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Hard as it is to believe, we’re over three quarters of the 
way through 2019 already. In some ways the year has 
flown by; in others, notably the back-and-forth drama of 
the trade war, it has dragged on endlessly.  

Despite the significant divergence in asset prices over 
the course of the third quarter, the net returns of US 
stocks and high-quality bonds since the end of June was 
less than one percent or so of each other (Chart 1). 

Chart 1: 3rd Quarter Returns for Stocks & Bonds 

Source: Bloomberg Finance LP

There are a lot of moving parts to the market narrative 
these days. Political controversy, the trade war with 
China, and now fresh tariffs on European goods are all  

part of the backdrop...but underlying everything is a 
growing concern over economic growth. 

It was roughly a year ago that US stock markets reached 
their 2018 peak before plunging in at the end of the 
fourth quarter. While nobody wants a repeat 
performance, it would still be a surprise to see stocks 
maintain the pace of the gains established in the first 
nine months of the year. 

In last quarter’s letter we wrote that: 

We’re at the point where bad news is actually good for 
stock prices because it reinforces the market’s belief 
(certainty?) that the Fed will deliver on the interest rate 
cuts it expects. This is an asymmetric reaction function. 
In “normal” markets, where central bank interest rate 
policy is deemed as roughly appropriate for the 
economy, strong data is positive for stocks, and weak 
data is negative. 

When the economic outlook deteriorates sharply, 
central bank policy rates suddenly appear 
inappropriately high, leading to a risk-averse 
environment. This is what we saw in the US in May after 
the trade war escalated. As the consensus grows that 
Fed policy needs to be eased to counteract the 
slowdown, we enter a scenario where marginal bad 
data prints are good for stocks because they are seen 
accelerating the central bank’s response. During this 
period, policy expectations become the primary driver 
of returns because the poor economic outlook is 
acknowledged. This makes the asymmetric reaction 
function for stocks biased more toward gains than 
losses because we know easing is coming and it’s just a 
matter of how much, how quickly. This is the situation 
we’ve been in since early June. 

This phase normally lasts until it either becomes clear 
the economy will pick up again, or that the Fed easing 
priced in won’t be sufficient to prevent a severe 
slowdown. In the positive scenario, we return to the 
“normal” world of good news is good and bad news is 
bad. But in the negative scenario, where easing fails to 
boost the economy, then suddenly it becomes the worst 
possible world for equities. With policy makers 
perceived as impotent, bad news is very bad for stocks, 
while marginal data beats won’t provide much uplift. 

Recent evidence suggests we are now entering the latter 
regime and that the trajectory of the economy, rather 

INDEX 3 Mo. 6 Mo. 12 Mo.
US STOCKS

S&P 500 Index (large-cap stocks) 1.70 6.08 4.25
Russell 2000 Index (small-cap stocks) (2.40) (0.36) (8.89)

FOREIGN STOCKS
MSCI EAFE Net Total Return Index (US$) (1.07) 2.57 (1.34)
S&P Europe 350 Index Net TR Index (US$) (1.65) 2.56 (0.69)
MSCI Japan Net Total Return Index (US$) 3.13 4.17 (4.69)
MSCI Emerging Markets Net TR Index (US$) (4.25) (3.66) (2.02)

COMMODITIES & CURRENCIES
US Dollar 3.38 2.25 4.46
Euro (4.17) (2.84) (6.08)
Gold 4.47 13.94 23.65
Oil (West Texas Intermediate) (7.53) (10.09) (26.19)
Bitcoin (32.52) 102.37 24.05

BONDS
BBgBarc US Aggregate Bond (inv. grade) 2.27 5.42 10.30
BBgBarc US Treasury 20+ Year 8.15 14.76 25.21
BBgBarc US Treas. Inflation Protected Secs. 1.35 4.25 7.13
BbgBarc Municipal Bond 1.58 3.74 8.55
BBgBarc US Credit TR (corporate bonds) 2.98 7.38 12.63
BBgBarc US Corp. High Yield Bond 1.33 3.87 6.36
S&P International Sov Ex-US Bond US$ (0.75) 3.01 5.34
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than monetary policy, is likely to be the driving force 
behind of risky asset returns. While many seem to 
believe that the central bank holds the key to our 
economic destiny, evidence from around the world 
suggests that the traction of monetary policy isn’t what 
it used to be. While it is true that the Fed still has room 
to lower short term interest rates, it is easy to argue that 
an economic slowdown or contraction isn’t going to be 
the product of interest rates that are too high.  

The reality is that over the past two decades the 
correlation between stocks and the fed funds rate has 
been positive (Chart 2). Given the bond market’s view 
that there will be three more interest rate cuts in the 
coming year, equity gains as a result are far from 
assured. 

Chart 2: Federal Funds Target Rate with Market 
Expectations for Future Rate Cuts (dashed blue line) 
S&P 500 Index 

Source: Bloomberg Finance LP: Red shaded areas denote recessions

On October 1 the most widely followed measure of US 
manufacturing (the ISM Manufacturing Purchasing 
Managers Index) unexpectedly fell deeper into 
contraction posting the weakest level (47.8) since the 
end of the last recession (Chart 3) as a global slowdown 
and the US/China trade war increasingly weigh on the 
manufacturing sector. The figure missed all estimates in 
a Bloomberg survey that had called for an increase from 
August’s 49.1 reading. This is the second consecutive 
reading below 50 (the level separating expansion and 
contraction) and extends the drop from a 14-year high 
just over a year earlier. While a recession in the near 
term is by means a foregone conclusion, Table 1 
illustrates the amount of time that has passed between 
peaks in the ISM Manufacturing PMI and the S&P 500 
(19 months on average) prior to recessions. 

Slowing global growth has dampened demand for 
manufactured goods at home and abroad while trade 
policy uncertainty has disturbed supply chains and put 
hiring plans on hold. While manufacturing makes up 
just over a tenth of gross domestic product (services 

make up the rest), slowing in the sector combined with 
cooler business investment and economic growth puts 
the longest ever American expansion in a more 
precarious position. 

Chart 3: ISM Manufacturing PMI 

Source: Bloomberg Finance LP: Red shaded areas denote recessions

Table 1: 19 Month Average Between ISM Peak and 
S&P 500 Peak 

Source: BCA Research

Digging into the ISM manufacturing report made for 
some concerning reading. All the survey’s 
subcomponents were either contracting, slowing, too 
low or decreasing. This is despite the recent, at the 
margin, improved news on the US/China trade war. 
Importantly, new export orders fell further to 41 from 
last month’s 43.3 reading (Chart 4, top panel), warning 
that US manufacturing is hurting from the rising US 
dollar and the ongoing trade war. This comes on the 
heels of the Duke CFO survey that was unmistakably 
pessimistic and recent Business Roundtable CEO 
Survey release that continued to move lower (Chart 4, 
bottom panel). The Atlanta Fed’s compiled Survey of 
Business Uncertainty update validated these 
disappointing messages, underscoring that aggressive 
expansion plans are in retreat. 

The manufacturing report was followed on October 3 by 
much weaker than expected data from the service sector 
index (the ISM Non-Manufacturing Purchasing 
Managers Index). The index dropped 3.8 points to 52.6 
in September, the lowest since August 2016 and well 
below the most pessimistic forecast in a Bloomberg 
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survey. Growth in orders and business activity slowed 
abruptly, while the employment gauge registered its 
weakest reading in more than five years at 50.4 – just 
above a reading of 50 that indicates firms are neither 
adding to nor reducing their payrolls. 
 
Chart 4 

 
Source: BCA Research 
 
As noted in previous commentaries, the unemployment 
rate is among our favorite recession indicators. In the 
past, when the twelve-month moving average of the 
unemployment rate has increased more than 1/3%, a 
recession has followed (Chart 5).  
 
Chart 5: Unemployment Rate and Recessions 

 
Red shaded areas denote recessions; Circles on middle panel denote 
times when 3-month moving average of the unemployment rate increased 
more than 1/3%; Chart source: Bloomberg Finance LP 
 

Fortunately, employment data released on October 4 
was solid with the unemployment rate dropping to a 50-
year low of just 3.5%. The unemployment rate for 
Americans with less than a high school education also 
dropped to a record low of 4.8%. Average hourly 
earnings growth, however, slipped to the lowest in more 
than a year at 0% month over month and 2.9% year over 
year (down from 3.4% in February). 
 
October’s ISM data implies that the pain is starting to 
feed through from the US manufacturing downturn into 
a services slowdown. The read-through is that activity 
data over the next few months is going to be particularly 
important.  
 
Looking forward, at this point the numbers suggest that 
the forecast is for positive but below-average returns for 
stocks over the next year; how those numbers evolve in 
the context of the trade war, a possible impeachment 
process, and next year’s election remains in 
considerable doubt. 
 
The earnings yield (total earnings divided by its price 
expressed as a percentage) of the S&P 500 is currently 
5.1%. In a world where 10-year Treasuries yield about 
1.5%, this measure implies that stocks are quite 
attractive – or that bonds are very expensive. On a more 
tactical (shorter-term) basis, the real (inflation adjusted) 
earnings yield of the S&P 500 (currently 3.4%) has been 
a reliable indicator of market highs for the last three 
decades. While this metric was quite low in 2017 and 
much of 2018 (if not quite at levels that herald market 
tops) implying poor stock market valuations, the deep 
correction late last year brought it back to healthy 
territory, where it has essentially remained (Chart 6). 
 
Chart 6: S&P 500 Real Earnings Yield 

 
Source: Bloomberg Finance LP 
 
Cameron Crise, a macro strategist at Bloomberg, 
created a model that uses a forecast of 10-year S&P 500 
price changes and the real earnings yield to project the 
total return of US stocks one year forward. While a 
model with such a limited framework is far from 
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perfect, using monthly data going back to 1970 has 
shown a statistically significant correlation coefficient. 
 
The model currently projects a one-year forward total 
return of 3.4%. That’s nothing special, but it’s still 
better than the slightly negative returns that were 
projected in July and August of 2018 (actual one-year 
return as of July 31 and August 31, 2019, respectively: 
5.83% and 0.86%). What is interesting is that when we 
compare forecast and realized returns over the years 
(Table 2), the current projection cohort – for returns 
between 0% and 5% - shows the greatest skew (the 
difference between average and median realized 
returns.) 
 
Table 2: One Year Forward S&P 500 Returns - 
Forecast and Realized 

 
Source: Bloomberg Finance LP 
 
In a sense, the negative skew implicit in the 0%-5% 
forecast group is a microcosm of the current set-up, 
where many models indicate that long-term stock 
market return prospects are very low (Charts 7 and 8), 
but the short-run indicator still looks healthy. As Crise 
put it, “It’s almost like Wile E. Coyote physics, where 
the cartoon predator can run on thin air for some time 
before plummeting lower.” 
 
The prospect for lower short-term returns are also 
captured by the fact that the price/earnings ratio for the 
S&P 500 has expanded by over 20% since it bottomed 
in December 24, 2018, whereas its earnings growth has 
been just 4.5% (Chart 9). Further, according to earnings 
estimates from a number of sources, US operating 
earnings are likely to continue contracting in the months 
ahead. Thus, while today’s low interest rates support 
elevated valuations, if interest rates happen to move 
higher, prices are likely to decline as valuations will 
likely contract.  
 
Interest rates – both long and short term – have been 
quite supportive of risk asset markets over the last year. 
November 2018 through September 2019 was a period 
of almost unrelenting declines in interest rates as 
measured by treasuries with maturities between two and 
30 years. After hitting a high of 3.26% last October, the 
most widely referenced US 10-year Treasury yield fell 
to 1.43% on September 3, just shy of its all-time low of 
1.34% reached on July 5, 2016 (Chart 10). The 30-year 

Treasury yield broke below 2% for the first time in 
history on August 15. In Japan and across much of 
Europe, bond yields remain firmly in negative territory 
(Table 3). 
 
Chart 7: Long-Term (10-Year) Returns Projected by 
Equity/GDP model: -1.3% 

 
Source: Bloomberg Finance LP 
 
Chart 8: Five-Year Returns Implied by Current 
Consumer Confidence 

 
Source: Bloomberg Finance LP 
 
Chart 9: Year-To-Date Percent Growth in S&P 500 
P/E Ratio (20.5%) And Earnings Per Share (4.5%) 

 
Source: Bloomberg Finance LP 
 
The large movements in bond yields can be attributed to 
both the state of the global economy as well as to 

FORECAST AVERAGE MEDIAN
Less Than 0% -8.97% -11.25%
0%  to 5%  (current) 2.78% 9.20%
5%  to 10% 9.50% 10.88%
10%  to 15% 12.41% 14.29%
15%  to 20% 12.18% 14.64%
Greater than 20% 24.44% 22.52%

12-MONTH RETURN
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changes in how central banks are reacting to economic 
uncertainty. Just as stronger global growth pushed 
yields higher between mid-2016 and early-2018, the 
deceleration in global economic growth since then has 
pulled yields/interest rates lower. Chart 11 shows the 
close correlation between changes in the US 10-year 
Treasury yield and the ISM manufacturing index. 
 
Chart 10: US 10-Year Treasury Yield 

 
Source: Bloomberg Finance LP 
 
Table 3: Sovereign Bond Yields as of Oct. 8, 2019 

 
Source: Bloomberg Finance LP 
 
Chart 11: Annual Rate of Change – ISM 
Manufacturing Index & 10-Year US Treasury Yield 

 
Source: Bloomberg Finance LP: Red shaded areas denote recessions 
                                                           
1 Surprise indices show the degree to which analysts under- or 
over-estimate the trends in the business cycle. The surprise 
element is defined as the percentage (or percentage point) 

The optimistic outlook is that the US is nearing the end 
of a mid-cycle slowdown and a recession will be 
avoided as was the case in 2012 and 2016. 
 
Signs of hope can be seen in the recent improvement in 
two economic surprise indices1 (Chart 12) while current 
monetary and fiscal conditions support an improvement 
in US activity. Plus, central banks know that if the 
current slowdown morphs into a full-blown recession, 
they will be out of monetary ammunition very quickly. 
In such a setting, it does not make sense to hold back. 
 
Chart 12: Improvement in Economic Surprise 
Indices 

 
Source: Bloomberg Finance LP 
 
Global industrial cycles have tended to last about three 
years – 18 months of rising growth followed by 18 
months of falling growth (Chart 13). If history is any 
guide, global growth could stabilize and begin to 
recover over the coming months as the ISM 
manufacturing PMI peaked as of August 31, 2018. 
Should that occur, we will enter an environment where 
the lagging effects of easier monetary policy are hitting 
the economy just when the manufacturing cycle is 
taking a turn for the better. This would be a ‘good news 
is good news’ environment and stocks should do well in 
such a setting (Chart 14). Bonds, on the other hand 
would be expected to produce poor returns as interest 
rates move higher on stronger growth and inflation 
outlooks. 
 
Trade tensions between the US and China have 
significantly decreased in recent months, but they will 
remain an important source of uncertainty. China and 
the US will again hold high-level talks this month, 
President Trump has again postponed some of the tariff 
increases, and China is again buying mid-Western 
soybeans and pork. Ultimately, China and the US are 
long-term geopolitical rivals. Trump may be constrained 

difference between analyst forecasts and the published value of 
economic data releases. 
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Switzerland (0.98) (0.99) (0.97) (0.92) (0.83) (0.62) (0.43)
Germany (0.79) (0.85) (0.80) (0.76) (0.59) (0.45) (0.07)
Netherlands (0.78) (0.82) (0.73) (0.63) (0.45) (0.33) (0.07)
Sweden (0.66) (0.68) (0.70) (0.53) (0.35) (0.20)
France (0.72) (0.75) (0.66) (0.48) (0.25) 0.01 0.56
Japan (0.33) (0.35) (0.37) (0.37) (0.21) 0.01 0.36
Portugal (0.64) (0.48) (0.29) (0.10) 0.11 0.50 1.04
Spain (0.53) (0.50) (0.31) (0.09) 0.12 0.55 1.02
Italy (0.27) (0.07) 0.24 0.53 0.84 1.40 1.96
United Kingdom 0.31 0.23 0.21 0.19 0.41 0.66 0.93
Australia 0.61 0.59 0.61 0.74 0.89 1.09 1.46
New Zealand 0.68 0.72 0.75 0.87 0.98 1.34
Canada 1.43 1.36 1.28 1.26 1.26 1.45
United States 1.43 1.38 1.35 1.44 1.52 2.02
Canada 1.35 1.31 1.22 1.22 1.23 1.48
United States 1.60 1.53 1.53 1.60 1.70 2.22
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by the 2020 election, but China could still drive a hard 
bargain. Therefore, we expect a stop-and-go pattern in 
the negotiations. 
 
Chart 13: Fairly Regular Manufacturing Cycle 

 
Source: BCA Research 
 
Chart 14: ISM Mfg. Index & S&P 500 Annual 
Percent Change 

 
 Source: BCA Research; Gray shaded areas denote recessions 

While the optimistic outlook is appealing, we don’t 
view it as having better than 50% odds of being realized 
as there are plenty of things that could upset this hopeful 
outlook: Global growth could continue to deteriorate; 
corporate earnings could take longer to recover than the 
current optimistic assumptions imply (sell-side equity 
analysts estimated earnings for the S&P 500 over the 
next 12-months is 7.7%); unemployment rates could 
tick higher; the trade war could intensify; supply-side 
shocks could cause oil prices to spike higher; and the 
U.K. could end up leaving the EU in a “hard Brexit” 
scenario… And these are just some of the obvious ones. 
 
So, how do we balance near-term dynamics littered with 
acronyms like TINA [there is no alternative (to stocks)] 
and FOMO [fear of missing out (on the steady rise in 
the stock market)] with longer-term valuation concerns 
and data showing that economic growth is moving in 
the wrong direction? After all, the fourth quarter of last 
year showed just how quickly sentiment can turn and 
how far prices can fall in a hurry. 
 
The current economic expansion is the longest in 
history. The stability of long-lasting economic 
expansions and bull markets tend to breed complacency 
as the reality of past downturns fade from memory. 
Over the last year or so, corporate earnings growth and 
economic data have weakened meaningfully – 
especially outside the US. As this process has unfolded, 
support for financial markets has become increasingly 
dependent on low interest rates – both actual and 
expected. Currently, the interest rate markets expect the 
Fed to ease short-term interest rates by 0.25% in 
October, another 0.25% by year-end and a total of 
0.75% over the next 12-months (Chart 15). As noted 
earlier, however, we don’t see the current economic 
slowdown as being the result of interest rates that are 
too high. 
 
Chart 15: Market Implied Projected One-Year 
Change in Fed Funds Rate* 

 
*As discounted in the Eurodollar futures market 
Source: Bloomberg Finance LP 
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Instead, what’s making investors nervous is a global, 
geopolitical shock to business sentiment that’s 
prompting US companies to curb spending amid 
uncertainties about the outlook for the business 
environment. The unusual nature of the forces at play – 
and the fact that many of them are geopolitical and 
emanate from abroad – makes it more difficult for 
policy makers to decide how far to go in easing credit. 
There is a real question of how effective rate cuts will 
be in an economy where businesses fear such awful 
developments as the breakup of global supply chains. 
 
Our expectation is that financial markets are now 
entering a “show me” phase. During this phase, further 
weakening of economic and corporate earnings data 
will more negatively impact risk assets as the market no 
longer believes central bank monetary policy is enough 
to change the trajectory of the economy. In this 
environment, better economic data and meaningful 
progress on the trade negotiations will be necessary for 
stocks to move sustainably higher from our perspective.  
 
While we are not necessarily predicting further 
weakening in growth and trade negotiations, we find 
little support for the notion that these things are at an 
inflection point either. As a further warning, most 
market-implied recession probability models have 
ticked higher lately (Chart 16). Therefore, we are 
maintaining larger-than-normal cash positions and 
relatively conservative stock allocations for the time 
being to guard against the downside risks associated 
with further weakening. 
 
If business conditions continue to deteriorate and a 
recession ensues, the good news is that business 
recessions – as opposed to financial recessions 
associated with asset bubbles – tend to be less painful 
for financial asset prices. If, on the other hand, trade 
tensions subside and global growth rebounds later this 
year, stocks should handily outperform high quality 
bonds over a 12-month horizon as they are so 
expensive, overbought and over owned. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Chart 16: Three Recession Probability Models 

 
Source: Bloomberg Finance LP 
 

Brant Kairies  
952-885-2732 

 
The views expressed are those of Access Financial Services, Inc., and 
should not be construed directly or indirectly, as an offer to buy or sell 
any securities. Due to volatility within the markets mentioned, opinions 
are subject to change without notice. Information throughout the letter is 
obtained from sources which we believe to be reliable, but we do not 
warrant or guarantee the timeliness or accuracy of this information.  
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