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REMARKABLE RESILIENCE 

In 1956, the ad agency Hirshon-Garfield launched what
turned out to be one of the most successful campaigns of the
next decade: a series of live-action TV commercials for
Timex watches. In each ad, a Timex wristwatch underwent an
extreme stress test that was performed live, under the
supervision of respected newsman, John Cameron Swayze.
Timex watches variously were strapped to such things as paint
shakers, jackhammers, washing machines and water skis. The
ads ended with Mr. Swayze proudly showing that the Timex
watch was still working, with the slogan “It takes a licking and
keeps on ticking.”

This catchphrase could easily be recast as the motto for the
stock market during last quarter. U.S. markets demonstrated
impressive resilience in the face of some serious financial and
geopolitical stresses. The Sino-American trade talks suddenly
became more contentious and more tariffs were imposed.
Frictions between the President and the Chairman of the
Federal Reserve became more vocal as some U.S. economic
statistics began to fray. The United Auto Workers went out
on strike against GM. Things weren’t any calmer overseas,
with Hong Kong protestors, the Brexit deadline in the UK
and a weak German economy starting to tilt toward recession.
The biggest shock was the September 14 attack on Saudi oil
facilities which heightened the risk of a major armed conflict
in the Middle East.

Despite this flurry of bearish news, the major indexes “kept
on ticking,” with the S&P 500 Index finishing less than two
percentage points away from the all-time high. The price of
the Index stayed within a narrow band for most of the
quarter, so the absolute return for the quarter was low. As of
this writing, the broad market indexes have remained in the
same trading range in the fourth quarter, but volatility appears
to be picking up. Bulls and bears are locked in debate
whether the deceleration seen in the economy will continue or
stabilize. Third quarter earnings results and management
commentary on their business outlook for the rest of the year
will be even more important in this environment.

INVESTOR FOCUS WAS ON PROFITS, SHARE 
BUYBACKS AND LOW INTEREST RATES 

As we have noted in the past, equity investors tend to be far
more sensitive to changes in corporate earnings and interest
rates than to most political events. Despite the worrying
headlines and below-normal GDP growth, the combined
profits of the S&P 500 companies have managed to grow.

Recent earnings gains may not have matched the torrid pace
of last year, when results were boosted by the corporate tax
cuts, but they remained on a solid trajectory. According to
Ned Davis Research, at the end of the second quarter S&P 500
Index earnings per share under Generally Accepted
Accounting Principles (GAAP) were up over ten percent: the
tenth consecutive quarter of year-over-year double-digit
growth. This is one of the longest streaks in the past sixty
years. The per-share results were enhanced by the large
number of stock-repurchase programs that have reduced the
number of shares outstanding at many companies.

Wall Street’s consensus estimates look for S&P 500 earnings
growth to slow markedly for the rest of this year, with year-
over-year gains of only 1-2% expected. The outlook for 2020
improves, however, with the bottom-up estimates anticipating
earnings gains near 10%. We take this forecast with a grain of
salt, however, since analysts tend to be an optimistic group.
Historically, their estimates tend to be cut as the year
progresses after events that were unanticipated in their
forecasts start to impact more and more companies. It is a
little surprising that downward estimate revisions have not
already begun, so the reductions could be sharper next year
than in past years.

EARNINGS QUALITY DETERIORATED

There are some imperfections in the rosy profits picture,
however, since the quality of earnings at many companies may
be less than meets the eye. In the past few years, non-
operating items were responsible for much of the
improvement on many corporation’s bottom lines and some
fancy accounting footwork may have been involved. Under
GAAP rules, corporations are forced to adjust their financial
statements for various irregular and non-cash items. This
provides a better match of revenues to expenses, but it can
also require extremely complex footnotes that too often
obscure, rather than enlighten the truth. Quite a few financial
analysts adjust one-time charges or non-recurring events to
drill down toward the underlying, ongoing results.
Unfortunately, there are no hard and fast rules about which
items should be counted as extraordinary. Accounting
treatment is rarely consistent between companies, even within
the same industry. This allows corporate managers a great
deal of leeway when reporting their adjusted operating
earnings and some firms are more willing than others to push
the limits. As economic growth slows and business
conditions become more challenging, the temptation to
stretch the definition of non-recurring items becomes greater.



In individual cases, we recognize that many accounting
adjustments may be fully legitimate, but when the spread
between the entire S&P 500 GAAP earnings and operating
profits widens, investors should begin to question the overall
quality of the numbers being reported. Over the past decade,
this difference has grown steadily and it is now at twice the
long-term average. Riskier, lower quality earnings should be
priced at reduced P/E ratios, but historically investors have
had difficulties in assigning appropriate discounts to them.

A MOST UNUSUAL BOND MARKET

While the stock market usually dominates the financial news,
during the last quarter the bond market garnered far more
investor attention than normal. In fact, the aggregate bond
market managed to outperform stocks last quarter, with lots
of volatility in between. By early September, the benchmark
10-year U.S. Treasury Note needed only a slight price increase
to make history by pushing yields below 1.32%, the all-time
low. Then, in just eight trading days, prices dropped almost
5%, causing the yield on 10-year notes to shoot from a low of
1.43% to a high of 1.90%. This was the largest rise in yields
since the so-called “Taper Tantrum” in 2013. Some of the
increase in yields could be explained by bullish economic
news, such as solid U.S. retail sales or the statement by
Germany’s Finance Minister that a big stimulus package
might be on the horizon. As it turned out, the run to higher
intermediate and longer-term yields was short lived after a few
disappointing economic reports were announced.

Later in the month, the very short-term end of the bond
market also saw a bout of unexpected volatility. The
specialized market that provides banks with overnight cash
suddenly experienced a liquidity squeeze. In intra-day trading,
this interest rate briefly quadrupled, forcing the Federal
Reserve to intervene to restore order. There were a few
distinct events behind the disruptions in the money markets,
but traders should have been able to adjust to those factors
without causing a spike in rates. Initially, many analysts
worried that the monetary authorities had lost control over its
benchmark lending rate. The Fed has been gradually
shrinking its balance sheet as it unwound some of the
extraordinary monetary policies initiated during the Financial
Crisis. By reducing its holdings of Treasury securities, it was
slowly draining liquidity from the money markets and they
may have gone too far. International money flows may have
also had an effect. China has been one of the biggest buyers
of U.S. Treasury securities but the Sino-American trade deficit
has fallen this year, reducing the flow of U.S. dollars that
China needs to recycle which lowers their demand for
Treasuries. Since the mid-September jolt, the New York Fed
has been using repurchase agreements to relieve funding
pressures in the market. This type of intervention used to be
quite common and we believe last month’s turmoil should not
have any lasting implications for either the economy or the
markets.

ECONOMIC STRENGTH WAS POSITIVE,
BUT FADING 

Global economic statistics show an undeniable slowing is
underway. Next year’s world-wide GDP growth is likely to be
the weakest since 2009, probably around 3%. The slowdown
can be traced to a pullback in business investment, lower
volumes of international trade and a weakness in
manufacturing. Thankfully, consumer spending has held up
well across the developed economies due to solid employment
trends and better wages. The loss of economic momentum
has been more pronounced outside the U.S. than domestically
because consumers represent a far larger part of our economy.
In past years, a stronger U.S. would have helped to pull the
rest of the world upward, but it appears as if the poor
performance from overseas is weighing on us. The prevalence
of negative interest rates in Europe and Japan has attracted
many foreign investors to the higher yields available on U.S.
Treasuries. This has helped raise the value of the dollar and
made our exporters less competitive. Exports may represent a
small portion of total U.S. GDP, but they have an outsized
effect on the economic cycle.

The most recent releases of the Purchasing Managers Indexes
were particularly worrying to investors. The numbers showed
not only a disappointing manufacturing environment, but they
also suggested that the weakness in manufacturing was starting
to erode the strength of the non-manufacturing sectors.
Economists parsing through the data found evidence that
current, real GDP growth appears to have slowed to a crawl,
probably close to 1.5%, down from the recent peak of 3.2%.
This does not necessarily indicate that a recession is imminent,
however. Growth often ebbs during an economic recovery
and we have already seen two slowdowns in this expansion.
Back in the first half 2011, anemic consumer spending caused
the U.S. economy to grow at a rate of only 0.4%. At that
point, the Federal Reserve was able to restart the economy
when it renewed its Quantitative Easing (QE) program. The
second growth scare was when the price of oil collapsed in
2015, leading to a massive retrenchment in the energy sector.
The benefit of lower gasoline prices on household’s budgets
helped to offset much of the pain the workers in the oil patch
felt. We note that, in both prior cases, the reduction of GDP
growth was much greater than anything experienced so far
this year.

The problem with the very sluggish pace of this expansion is
that even a modest slowdown pushes real GDP growth
dangerously close to zero. Unfortunately, the beginning of
mid-cycle slowdowns and the start of oncoming recessions
tend to look the same. Most of the time, we only know too
late which it turns out to be. Throughout the entire recovery,
many people throughout business and finance have been on
edge about an impending recession, possibly because the
Financial Crisis was so severe. Ironically, this may have been
one of the reasons why this recovery has been one of the
longest on record. Greater economic anxiety has the effect of
restraining speculative behavior and inhibiting excessive
capital expenditures and overinvestment. By avoiding the
typical economic “boom,” this helped forestall the economic
“bust” that normally follows.



THE CONSUMER IS KEY

While economic growth remains positive, we do have
concerns that the series of bearish headlines last quarter
could start to erode general confidence. If the current
weakness in the stock market continues, this could also
unsettle some consumers. Since consumer spending
represents about 70% of GDP, when households cut back
only modestly on spending, it can have an outsized effect.
At this point, there are no signs of that happening. One of
the best indicators of consumer spending has always been
the rate of unemployment and the most recent Government
reports were very encouraging on that front. Also, surveys
have shown that Holiday spending plans remain in place.

We believe investors should remain disciplined and
diversified and focus on valuation and solid business
histories. The potential for volatility remains, as a
comprehensive trade deal is unlikely to be signed soon and
higher tariffs on many consumer goods are still scheduled to
begin during the Holiday shopping season.

Once again, the markets are relying on easier monetary
policies from the Federal Reserve to come to the economy’s
rescue. The Fed’s Open Market Committee’s two quarter-
point cuts have helped lower the inflation-adjusted interest
rates to very low levels. This has been bullish for asset
prices. The key question is whether monetary policy’s ability
to spur growth and inflation in the real economy may be
waning.
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