November 25, 2019

Disjunction
The disjunction between economic reality and stock market prices becomes
more remarkable by the week. While America’s economy and the global economy are weakening persistently, stock markets, including America’s, have risen
substantially in recent weeks. What accounts for this? First, a look at the economy, then to stock markets.
The stock market expresses hope. The
bond market deals in reality.
While the economy has weakened over
the months, the hopeful mantra has
been that we are in an economic
‘bottoming process.’ Maybe.
The Federal Reserve and the world’s
other major central banks are loosening monetary policy in a determined
way. The central banks observe the
economic weakness and try to ameliorate things. Stock investors bet that
the central banks will be successful.
But between here and the ultimate
success of central bank efforts looms a
precipice.
For Core’s investors, I have decided
not to fall into that precipice.

How fares the economy?
For 21 consecutive months, leading indicators of the global economy have
weakened. In the US alone, leading indicators have declined for 17 consecutive
months. For much of this year, the industrial and manufacturing sector of the
US economy has contracted. Corporate profits of the companies in the S&P
500 have declined for three quarters in a row and the likelihood is that there
will be a further decline in profits in the final quarter of 2019. Consumer
spending, which comprises the largest part of the US economy, has been positive so far this year, keeping the US from falling into recession. The monthly
employment figures have shown growth in non-farm employment. But, as
shown by the US Bureau of Labor Statistics in its monthly JOLTS report (Job
Openings and Labor Turnover Survey), layoffs have increased while job openings, hires, and voluntary quits have fallen. Voluntary quits by employees are a
meaningful measure of the robustness of labor markets: if people are willing to
quit a job, this probably results from a perception that a better job is available.
Voluntary quits fall when workers expect a worsening chance of getting a better job. Wage growth has also declined; declining wage growth invariably leads
to lower consumer spending, a matter well documented in recent reports. The
economy is slowing.
What impels the stock market higher?
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Stock buybacks. The US economy has expanded since 2009, when the Great
Recession ended. This has been a long-running expansion, but a weak one.
Moreover, the expansion has been accompanied by an enormous increase in
the indebtedness of companies such that the level of corporate debt has never
been higher. Much of the borrowing has been used to repurchase stock. That
is, public companies have borrowed at the very low interest rates that have prevailed in recent years and used the proceeds of the borrowing to buy back the
their stock. Shrinking the numbers of shares outstanding has the effect of increasing a company’s earnings per share. The poster child for share buybacks is
Apple, which bought more than $50 billion of its shares in the first three quarters of this year. Over the same period, its total earnings were declining from
year-earlier levels. But, with the fewer shares outstanding, its stock has appreci-

ated significantly this year.
The chart below, showing the prices
of long-term US Treasury bonds
over the last three years, shows that
the Treasury market foresaw the
weakening economy and foresees the
coming recession. Treasury bond
prices rise when the supply of credit
exceeds the demand for credit.
A company does not need to borrow
to expand production when the demand for its products falls.

Apple generates an enormous amount of cash and, although it also borrows, it
maintains net cash (total cash less total debt) of over $100 billion. Given its huge
earnings, it can still pay large dividends and repurchase shares while it engages in
substantial capital spending and research and development. Few companies have
the financial strength of Apple, so, as corporate profits fall and the broad economy weakens, we are very likely to see companies fail to meet their interest and
debt repayment obligations. At the very least, the need to meet debt obligations
is likely to reduce the level of stock buybacks upon which the US has stock market has come so much to depend.
The Federal Reserve. Apart from stock buybacks, the Fed’s actions this year
have supported the stock market. As discussed in earlier letters, the Fed’s monetary tightening cycle from 2015 to 2018 probably went too far, as shown by the
deep and swift market sell off in the fourth quarter last year. And, as also discussed, the Fed’s actions on the economy
act with a significant lag. But, there is not
such a lag with the stock market and,
when the Fed did a 180-degree turn after
its December 2018 meeting, the stock
market accepted the strong Fed tail wind
and rallied. Apart from its three cuts in
the Fed funds rate in its last three meetings, the Fed suddenly announced in September, in response to ructions in the
bank inter-lending market, that it was
buying vast amounts of short-term US
Treasury bills. In the twelve weeks since,
it has purchased some $280 billion of Tbills, an astonishingly large sum. This is
not, we are told, a resumption of
‘quantitative easing,’ but it is certainly a
close cousin to it. Thus, although the
economy is still weakening and may well
weaken further, the Fed has let stock
market participants know that it ‘has their
back.’
Core’s investments
Despite the recent stock market rally, Core has continued its holdings in longterm US Treasury bonds, in gold and in cash, while avoiding stocks. Although
the Fed and the massive stock buybacks have buoyed the stock market, the bond
market continues to express the weakness in the real economy and to suggest
that a recession lies ahead. The chart above shows the price action in long-term
Treasury bonds. The bond market knows that a recession is coming; to the extent that the stock market paints a different picture, I’m sticking with bonds. The
bond market is usually right.
When the recession comes, stocks will certainly fall, probably swiftly and sharply,
while Treasuries and gold will retain their value or, more likely, appreciate further. At this very late stage in the economic cycle as the economy continues to
sputter, preservation of capital is of paramount importance.

October 3, 2019

Slowly, Inexorably Toward Recession
In the financial markets, the recent action has, in large part, been a continuation of the way things have been unfolding for months. There will come--as
always happens--sharp changes. Before considering what lies ahead, a brief account of what has been happening: In the bond market, the recent high in yield
and low in price of the world’s benchmark bond, the ten-year US Treasury
bond, was reached on October 5, 2018, when the yield on the ten-year reached
3.248%. From there, the yield has fallen, with some modest interruptions, to
reach 1.536% as of October 3, 2019. Because yields and prices move inversely,
the price of the ten-year Treasury has appreciated markedly over this last year.
Meanwhile, the stock market declined very sharply--by 20%—in the fourth
quarter of 2018, then rallied strongly from its Christmas Eve low through the
first four months of this year, essentially recovering the losses from the end of
2018 sell off. Since the spring, the US stock market, as measured by the S&P
500 index, as made a few tiny new highs, although, as I write, the S&P has essentially achieved only very modest gains in the last twelve months, about 2%
including dividends, while long-term US Treasuries have gained more than
25% with interest payments in the same period. The chart on the next page
illustrates this.
What does this mean? During the first quarter of 2019, while the S&P rose
by 13%, corporate earnings of the S&P fell. In the second quarter, the S&P
rose a bit more, but, once again, corporate profits fell. In the third quarter, just
ended, profits fell once again, but the S&P made nominal new highs in price.
What gives? It is likely that stock investors expected—quite rightly, as it turns
out—that the Federal Reserve and other major central banks would, once
again, loosen monetary policy for the benefit of the economy and for the benefit of investors. The Fed has indeed loosened monetary policy, but only after
having over-tightened policy in 2018. The Fed’s actions are well known and
long recognized to operate with considerable time lags. Thus, the overly tight
policies of 2018 have still not shown their full negative effects on the economy.
The effects of the only-recently begun monetary easing will not be realized for
many, many months. Until then, conditions will weaken.
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Corporate profits have fallen, in part, because the US and the rest of the global
economy has been weakening throughout this year. Although we have probably not begun an economic recession in America, we are likely near the cusp of
one. The bond market in a clear and straightforward way bears this out. Bond
yields fall and bond prices rise because there are more savings looking for investment than there is demand for credit. Supply of money exceeds demand
for credit. This suggests that economies are weakening; this weakening is borne

The chart below shows the returns in
the US stock market as measured
by the S&P 500 index with dividends reinvested and compares that
to the returns from the long-term
Treasury bond fund, including interest payments, in which we invest.
Both are rebased to 100 as of September 30, 2018, to make the comparison easy to see. The chart goes to
September 30, 2019, and leaves off
the first three days of this month in
which US stocks fell sharply while
Treasuries continued to rise in price.

out in the economic statistics published on an ongoing basis. The major central
banks all have taken steps recently to loosen monetary policy. Central bankers
read the economic reports; they are acting to ameliorate this weakness.
A problem facing central bankers is that their traditional tool to stimulate the
economy—the lowering of interest rates—has uncertain effect in this era when
interest rates are historically low and, in many cases, negative. The United States
and Britain are the only major developed economies in which government bonds
have a positive yield and their yields can hardly be deemed robust. It is questionable whether still lower interest rates will cause economies to emerge from the
doldrums. We shall see.
What lies ahead? This is trickier: it is one thing to describe the past and quite
another to forecast the future. But, here goes: My view is that economic weakening will continue; economies are not poised to expand sharply. As noted above,
corporate profits have been weakening this year. Unsurprisingly, US gross domestic income, that is, corporate and personal income, has been contracting this
year. While gross income was falling in
the second quarter of 2019, individual
spending was increasing. The increased
spending has to have been funded by increased borrowing, including more credit
card debt. The rate of individual savings
declined in that quarter. This is not really
sustainable, of course. So, as income declines, it is reasonable to expect less
growth in consumer spending. That will
be reflected in weaker gross domestic
product, declines in employment, and a
return to higher rates of saving.
The bond market is anticipating just such
an outcome as Treasury bond prices rise.
My expectation is that bonds will continue to rise in price and that stock prices
will fall. I have been wrong in my predictions in the past--as has everyone else
offering financial market predictions. I may be wrong now, as well. But, based
on my view, I intend to maintain the large positions Core’s clients hold in longterm US treasuries and to maintain a fair amount of cash. If geopolitical events-including the serious disputes between the US and China, Iranian attacks on Saudi oil properties, impeachment events, North Korean nuclear bomb and ballistic
missile development and many, many more--should disrupt markets, these disruptions can only add to the uneasiness in markets already reflected by higher
price volatility and significantly higher gold prices. (Core has reasonably large
and quite profitable gold positions for its clients.) Core continues to avoid stock
market investments, given our view the lower stock prices loom.
We will retain ample positions in money market funds, even though cash yields
very little, because of the risk and the ever-larger swings in prices. Indeed, given
the sharp increase in bond prices this year, one must recognize that risk in holding long-term Treasuries is higher than a year ago. Caution and alertness are always useful in investing. The more so now than usually.

August 4, 2019

Economic Weakening and Geo-political Disturbances

A quantification of the week, the
month and the year for long-term
Treasuries, gold and stocks:
Long-term treasury bonds rose by
4.0% on the week, by 2.6% in the
last month and by 18.1% in the last
year; gold rose 1.7% on the week, by
1.9% for the month and by 18.7%
in the last year ; while the S&P 500
fell by 3.1% this week and by 1.4%
in the last month and gained 3.7% in
the last twelve months.

A striking week in financial markets has drawn to a close and, although I prefer to
write from a longer perspective than the week, I wish to put forward a brief summary
of certain asset classes in which we invest (or avoid investment) during this week, this
past month and the last year. A bit of background for the week: the Federal Reserve
held its every-six-weeks Federal Open Market Committee meeting and, on Wednesday, for the first time in over a decade, it lowered the interest rates it controls directly,
the Fed funds rate, by one-quarter of one percent. On Thursday our president, who
had already expressed his disapproval of the Fed’s move, announced new tariffs of ten
percent on $300 billion of goods imported to the US from China to take effect on
September 1. On Friday morning came a tepid monthly report on employment from
the Commerce Department.
The US stock market was unhappy on Wednesday as Fed chairman Jerome Powell
discussed the Fed’s deliberations and actions at his post-meeting press conference and
stocks fell quite sharply. On Thursday, US stocks were recovering from the previous
day’s Fed swoon, when Mr. Trump--Tariff Man--declared in his customary way the
new threatened tariffs. US stocks liked that even less than Wednesday’s Fed actions
and Mr. Powell’s discussion; stocks fell quite a bit further. On Friday morning came
the jobs report; the stock market, responding to that and to the previous day’s disturbances fell further.
Meanwhile, all this news caused the price of US government bonds to rise quite dramatically in price and to fall in yield on each of Wednesday, Thursday and Friday.
Gold was less one-direction: it fell on Wednesday with the Fed’s announcement, rallied very strongly on Thursday, then slipped back a little on Friday, but not before
setting new six-year highs. In a sense, this week punctuated the trends of the last year.
The graph on the next page expresses this in different form.
What has gone on? It has become evident this year that what matters to the US stock
market is not the economy, but expectations of what the Fed can and will do. Whatever had been the case in the past, it is patently clear that the link between the actual
economy and the stock market is weak. In no small way, this comes about because
interest rates, by which investors value future cash flows from companies, have sat
around zero for the short term and three percent and falling for long-term bonds. The
lower the interest rates, the higher the prices that can be supported by the discounting
of future cash flows.
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It is also clear that the persistent buying back of shares by public companies has enhanced earnings per share, despite declining profits. To give a simple illustration, if a
company has 100 shares outstanding and earns ten dollars, its earnings per share are
10 cents. If its earnings fall to nine dollars, but it buys back 20 of its shares outstanding, its earnings per share will be 11.25 cents, $9 divided by 80 shares. Thus, despite a
10 percent decline in profits, there is a 12.5% increase in profits per share. For the
economy as a whole, the 10 percent decline in profits is a negative, for the holder of
the shares, the 12.5% increase in earnings per share will justify a higher stock price.

More on the employment report:
Average weekly earnings were flat in
July and negative in real, inflationadjusted terms. These measures are
essentially the same to somewhat
worse than prevailed in the period in
2007 just before the Great Recession. Aggregate hours worked for
production and non-supervisory
workers have fallen at the rate of
0.7% annualized in the last six
months. Each recession the last three
decades has been immediately foreshadowed by a decline consistent with
this one.

Thus, the US stock market rallied very strongly from the Christmas Eve 2018 low and
produced significant gains, despite the weakening economy. Throughout 2018, the Fed
tightened monetary policy by raising interest rates and reducing its holdings of Treasury
securities. At its December 2018 meeting, while the stock market was falling sharply, it
raised rates yet again and declared that its reduction of its balance sheet was on ‘autopilot.’ By early January, the Fed’s leaders realized that they had taken the ‘normalization’
of monetary policy too far and began to promise that easier money was on the way.
Given the deeply oversold conditions that prevailed after the swift, twenty percent decline in the S&P, those soothing words gave stock investors license to buy without reference to signs of weakening corporate and personal income and the decline in corporate capital spending. By contrast, the US bond market is closely tied to the unfolding
economic picture and, in particular, to what economic environment lies ahead. While
stock investors have gone to the races and driven prices higher, bond investors have
made the sober and clear-eyed judgment that the weakening economy will push longterm bond prices ever higher and long-term bond yields ever lower .
I have been asserting that the US economy is weakening, although the ‘headline’ numbers for employment and for gross domestic product and the like
suggest otherwise. In these brief letters, it is impossible, and probably far too boring, to provide evidence for my assertion. However, a brief discussion
of Friday’s employment report for July: the
‘headline’ number, new jobs created in July at
164,000, was decent, although the previous two
month’s measures were adjusted downwards. What
goes unreported, but is quite meaningful, is the
measure of total hours worked, not the number of
bodies working. Average hours worked per week
fell by 0.3% to 34.3 hours. This decline in hours
worked is equivalent to a decrease in numbers of
people employed by 210,000. Total labor input is
best measured by the amount of work being done,
not by the numbers of people doing the work.
Read more in the side bar.

We may expect, in our world of
negative interest rates and geopolitical disturbance—consider North
Korea, Hong Kong, Iran, and
Washington, D.C.--that gold will
continue to be a useful holding.

What lies ahead? Negative interest rates outside the US point to the direction of future
interest rates here. Some 14 trillion dollars of bonds across the world now yield negative
interest rates; on Friday, the yield on the benchmark European sovereign bond, the 10year German bund, fell to a new all-time low of negative 0.50%. Thus, a buyer of the
bond will experience a certain loss if she or he or it holds the bond to maturity. Negative rates arise from low and falling inflation and from weak economic growth or recession. In the US, the Fed has been unable for years to achieve its target rate of inflation:
two percent. This spring, Mr. Powell called the shortfall in inflation a ‘transitory’ phenomenon. This ‘transitory’ phenomenon has persisted for years and it is worsening.
Against the backdrop of weakening economy, the path for long-term US treasury
bonds, Core’s largest investment, is to higher prices and lower yields.
A smaller investment we hold for you is gold, the ‘barbaric relic.’ This soft and shiny
metal gives us no income and its carrying costs, including storage, weigh against it. But,
in an environment in which a third of all the bonds issued world wide carry negative
interest rates, the cost of storage becomes far less significant. Moreover, of course, gold
has been used since time immemorial as a hedge against the uncertainties of geopolitical
disturbances. Our Tariff Man president is the acknowledged master of geopolitical disturbance, having threatened more tariffs against China on Thursday and withdrawn the
US from the 1987 nuclear arms reduction treaty with Russia on Friday. It is not too surprising that gold is doing well.

July 3, 2019

Contradictions? Resolved.

What to make of simultaneously
rising stock and bond prices? The
conundrum is more apparent than
real. The industry groups of stocks
that have been rising are those that
thrive in a recession. And recession is
what the bond market predicts.

The US stock market and the US Treasury bond market appear to be telling-or foretelling--different stories. Is there a contraction between the messages or
an explanation that makes sense of both? In our Core Comments in late May, I
pointed out that the yield on the US 10 year Treasury bond--the world’s benchmark bond--had fallen by a full percentage point, from 3.25% to 2.25% in the
space of only seven months. This is an astonishingly swift decline of such magnitude. And, since that date, the Treasury yield has fallen all the way to 1.95%
as of today. The collapse in yields (and the corresponding increase in bond
prices--yields and prices move inversely) point to unfolding economic weakness and the promise that the Federal Reserve will act to mitigate economic
travails by cutting the interest rates it controls.
Elsewhere in the world, the ranks of negative interest rates has reached some
13 trillion dollars. For example, the German 10 year bund, Europe’s safest
bond, fell as I wrote today to a record low of -0.39%, guaranteeing a loss to an
investor who holds the bond to maturity. Investors are paying Germany to
lend money to Germany. The 13 trillion dollars of outstanding negativeyielding bonds indicates alarmingly low inflation and extremely weak global
economies. (That’s right: more than $13,000,000,000,000 of bonds world-wide
offer no return; one must pay the issuer for the privilege of lending it money!)
With the US 10 year yielding a ‘generous’ 1.95% today, the US Treasury bond
market is the cleanest shirt in the laundry bin.
US stock prices apparently tell a contrary story. In the aftermath of the
Kumbaya moments over the weekend when Presidents Xi and Trump agreed
to resume negotiations and Mr. Trump visited one of his beloved murderous
dictators, Kim Jong Un, at the DMZ in Korea, where they also agreed to resume negotiations, stock markets around the world rallied and the S&P 500
made a nominal new intraday high. On Tuesday and today, US stocks rallied a
bit further. Rallying stock markets foretell—do they not—good economic
times ahead. Indeed, since our late May Core Comments, the S&P has rallied by
more than five percent, a good showing in only a little more than one month.
But….
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The contradiction resolved. In the last year, the industry groups that have
advanced are utilities, consumer staples (think laundry detergent, eggs, milk and
gasoline), and telephone companies, while industrial stocks, auto stocks and the
other cyclical sectors have lagged. What has worked are the things to own in a
recession; those sectors that ride a rising economy higher lag far behind. Thus,
the modest new highs in stocks are hardly telling us that the economy is
strengthening. By contrast, stock market action confirms the message of the

Core’s investments in long-term
Treasuries, in gold and in money
market funds have provided a good
return. And safety.
As economies weaken and the global
political environment becomes more
contentious, these investments offer
safety and prospects for more gains.

bond market, namely that the US economy is already in or heading toward a recession.
Earning money in bonds and gold. As discussed in previous letters, we have
avoided stock investments this year on the notions that the economy is heading
toward a recession and that the stock market is heading to a bear market. Instead, we have invested in long-term Treasury bonds, gold and money funds. It
is plain that we have been somewhat early in our call for a bear market in stocks,
but we have been entirely correct in Treasury investments, which have rallied
very strongly in price. Our position in gold arises from the view that geopolitical
confusion and contention drives investors to safe havens--among which is gold.
It too has performed well and is providing solid appreciation in our portfolios.
The chart shows long-term Treasuries, US stocks and gold, all rebased to 100 at
the beginning of 2018. Although we have avoided stocks during much of this
period, we have not missed much,
except wildly swinging prices and
fear. Long-term Treasuries and
gold have done just fine. I take
comfort in our very substantial positions in money market funds.
When the stock market finally expresses economic reality and falls in
price, we have the funds available
and we will be buyers.
A word about China and the
United States. At the G-20 meeting over the weekend in Osaka,
Messrs. Xi and Trump agreed to
resume negotiations about the issues in contention. Well and good.
Talking is better than angry silence.
However, Mr. Trump has brought
to the fore the many disputes
America has with China. These are often expressed as ‘tariff matters’ by our
president who favors tariffs as a tool in such times. However, these disputes are
far broader than ‘tariff disputes.’ There will be no quick resolution between the
rising power that is China and the defending--and perhaps declining--power of
America. Accordingly, one foresees ructions in the China/America question that
will roil investment markets for some time. This is the more so because Mr.
Trump is impulsive, contentious and insulting. Another American administration
would conduct discussions with China quietly; that is not our president’s style.
Hence, as it relates to investments, it makes eminently good sense to invest in
the ‘safe-haven’ assets of cash, long-term Treasury bonds and gold. Those are
Core’s positions for you. In this turbulent and contentious geo-political environment and in the context of weakening global economies, your capital and ours
are well placed to withstand the ill winds that threaten.

May 28, 2019

Bonds Rally, the Economy Slows and
Stock Markets Stumble

The complexion of financial markets
has changed abruptly this month.
Conflict with China has scared stock
investors, while government bonds
have rallied vary sharply. Bond prices
tell us that the economy is weak now
and will weaken further.
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Since my last letter in April, the long-term Treasury bond market has risen
sharply in price and yields have fallen to lows not seen since September 2017.
The stock market made a nominal and short-lived new high on April 29th but
has fallen sharply all month since then. The US economy has continued to
show signs of weakening, suggesting that a recession is on its way--or may already have begun. The growing hostilities between the United States and China
have expanded beyond the realm of trade, as the Trump administration has
moved to stop certain important Chinese tech firms from doing business with
American firms. A few weeks ago, the US and China appeared to be moving
close to an agreement on these matters and the sudden escalation in hostilities
created shock in global stock markets.
As you will remember, we took a very cautious investment position in the second half of 2018, increasing our holdings of long-term Treasury bonds, cutting
stock positions to zero, building money market fund holdings and taking a
small position in gold. Thus, Core’s accounts have appreciated with Treasury
bonds and avoided losses in the stock market havoc this month. Having said
that, one must admit that my aversion to stocks this year caused us to miss the
very strong stock market recovery that began immediately after Christmas and
continued for four months. As the stock market rallied early this year, my caution looked misplaced; so be it. Erring on the side of caution is, I strongly believe, the right investment approach for this year, as I explain below.
The headlines about the US economy suggest that it is quite strong; the underlying reality tell us otherwise: Firstly, the recent estimate of economic growth in
the first quarter of the year shows GDP to have grown at a rate of 3.2 percent
on an annualized basis. What the cheerleaders fail to note is that a sharp rise in
inventories (for the third straight quarter), net exports, as food exports surged
and imports fell, and an increase in defense spending accounted for 2.1 percent
of the increase, while real consumer spending only increased at 1.2 percent.
Building inventories now borrows from future manufacture; inventories will be
subtracting from GDP in future quarters. The report showed that the basic
components of the real economy--namely consumer spending, non-residential
construction, business capital spending and housing--slowed to 0.9 percent.
The second major recent report that ostensibly shows our strong economy is
the monthly payroll report, showing unemployment and aspects of the work
and jobs. The headline was that in April the unemployment rate fell to 3.6 percent, the lowest in decades. Amidst the cheering for this, the following factors
were ignored: the labor force contracted as many people left the job market,

full-time jobs contracted, average weekly earnings fell, total employment as
measured by the so-called household survey contracted, and aggregate hours
worked fell. The unemployment rate fell to 3.6 percent solely because of a huge
drop in the labor force participation rate--i.e., people dropped out of the labor
force. If labor force participation had held constant, the unemployment rate
would have risen to 4 percent. The employment market is not strong; it is weak
and weakening.
The enormous rally in Treasury bonds reflects the reality of a weakening economy, not a strong one. On October 1, 2018, the yield on the ten-year Treasury
was 3.248%; as I write it is 2.266%, almost exactly a full percentage point decline. If the economy were strong or growing stronger, the demand and prospective demand for borrowed money would cause rates to rise, not to collapse in
seven months. The sharp decline in yields results from the following: real personal income (excluding government transfers) peaked in December and has
declined since; household employment peaked in February and has declined
since; real business sales peaked in February, industrial production peaked in December and both have declined since.
Despite signs of the slowing economy and weakening corporate earnings, the
stock market staged a very impressive four-month rally. What accounts for this?
To my mind, the largest factor is the Federal Reserve, which in January announced a ‘pause’ in its short-term interest rate increases and has declared since
that it will be ‘patient’ in its next moves. This appears to have been enough to
assuage stock market anxiety and stimulate an impressive rally.
However, the ‘trade war’ between China and America, which may be morphing
into a serious, long-term and expansive contest, has shaken the insouciance of
stock investors. Stocks appear now to be reflecting the disruptions that the China and US fights may cause and the generally weakening economy. Hence,
Core’s investment approach--avoiding stocks and investing in long-term Treasuries--is bearing fruit and preserving our capital in a rather dangerous time.

April 17, 2019

The First Quarter of 2019...
...Does Not Look Like a Bear Market

Slowly the stock market continues to
advance. Slowly, the US economy
continues to slow its growth.

As written in recent months, I have taken the investment position that the September high in the stock market marks the peak of the long-running bull market,
that a bear market began then, and that economic recession is at hand. The action
in the US stock market so far this year belies those assumptions, but the weakening economic reports support my views. After falling more that twenty percent
from the September high to the Christmas Eve day low, the S&P 500 has risen by
nearly twenty four percent and stands only one percent below that September
high.
The Fed’s actions and its words. The Federal Reserve began to change its monetary policy in December 2015. In the years-long period after the 2007 to 2009
financial crisis and the Great Recession, the Fed lowered short-term interest rates
essentially to zero and engaged in a stupendous series of Treasury bond and mortgage-backed securities buying sprees (called ‘Quantitative Easing’) by which it
quintupled the assets it held from $800 billion to over $4 trillion. Despite these
exceptional acts of monetary easing, economic growth after the Great Recession
was only modest. Thus, it was not until December 16, 2015, while Janet Yellen
was chair of the Fed, that it began to ‘normalize’ monetary policy, by lifting Fed
funds from the range of 0% to 0.25% (at which it had stood for years) to 0.25% to
0.50%. Slowly and haltingly, the Fed began to raise short-term rates; in 2018, it
began to reduce the assets on its balance sheet. After Mr. Trump’s nominee for
Fed chair, Jerome Powell took office, he continued and accelerated Dr. Yellen’s
policies. Thus, at the December 2018 meeting of the Fed’s Open Market Committee (“FOMC”), it raised Fed funds by one-quarter percent for the fourth time in
2018 and, in Mr. Powell’s post-meeting press conference, he declared that the
shedding of assets (‘Quantitative Tightening,’ I suppose) was on ‘auto-pilot.’ Within a few days of very sharp selling, the stock market reached its Christmas Eve
low, twenty percent below the September all-time high.
The market’s rebellion and the distinct weakness in key parts of the US economy
caused Mr. Powell’s Fed to reverse course almost immediately. Beginning early in
January, Mr. Powell and other key Fed governors assured the markets that it would
‘pause’ its ‘normalization’ and monetary tightening. At the late January meeting of
the FOMC, the press release made it clear that the Fed had ended monetary tightening, at least for the time being.
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Other Central Banks. The Federal Reserve Bank is by far the most important
central bank in the world, although the Bank of Japan and the European Central
Bank loom large. Because the US economy has been stronger than Japan’s or Europe’s, the ECB and the BoJ both continued extraordinary monetary easing after
the Fed began to tighten policy in 2015 and, indeed, had not begun to tighten be-

The chart below shows the movements of the US stock market in the
last couple of years, featuring the
January and September 2018 highs,
the sharp decline last autumn and
the recovery so far this year.

fore the Fed’s January about-face. Some other central banks had begun modest
measures to tighten policy, but, as soon as the Fed indicated its ‘pause,’ those banks
either reversed to monetary easing or themselves ‘paused.’ Thus, none of the
world’s major central banks is now tightening policy.
Central bank actions fully explain this year’s early stock market recovery. Now what?
Once again, one must point out that the Fed’s actions give effect to the economy
with a significant lag in time. Thus, despite the ebullience evident in the stock market’s rise this year, the economic results of the Fed’s three-year period of monetary
tightening are yet fully to be realized. Fed tightenings preceded all of the following:
Penn Central’s collapse and the early 1970s recession; Franklin National and the mid
-1970s recession; First Penn, the Latin
America debt crisis and the early 1980’s recessions; the savings and loan crisis and early
1990s recession; the Asian crisis, Russia’s
default, Long-Term Capital Management’s
collapse, the dot.com bubble burst and the
early 2000s recession; and the US housing
and mortgage crisis with the 2007 to 2009
Great Recession. (No Fed tightenings are
excluded from this list: no false positives.)
Yield curve inversion. The other connected problem is the inversion of the yield
curve. Under normal circumstances, the
yields of long-term bonds exceed the yields
on short-term paper. This is reasonable, given the risks that may unfold during the life
of the longer-term debt instruments. The
yield curve is a graphic representation of the
(usually) higher yields on debt securities of
equal credit quality as their maturities increase. Beginning near the end of 2018, as
the Fed raised short-term rates, those short rates exceeded those of some longerterm paper. On March 22, 2019, the yield on three-month Treasury bills exceeded
the yield on ten-year Treasury bonds for the first time since 2007. As the San Francisco Fed has pointed out, every recession of the last sixty years has been preceded
by an inverted yield curve, and every inverted yield curve has been followed by an
economic slowdown, and, except for one time, by a recession.
Corporate profits decline. The weakening economy has, in recent months, caused
a significant number of public companies to report lower earnings and to project
further declines. In an earlier letter, we noted that Federal Express, a major shipper
of things in our economy, had issued a warning about prospective weakness. This
report looks forward, not backward to previous strong results. FedEx is likely to be
joined by many other companies with profit warnings as this reporting season unfolds.
And so, for now, I believe I am on the right side of the markets by investing your
capital in bonds that will rise in price in our weakening economy and by avoiding
stocks. I was wrong in the first quarter of this year about the direction of stocks, but
I was right about the direction of bonds. We have all seen this movie before: the
plot unfolds slowly, but, in the fullness of time, decisively. Core’s client accounts
earned modest positive returns in the quarter just ended. In my view, your accounts
will continue to appreciate modestly and will avoid significant losses in the quarters
just ahead.

March 4, 2019

The Fed or the Economy...
...Which to Follow
After the quite intense selling in the stock market up to Christmas Eve day,
things in the market have turned round completely and the market has made
up a good deal of lost ground. Stocks declined by twenty percent from their
highs in September to the Christmas Eve lows, whereupon they rallied by nineteen percent from those lows, and, as I write, stand just five percent below the
September highs. What has happened?
Despite economic reports showing that
the US economy is weakening, the
stock market rallies, presumably
because governors of Federal Reserve
Board hint at loosing monetary policy.

The US economy has, by many important measures, been on a weakening path
since September. (I summarize some of this below.) There has been no striking
economic improvement in these first weeks of 2019 to account for the persistent buying. Instead the Fed has vigorously and persistently been telling the
world that it intends to stop (or at least pause) the monetary tightening in
which it had been engaged for the last couple of years. As far as we know, it
has not changed anything yet, but says that it will. As discussed in previous letters, the Fed’s last action, taken at the December 18th and 19th meeting of the
Fed’s Open Market Committee, was another increase by one-quarter percent in
the Fed funds rate, the fourth in 2018. At his post-FOMC new conference in
December, Fed chair Jerome Powell said more Fed funds increases were likely
in 2019 and that the Fed’s process of reducing the assets on its balance sheet,
mostly US Treasury bonds, purchased during its rounds of so-called
‘quantitative easing,’ was on ‘auto-pilot.’
The December FOMC meeting and Mr. Powell’s comments came during a period of intense selling. After Mr. Powell’s remarks, the intensity of selling increased. It appears that Mr. Powell and his colleagues were spooked by the
market’s reaction. What followed was a swift about face in the Fed’s rhetoric.
Mr. Powell and other Fed governors gave a series of speeches suggesting the
upcoming ‘pause’ in monetary tightening. Recently released minutes of the January FOMC meeting confirm the Fed’s change in attitude.

By
Jack Mayberry

Against the new ‘dovish’ tone to Fed comments are the economic reports of
various aspects of America’s economy, showing significant weakening of many
sectors. I set forth a few from a list compiled by David Rosenberg, an economist at the Canadian firm Gluskin Sheff. His list shows a set of indicators with
their changes in recent reports expressed in annualized percentage terms: Existing home sales, -19.8%; auto sales, -17.6%; housing starts, -7.3%; non residential construction, -6.6%; core capital spending orders, -4.8%; real retail
sales, -1.8%; manufacturing work week, -1.0%; employment of 25 to 54 year
olds, -0.4%. Mr. Rosenberg’s list goes on, but import is unambiguous: Key elements of the US economy are weakening.

The chart below shows the movements of the US stock market in the
last couple of years, featuring the
sharp decline last autumn and the
recovery so far this year.

Reading these and other economic reports, one realizes that an economic recession in the US this year is a strong possibility. If so, how then do we make sense
of the nineteen percent rally in the S&P 500 since the December low? Admittedly, by Christmas Eve and a twenty percent decline in the S&P in only three
months, the stock market was deeply ‘oversold’ and due for a bounce, particularly with the soothing words emanating from the Fed. Thus the first few weeks of
buying at the end of December and early January made sense. But for the last
month, against the steady drip of weak economic reports, the buying continued
unabated.
The Fed appears to have more impact on
the markets now than does economic reality. That this should be the case must arise
from tremendous influence of the Fed on
the stock and bond markets in the long
aftermath of the deep recession of 2008
and 2009. In response to that really alarming period, the Fed cut interest rates essentially to zero and bought trillions of dollars
of treasuries and other securities in order
to stimulate the economy and to support
the stock and the bond markets. The economic expansion since 2009 has been notably weak, but the Fed’s actions certainly
stimulated investors’ interest in financial
assets. Have we reached the point at which
economic activity is less significant to investors than are comments by Fed officials
about what may be its future monetary
policy?
History tells us a few things germane to this: In each of the bear markets of the
last many decades have been periods, like this one, when stocks have rallied substantially, only to turn back down again and head lower. In my judgment, this is
what is now unfolding: A bear market began in September 2018 when the stock
market turned lower after making an all-time high. The market action presages
economic contraction. The weakening economic indicators in the last three
months probably confirm the import of the stock market’s sharp autumn decline. To position clients’ portfolios in the likelihood of further stock market declines and a recession, Core has sold stock positions in all portfolios and purchased long-term treasury bonds and a small amount of gold. We have retained
our other fixed income positions in short-term corporate bonds and in a diversified bond mutual fund and we hold money market funds. As the economy weakens bond yields will fall and bond prices will rise, so we expect our fixed income
investments to flourish in the weakening economic environment that now unfolds.

January 23, 2019

Alea Iacta Est
The die is cast. Thus said Caesar* as he crossed the Rubicon, a small river
north of Rome, with his army in 49 BC. Caesar had been campaigning successfully for years in Gaul and Britain and his army was very loyal to him. The Senate had ordered him not to lead his army toward Rome. He disobeyed. And so
began the twenty-year civil war that would end the Roman Republic and usher
in the Roman Empire under his adopted son, Octavian, who styled himself
Augustus Caesar.
In this case today, it is the Federal Reserve Board that has cast the die. Its actions--raising the Fed Funds rate in September and again in December, all the
while reducing relentlessly the vast sums of Treasury securities it holds--have
set in motion conditions for an economic recession in America this year.
***

In the post-Christmas recovery rally,
Core sold its remaining equity positions for clients and bought positions
in long-term treasury bonds and in
gold.

By
Jack Mayberry

With the government’s partial shutdown, a number of economic reports are
not being prepared and released. Thus, the full range of monthly reports is not
at hand, making determination of the present state of the US economy cloudy
and uncertain. But weakness in key sectors of the economy--including housing,
capital spending, rather punk sales before Christmas at major department
stores, and a warning by Federal Express of falling demand for delivery of
goods--suggests that the “robust condition” of the US economy, of which
many speak, better characterizes the past than the future. The very length of
the economic recovery and expansion, now in its tenth year, is itself a warning.
The sharp and sudden decline in the yield of the 10-year Treasury bond from
October 5th, when it touched 3.25%, to January 3rd, when it reached 2.55%,
indicates that a weakened economy is in prospect.
On Christmas Eve day, the stock market culminated a three-month period of
intense selling and reached a level 20% below its all-time high set on September 21st. This decline itself suggests an almost certain slow down in the economy, if not an outright recession. In the four weeks after Christmas Eve, the
stock market staged a recovery rally of more than 13%. This rally arose from
the deeply, deeply oversold conditions that developed in the pre-Christmas
selling, supported by soothing comments from Jerome Powell, chairman of the
Federal Reserve Board, and other Fed governors indicating that the Fed might
‘pause’ in its cycle of short-term interest rate increases and might not continue
at the same pace the reduction of the Treasuries it holds. A supposed prospective lessening in Mr. Trump’s trade war with China also cheered investors.
***

The chart below shows the decadeslong decline in yields on Treasury
bonds. If the US slides into recession
this year, we can expect lower yields
than the 2.75% on the ten-year
that now prevails.
Depending upon the severity of the
recession, we may see a new low in
bond yields and a new high in bond
prices.

The problem is that monetary policy actions--those actions by the Federal Reserve--operate with a lag in time. This has been demonstrated for decades. The
last meeting of the Fed’s Open Market Committee (that sets Fed funds rate and
other monetary policies) was held on December 18th and 19th; the decisions
taken then were announced on the 19th. The stock market had been engaged in
serious selling for several sessions before the 19th, but as Mr. Powell spoke at
his post-meeting press conference, the selling intensified and carried on without
pause through Christmas Eve day.
Then, in the weeks after Christmas, came the speeches by various Fed governors, including Mr. Powell, with a ‘dovish’ tone, persuading the world that a
‘pause’ in interest rate increases was at hand. At his December 19th press conference, Mr. Powell had described the balance
-sheet reductions as on ‘auto-pilot.’ Since
then, Mr. Powell has amended his remarks
to indicate that these sales may also be reduced.
Well and good. The prospective pause has
cheered the markets and spurred buying.
Unfortunately, because of the inherent lags
by which monetary policy operates, we
have not yet seen the economic consequences of the Fed’s actions taken in the
September and December meetings. These
will reveal themselves in coming months.
In my view, as 2019 unfolds, we will see
that the Fed tightening in the latter half of
2018 will have constrained economic activity. We will also observe much more selling
in stock markets.
The die has been cast.
***
*According to the Roman historian Suetonius, Caesar said “iacta alea est” as he
crossed the Rubicon in 49 BC. See Suetonius, Divus Julius, Chapter 32, section 1. For
reasons unknown to me, the phrase is commonly remembered and widely used
as alea iacta est. (For amateur Latinists and those without Latin, Tufts University
has a wonderful website with an extraordinary and accessible range of Classical
texts, at www.perseus.tufts.edu.)

