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September 30th, 2019 

 

Earnings and Employment… 

There is no shortage of news to opine on at the moment, be it impeachment proceedings by the House, 

treason claims by the President, re-escalation and then de-escalation on the U.S. / China trade front, a U.S. 

dollar shortage causing a liquidity squeeze in the interbank lending market – all of which has created a 

whipsawing, up and down price action in equity prices.  The S&P 500 looks to be on track to close out Q3 at 

roughly the same level (2,975) it closed at on July 1st (2,964).  You want to know just how dull the overall 

equity market has been of late? Take a look at the closing price of the S&P 500 over the last 18 trading days:   

 

 
 

There you have it, a 23-point trading range which created plenty of energy expended by both bulls and bears, 

but neither being able to move the needle much in either direction.  Like many of you, I have thoughts and 

views regarding the ongoing circus playing out in the U.S. political arena, but quite frankly as it relates to 

markets, at the moment it’s more noise than anything.  The only comment that I think has some application 

for economics and markets is that such discourse and divisiveness further heightens uncertainty and 

undermines confidence, neither of which is supportive of propelling asset prices higher from their persistent 

state of stasis.  To be frank, between the politics and the trade war negotiations (and this isn’t to say there 
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isn’t some tangible / justifiable motivation behind both endeavors, from both sides of the political and trade 

arena) but it’s becoming rather exhausting keeping up with all the nonsense.   

 

The most recent development in the trade negotiations was a story put out by Bloomberg that the White 

House was considering whether to place restrictions on Chinese company listings on U.S. exchanges, as well 

as putting curbs on U.S. government pension funds’ ability to buy Chinese equities.  The most recent 

accounting indicates that there are 156 Chinese firms with a market cap of $1.2 trillion listed on the largest 

U.S. exchanges.  Since that story broke on Friday, the administration has issued a statement denying such 

action was being considered ‘at this time’.  Well, this would be a major escalation with large market impacts 

both in the U.S. and China should this card ever be pulled, but it would definitely instigate a retaliatory 

response from China and perhaps be a step too far to ever come back from for cordial negotiations between 

the two largest economies in the world.   

 

As for the capital markets and the economy, there are two major data points I’m keenly interested in 

monitoring over the next couple weeks and months.  The first is the September jobs report which will be 

reported on Friday.  Consensus estimates are expecting a print of 145k following job growth of 130k last 

month with the unemployment rate holding at 3.7%.  A couple of things have caught my eye over the last 

several weeks / months that have flagged a worsening backdrop in the labor market, and I’m curious to 

confirm whether these are just false signals or that an actual turn in the labor market is afoot.  Most recently 

was last week’s release of the Markit ‘flash’ PMI composite index which showed the first sub-50 reading for 

its employment sub-index in nearly 10 years.  What’s more is that the weakness wasn’t just confined to the 

manufacturing sector as employment in the services sector fell to a level last seen in December 2009.   

 

Also, within the Conference Board’s consumer confidence survey the ‘jobs plentiful’ sub-index cratered by 

5.5 points, which for those unfamiliar with this index, such a fall is normally only associated with a 

recessionary backdrop.  Either of these reports in isolation could be chalked up to just volatility within the 

data series, but the fact that they are occurring concurrently and at a time when several other leading metrics 

within the BLS employment report have also rolled over suggests that these developments are likely more 

‘signal’ than ‘noise’.   

 

Couple these two recent data points with the fact that we have now had five consecutive months of negative 

revisions to the nonfarm payroll data and we’re looking at a legit canary in the coal mine.  This series of 

negative revisions in the payroll data deserves some context, as this just doesn’t happen in economic 

expansions – it didn’t happen in ’96, ’98, or 2016, which were all periods associated with mid-cycle 

adjustments or quasi soft landings by the Fed.  Note that such a series of consecutive downward revisions are 

typically associated with turns in the cycle.  Such was the case between April and October 2007 (recession 

commenced in December 2007), and between April 2001 and September 2001 (recession had already started 

in March 2001).  Keep in mind that this signal works both ways as several months of positive revisions 

during recessions typically indicates the recession is nearing its end, as was the case in the winter/spring of 

2009.   

 

Given the acute shortage of skilled labor in the employment ranks today, it’s too far a reach at this time to 

envision a significant contraction in employment, but a notable slowing in growth is looking like a realistic 

probability.  Also, keep an eye on the manufacturing hours, overtime hours, and the workweek, all of which 

have rolled over and portend some challenging times ahead for the labor market.   

 

The other data point perking my immediate curiosity is the upcoming Q3 earning season.  For starters, 

analyst estimates have come down quite a bit over the last several months where according to FactSet, S&P 

500 earnings estimates for Q3 as of June 30th were for a decline of -0.6%, but as of last week expectations 

have receded to a loss of -3.7%.  Could this be yet another balancing act by corporate executives to guide 
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analysts estimates down low enough so that they can beat the revised expectations when they do report?  

We’ll see, but if Q3 does end up being on the negative side of the ledger, when all is said and done 

(according to FactSet’s data) this will mark the third straight quarter of year-over-year earnings declines.   

 

Stepping outside the myopic short-term box of quarterly accounting, there is a more interesting and relevant 

divide unfolding between whole economy profits and S&P 500 operating profits.  The Bureau of Economic 

Analysis (BEA) tabulates operating profits for all U.S. corporations (large, small, private, and public) and 

publishes this data in the quarterly GDP report.  As of the end of Q2 2019, NIPA profits (as they’re referred 

to) totaled $2.113 trillion which is essentially unchanged from the 2014 full year profit figure of $2.12 

trillion.  Over the same 5-year period, the operating profits of S&P 500 companies have increased from 

$1.004 trillion in 2014 to an annualized estimated figure of $1.333 trillion in Q2 2019, an increase of 33%.   

 

 
 

Part of the explanation for this divergence between the two different profit series has to do with the use of 

two different accounting frameworks, financial versus tax accounting.  Companies use financial accounting 

to report their results, while tax accounting results is the primary source for the GDP measure of profits. As a 

result, differences between the two profit measures can result from the timing of when receipts and expenses 

are recorded, as well of what is included and not included in receipts and expenses. 

 

For example, the GDP gauge of operating profits adjusts for misreported and/or overstated measures of 

current income.  Income or losses derived from capital sales are not part of the GDP measure of profits 

because they reflect the sale of existing assets, and GDP is only measuring the profits from current 

production and not the change in the valuation of items that were produced in previous periods.  Yet, S&P 
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500 profits, which are based on a financial accounting basis, do include income derived from capital sales, 

and other financial flows and adjustments as well. 

 

At the currently reported levels for Q2 2019, S&P 500 profits amount to a record 63% of overall operating 

profits for all US companies.  In the past 30 years there is only one other period when the share of S&P 500 

earnings topped the 60% level.  That occurred in the late 1990’s when the large gain in reported S&P 500 

profits was largely driven by capital gain income while earnings from core operations were stagnating or 

falling.  The chart below from Nordea provides a clear visualization of the divergence between the two data 

series and shows that in the 1999 version, during the convergence these two data series saw S&P operating 

profits catch down to where underlying economic profits were tracking.   

 

 
Look, as an investor – and I stress ‘investor’ and not as a ‘speculator’ – it is becoming increasingly difficult 

to dismiss and cast aside the expanding list of red flags.  Think about it: 

 

• It’s no longer folklore to acknowledge that global growth peaked in early 2018 and has been 

decelerating ever since to the point where a legitimate argument can be made that major economic 

regions around the world are in or are flirting with recession (Germany, U.K., Japan, and perhaps 

even China, while the data may never truly bear that out).  And since then, economic growth in the 

U.S. began to turn down in Q4 2018 and as of yet there is little sign that a reacceleration in economic 

activity has begun.   

• Industrial production, business capex, global trade and global manufacturing activity are already 

arguably in a recession.  The services sector and U.S. consumption has held firm up until know, but is 

showing some early indications that it too may be about to weaken. 

• Yield curves around the world have inverted with the U.S 10s/3s curve having been inverted since 

May.  Sure, there have been some false signals in the past with the timing of this recessionary signal, 

but outright ignoring such a signal with its track record isn’t playing the probabilities correctly.   

• Commodity markets closely linked to the economy are in a bear market. 

• The defensive parts of the equity markets are materially outperforming the cyclicals. 
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• The IPO market is starting to show its true colors with company after company being unable to hold 

its offering price after being listed on the exchanges (Peloton, Uber, Lyft…), and then the most recent 

debacle of The We Company shelving its IPO.  Consider that in its last capital raise, this company 

was estimated to be valued at almost $50 billion and yet as of a couple of weeks ago leading up to its 

IPO (before it got pulled), it was struggling to fetch a value of $10 billion.  It’s going to be 

fascinating to watch the fallout and domino effects among key stakeholders from this destruction of 

froth.  This business plan is nothing but layers of leverage on top of leverage with deep ties into the 

commercial real estate market. 

 

I’m seeing several astute, objective, and forward-looking analysts highlight leading indicators suggesting 

that a potential trough and positive inflection in global economic activity could occur as early as Q1/Q2 of 

2020.  I see similar signs in some of the data we’re tracking, but keep in mind that there is still two to three 

quarters (or 6 - 9 months) of what could be a very challenging investment environment to get through before 

we get to that point.  Moreover, depending on how things play out in this window, those indicators can and 

likely will change for better or worse.  So don’t get too far ahead in terms of anticipating and acting upon a 

positive inflection, but it is appropriate to begin devising a game plan to position yourself for that potential 

opportunity.   

 

In the meantime, sit tight and remain patient.  The Fed has backed off its aggressive guidance for more 

accommodation in the near-term, but I expect before year-end they will be back in accommodation mode 

with additional rate cuts and likely a reinstatement of QE.  It’s in this window that I suspect the next leg of 

the bull market in precious metals to get going in earnest and the next leg down in U.S. interest rates to 

unfold.  However, there will be a point when interest rates won’t go any lower and that will mark a 

meaningful inflection point for all financial assets.              
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