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August 17th, 2020  

 

Biding time… 

Generally speaking, capital markets, economic 

data, and policy drivers seem to be in a bit of 

stasis for the time being.  Sure, we’ve seen a 

nudge higher in 10-year Treasury yields over 

the past couple of weeks from 0.53% to as 

high as 0.72% last week as the U.S. Treasury 

pushed through more than $110 billion in 

issuance, but this mild correction would have 

to take the yield on the 10-year beyond the 

0.91% June 5th high before market participants 

would even consider that a meaningful trend 

change may be afoot.  Overall, the market 

digested last week’s massive issuance rather 
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smoothly, which is a constructive 

development especially when you consider 

how much more issuance is yet to come with 

the massive deficits we are and will continue 

to be running.  The S&P 500 is close to 

joining the Nasdaq in achieving new all-time 

highs (with that level being less than 10 points 

away), while the Dow is the only major index 

still in the red on the year and still some 1,700 

points below its February 12th all-time high of 

29,568.  

 

All of the talk over the past two weeks about a 

rotation out of growth and into value appears 

to be a fleeting narrative, just as has been the 

case on numerous occasions since the late-

March trough in the equity market.  While 

Energy, Industrials, Financials, and Materials 

were the best performing sectors last week, the 

leadership began to change as the week came 

to a close, and while looking at my screen 
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here mid-day, I see Financials, Energy, and 

Industrials down between 0.6% and 1.6% on 

the day while the Nasdaq Composite is up 

over 1%.  Don’t get me wrong, if we are to 

have a vibrant and sustained economic 

recovery out of the deep hole that was created 

in March and April, we’re going to need to see 

this market broaden out and these value 

sectors maintain leadership, and it’s hard to 

fully buy into the ‘all is well’ bull market 

narrative at the moment with the Financial 

sector still down nearly 20% on the year.   

 

I’ll tell you what though, the following chart 

from SentimentTrader on the insider buy/sell 

ratio for the Energy Sector Index is eye 

popping to say the least.  Time will tell, but it 

makes one wonder whether the executives 

running these companies and who know their 

businesses and industry better than any of us 

are putting a stake in the ground saying that 
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Q2 2020 is marking a short- and/or long-term 

bottom for what has been a 6-year depression 

in the energy patch.  Never over the past 10 

years have we even come close to witnessing 

this level of insider buying in this space.   
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This brings me to a news item that was 

lighting up the financial media on Friday and 

over the weekend that in Berkshire 

Hathaway’s latest 13-F filing, Warren Buffett 

took a stake in gold miner Barrick Gold.  It’s 

been a while since Buffett last forayed into the 

arena of precious metals, but perhaps he’s 

seeing the same constructive investment setup 

for gold that a lot of us are expecting with 

policy makers (both fiscal and monetary) 

having no other choice than to continue to bail 

out an economy that has crippled so many and 

facilitate these policies via a prolonged period 

of financial repression.  To me, Buffett’s 

significant reduction in his banking exposure 

was even more telling of his outlook on the 

U.S. economy than was his token purchase of 

Barrick Gold.  Although, Mr. Buffett’s 

investment process has always been very fond 

of dividends, and dividend growth in 
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particular – in this case, you see the likes of 

Barrick having increased its dividend +14% 

along with a dividend increase of +79% at 

Newmont (just to name a few), while the 

banks have been cutting their dividends, and 

it’s understandable why one might look to 

gold stocks as superior income generators at 

the moment. 

 

While I’m on the subject of gold, I want to 

add a couple of additional thoughts.  The 

recent rise coming into last week was getting a 

little extreme, and for any investors who have 

a constructive long-term view (like I do), it 

was a welcomed development to see it get 

smacked back down last week from a peak of 

nearly $2,090/oz to a low of $1,875/oz inside 

of a couple trading days.  It’s unclear whether 

or not that’s all there is to this shake out, but 

even with gold trading back up to $1,990/oz as 

I type, it could very easily trade all the way 
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down to $1,750 – $1,800/oz  (strong support 

sits in this area) and that wouldn’t do any 

damage to the technical setup.  The 

fundamental setup remains rather clear and 

unencumbered, which is why I don’t think 

those holding a position should lose any sleep 

over a meaningful correction after what was a 

significant move higher that now has a lot of 

investors’ attention. 

 

The Wall St. Journal penned an article in 

today’s paper titled “Gold Miners Face Higher 

Costs” that highlights the juxtaposition 

between the gold supply and the Fed’s money 

printing.  At the moment, we have M2 growth 

surging by a record +23% year-over-year 

pace, yet the WSJ article points out that 

“digging it (gold) out of the ground is getting 

harder” which may only further limit annual 

supply of less than 2% per year.      
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The move in silver has been even more 

violent, both on the upside and the downside 

over the past several months and weeks, and 

while I continue to hold a constructive view 

on silver going forward, I think it’s important 

to point a couple of things out that make me 

less wed to silver than gold.  For one, silver 

has a much higher correlation to the economy 

because of its industrial usage than does gold, 

which may not be a bad thing going forward 

for the demand side of the equation given the 

shift we’re seeing in the electric vehicle 

revolution, but unlike gold which is viewed in 

many circles as a currency, silver is not.  

Silver has a much higher beta and the swings 

in both directions can be gut wrenching.  So, 

my advice is to appropriately size any silver 

exposure one is looking to procure and 

understand that you’re investing/trading a 

speculative asset for what at times are some 

very valid fundamental reasons, but at the end 
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of the day, it’s a commodity that doesn’t pay a 

cash flow and it does not serve a purpose in 

the financial system like gold does.   

 

Meanwhile, the capital markets remain 

divorced from fundamental reality where the 

excess liquidity that was created over the past 

several months has found a home in the 

financial system and is not being absorbed in 

the real economy.  Don’t get me wrong, I’m 

not saying we haven’t witnessed a meaningful 

economy-wide improvement over the past 

several months – last week’s retail sales data 

beat expectations and reached a new all-time 

high, as has been the case with much of the 

consumer spending and income data – but is 

this really much of a surprise when we see 

how much money Uncle Sam dished out to 

individuals and the business sector?  The 

question going forward is in which direction 

do the trends in this data go with a lot of these 
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policy goodies expiring and legislators 

deadlocked in a stand-off over the next 

stimulus package.  Last week’s jobless claims, 

while being the best numbers we’ve seen in 22 

weeks, still showed just shy of 1 million initial 

claims for unemployment insurance.  The 

average is closer to 225k in a labor market that 

is operating at a normal level, and last week’s 

number was 4-times larger.   

 

So yes, I am both curious and suspicious about 

incoming data from this point going forward 

while leaning in the direction that we are set-

up for some disappointments in the months 

ahead as the reflexive rebound off the 

March/April trough loses momentum.  In the 

meantime, we have asset prices across the 

spectrum of the financial system in rarified 

valuation territory on the back of 

unprecedented liquidity injections.  I know, 

it’s never fun talking to the sober one at an 
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epic party, but rarely are you ungrateful the 

following day when they’ve kept you out of 

harm’s way.  I’m not saying the party or fun is 

over, but I continue to be surprised at how 

easily investors have become inured to 

ignoring financial history.   

 

The S&P 500 is trading at a 26x P/E multiple 

and even if you want to back out Q2 results as 

an anomaly, then you’re still looking at a 

historically high multiple of 22x.  I know, I 

know…bring on the retort that interest rates 

are low and therefore a higher multiple is 

justified.  I don’t disagree with this premise, 

but this rationale is being used as “the rule” 

rather than “the exception”, when in fact it is 

the exception because in the post-WWII era 

capital markets have rarely functioned in a 

sustained period of suppressed interest rates 

(I’d argue never, but I’ll give a tip of the cap 

to the late-40’s / early-50’s period).   
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Not to mention that we have a corporate credit 

market where investment grade yields just 

slipped back below 2%.  The effective yield 

for junk-rated borrowers is down to roughly 

5.5% – at its high on March 23rd it reached 

11.4%.  Never mind the fact that the corporate 

default rate in the junk market just ticked 

above 7%, and historically such a default rate 

coincided with high yield rates north of 10%, 

but in a world of unlimited policy support I 

guess there is no price or valuation level that 

is too high. 

 

Look, I point these things out and voice my 

caution not to fearmonger or suggest investors 

should cash out.  No, I make these references 

because I think they are important to be aware 

of and I remain of the view that cycles, 

history, and analysis do matter.  We may very 

well be in a new paradigm and perhaps the 
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game has changed, but how would any of us 

know if we weren’t familiar with the past?  It 

is very easy to get caught up in scoreboard 

watching this year, where one reflects back on 

the last eight months, then checks the results 

of the stock market, credit market, and real 

estate values and concludes that everything is 

hunky-dory.  Boy, how foolish was it for 

anyone to worry about anything back in 

March or April?  But consider that it has taken 

global central banks expanding their balance 

sheets by more than $5 trillion, governments 

deferring the payments on mortgages, student 

loans, rents, and even credit cards, Uncle Sam 

handing out nearly $2 trillion (annualized rate) 

in Q2, the yield on the 10-year Treasury Note 

falling to just over 0.5%, nearly $16 trillion in 

global debt around the world trading with a 

negative yield, and the Fed tweaking its 

charter to allow it to buy corporate debt – all 
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of this to get the S&P 500 to up 4% on the 

year. 

 

These actions aren’t taken unless things are 

really bad, and bad enough that anyone who 

was in the know or paying attention would 

have been extremely worried about what was 

happening.  So be humble, be prudent, and 

while it’s unlikely that we revisit the levels on 

any asset class that we experienced in March, 

the system is more fragile today for us having 

done what we did to save it.  As a result, it 

will take much more to rescue us the next 

time, given the fact that we didn’t resolve any 

of the imbalances that existed previously – we 

only made them bigger.                    

 

I wanted to keep my thoughts and comments 

in this week’s missive brief and concise 

because I want to encourage readers to spend 

some time reading through the work in a 
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couple of pieces of research that came across 

my desk last week that I think are prescient, 

thought-provoking, and instrumental to 

framing up the long-term challenges ahead.  

Every once in a while, I come across someone 

else’s work that I wish I had written myself, 

either because it makes me think, says 

something I would have liked to say (but they 

said it better), or they were able to pull 

together and present something that I have 

been thinking about but just haven’t found a 

concise and thoughtful way to tie it together.  

Well that’s what I think about these two 

pieces of research put out by Vincent Deluard 

of StoneX.   

 

Please, take the time to read them both, digest 

them and contemplate the long-term 

implications of his analysis.  This isn’t to say I 

agree with all of his conclusions or even all of 
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his thoughts, but there is a lot in here that all 

investors should already be thinking about.   

 

Fighting Against Maths: The Nuclear Winter 

of the 60/40 Portfolio 

 

The Bull Market Cult is Killing the Economy  
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