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March 3rd, 2020  

 
Structural Imbalances… 

I wanted to send out a quick note to touch on a couple of things that are on my mind that I think are being 

overlooked, but should be considered by all investors with regards to the decisions they make going forward.   

 

Putting aside the details about the actual coronavirus as it relates to its transmissivity, mortality rate, the 

global spread, etc… to me, from a macroeconomic and capital market standpoint – it potentially represents 

the fall of the initial domino that sets off a chain reaction tipping over other dominos until it’s stopped or 

offset by a counterbalancing force. 

 

Today, the Federal Reserve took its first shot at acting as that counterbalancing force by cutting interest rates 

by 50 basis points.  This was an ‘inter-meeting cut’ which the Fed typically doesn’t do unless an emergency 

arrives.  Bulleted below is the recent history of inter-meeting rate cuts: 

 

• January 22nd, 2008 

• August 17th, 2007 

• January 3rd, April 18th and September 17th, 2001 

• October 15th, 1998 

• April 18th, 1994  

 

All of these dates listed above either coincide with a blowup in the capital markets and/or a recession.   

 

In addition to the Fed’s action, global finance ministers from around the world held a collaborative 

conference call where they put down in writing that they were committed to act jointly to support and 

stimulate the global economy.   

 

So policy makers are at the ready, and so far they are acting with restraint, diligence, and are giving off the 

impression of confidence.  Judging by the capital market reaction – where the equity market went from 

trading higher by roughly 0.5% to closing down almost 3%, interest rates plunged with the yield on the 10-

year Treasury slipping below 1.0%, and gold surging by 3% – policy makers won’t have the luxury of half 

measures and confident gestures with future policy decisions.  Even prior to the onset of the coronavirus, the 

fundamental backdrop was one where the global economy was stumbling along and trying to catch its 

footing, corporate profits were stagnant, and we were just six months removed from a yield curve inversion 

which has been 7 for 7 in front-running the last 7 recessions.   

 

But here is the rub, and below is what I encourage investors to think about as it relates to their investments, 

as I don’t want to water down this backdrop.   
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For the past 40 years, the investment backdrop has benefited from a secular decline in interest rates from the 

high teens to almost 0%. 

 

 
 

Such a steady and persistent decline has given rise to the highest federal debt to GDP reading in U.S. history, 

outside of the immediate aftermath of WWII. 
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It also has incentivized corporate America to act in the same manner, with U.S. Nonfinancial Corporate Debt 

as a share of GDP rising to its highest level in history. 

 

 
 

With all of this cheap debt (incentivized by historically low interest rates), corporate America increasingly 

made the rational financial decision over the past decade to continue to take on debt to buy back shares of 

their own stock.  As a result, looking back at the past decade it was corporations that have been the only net 

buyer over this time period.   
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This consistent flow of stock buybacks, cheap interest rates, ample central bank liquidity, historically low 

volatility, and a stable, growing economy was the perfect cocktail to push equity market valuations in the 

U.S. to new all-time highs.  The measure I show below is the value of the stock market (as measured by the 

Wilshire 500) to the level of U.S. GDP.  But, if an investor wanted to use Price-to-Earnings, Price-to-Sales, 

Enterprise Value to EBITDA… you’d come to a similar conclusion about the current equity market 

registering one of its highest valuation readings in history.     

 

 
 

Bringing this back to what we saw today, lower interest rates, at this point, does nothing to resolve these 

imbalances. Lower rates can potentially extend the cycle and stave off the eventual need to restructure these 

imbalances, but as long as they exist, they represent a persistent thorn in the side of the economy and capital 

markets – the proverbial albatross wrapped around the system’s neck.  

 

The thing about debt is that it is never an issue as long as an individual or the entity carrying the debt is 

generating enough cash flow to service it.  However, should this income/cash flow stream get disrupted or 

dry up completely, well then it becomes a problem for not only the debt issuer, but also the counterparty 

holding that debt security as an asset on its balance sheet.  If cash flow and net income are drying up, then 

managers operating those companies are going to start rationing their expenses, cutting perks, ending their 

stock buyback program, cutting their dividend, and/or start chopping headcount (perhaps not in that precise 

order), depending on the management team. 

 

 

My point, and this is the only point I’m trying to make in this missive, is that all of the focus of late is on the 

coronavirus and the potential disruptions it has presented to the global economic and capital market 

backdrop, but to focus solely on and/or blame the coronavirus completely overlooks and dismisses the 

imbalances laid out above that have been building for a decade.   
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There is no way of knowing at this moment whether the coronavirus represents a black swan event that no 

one could have predicted (it truly is an ‘unknown unknown’), but the longer the disruption lasts for the 

global economy and the deeper it cuts, then the bigger the risk it presents to a financial system that came into 

the event completely unprepared for its introduction.   

 

There was 0% earnings growth for the S&P 500 last year, and investors were willing to overlook that as the 

Fed cut interest rates three times and reverted back to printing money in the back half of the year.  As a 

result, the S&P 500 levitated by nearly 30% on no real fundamental basis other than momentum was 

trending up and the expectation that 2020 would bring with it a resumption to earnings growth that would 

bring fundamentals and valuations back into somewhat of an alignment.  In the past week, equity analysts 

have taken a hatchet to 2020 earnings estimates with Goldman Sachs suggesting that we could have another 

year of flat earnings growth.  If that is the case (and given the guidance we’ve seen out of companies willing 

to provide it over the past couple weeks, there is little reason to doubt it…), then a cycle high valuation 

multiple on the equity market isn’t the right price. 

 

This is what the equity market is attempting to price in with the whipsawing action over the past several 

weeks.  What is the right price for an equity market that now has a higher risk of flat to negative earnings 

than it does for the high single digit earnings growth that was expected?  Additionally, what multiple do you 

apply to an equity market that, up until two weeks ago, was completely detached from a Treasury bond 

market that has moved in the direction of pricing in almost 90% odds of a recession in 2020?  And it hasn’t 

just been the bond market pricing in the increasing risk of a recession, as most of the cyclical commodity 

markets have been as well, oil and copper being the most obvious.   

 

This missive purposely offers little in the way of actionable advice at the moment, other than to encourage 

investors not to underestimate the riskiness of the current investment setup.  This isn’t to say anything about 

predicting a crash or an imminent rally to new all-time highs (either are possible), but it is to say that things 

have drastically changed in the last month.  Changed in a manner that has the volatility index (VIX) holding 

levels above 30 for almost a week now, and that in and of itself forces institutions to de-risk because it 

indicates an unstable and chaotic investment backdrop.  As an FYI, you typically don’t see 3-6% daily 

moves in the major averages (positive or negative) in a bull market – this type of volatility is typical of bear 

markets where fear, indecision, and chaos are prevalent.  

 

The last thing I want to mention for investors to think about is future policy action.  Have a look at the chart 

below that I lifted from Julian Brigden of MI2 partners (a financial mind that I have tremendous respect for) 

where in the upper part, it plots out two separate lines.  The pink line is the ‘Value Line Geometric Index’ (a 

proxy for the U.S. equity market) and the white line is the size of the Fed’s balance sheet.          
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What I want to call attention to is the correlation between the stock market (pink line) and the Fed’s balance 

sheet (white line) throughout the past decade.  The green shaded regions highlight the various renditions of 

QE the Fed has implemented since 2009, and how the correlation between the stock market and the Fed 

balance sheet jumps up to nearly 90% when the Fed is expanding its balance sheet.  When the Fed isn’t 

printing money, the correlation breaks down.   

 

My point isn’t to suggest that the Fed will once again have to resort back to QE to eventually backstop the 

slide or stagnating asset prices (although I think it’s a tool they’ll inevitably have to pull out), but rather the 

point is that back in ’09 the Fed insisted that QE was just a one-time unconventional policy tool to rescue the 

financial system from blowing up.  However, with now a decade of history behind us, we can see that the 

Fed has never been able to ween asset prices off of recurrent balance sheet expansion.   

 

With things getting ugly again in the capital markets and recession risks on the rise, we should all expect that 

if things don’t calm down in the near future that additional policy levers will be pulled.  As we saw today 

with capital markets not reacting constructively to the inter-meeting 50 basis point cut in the fed funds rate, 

faith in the ‘central bank put’ has weakened.  This is a meaningful shift in investor psychology and one that 

is worth watching with future policy actions – be it fiscal or monetary actions.  Eventually policy makers will 

get it right and do enough, but the question all of us have to ask is – given that we’ve been quasi-investing in 

an equity market that hasn’t been driven by fundamentals for some time now – where will markets be when 

they do cobble together the right cocktail mix?       
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