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October 14th, 2019 

 

Treading water… 

There sure is a lot going on around the world, but outside of short bursts and spasms (up or down), the major 

U.S. equity market averages haven’t done a whole heck of a lot over the last six months.  They say a picture 

is worth a thousand words, so in the sequence of charts that follow, we’ll leaf through the price history of 

various asset classes over the last six months (starting date for all charts is April 15th, 2019 running through 

the present day).  

 

The Dow Jones Industrial Average 

 
 

The Dow Jones Industrial Average has traded in a roughly 2,700-point range (between 24,680 and 27,350), 

and as of today is roughly 400 points above where it was 6 months ago. 
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The S&P 500 

 
 

As you’d expect, with the correlation between the Dow and the S&P 500 being high, the S&P 500 has been 

range bound between 2,730 and 3,027 (a roughly 300-point range) with the index 60 points above where it 

closed in mid-April.   

 

How one chooses to contextualize the last six months as it relates to the performance of the Dow and S&P 

500 is truly a matter of opinion.  After all, the economic data in the U.S. has taken a decisive turn lower with 

the manufacturing sector slipping to 47.8 in the most recent ISM survey (a level that in the past is associated 

with recessions), the services sector ISM printing its worst level in over three years, a labor market that is 

still showing signs of growth but at a much more sluggish pace, industrial production contracting on a year 

over year basis, corporate earnings flat-lining for two consecutive quarters and estimates for Q3 S&P 500 

profits to fall roughly 4% (versus expectations at the start of the year for EPS growth in Q3 to be +4%), 

consumer confidence rolling over, CFO confidence at the lowest level in over a decade, and insiders selling 

stock at the highest rate since 2007. But in the face of all this, the S&P 500 is still up over the last six 

months, which epitomizes the resiliency of U.S. equities.  

 

The bears will argue that unabashed equity bulls are whistling past the graveyard in denying the prototypical 

fundamental breakdown in the data that accompanies the end of the business cycle, while committing the 

same classic mistake most investors do in thinking that ‘this time is different’ as they over stay their 

welcome.   

 

The below chart of the Russell 2000 Small Cap Index more closely resembles a consistent relationship 

between bad fundamental data aligning with negative price action.  The Russell has traded in a 145-point 

range (between 1,586 and 1,450) with it currently trading about 80 points below where it was six months 

ago.  Keep in mind, these are the companies most closely aligned with the actual performance of the 

domestic economy, and what’s more is that this index still remains nearly 14% off its September 2018 highs.        
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The Russell 2000 Small Cap Index 

 
 

The following chart of the International Equity markets (as measured by the iShares All-Cap World Equity 

Index ex-U.S.) paints a similar picture as the Russell 2000 Small Cap Index.  And why shouldn’t it, with 

Germany, the U.K., South Korea, and maybe even Japan flirting with (if not already in) recession.  The thing 

about this time frame is that it misses the bigger picture, and that is that the international equity market 

peaked all the way back in January 2018 – the fact that it is down about 2.5% over the last six months is 

rather impressive given an even worse cocktail of fundamental data than is being reported here in the U.S.  

Not to mention the fact that the central banks of the two largest Developed Markets outside the U.S. (the 

Eurozone and Japan) have taken the catastrophic plunge of implementing negative interest rates in these 

regions, and in my opinion have rendered monetary policy obsolete in terms of attempting to stimulate 

economic activity through the credit system.   

 

The iShares All-Cap World Index ex-U.S. 
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Emerging markets, as shown in the chart below, are also down over the last six months and are down 

substantially since January 2018.  But there is one thing that I think is noteworthy for investors, and that is 

that while the OECD leading indicator for August was once again down (its 20th straight month of decline), 

the rate of decline is stabilizing.  For this index, this is a very subtle victory as the rate of change (or second 

derivative) isn’t a market tell for this indicator, but what was really interesting is that the only major 

economy seeing sequential improvement in its leading index was China – going from 98.7 in June to 98.8 in 

July, and to 99.0 in August.  Given the size and importance of China in the emerging markets index, this is a 

development worth watching and while we remain some ways off from getting confirmation that a turn is 

near in the EM space, there are several leading indicators we follow that indicate such a possibility as early 

as Q1/Q2 of next year (that’s only a couple of months away).  Additionally, it’s hard to ignore the distain 

investors have for this space at the present time.  

 

The iShares MSCI Emerging Markets Index 

 
 

I must admit that being a fundamentally driven analyst, I have been and continue to be inclined to lean in the 

direction of the bearish camp, but I must also admit that there have been several developments over the last 

six months that are forcing me to balance the negative fundamental backdrop against other non-

fundamentally based variables.  One such set of variables are sentiment and money flows, and what I’m 

getting at in particular here is just how much negativity may already be priced in by the actions investors are 

taking.  Consider that investors have moved $424 billion into money market funds year to date, and $361 

billion of this was over the last six months.  As of the latest data, more than $3.5 trillion sits in money market 

funds which is the most since 2009.  So far this year, a total of $154.1 billion has been liquidated from equity 

mutual funds and ETFs, with $136.9 billion of this over the past six months.  

 

So yes, perhaps investors are more in sync, aware, and aligned with the breakdown in the fundamental data, 

and as a result have taken action to make sure they aren’t in harm’s way like they were in 2008 should a 

recession occur.    

 

In addition to bearish sentiment indicators and risk-averse money flows suggesting a fair amount of 

negativity is already priced into asset markets, what was/is potentially the biggest game changer over the last 

week was the Fed announcing on Friday that they are going to start adding $60 billion per month in liquidity 

to markets via Treasury bill purchases.  These purchases will start on October 15th and run at least into Q2 

2020.  For sure, there are nuances to this latest edition of QE relative to the previous renditions as it relates to 
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the types of securities the Fed is buying and the duration of these securities, and while the Fed is adamant 

that this is not QE – if it walks like a duck and talks like a duck, well then it’s probably a duck.  I’m less 

interested in arguing about whether this is QE or isn’t, and more interested in assessing how this shift could 

potentially impact markets.   

 

On net, this is a liquidity boost to the system.  However, it is yet to be determined just how stimulative this 

will be, given that the driving force behind the need for the Fed to do these asset purchases is because of the 

surge in government debt issuance.  Yes, the U.S. fiscal deficits are starting to become a problem in 

crowding out financing in other markets. Consider that total federal debt increased by $1.2 trillion in fiscal 

year 2019 after increasing by $1.27 trillion in 2018…so much for the tax cuts paying for themselves.  But 

with the government needing to borrow a net $1.2 trillion in additional dollars, that money has to come from 

somewhere and when the global financial system is already dealing with a U.S. dollar shortage, the path of 

least resistance is debt monetization – otherwise defined as the Fed printing money to fund the government’s 

deficits.   

 

Ladies and Gentlemen, we are in unchartered territory at this point when policies that we’re once defined as 

unconventional and one-time in nature (QE) are now considered conventional and part of the normal 

operations of Fed policy.  Given the impacts and results of previous episodes of QE, where risk assets 

handsomely outperformed anything with defensive characteristics, it’s only prudent and responsible to 

consider a similar potential roadmap.  I’m not saying you or I have to like, agree with, or support it, but no 

one is asking us what we think – the Fed is going to do what they think is necessary and best to extend this 

expansion.  That has been their mantra since Fed Chair Jay Powell pivoted in early January, and if that 

means restarting QE (but not calling it QE…), then so be it, that’s what they’re going to do.  With that being 

said, what we know about this expansion (that has now spanned more than ten years) is that it wasn’t 

fundamentals that drove the price action in capital markets, but rather the Fed and liquidity.  That was the 

most important variable in determining asset price levels and that is why Friday’s announcement deserves its 

proper attention and monitoring going forward.  I’m not saying it’s a panacea, as the fundamental backdrop 

is drastically different today than it was back when the Fed last did QE in 2013 – we’re deeper into the cycle, 

the yield curve has already inverted, unemployment is at 50-year lows, inflation readings are near their highs 

for the cycle… so all I want to point out is that investors should be mindful of what was just announced and 

pay close attention going forward.           

 

If you look back at the previous periods when the Fed was implementing QE, it wasn’t constructive for bond 

prices as yields tended to rise during these episodes of asset purchases.  It is possible that the below chart of 

the 10-year Treasury bond (as approximated by the iShares 7-10 Treasury Bond ETF) – which has performed 

exceptionally well over the last 6 and 12 months, handily outpacing all broad-based U.S. equity indices – 

may have experienced its peak price (low in bond yields) at the end of August.  Prior to the Friday 

announcement, I was of the view that if/when the U.S. economy slipped into a recession that the yield on the 

10-year Treasury bond would make its way down to 1% or lower (generating a double digit return in the 

process), but my confidence level in such an expectation has now diminished.  This isn’t to say such an 

expectation should be completely abandoned, but it’s on a shorter leash for the time being as we see how 

things evolve going forward.   
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 iShares 7-10 Year Treasury Bond 

 
 

As for the precious metals space (gold and silver in particular, which have been two of the strongest 

performing assets in global markets over the last six and twelve months), I think it’s a wait and see.   

 

Gold 
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Silver 

 
 

Both broke out of multi-year bear markets earlier this year, and while the fundamental backdrop driving such 

a move was justified, they have a checkered past with QE.  Initially when the Fed first introduced QE 

coming out of the Global Financial Crisis, it sent gold and silver soaring, but eventually the 

defensive/hedging characteristics embedded into these holdings became unnecessary as investors became 

more comfortable taking on risk with the Fed backstopping asset prices.  See the below chart plotting the 

price of gold during each of the various renditions of QE in the past.   

 

 
 

 

Should this version of QE-lite underdeliver or should the Fed have to become even more aggressive with its 

monthly purchase commitment (an outcome I expect to occur), and it finally has one of the intended impacts 

of creating economic inflation – rather than just asset price inflation – then I think all investors that are 
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holding a position in these precious metals will be handsomely rewarded.  But like with most other asset 

classes at the moment, it’s a wait and see environment.   

 

Over the last six months, most asset classes have been treading water.  Even the upside price moves we’ve 

seen in the bond markets and precious metals during the summer have been in a consolidation range for over 

a month now.  Sure, the equity markets got a bump over the last week as a result of the excitement of a 

potential détente on the trade front with China.  I don’t really care to argue about how great a deal this is or 

isn’t, or whether it’s even a deal or not – the bigger point in my opinion is that for the time being it 

eliminates the expectation of a further escalation on the trade war front, and on net that is a positive for a 

global economy that is already in a vulnerable place.  Who is the bigger winner on a relative basis is another 

entertaining conversation for the water cooler, but such a discussion misses the point that there are no 

winners in a trade war, especially one of this size and magnitude that entangles the two largest economies in 

the world.  The gap between the U.S. and China on the major issues remains so wide that they are never 

going to get those resolved – this is no longer a trade war, but rather a battle for global supremacy between 

the existing superpower and the up and comer, with neither interested in backing down.   

 

As for the recently announced version of the ‘skinny’ trade deal, I must admit that I’m just glad it’s over 

because I couldn’t take another week of the market moving in 100-point increments over the smallest shift in 

a press headline or tweet.  The most laughable part was that investors didn’t even seem to care about what 

specific details were in the trade deal, just so long as there was a deal agreed to.  There is no chapter on this 

in the Graham and Dodd classic on value investing.   

 

Speaking of value, and it’s the one chart I’m going to end this missive on, and that’s regarding the price of 

crude oil.  It’s been an unmitigated disaster for going on five years now, since oil peaked this cycle back in 

2014.  The last six months have been no different, with oil prices unable to hold a bid even in the face of 

growing unrest in the Middle East and a bombing in Saudi Arabia on the largest production facility in the 

world.    

 

Crude Oil 

 
 

But this is one area of the capital markets where I think investors should be spending some time conducting 

some analysis on investment opportunities.  I acknowledge that the supply/demand fundamentals remain as 

such, where there is an abundance of supply for a moderating level of demand growth.  However, what I am 

seeing more and more of (increasingly over the last six months) are bankruptcies and defaults, in the U.S. 
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shale sector in particular.  There was a lot of money that flowed into this space over the past decade due to an 

abundance of liquidity and cheap financing that was rewarded with the return profiles investors were 

expecting.  It is my opinion that we are now moving through the other end of those high expectations where 

a lot of pain and monetary loss is being realized in this space.  As this process plays out throughout the next 

twelve months, I expect we’ll see drastic consolidation in the industry where the financially secure and 

steady hands expand their market share, asset sales will become prevalent, and supply destruction will take 

shape.  This will be a constructive step in resetting the fundamental backdrop for this space for years to 

come, but in such a transition there will be opportunities – particularly in the equity survivors which have 

restructured their businesses to profit in a low oil-price world.      
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