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October 28th, 2019 

 

Trust, but verify… 

Capital markets have undergone a rather 

dramatic, distinctive change in character over 

the last three weeks which has boosted ‘risk 

on’ assets and tempered ‘risk off’ (or 

defensive) assets.  There’s plenty of reasons 

one could use to describe and explain the 

material shift, but before getting to that let’s 

rundown just what I’m referring to: 

 

• The S&P 500 and Nasdaq are trading at 

new all-time highs with the Dow Jones 

Industrial Average just 1.5% shy of setting 

a new record. 
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• Global Equity markets have also been on 

the move in a positive way with the All 

Cap World ex-U.S. Equity Index and 

Emerging Market Index both 

outperforming the S&P 500 over the past 

month.   

• Over the past several weeks, value has 

again started to outperform growth in terms 

of equity market sector style factors. 

• While both gold and silver are off their 

2019 highs, in a sign that investors are 

looking at the potential for global growth 

to reaccelerate in 2020, silver is handily 

outpacing gold so far in October (silver up 

4.8% on the month while gold is up 1.2%).   

• The CRB Index (commodities) is up over 

6% from its early September lows with the 

move in both oil and base metals 

confirming the positive shift.   

• On the flip side, the yield on the 10-year 

Treasury Note rose to 1.85% this morning, 
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a 40-basis point jump from the lows it hit 

back in August.  With the rise in yields (in 

particular, at the long end of the curve) it 

has un-inverted the 10s/2s curve, with the 

spread now positively sloped by 18 basis 

points.   

 

So, to what shall we attribute this material 

shift in the way capital market prices have 

moved?   

 

For starters, we got what appears to be a truce 

between the U.S. and China on the trade war 

front.  I’m not interested in getting into the 

semantics of what is or is not in the deal, not 

because it’s not important, but rather because 

the market doesn’t even remotely care about 

the details.  All the market cares about is that 

for the time being both sides have agreed that 

there will be no further escalation on this file 

at this juncture.  My two cents is that both 
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sides have witnessed the deterioration in their 

respective economies over the past year, and 

neither side has the stomach to risk being the 

fall guy for tipping the global economy into 

recession if additional tariffs were imposed to 

garner additional negotiating leverage.  Ian 

Bremmer, one of the most connected and 

astute political analysts in the business today, 

was interviewed in this weekend’s Barron’s 

and I found his comments to be very 

interesting on this file: 

 

“I don’t think there’s even a limited deal.  

The Chinese haven’t signed anything yet.  

They basically offered the same thing they 

offered when U.S. Trade Representative 

Lighthizer walked away a few months ago.  

The only thing that has changed is that 

Trump is a little more concerned about the 

economy and his election – a little more 

desperate for a deal.  Xi feels like he has 
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given up a fair amount of political capital 

already, and hasn’t got anything done.  So 

they’re willing to wait him out, particularly 

because they see that Trump’s appetite for 

further escalation with the softening U.S. 

economy is low.  U.S.-China relations are 

objectively more confrontational today 

than they were three, six, 12 months ago.  

That trend will continue.” 

 

The fact that the stock market continues to 

rally on the same old news, like we saw on 

Friday following the statement issued by 

Lighthizer and Mnuchin that they “made 

headway on specific issues and the two sides 

are close to finalizing some sections of the 

agreement”, is completely insane to me.  

Come on already. But this just goes to show 

you that the details don’t matter – it’s all about 

offsetting a negative in the market’s eyes.  

Which any additional increase in tariffs would 
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be, so not getting them is a positive, but don’t 

mind the $360 billion in goods where a U.S. 

tariff is still applied, as is the case from the 

Chinese side as well. 

 

Then we have Brexit, where the risks of a no-

deal Brexit have pretty much melted away 

over the last several weeks.  The EU has 

granted a further extension to January 31st for 

a deal to get reached, and PM Boris Johnson 

will be forced to eat a little humble pie after 

proclaiming he’d rather ‘die in a ditch’ than 

agree to another extension, but at this point he 

has no other choice.  Johnson is going to try 

and push for early elections sometime in 

December, but there is no guarantee this 

happens.  In a nutshell, there is still a lot that 

needs to be worked out on this file, in 

particular the details for the trading 

relationship with the EU, but markets are 
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relieved that this uncertainty has been kicked 

down the road for a couple more months.   

 

With progress being made on the major 

political uncertainties, we can shift to the 

economic and earnings data which are 

following in the same footprints in that as long 

as things aren’t worse than expected, then all 

is good.  Consider that on the U.S. economic 

data front in the past month we’ve seen 

housing starts, new and existing home sales, 

industrial production, core capex orders, and 

retail sales all come in below consensus 

estimates, and not only did they disappoint, 

but all of them contracted month over month.  

Let me say that again – they all declined in 

September.  So it should come as no surprise 

to anyone paying attention that consensus 

estimates for Q3 GDP (to be reported on 

Wednesday) have been lowered to +1.6%.  

Keep in mind that Q2 GDP growth came in at 
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+2.0% and estimates for Q4 from the NY Fed 

just slipped below +1%, but the narrative 

being pushed from the Wall St. banks is that a 

bottom and a turn in the data is nearly at hand.  

It’s almost as though as long as the U.S. (or 

global economy for that matter) isn’t in an 

official recession, then nothing matters and no 

risk exists.     

 

Look, I want to believe this as much as the 

next guy, and some of our own indicators 

suggest that such a global inflection point 

could be at hand, but not until Q1 or Q2 of 

2020.  Keep in mind these are the same 

forecasters that were projecting a second half 

recovery in 2019, which is proving to be quite 

elusive. 

 

I get the narrative and I definitely understand 

the incentive structure for wanting this cycle 

to be extended and the bull market to 
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continue, but I fail to see how, in a matter of 

three weeks, the global economy has managed 

to snuff out a bottom with very little 

fundamental evidence pointing to such a 

development – of course outside of a ‘soy 

bean deal’ with China, Brexit kicked into next 

year, and no official recession announcement 

having been made.   

 

As for corporate earnings, with nearly 40% of 

the S&P 500 having reported results, they’ve 

been better than expected with 80% of 

companies reporting beating expectations and 

actual results having come in at -0.5% 

(compared to expectations for a -4.0% 

decline).  Keep in mind that we’re not even 

half way through earnings season and FactSet 

is still expecting Q3 earnings for the S&P 500 

to fall -3.7% when all is said and done, but the 

better than expected results thus far have 

definitely alleviated investors’ worst fears.  
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It’s worth noting that full year 2019 EPS 

growth for the S&P 500 is tracking the flat 

line, and yet the index is up nearly 20% on the 

year.  This is the definition of ‘multiple 

expansion’, or an investor’s willingness to pay 

more for less, and the following chart put 

together by Jesse Felder, which plots the 

market cap of the entire U.S. stock market 

versus the economic output of the U.S. 

(Market Cap-to-GNP ratio) puts into context 

just how risky a proposition that decision is at 

this time.   
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Only for a short period of time during the 

height of the Tech Bubble in 1999 – 2000 has 

the stock market traded at a ratio above 140%.  

It’s been well documented during this cycle 

about how poor of a timing metric valuation 

is, but I’m amazed by the hypocrisy of so 

many market speculators calling themselves 

investors while they trip over each other trying 

to pile into the stock market at the second 

highest valuation in the last seven decades.  

Many of these same speculators are all too 
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eager to reference or regurgitate the teachings 

of Warren Buffett, but few fail to follow in his 

footsteps of practicing the same level of 

discipline that has made him such a successful 

long-term investor.  Perhaps the fact that 

Berkshire Hathaway is holding its highest 

cash position in the history of the company 

says something about Mr. Buffett’s view of 

the value proposition of today’s market.  The 

fact that he is undeterred with practicing 

disciplined long-term investing in the face of 

Berkshire’s 4% year-to-date return is a 

testament to why he has achieved the success 

he has, in large part because of his ability to 

traverse the ups and downs of full market 

cycles better than almost anyone ever has. 

 

Let me end this week’s missive with what I 

think is the most plausible explanation for 

why markets have done such an about face in 

perspective over the last 3 – 4 weeks.  This 
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isn’t to say that the developments above aren’t 

partly responsible and fit into the mosaic, but 

for me it’s all about the Fed and liquidity.  

This entire cycle, in a nutshell, is entirely the 

result of the Fed’s intrusion into capital 

markets.  Stresses in the short-term funding 

markets started showing up in mid-September 

and forced the Fed to step in with its balance 

sheet to provide liquidity to keep the market 

from freezing up.  Rates on repurchase 

agreements (overnight loans) jumped to nearly 

10%, which is a dramatic increase over the 

Federal Funds rate (which this market tracks) 

of 2%.  What was initially claimed by the Fed 

to be a short-term technicality in the overnight 

and term repo market, has turned into what 

appears to be a full-on permanent program of 

providing liquidity to support this market.  

Just last week the Fed announced that the 

minimum size of the overnight repo has been 

increased to $120 billion from $75 billion and 
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the term repo will rise to at least $45 billion 

from $35 billion.  The shift was “to mitigate 

the risk of money market pressures that could 

adversely affect policy implementation”.  

 

This latest announcement came only a few 

weeks following the early October 

announcement by the Fed that they were going 

to start buying $60 billion per month in T-bills 

starting October 15th and running through 

March of 2020.  What gives?  The chart below 

shows the change in the size of the Fed’s 

balance sheet, where after almost two years of 

balance sheet reduction, it’s back to 

increasing, and at the current pace it will be 

back to peak levels by next summer.   
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If all is well and the economy is as strong as 

the Fed says it is, then why is the Fed being 

forced back into QE (although they don’t want 

to call it that…) only a couple of months after 

it ended?  I don’t know the answer, and you 

know what – a lot of savvy investors plugged 

into this space have more questions than 

answers as well.  One big contributor to this 

outcome is the massive growth in government 

deficits which have now increased for four 

consecutive years.  This is the longest stretch 
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of deficit increases since the early 1980’s, and 

we’re not talking small figures either.  The 

reported deficit was $984 billion in fiscal year 

2019, but the actual increase in government 

debt in 2019 was $1.2 trillion, which means 

that Uncle Sam needs to pull an additional 

$1.2 trillion from some other source in the 

global economy – said differently, there is 

$1.2 trillion in capital that can’t be used for 

other sources, but is redirected into funding 

the U.S. government.  Carry this out and 

couple it with the Fed restarting their QE (not-

QE) policy and you can begin to connect the 

dots of where these additional dollars are 

coming from to buy the increased Treasury 

issuance.  Yes, the Fed is now in the business 

of monetizing Federal deficits, and as long as 

they are printing money to meet this funding 

shortfall, then this frees up money from other 

sources that can be funneled back into the 

stock market.  I know, this sounds absurd to 
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anyone not closely following the financial 

markets, but there is entirely too much global 

debt in the world today, and as global growth 

has decelerated over the last 18 months, the 

income growth that is used to service this debt 

has also decelerated – hence a shortfall opens 

up.   

 

In my opinion, it’s the market’s Pavlovian 

response that has been trained into investors 

for the better part of 10 years now – when the 

Fed is printing money and buying assets, then 

buy risk assets because the Fed has investors’ 

backs.  I’m not saying this time is different, 

but the fundamental backdrop around the 

globe is much different today than it was back 

in 2013 when the Fed was last doing QE.  In 

the U.S., we’re talking about an economic 

expansion that is now the longest on record 

and is entering its 129th month, with an 

unemployment rate that is plumbing 50 years 
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lows at 3.5%.  Even in the face of the 

persistent deflationary forces of aging 

demographics, over indebtedness, and 

advances in technology – more monetary 

policy accommodation today coupled with 

stimulative fiscal policy could very well ignite 

benign inflationary metrics.     

 

But what really appears to be the case is that 

the financial system we have today cannot 

function without the support of permanent 

monetary policy accommodation.  The Fed 

tried to raise rates, but was forced by the 

markets to stop in Q4 2018 with the Fed 

Funds rate in the range of 2.25 – 2.50%.  The 

Fed tried reducing its balance sheet from its 

peak level of over $4.5 trillion with initial 

estimates that it would fall to between $2.5 – 

$3.0 trillion, but that was cut short after it 

declined to just $3.7 trillion.  If this is actually 

the case, then it is truly sad to see that we 
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created an artificial edifice that is unable to 

revert back to what was perceived as normal 

over a decade ago.  

 

So yes, in the face of what is at best mediocre 

fundamental data, high valuations, and low 

interest rates – if the Fed is truly back in the 

business of printing money and backstopping 

asset prices, then investors need not worry 

about the former as the latter is the much more 

dominant force.  The real trick will be when/if 

this relationship ever changes.  Here we are, 

setting records for the longest expansion in 

U.S. history, the longest bull market in U.S. 

history, one of the best performing equity bull 

markets in history, bonds perhaps still in the 

midst of a 38 year bull market (which has 

taken interest rates to near 500 year lows), and 

this has bred an unfathomable level of 

complacency and fearlessness.   
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Take this year, for example: the recent 

dialogue on bubblevision makes it seem as 

though most talking heads believe that 

investors are entitled to 15 – 20% gains,  as if 

overlooking the continued deterioration in 

economic growth, flat-lining in earnings, 

decline in profit margins, increasing valuation 

levels, burgeoning levels of both corporate 

and sovereign debt, insiders selling their stock 

at the most aggressive pace since 2007, and 

unpredictable geopolitical risk was a no 

brainer.  As if it was obvious to ignore all of 

these developments because the S&P 500 was 

destined to move higher – who would’ve been 

silly enough to think otherwise?  It truly is 

stunning to see how quickly investors forgot 

the nearly 20% decline in the fourth quarter of 

last year that wiped away all of 2018’s gains 

in the blink of an eye, and the amount of 

jawboning and central bank stimulus it has 
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taken this year to get us back to just 3.5% 

above last year’s highs.   

 

Speaking first hand as a manager of others 

people money, this has been one of the most 

trying years of my career.  I’m not a wise old 

owl, nor am I a spring chicken, but I’m 

coming up on 20 years of experience in this 

trade and never can I recall a period that 

further pushed the limits of staying 

disciplined, maintaining prudence, and acting 

as a fiduciary in care of someone else’s nest 

egg.   
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