data for the first 20 days of 

September plummeted 21.8% from year 

ago levels, which is even deeper than the     

-13.8% YoY pace in August.  Take a close 

look at the following two charts from 

Nordea which shows a very strong 

historical correlation between South 

Korean exports and World trade volumes 

(first chart) and South Korean exports with 
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MSCI World EPS (earnings per share, 

second chart).  If these correlations hold in 

the future with the way they have in the 

past, then the downturn in global economic 

activity still has further to fall.     
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Beyond global economic data, investors could 

look at various parts of the capital markets to 

gauge what they may be suggesting about the 

future based upon how various asset classes 

are performing.  Well, below is a rundown of 

asset class performance over the last year – 

keep in mind this is from September of last 

year through the present day.  This isn’t year-
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to-date results, which are so heavily skewed 

by where the major equity averages ended last 

year after a nearly 20% swoon in Q4.  The low 

of the downdraft virtually coincided with the 

start of the year and has everyone overzealous 

about how great 2019 has been, without taking 

into consideration that a good portion of it is 

digging out of the hole they found themselves 

in at the end of 2018. 

 

 

Index

52Wk %  

Chg.

Equities

DOW JONES INDUSTRIAL AVERAGE 1.64

S&P 500 INDEX 2.60

NASDAQ COMPOSITE 1.93

NYSE COMPOSITE NEW -0.86

RUSSELL 2000 SMALL CAP Index -9.23

iShares MSCI EAFE ETF -4.21

ISHARES CORE MSCI EMERGING MARKETS ETF -4.04

Fixed Income

VANGUARD TOTAL BOND MARKET 6.80

7-10 YEAR TREASURY BOND 10.30

20+ Year Treasury Bond 19.54

Precious Metals

GOLD 23.64

GOLD MINERS 48.44

SILVER 23.57

Volatility

CBOE MARKET VOLATILITY 19.07
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Pretty eye popping isn’t it, to see global 

equities meaningfully underperforming the 

bond market, precious metals, and volatility.  

You’d never know it if all you paid attention 

to were the talking heads on bubblevision, but 

these results are just another reminder to all 

those who may have forgotten – the market 

knows more than any one of us.  Global 

growth peaked at the start of 2018 (that’s 

when global equities peaked), U.S. growth 

peaked in Q3 last year (for the most part that’s 

when U.S. stocks peaked), and ever since, 

equity investors have been battling with the 

reality that growth and inflation have rolled 

over in classic late cycle fashion.  All the more 

reason why forward-looking markets and 

investors have seen the bond market and 

investments that act like bonds (rallying when 

yields fall, like gold and silver…) rip higher 

over the past year. 
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Even within the U.S. stock market, it’s the 

defensive sectors that have handsomely 

outperformed the cyclical sectors over the past 

year: Energy -17.75%, Financials -2.04%, and 

Industrials -1.44% (Technology and 

Consumer Discretionary have bucked the 

trend with +8.38% and +3.74% returns, 

respectively).  Compare these results with 

Utilities +20.26% and Real Estate +18.06% 

over the same time period.   

 

Don’t overlook the message being sent from 

the bond market, where the yield on the 10-

year Treasury bond has slipped back down to 

1.75% after a multi-week sell-off that sent the 

yield up to 1.90% from its lows of 1.45%.  

The mere meltdown we have seen in yields 

since the fall of last year truly is the message 

board all investors, including the Fed, should 

be watching and contemplating what the bond 
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market is saying about global growth and 

inflation expectations.  I know, we still have a 

strong consumer, the labor market is holding 

in there, and the service side of the economy 

remains solid.  To this, I say give it time for 

these lagging indicators to catch up to where 

most leading indicators have been forecasting 

where things are heading for several quarters 

know.   

 

So, the incoming data doesn’t paint a 

flattering picture of the investing backdrop, 

nor do the internals within the capital markets.  

Thus far, from what we’ve heard from the 

executives of the companies that have reported 

earnings results for the quarter (Oracle, U.S. 

Steel, FedEx…) it doesn’t appear we’ve 

turned a corner yet.  The Duke University / 

CFO Global Business Outlook survey was just 

released, and showed 53% of executives are 

seeing a recession by the summer of 2020, and 
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67% expect the downturn to occur by the end 

of next year.  Economic uncertainty topped the 

list of negatives and the outlook for both 

earnings and capital spending were marked 

down accordingly.  Keep in mind this is a 

survey of people that actually make 

investment, hiring, and capital allocation 

decisions for a living and what they are saying 

is that they have very little visibility going 

forward, and as a result they are pulling back 

on making significant commitments to 

spending or investment.  For those out there 

still holding firm to the notion that this won’t 

filter down to the consumer, even with a lag, 

well I’ve got news for you because that’s what 

comes next, as we see in this survey that 

hiring intentions were pared back to 2.1% in 

Q3 from 3.4% in Q2 and 3.9% a year ago.   

 

Heck, we could even throw in the uncertainty 

that’s only just beginning to set in for next 
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year’s elections, with Senator Elizabeth 

Warren steadily climbing in the polls.  Look, 

we’re a long way off from next November and 

a lot of things could happen between now and 

then, so it’s important to not get too far ahead 

of ourselves as it relates to handicapping 

political outcomes – and this says nothing 

about liking or disliking the policies coming 

out of the Democratic party, but to think they 

wouldn’t have a meaningful impact on the 

capital markets if say, Senator Warren were to 

become the front-runner deep into this election 

cycle, then I’d say you’re just not paying 

attention. 

 

As for those looking for a silver lining, I do 

have one, and that is that some of the leading 

indicators in parts of the world that are already 

in a recession or flirting with slipping into one 

are showing a pulse of inflection when we 

look into Q1 and Q2 of 2020.  So, for now 
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there is that to look forward to – a possible 

positive inflection point in global economic 

data as we start getting into 2020.  India is a 

region we have warmed to over the last 

several months and continue to look for 

opportunities to deploy capital into, for what 

is one of the most favorable economic setups 

of almost any economy in the world over the 

next decade.  The recent cut by Modi to a 

corporate tax rate of 22% from 30% is a 

constructive development for the equity 

market (the bond market didn’t like it too 

much given the negative fiscal implications), 

and the loosening of import restrictions on 

U.S. goods has perhaps greased the sled for 

the signing of some mini-trade deals with the 

Trump administration.   

 

The other big picture item to keep your eye on 

and look forward to is global central banks 

becoming more aggressive in the months 
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ahead if things worsen more from here.  This 

doesn’t mean that the investors should become 

overly complacent on such an expectation – 

the Fed was also cutting rates and providing 

accommodation back in the 2000 – 2002 and 

2007 – 2009 timeframes, but that didn’t stop 

the economy and stock markets from going 

through tumultuous periods of steep decline.  

But they will come riding to the rescue, and if 

their policies prove to be ineffective then you 

can expect fiscal policy to come to the fore 

(read up on Modern Monetary Theory, or 

MMT, if you haven’t already).  The point is, 

eventually enough countercyclical policy will 

be applied to arrest the economic downturn 

from what ails it, and in the midst of such a 

transition, some great investment 

opportunities will come to the forefront.  Take 

FedEx for example – it’s a great company that 

is very well run and is currently in the throes 

of going through a tough operating 
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environment, but after five quarters of missing 

and lowering numbers the stock has been 

hammered from trading as high as $275/share 

to roughly $145/share today.  That’s a 47% 

haircut since January of 2018, and at some 

point, the expectations will have been lowered 

and estimates cut enough that you can start to 

consider acquiring a stake in the business at a 

good value. 

 

For those on the lookout, we’re seeing more 

and more of these opportunities as this 

business cycle runs its course, and as I’ve 

been saying for some time now, the trick will 

be identifying and acting upon these 

opportunities when and if they materialize.  In 

the meantime, I still think investors should be 

favoring a defensive / capital preservation-

oriented strategy at the moment.  I think the 

remaining couple months of this year sets up 

to be interesting, insightful, and volatile where 
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we will learn whether this is just another of 

several soft landings for the U.S. economy, 

which global economies slip into recession, 

and what the policy response is necessary (if 

any) to reinvigorate global growth.  One thing 

that’s worth noting, and I didn’t go into it at 

all in this missive, is the liquidity squeeze that 

appears to be starting to cause some problems 

in the plumbing of the global financial system.  

When the Fed announces that it has to 

implement open market operations in the 

repurchase markets to facilitate the short-term 

borrowing among banks, it’s worth paying 

attention to because these tools wouldn’t be 

necessary if everything was working as 

expected.  Also, keep your eye on the value of 

the dollar as it continues to hold near all-time 

highs as such an occurrence further tightens 

financial conditions and pressures emerging 

markets.  Lastly, watch credit spreads for any 

signs that they are starting to widen beyond 
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what is happening in the lowest of the junk 

bond market.  We’re already seeing strain in 

the CCC market, which is the lowest end of 

the junk bond credit spectrum, but if they start 

spreading to higher rated credits then we’ll 

know that the debt markets are experiencing 

more pressing problems.           
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