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May 26th, 2020  
 

The casino is open…  

This is one relentless rally in the stock market, with the S&P 500 pushing above 3,000 today and taking out a 

significant technical resistance level at its 200-day moving average of 2,998.  The next level of resistance is 

around the 3,100 – 3,130 range, but a sustained move above there suggests that a move back to its all-time 

highs at just under 3,400 is plausible.  Consider me staunchly in the camp of those surprised that the S&P 

500 could get back to these levels so soon, but for those objectively reflecting upon the past decade where 

the Fed has made it an objective to target rising asset prices, this record recovery in stock prices should come 

as a shock to no one. 

 

Think about the contrast in how the investment set-up looks today compared to last October when the S&P 

was also trading above the 3,000 level: 

 

1. Last fall, consensus forecasts for 2020 GDP growth were around +2% versus estimates today 

sitting around -10%. 

2. The unemployment rate in October was at five-decade lows of 3.5% versus 14.7% as of the April 

jobs report, with expectations that U3 goes to 22 – 25% over the next several months. 

3. Initial jobless claims back then were hovering around the +225k level versus more than 38 million 

initial claims filed over the past eight weeks. 

4. Analyst forecasts were for 2020 operating EPS numbers to grow +10% year-over-year to $180 

versus current estimates of a 20% decline to $129. 

5. Not to mention that in the past month, the U.S. endured the worst plunge in industrial production 

since records began back in 1921, and the April decline in retail sales wiped out a decade of 

growth.   

 

You couldn’t have told anyone last October that this was all going to happen and in the same breath say that 

the S&P 500 would be at the same level without being laughed at.  The only way anyone can make a 

fundamental case to justify the recovery in stock prices is if we were to experience the most powerful “V- 

shaped” recovery of all-time, thereby negating the historic declines in economic activity and corporate 

profits. 

 

Look, I can understand and be open minded to such an argument, but I’m not a believer in the theory that the 

economic recovery will come close to matching the speed and veracity of the stock market’s recovery.  In 

my opinion, what we are witnessing once again, as was the case in 2011, 2013, 2016, and 2018, is the Fed 

moving aggressively to take action to mitigate and reverse the possibility of a sustained contraction 

becoming entrenched in the economy.  It’s worth repeating, and I will continue to do so, but whether you 
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agree or disagree with such an incursion into ‘free markets’ is a great cocktail hour discussion, but misses the 

mark of what markets are actually acting upon.   

 

Fundamentally, I agree with many of the most successful investors in history (Druckenmiller, Gundlach, 

Tepper, Buffett) coming out over the past month and in their own ways expressing their lack of enthusiasm 

over the risk versus reward setup in the equity market at the current time.  Some of this has to do with the 

fact that as recently as eight weeks ago many of these investors were leaning the other way and buying into 

the forced liquidations that were taking place, but that’s also the point in that the risk / reward is drastically 

different today at 3,000 versus the sub-2,400 level we were at in mid- to late-March. 

 

But markets today are no longer dominated by fundamental factors like growth, inflation, valuation, and 

sentiment.  Yes, these variables remain very important, but policy, central bank action, and liquidity (in my 

opinion) have become the more dominant variables which at times can overwhelm the importance of these 

other variables.  Since early March when the negative impacts of the Covid-19 crisis and forced shutdowns 

went into full effect, the Fed cut rates to zero and opened the liquidity floodgates to keep the system flush 

with cash.  Inside of four weeks the Fed implemented more policy interventions than was the case over a 12-

month period surrounding the Global Financial Crisis of 2008/09.  As the saying goes, ‘you live and you 

learn’, and Chairman Powell has clearly benefitted from studying the playbook of the last recession and has 

continued the evolution of Fed policy since Greenspan back in the late 80’s of focusing on the ‘wealth effect’ 

as a transmission tool to the real economy.   

 

It was in the late 80’s that the equity culture was born in the U.S. and that set the initial stage of the 

‘financialization’ of the U.S. economy.  What I mean by this is that through the last couple of cycles, more 

and more attention by the Fed has been paid to the net worth of households and on generating asset inflation 

rather than sustainable productivity led by income growth. Surely there have been other factors that have 

contributed to this transition (globalization, efficiency, tax policy…), but you can’t look at the chart below 

which measures household net worth to GDP (hat tip to Jesse Felder for the chart) and conclude that 

something didn’t change starting in the early ‘90’s.        
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I caution you on getting too caught up in the labeling of the ‘bubbles’ in this chart as I think “The Everything 

Bubble” is a bit of a simplistic generalization.  Investing is very much a relative world and while interest 

rates (which is the price of money) are the most important asset price in the world and the price of money 

goes into virtually every asset pricing model ever created – it is easy to conclude that with interest rates 

being manipulated lower and nailed to the floor that all asset prices are elevated.  However, you also have to 

think about how, when, what, and why would this low rate environment change in the future, but I digress, 

and don’t want to get too far afield from the path I was on.   

 

It’s not just household net worth to GDP levels that are at all-time highs, but so is household exposure to 

stocks as is highlighted in the chart below from David Rosenberg of Rosenberg Research.     
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A contrarian and value investor likely looks at these charts and immediately concludes that these trends are 

unsustainable, equity markets are overvalued, and therefore I’m going to take a pass while waiting for a 

better opportunity.  A growth and momentum investor sees these charts registering all-time highs and 

concludes they can keep going so let’s press our bets.  My interest in writing about this in this missive isn’t 

to vet out this debate, but rather to use it as a reference point in highlighting the dilemma the Fed finds 

themselves in.   

 

I could include additional charts and data points like the total stock market cap to GDP ratio moving back up 

to 143% (just under an all-time high) to accentuate my point that never before in the history of the U.S. has 

society been so reliant on the level of asset prices (namely the stock market and home prices).  This is an 

agenda that central bank policy has been fostering for more than three decades now, and here we are today 

with the system at its most leveraged and vulnerable position when out of nowhere the entire system gets 

sideswiped by an unexpected pandemic that so few were prepared for.  What else is the Fed to do besides 

bend and loosely interpret existing rules and guidelines to bailout everything?  If they didn’t and the system 

(capitalism) was left to work to its own devices, the fallout could be devastating.   

 

Let me make this clear: this isn’t a defense of or a justification for what policy makers are doing – I try to see 

and evaluate all sides while reserving judgement, while most importantly attempting to position capital in a 

manner that I feel is appropriate for where I see the most favorable risk / reward opportunities as a result of 

such actions.   

 

This dependence and reliance of the U.S. economy on asset prices is near the top of the list of variables that 

provides some explanation for why the stock market has become completely detached from economic reality.  

It has become apparent (growing more obvious over the past decade) that the Fed will do everything it can to 

prevent a prolonged and sustained recession / equity bear market.  How else do you interpret Jay Powell 

saying that the Fed’s powers (with the blessing of Congress and the Treasury) are infinite?   
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Well Corey, this sounds like a layup, a one-way bet – I mean, why not drop all the hours you log doing 

analysis and just put it all in an equity index and head to the beach?  My witty response would be, ‘what’s 

the fun in that?’ There also is the issue that I’d then need to find another job, because who needs anyone in 

the investment profession to buy an index for them?  However, there also is history to contend with, which 

shows that no matter how clever and smart we think we are, human nature (fear and greed), business cycles, 

and economic gravity have yet to be rescinded indefinitely.  There will always be a place for thoughtful 

analysis that adapts and evolves with changes throughout time, because as more market participants latch 

onto or gravitate to thoughtless index investing (and I mean no offense, as this isn’t a bad option for most 

investors…), that creates opportunities in other areas, other markets, and different disciplines.   

 

Bank of America’s Chief Investment Strategist, Michael Hartnett, perhaps captured the essence of the capital 

markets at the moment better than anyone could with the following statement in a piece he put out late last 

week about what he terms “fake markets”: 

 

“government and corporate bond prices have been fixed by central banks…why would anyone expect 

stocks to price rationally?”   

 

Touché, Mr. Hartnett – well said.   

 

There is no free lunch in investing, and this sounds too good to be true.  Investors aren’t ignorant, and many 

aren’t wrong in trusting their gut at this moment when it’s telling them that a stock market a little more than 

10% off of all-time highs just doesn’t jive with data that suggests a severe recession is at hand, and there is a 

nonconsequential chance that we experience a depression. Sure, the rate of change of most data points are 

starting to move up from what looks like trough levels in April, but please keep some perspective.  Take last 

week’s Philly Fed as an example where the headline index came in at -43.1 in May versus consensus 

expectations for a print of -40, and handily above the -56.6 reading in April.  This is definitely an 

improvement, but the -43.1 reading is still more negative than the worst bottoms we had in either of the 2001 

or 2008/09 economic downturns.  In fact, this reading was lower than the troughs in four of the past seven 

recessions.   

 

So yes, with the sporadic reopening around the world, data should start to improve over the next several 

months from what was a vertical decline in March and April, but be prepared for a prolonged period of weak 

economic growth and an uneven recovery in the labor market.  The stock market is acting as if it has it all 

figured out, but rest assured that what we face at this very moment is a very uncertain economic future.  The 

stock market is priced as if the Covid-19 pandemic never happened, and that turning an economy back on is 

as simple and easy as turning it off.   

 

Which got me thinking, who is doing all the buying that is bidding equity prices higher?  Buybacks are a 

shadow of their former selves, institutions have been neutral, and fund flows have been net redemptions of 

equities outside of the last two weeks.  Well, the FT answered this question last week with a piece titled, 

“Frustrated Sports Punters Turn to US Stock Market”.  You gotta be kidding me.  They cite data from three 

of the top online brokerages that have seen almost 800,000 new accounts opened up in the March and April 

timeframe.   

 

“Gamblers who cannot bet on professional sport because fixtures have been scrapped are flocking 

instead to the US stock market, creating a new class of customer for online brokerages and adding 

fuel to the market rally.” 

 

Just what investors need, to be contending with gamblers until the casinos and sporting events come back 

online.  It was of little surprise to me when leafing through this weekend’s Baron’s publication to see the 
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Citigroup Panic/Euphoria Model move back into Euphoria territory.  The latest reading is above where it got 

to in mid-February, and this sentiment index has a pretty good track record at flagging when the equity 

market is getting ahead of itself.      

 
 

Prices drastically displaced from fundamental reality, valuations at historical extremes, key round number 

thresholds being hit on major averages (Dow 25,000 & S&P 500 3,000), and sentiment reaching extremes is 

a toxic cocktail blend that urges near-term caution.  Never has it been more important as an investor to have 

resolve, resist temptation, and stay disciplined.  We’re in a dangerous place at the moment with speculation 

and imagination getting a pass on the tsunami of liquidity pushed into the system by the Fed.  As I pointed 

out above, acknowledging it, being aware of it, and positioning for it isn’t wrong, but you also have to have a 

process to account for and incorporate it into.  Flying blind and enjoying the rush may serve the thrill 

seekers, but it’s not appropriate for one’s hard earned nest egg.  To top it off, and you have to applaud his 

effort, but President Trump couldn’t resist the urge to celebrate the Dow once again reaching 25,000 for the 

fourth time in the past 2 ½ years. Chart courtesy of Sven Henrich (@northmantrader).    
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I’m going to close up this week with a comment on valuation.  Valuation is a very nuanced variable where 

value is always in the eye of the beholder.  It’s also worth noting that in an era of historically low (and likely 

to remain so) interest rates, valuations on real assets or anything that generates a positive cash flow should be 

higher.  But I’ve been seeing a lot of pieces put out lately comparing the expected earnings yield of the S&P 

500 (4.7%) based on a 21x forward P/E to the yield on the 10-year T-note of 0.7% and arguing that stocks 

are a much more attractive relative investment.  If that’s as far as the analysis goes, then I understand the 

simple comparison and don’t disagree, but let’s think for a minute.  This is comparing a volatile and risky 

investment (the stock market) with the world’s risk-free asset.  In a nutshell, it’s not a fair comparison. 

 

A more appropriate comparison would be between the earnings yield on the S&P 500 (4.7%) and the 7.5% 

rate on U.S. high yield bonds, or the 3.84% interest rate on the Moody’s Baa Corporate Bond index.  This 

comparison at least gets the two asset classes into somewhat of a more comparable risk class (bonds still sit 

higher on the capital structure than equities), and such a relative value doesn’t look like as much of a slam 

dunk.  To take the analysis further, if the high yield market is priced appropriately it suggest the P/E ratio on 
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the S&P 500 should be 13.3 – a price level of 1,715 on an EPS estimate of $129.  The Baa bond yield 

suggests a P/E of 26x on the S&P 500 or a 3,350 price level.  Like I said, valuation isn’t a perfect science, 

but it does highlight the inconsistencies aplenty across the capital market spectrum at this current moment in 

time.       
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