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November 18th, 2019 

                  

It’s all about the money… 

Reflecting back on the past 10 years is 

perhaps the best and most plausible way to 

cobble together an explanation for the 

divergence that is playing out in 2019 between 

the stock market and the underlying 

fundamental data.  There really has been only 

two things stocks have cared about since the 

GFC ended in 2009: Central bank money 

printing (QE), and the economy not being in a 

recession.  Slowing economic growth or 

stagnant/no growth hasn’t been a big concern 

to investors (outside of short spasms of 

downside volatility) because over time, 
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investors have become conditioned to believe 

that if/when the economic backdrop became 

too fragile or vulnerable to recession risks, the 

Fed and other global central banks will be 

quick to take action to counteract any further 

downside momentum.  Earnings, valuations, 

absolute growth rate levels, return on equity, 

debt levels, leverage… all of these 

fundamental data points (while relevant) are a 

mere sideshow to the dominant variable – 

liquidity.  And this relationship has been on 

clear display over the last six weeks, with last 

week being yet another clear illustration of its 

importance. 

 

Last week we got the October data releases for 

U.S. retail sales and industrial production – 

two high level data points with relevance to 

the measurement of the strength or weakness 

in the U.S. economy.  Retail Sales rose +0.3%, 

which were a tenth above consensus 
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expectations for a print of +0.2% (call it 

another one of those ‘better than expected’ 

reports).  However, when you actually dig into 

the report you see that actual real (inflation 

adjusted) sales volumes dropped -0.1% in 

October following a -0.4% falloff in 

September.  Moreover, building materials 

slipped -0.5%, furniture dropped -0.9%, 

Electronics/appliances declined -0.4%, and 

even restaurant sales deflated by -0.3% (the 

first decline since December of last year). 

 

I could go on about the softness in this report, 

but I’ll spare you the boredom and highlight 

that on a year-over-year basis, retail sales 

growth has declined by a full percentage point 

and this report screamed that a transition 

towards frugality is underway in how the 

consumer is spending their budget: Sporting 

goods sales posted a -0.8% slide and clothing 

sales were down -0.1%, while groceries 
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increased +0.4% and gasoline rose +1.1% 

(you see the contrast between discretionary 

items versus the necessities).  My point isn’t 

about the minute details in this report, but 

more about the fact that the -0.1% dip in sales 

in real terms (inflation adjusted) followed on 

the heels of a -0.4% decline in September, 

whereby over the past three months there has 

been no growth at all in retail sales volumes, 

which is quite a moderation in trend from the 

+2.2% pace at the end of March and +1.0% 

pace at the end of June.  This is a measurable 

disconnect from the strong/resilient consumer 

backdrop all the talking heads in the 

mainstream financial media relentlessly 

blather on about.  It doesn’t mean the 

consumer sector is falling off a cliff, but this 

level of activity is in no way consistent with 

the euphoria being spewed by many on 

bubblevision – just look at the data, it’s all 

there for everyone to see. 
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Take Walmart’s results that were reported last 

week as yet another illustration on the frugal 

pivot that is underway.  Same store sales in 

the U.S. (for those stores open at least 13 

months) rose +3.2% and online sales growth 

at +41% was booming.  These results have 

definitely underpinned the price of Walmart 

stock, which is up nearly 30% on the year, but 

keep in mind we’re talking about a very low 

margin business here with low single digit 

revenue growth, where investors have bid up 

its forward P/E multiple to nearly 24x (close 

to a 15 year high).   My point has more to do 

with the fact that people in good times or bad 

will always need to eat, cloth themselves, and 

hopefully have/will keep a roof over their 

head, but in difficult times they trade down 

and buy more in bulk – two areas where 

Walmart excels.  This is a company that 

generated a positive return in calendar year 
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2008 and 2009 because of its defensive / 

counter cyclical business profile.   

 

The other major data report last week was 

industrial production which slid -0.8% in 

October, double the decline expected by the 

consensus estimates of -0.4%.  Industrial 

activity has now receded in three of the past 

four months and the year-over-year production 

trend has declined from +2.2% in March, to 

+1.0% in June, and after this report sits at a     

-1.1% pace.   
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Sure, the GM strike had an impact on these 

results, but even if you removed the -7.3% 

plunge in automotive output from the report, 

total industrial production fell -0.5% after a 

flattish September.  Moreover, if one really 

wants to get in the game of removing or 

adding back data points to make a report say 

what they want, then I encourage them to 

incorporate the -3.8% drop in unit auto sales 

reported by the auto dealers for October into 

the retail sales report, rather than the inflated 
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+0.5% estimate by the Commerce 

Department, and then we’re talking about a 

retails sales implosion in October of -0.6% 

(but let’s not go there). 

 

Also within this report, we saw industry wide 

capacity utilization fall to 76.7% in October 

from 77.5% in September, which suggests that 

there remains a lot of idle capacity at the 

current time.  Keep in mind that 80% is the 

threshold to watch that generally applies 

upward pressure on inflation, but such a 

surplus of capacity in the industrial sector isn’t 

a positive sign for corporate pricing power and 

implies downward pressure on profits in the 

future.   

 

Following these two reports on Friday, we 

saw GDP estimates come down substantially 

for Q4, with the New York Fed cutting its 

forecast to +0.4% (down from +0.7% the prior 
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week and +0.8% two weeks ago).  The usually 

optimistic Atlanta Fed took its estimate down 

to +0.3% (down from +1.0% a week ago and 

+1.5% two weeks back).   

 

Something else that caught my eye last week 

was the big miss across the board in the 

Chinese data where retail sales, fixed asset 

investment, and industrial production all came 

in below consensus expectations.  The 

industrial production print of +4.7% YoY was 

the 2nd lowest rate of change print in the last 

17 years, and collectively with the other 

results suggests that economic activity in 

China has yet to decisively make the positive 

inflection that many investors are looking for.  

We also saw here in the U.S. that the Cass 

Freight Shipping index declined -5.9% in 

October, which represented the 11th straight 

month of negative volume.  This weakness is 

corroborated by the latest inbound container 
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shipments into the two busiest ports in the 

U.S. (Los Angeles and Long Beach) which are 

both down -14% YoY as of October.  These 

two ports account for nearly 40% of all 

inbound container volume.  Cass is prudent to 

point out that some of this weakness in the 

year-over-year prints is a reflection of the 

robust level of activity a year ago, but they are 

also quick to point out that investors shouldn’t 

interpret that disclosure as a reason to 

overlook the underlying message: “demand is 

weaker across almost all modes of 

transportation, both domestically and 

internationally.  They go on to state:  

 

“We know that freight flows are a leading 

indicator, so by definition there is a lag 

between what they are predicting and when 

the outcome is reported.  Nevertheless, we 

see a growing risk that GDP will go 

negative by year’s end…the shipments 
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index has gone from ‘warning of a 

potential slowdown’ to ‘signaling an 

economic contraction’”.          

 

What I’m getting to with all of the above is 

that the gap between economic growth, equity 

fundamentals and the levitation of equity 

prices is pushing up against the bounds of 

historical precedent.  The pushback and 

argument I most readily come across in peer 

discussions or my readings is that variables 

like earnings or growth rates may be 

weakening, but they’re not falling off a cliff – 

hence, they’re better than expected.  Which 

brings me back to the point I opened up this 

week’s missive with – central bank asset 

purchases and ‘no recession’ are the most 

dominant variables in this post GFC 

expansion.  And right now, we have both.   
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Investors have been all too excited about 

looking through Q3 earnings results, so as to 

not have to acknowledge that as we wind 

down the reporting season, we are about to 

register a third consecutive quarter of negative 

EPS growth (-2.3%).  Oh, and did I (or they) 

forget to mention that Q4 estimates now have 

a negative sign in from of them (-1.4% 

estimate)? But not to worry, because full year 

2020 estimates are projecting EPS growth to 

come in at +9.7%.  Hope is a powerful and 

comforting sentiment as it relates to life, but is 

a very difficult fundamental variable to use in 

order to defend one’s investment thesis.  

Below is an instructive chart put out by Liz 

Ann Sonders at Charles Schwab, which plots 

the S&P 500 index versus economy wide 

profits (not just profits from S&P 500 
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companies, but from both public and private 

businesses) which shows an interesting 

divergence that materialized in the late stages 

of the last three business cycles, including the 

present, where after-tax corporate profits 

flatten out or roll-over while the S&P 500 

continues to move higher (see red arrows in 

the below chart). This disconnect persisted in 

the last two cycles until the recession occurred 

and then you see a mean reversion where the 

S&P 500 (blue line) converges to the 

downside with corporate profits (yellow line).    
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Take the performance of Apple shares as 

another example of the expanding divide 

between fundamentals and stock performance.  

For starters, this is a consumer electronics 

company. Sure, you can try and dress it up in 

another wardrobe – A.I., services, banking, 

robotics – but at the end of the day, their 

largest and most profitable lever is selling 

hardware (iPhones, Macs, iPads, and other 

devices).  Apple’s total revenue is down 2.1% 

over the past twelve months ($265 billion in 
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FY 2018 vs. $260 billion in FY 2019) and its 

net income is down 7% ($59.5 billion in FY 

2018 vs. $55.2 billion in FY 2019), yet it’s 

stock price this year is up more than 65%.  

You can tell me all about rerating the 

company with its transition to services, which 

should command a higher multiple given the 

potential for a more stable and reoccurring 

revenue stream, but let’s not kid ourselves and 

acknowledge that we’re still talking about a 

company that sells the highest priced device in 

a very competitive and mature industry (smart 

phones) that has lost market share for the last 

several years.  Full disclosure – we own the 

stock for our clients, and given that they are 

able to issue zero percent debt in Europe 

(which they did last week to buy-back stock), 

it remains a reasonable financial engineering 

story, but let’s be honest with each other in 

acknowledging that fundamentals have not 
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even remotely kept up with share price 

performance this year. 

 

All that having been said, to what do I 

attribute the causal factor to explain the 

relentless 8% rip in the S&P over the last six 

weeks? That would be the Fed firing up the 

printing press.  Since the spike in repo rates in 

mid-September, the Fed has re-engaged in a 

new round of Quantitative Easing (QE), 

although they don’t want it to be called QE.  

Over this time the Fed has expanded its 

balance sheet by $290 billion, which wipes 

out over 40% of the balance sheet reduction 

they conducted from October 2017 through 

August 2019.      
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Considering that the Fed has now cut rates 3 

times since July and is increasing its balance 

sheet at a 35% annual rate, it makes me 

wonder what President Trump continues to 

complain about.  All kidding aside, the 

President has been on point in this regard as 

he’s repeatedly called out the overtightening 

by the Fed into late 2018 and the negative 

impact it has had on the economy.  

Nevertheless, we now have a Fed that is 

outright monetizing the fiscal deficit, where in 
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the prior twelve months (through October) the 

budget gap has continued to ratchet higher to 

$1 trillion, or nearly 5% of GDP.  For context, 

this is the level of deficits you would expect to 

see in a deep recession, not at the peak of an 

economic expansion.  Suffice it to say that 

absent this Fed monetized fiscal deficit, real 

GDP growth in the U.S. would be flat to 

negative in Q3 and even lower in Q4.  It goes 

without saying, but how could the equity 

market not be rallying with the massive level 

of liquidity we are seeing injected into the 

system?  That is why we can get ugly results 

like we saw from retail sales and industrial 

production on Friday morning, and it be 

totally ignored by the afternoon when we see 

an announcement from Larry Kudlow hit the 

wire that the U.S. and China had “constructive 

discussions” about a phase one trade deal.   
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There is absolutely nothing concrete or 

definitive in that statement (it is complete 

fluff), but this administration knows better 

than anyone that all they need to do is float 

trial balloons out to the financial markets, 

which are completely drunk on liquidity, and 

there is nothing else for the algorithms to do 

but buy stocks.  Just to show you how potent 

this ample liquidity backdrop is, this morning 

before the markets opened, CNBC’s Eunice 

Yoon tweeted: “Mood in Beijing about trade 

deal is pessimistic, (Chinese) government 

source tells me.  China troubled after Trump 

said no tariff rollback (China thought both had 

agreed in principle).  Strategy now to talk but 

wait due to impeachment, US election.  Also 

prioritize China economic support.”  This was 

a clear walking back of the optimism espoused 

from NEC Direct Kudlow on Friday, but this 

only tempered the S&P 500 futures and by the 

end of the day the major U.S. averages closed 
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in the green.  So, a big rally on empty 

optimism on Friday and yet flattish or mildly 

higher stock prices on pessimism on Monday.   

 

This is what I mean about the stock market 

being totally devoid of freely pricing in 

meaningful information, be it: fundamentals, 

trade news, geopolitical risks, global 

riots/protests, solvency, currency 

fluctuations… it’s all about sentiment, 

momentum, technicals, and most importantly, 

liquidity.  When you have the latter and the 

former in an uptrend, the sky is the limit, or so 

it seems.  And it’s not just the Fed that has 

reengaged the monetary accelerator, but as the 

chart below illustrates, monetary policy 

around the world is throttling full speed ahead.       
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So, if we are going to avert a U.S. or global 

recession (in my opinion, this is in no way as 

close to a layup as current consensus 

complacency represents…), and global 

reflation is what comes next, then one has to 

be inclined to look at overseas equity markets 

as perhaps an area that stands to benefit to a 

greater degree than U.S. equities.  If this is to 

be a good reflation, then the drastic 

outperformance of U.S. assets over the rest of 

the world for the last decade should exhibit 

some mean reversion with ‘rest of world’ 
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equity markets catching up to U.S. assets in a 

healthy way.  Callum Thomas posted a couple 

informative charts on his LinkedIn piece this 

weekend including the chart below that 

highlights U.S. equity outperformance versus 

the rest of the world is the largest ever going 

back nearly 45 years.   
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A good reflation would have both the U.S. and 

the rest of world generate positive returns, but 

the rest of the world (namely Europe, Japan, 

and Emerging Markets) would outperform on 

the upside – hence closing the valuation divide 

that has opened up relative to history.  A bad 

reflation, where the U.S. or the global 

economy slips into a recession, still might see 

overseas equity markets outperform the U.S. 

given how depressed their valuations are 

relative to U.S. equities.  The following chart 

plots the valuation divergence between the 

U.S. and global ex-U.S. equity markets, with 

valuations outside the U.S. relatively 

unchanged from where they were at the trough 

of the GFC and near their lowest levels in the 

past 25 years.  
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However, in a bad reflation scenario it’s likely 

that all equity markets sell-off, but U.S. 

equities – given how much global capital is 

hiding out in them – come under more intense 

liquidation as money gets repatriated back to 

local overseas markets.   
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This is why investors should still maintain 

prudence and discipline with their investment 

plan.  There is no free lunch, and just because 

global central banks are back to ramping up 

the printing presses and it seems as though 

nothing can dent the relentless, stable ascent 

in equity prices…fundamentals, valuations, 

leverage, and growth do matter.  If it was as 

easy as turning on the printing press and 

flooding the system with liquidity, then why 

are central banks just catching on to this 

magic potion today?  Why didn’t this work in 

other regions that have tried it in the past, a la 

Japan for the last 3 decades, and Germany and 

the U.K. coming out of World Wars I and II? 

Because it’s not sustainable without eventual 

long-term consequences.  This doesn’t mean 

we won’t continue to try, but it’s the other 

side of the coin that should compel investors 

to not completely abandon bonds or gold.  

Bonds and bullion are insurance policies for 
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one’s portfolio.  You don’t own them to get 

rich – you own them to not get poor.      
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