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January 6th, 2020  

                  

Steady hands, but don’t become too 

complacent… 

Regarding asset prices and the global 

economy, 2019 was a most unusual year 

where the S&P 500 had its best finish since 

2013 with every sector ending up in the green.  

The Nasdaq had its best yearly gain since 

2009, back when the U.S. economy was just 

emerging from the Global Financial Crisis.  

Gold had its best year since 2011, the 

Treasury market also had its best year since 

2011, and corporate credit spreads compressed 

towards the lows for the cycle.  After such a 

broad-based ascension in asset prices, what is 
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left for 2020 to deliver in terms of an encore?  

In retrospect, what is most unusual about 

2019’s performance results is that they 

coincided with a very underwhelming 

backdrop of fundamentals.   

 

Consider that over the course of 2019, 

nominal U.S. GDP decelerated from 6% to 

3.8% (so an almost halving of economic 

growth), S&P 500 earnings growth plunged 

from +20% in 2018 to flatlining in 2019 

(potentially even going negative, depending 

on how Q4 results come in), the year-over-

year trend in the official index of leading 

economic indicators went from +3.5% to 0%, 

10 Year U.S. Treasury yields collapsed from 

roughly 3% to 1.5%, the yield curve inverted, 

and over the summer we saw recession risks 

from some recession probability models surge 

to ‘80% odds within the next 12 months’.  Yet 

the S&P 500 gained almost 30% on the year, 
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oh and lest I forget, we just got the November 

reading on global semiconductor sales which 

were down -10.8% year-over-year, yet the 

SOX Semiconductor Sector index soared 60% 

in 2019.  Go figure!   

 

Good thing the fundamentals didn’t matter last 

year because broadly speaking, they stunk.  

That isn’t to say they were terrible (in my 

vernacular ‘stunk’ is a step above 

‘terrible’…), but what didn’t materialize last 

year was an outright recession and that 

outcome brought a lot of relief to investors 

and forced many others to frantically 

reposition themselves in the latter half of the 

year in a race to catchup with the performance 

of the major averages.  Think about this for a 

moment: through the first three quarters of 

2019, more than 33% of S&P 500 companies 

posted a year-on-year decline in earnings, and 

the last time the share of companies was that 
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high was back in 2009, 2008, and 2002 – all 

periods when the broader economy and stock 

market were in a recession and bear market.   

 

So, if it’s a stretch to argue that fundamentals 

drove the performance in asset prices last year, 

then what can one attribute it to?  The answer 

is Global Central Banks, and their creating a 

tsunami of liquidity and monetary stimulus 

last year.  In 2018, central banks implemented 

a net 55 rate hikes (rate hikes minus rate cuts) 

versus a net 113 rate cuts in 2019 (see chart 

below), while at the same time restarting the 

expansion of their collective balance sheets 

which currently stand at nearly $15 trillion, or 

4x larger than they were prior to the 2008 

financial crisis.      
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With the Fed announcing in September of last 

year that they were going to start buying $60 

billion per month in T-bills, that has worked 

out to the financial equivalent of a 60-basis 

point de facto cut over the past four months.  

Not to mention this level of T-bill purchases 

more than fully funds the fiscal deficit, yet the 

powers that be strongly push back against 

anyone that challenges them about these 
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actions being akin to the Fed monetizing 

government deficits.  My guess is that debt 

monetization will likely become a living room 

topic for the common household before 2020 

is over.  In addition to the Fed’s recent 

actions, we have the People’s Bank of China 

stepping in to add liquidity to their financial 

system in response to a wave of debt defaults.  

At the start of the year, the PBOC announced 

a 50-basis point cut to the Reserve 

Requirement Ratio to 12.5% for large banks 

and to 10.5% for small lenders.  This is 

equivalent to over $100 billion in fresh 

liquidity to kick off 2020 and a clear sign that 

central banks around the world will continue 

to provide the stimulus they think is necessary 

to stave off any lasting or severe contraction 

in activity.   

 

So, where does this leave us?  In the U.S., we 

have an investment and economic backdrop 
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that is the polar opposite of where we were 

this time last year.  Recall that back in Q4 of 

2018, Chairman Powell and the Fed were 

tightening policy by normalizing interest rates, 

but were forced to stop because the stock 

market threw a hissy fit, credit markets began 

to seize up, and global economic activity 

faltered.  The Fed was also attempting to 

shrink its balance sheet, but ended up having 

to abort this objective preemptively because 

they misjudged the level of reserves that were 

needed in the banking system.  As for the real 

economy, GDP growth in Q4 2018 came in at 

a 1.1% annual rate, and that is about the same 

level we are expecting when Q4 2019 

numbers get reported at the end of the month.  

In the financial markets, we have the volatility 

index (VIX) at 14 today versus close to 30 this 

time last year, investor sentiment surveys 

today show bulls out numbering bears by a 

ratio of 3:1 whereas they were almost even a 
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year ago, the CNN fear/greed index just last 

week touched 95 (on a scale of 1 – 100, with 

100 representing “extreme greed”) compared 

to slipping below 10 at the start of 2019, and 

the trailing P/E multiple on the S&P 500 at the 

moment is a little over 20x versus a little over 

16x at this time last year.   

 

You would be hard pressed to script a more 

diametrically opposing setup in asset prices 

with what we have today versus where we 

were a year ago, and, in my opinion, this is 

almost entirely due to liquidity and central 

bank actions.  But as of this moment, it’s too 

early to objectively evaluate what we have to 

show for it.  Yes, higher asset prices, as has 

been covered thoroughly above, but what I’m 

getting at is that most of the talk coming out 

of central bank officials suggests that they 

believe they’ve done enough to squash the 

synchronized global growth slowdown and 
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that a reacceleration in activity will start anew 

anytime now.  Well time will tell, and given 

the power that central banks wield on the 

monetary front, its best to give them the 

benefit of the doubt, but over the last several 

days we have been on the receiving end of the 

first set of economic data points for December 

and they showed little (if any) sign of a 

reacceleration getting underway: 

 

• China’s December manufacturing PMI 

managed to stabilize at 50.2 versus 50.2 

in November, so I guess that’s something, 

but the companion services index slipped 

to 53.5 from 54.4 in November. 

• The Markit manufacturing PMI for the 

euro area dipped to 46.3 in December 

from 46.9 in November – this was the 

11th consecutive month of contraction and 

the new orders index ticked lower from 

46.7 to 46.6 which marked the 15th 
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consecutive month below the 50 cut-off 

level for growth.  Meanwhile, the 

employment component declined at its 

fastest rate in over six years.   

• Then on Friday we got the U.S. ISM 

manufacturing survey, which slid to 47.2 

in December from 48.1 in November and 

well below consensus expectations for a 

reading of 49.0.  The internals within the 

report were pretty poor as well with new 

orders, employment, and the production 

index all falling while prices paid picked 

up considerably, which suggests a bit of 

profit margin compression setting in for 

corporate America.  December marked 

the 5th consecutive month for a U.S. 

manufacturing ISM reading below 50 and 

the 47.2 print was the lowest since June 

2009, and the breadth within the report 

was downright awful with only 3 of 18 

industries reporting growth.   
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There was nothing new in this report, given 

that the manufacturing sector in the U.S. (and 

globally, for that matter…) has been in a 

contraction for some time now.  However, 

what is bothersome is that on some metrics 

we’re at or breaching cycle lows, and it’s 

anyone’s guess how much longer prices of 

risk assets can hang in at their highs awaiting 

the growth pickup so many have thought was 

just around the corner starting nearly 3 months 

ago.   
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Fortunately for the rest of the economy, the 

consumer backdrop remains solid and 

government spending continues to be 

untethered by any form of fiscal discipline, 

because outside of these two segments of the 

GDP calculation, the U.S. economy has been 

in a recession since the second quarter of last 

year.  But it’s the U.S. consumer that has been 

carrying the world, and that puts a lot of 

emphasis on watching the leading indicators 

of the labor market to see if there are any 

cracks emerging on this front.  Jobless claims 

is one of the most highly followed leading 

indicators of the labor market, and its best to 

look at the trend in this data series using a 4-

week moving average to smooth the data from 

week-to-week noise, but this segment of the 

labor market is showing some signs of 

weakness with the 4-week average at its 

highest level in two years and the year-over-

year change up 5%.  Keep in mind, these 
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moves – while in a direction that shows a 

weakening at the margin – aren’t bad enough 

yet to sound the alarms, but a further 

continuation in these trends is worth watching 

in the weeks and months ahead.    

 

 
 

Other cracks in the labor market that have 

shown up on my dashboard are the ISM 
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employment series reading coming in at 45.1 

(recall anything below 50 in this diffusion 

index indicates contraction), hours worked 

decelerating, and cyclical employment growth 

sliding to almost 0%.  So, let’s just say this 

Friday’s job reports will be interesting to dig 

into to see what’s going on beyond the 

headline reading. 

 

I’m far from a geopolitical expert, so I tend to 

shy away from making misinformed 

comments on the events unfolding around the 

world outside of their possible impacts on the 

economy or financial markets.  All I have to 

offer on the latest tensions between the U.S. 

and Iran in the aftermath of a U.S. drone strike 

that took out Iranian General Qassem 

Soleimani is that such events should be 

expected to increase the risk premium in 

capital markets, and oil in particular.  As it 

relates to Iran, it appears as though U.S. policy 
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has evolved from economic warfare via 

sanctions to a modest form of kinetic warfare 

via military action.  What response this 

provokes out of Iran is still unknown, but the 

one area that is most concerning to capital and 

oil markets is the Straits of Hormuz, through 

which 20% of global oil supply flows.  Should 

something happen where this sea passage gets 

disrupted, the economic and capital market 

impacts will vary depending on the degree and 

length of such a disruption, but an impactful 

disruption it will be.  

 

Gold has caught a bid over the last several 

days on these events, but even before this 

weekend, gold had already staged a nice rally 

into year-end where it tacked on almost 

$75/oz to its price from its early November 

lows.  The recent boost from the heightened 

geopolitical tension has pushed the price into 

very overbought territory with it clipping 
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$1590/oz in the futures market, so it’s likely 

not a wise decision to chase the price at the 

moment.  But what has been and will remain 

the bigger fundamental driver for an 

increasing bullion price is the Fed and its 

incessant monetary meddling with interest 

rates, the quantity of money, and inflation 

targeting. 

 

Another kicker for precious metals prices, 

commodities in general, and the emerging 

market equity space is the weakness in the 

U.S. dollar.  The DXY dollar index is right on 

the cusp of a death cross where the 50 day-

moving-average crosses below the 200dma, 

and if/when that occurs it will likely set off the 

next leg of the downward trend in the dollar 

that has been underway since the start of 

October.  As of now, the dollar is only 4.5% 

off its recent high, but the slide has been 

enough to be an additional tailwind to 
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international equity markets that have caught 

some life in Q4 on stabilizing economic data.  

The Emerging Market equity space is one area 

where I think it makes sense for investors to 

make a tactical bet on a successful reflation 

bid by global central banks.  After all, the EM 

equity space is still 12% lower today than 

where it peaked out at two years ago (while 

the U.S. and European markets are both at or 

near all-time highs) and this area trades at 

nearly a 30% valuation discount to the 

Developed World equity market.   

 

So my take at the present time is for investors 

to hold the line with however their portfolio is 

positioned at the moment – that goes for those 

defensively and cautiously positioned as well 

as for those allocated in a bullish and 

aggressive fashion (extremely aggressive 

portfolios, on the other hand, I would take 

some action to pare back, but I’m sure you 
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have your reasons for being there and I doubt 

that anything I have to say will matter).  Why 

I don’t think there is much action to take at the 

moment is because market positioning is now 

back to its natural state of equity investors 

betting on more upside to come (which is also 

the market’s natural tendency over time), so 

there is little to no remaining boost from a 

short-covering rally, interest rates and 

inflation are low and stable with little risk of 

either metrics ratcheting higher in the near-

term, and global economic data isn’t bad 

enough to warrant any further action out of 

central banks or bad enough to suggest 

recession risks are back on the escalator 

upwards.   

 

Don’t get me wrong, all of this is subject to 

change over the ensuing couple of weeks and 

months, but right now the backdrop is that the 

global economy is weak (this is now well 
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known and understood by the markets) and 

that is why central banks have taken the 

actions they did to reinvigorate and extend this 

expansion a little further.  What we don’t 

know yet is whether their actions will work, 

but that is what we will find out from the 

upcoming data over the next couple of 

months.  Keep in mind that with U.S. equity 

prices at all-time highs, valuations on several 

metrics near or at all-time highs, investor 

sentiment being rather bullish, and positioning 

the same – a lot of good news is already 

priced in.  So, where the adjustment in asset 

prices will come from is if the incoming data 

over the next several weeks and months is 

weaker than market expectations, because that 

will bring forth some serious questions as to 

the ongoing efficacy of central bank policy 

moving forward.  Should the data be 

materially weaker and recessionary risks spike 

back up (which is not a low probability 
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outcome, in my opinion…) then you could 

expect the safe haven trades to catch some 

traction with yields slipping lower, precious 

metals rallying more than they already have, 

defensive/income oriented equities holding up 

better than cyclicals, and equities broadly 

selling off. 

 

The other key variable that we don’t have a lot 

of clarity on at the moment, but we do have a 

general outline for, is whether or not the Fed 

will be allowing some of the liquidity that it 

injected into the repo market in Q4 to start 

rolling off in the back half of January and 

continuing on through Q1.  That is the 

tentative plan as we know it today, but as 

we’ve learned on many occasions with this 

Fed (and it’s no different than with the 

Greenspan or Bernanke led Fed) is that should 

asset prices and volatility react harshly to the 

withdrawal of liquidity, they won’t hesitate to 
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change their plan in short order.  I can’t stress 

to investors enough the importance to fight 

from being hypnotized into a state of 

heightened complacency.  There are a lot of 

variables being juggled at the moment and a 

lot has to go right to keep any of these 

variables from setting off a domino effect that 

causes the whole act to falter.  Not to mention 

that all of this is being done at a time when 

equity valuations look like this: 
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I know valuations have become taboo to 

reference as an actionable investment variable 

at this juncture, but to whole heartedly believe 

that valuations don’t matter is akin to 

believing that the price you pay for an 

investment has little to no determination on 

your future expected return – blasphemy!  

Holding such a view is not only dangerous, 

but shows one’s ignorance about financial 

history.  There were only two other times in 

history that U.S. equities traded at similar 

valuation levels to where they are today: 1929 

and 2000, and it took 25 and 14 years 

respectively for investors fully allocated to 

equities at those points to get back to 

breakeven from those peak levels.  That’s not 

a prediction, rather just an observation, but 

forewarned is forearmed.  Also, I think it’s 

worth noting that we are now 127 months into 

the longest expansion in U.S. history and over 
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the past decade (a time period that has 

encapsulated the majority of time covering 

this recovery) economic growth was the 

weakest since 1948 and inflation was the 

weakest since 1930.  As a result of such an 

underwhelming recovery, the Fed had to step 

in and provide an unimaginable level of 

unconventional support to get us to where we 

are today: four QE’s (asset purchase 

programs), holding interest rates at zero, and 

the inability to get the Fed Funds rate back 

above 2.5% before having to reverse course.  

The cupboards are getting pretty bare if we 

have to go back to them yet again.  
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