
Zandi says, the agriculture and shipping 
sectors are no longer growing.  For now, 
it’s easy to scapegoat the trade war with 
China because the weakness appears to be 
concentrated in export-oriented sectors.  
But that might not be the whole story. 

The big risk for the economy going 
forward is that the weakness in the 
manufacturing sector could spill over to 
the services sector, which covers a much 
larger swath of the US economy while also 
providing the vast majority of private-
sector jobs.  Unfortunately, the data 
isn’t looking too good.   The chart below 
shows data for two surveys produced by 
the Institute for Supply Management 
– the ISM Manufacturing Index, which 
covers manufacturing, and the ISM 

The Economy

The domestic economy continues to chug 
along, albeit at a slower pace compared to 
the tax-cut-induced strength we enjoyed 
in 2018 and the first quarter of 2019.  
However, there are some troublesome 
internal dynamics that could be cause 
for concern.  Business investment and 
exports continue to be adversely affected 
by trade-related uncertainty, weak global 
growth, and a strengthening dollar.  
The same factors have pushed the US 
manufacturing sector into contractionary 
territory, and the weakness may be 
spreading.  Mark Zandi, Chief Economist 
at Moody’s Analytics, reckons that about 
20% of the US economy is already in 
recession.  In addition to manufacturing, 
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Non-Manufacturing Index, which covers 
services.  It is easy to see that the Non-
Manufacturing Index has been tracking 
the Manufacturing Index sharply lower in 
recent months.   It is important to note, 
though, that the Non-Manufacturing 
Index is still above 50, which is the 
dividing line between expansion and 
contraction.  I would also point out that 
the Non-Manufacturing Index never 
fell into contractionary territory during 
the late-2015, early-2016 slump in 
manufacturing.  Will the services sector be 
so resilient this time around?

Without a doubt, the big question mark 
for the economy is whether or not the US 
consumer, one of the most reliable pillars 
of global economic growth, will begin to 
more directly feel the effects of weakness 
in other parts of the domestic and global 
economies.  So far, there hasn’t been much 
evidence supporting this notion.  The 
consumer continues to spend at a solid 
pace thanks to the healthy job market, 
solid income growth, and ready access 
to inexpensive credit.  The sharp decline 
in interest rates in recent months has 
breathed life into the housing market 
following a period during which residential 
fixed investment contracted for six straight 
quarters.  Higher home prices, along with 
a buoyant stock market, have also been 
supportive of consumer spending.  Savings 
rates are quite healthy, and debt service 
ratios, which measure the consumer’s 
ability to make principal and interest 

payments on his debt, are at the best levels 
in decades (due largely to low interest 
rates).  It will be important for these trends 
to continue given the sizeable drags on 
growth from other sectors.    

But while the consumer’s ability to 
continue spending freely is not in doubt 
right now, his willingness to spend may 
be another matter.  Willingness to spend 
will be determined by changes, either real 
or perceived, in the consumer’s financial 
circumstances.  Hiring has slowed a bit 
from the breakneck 2018 pace, though 
some slowing is to be expected with the 
unemployment rate at a 50-year low.  
Wage growth appears to have slowed 
as well, but inflation has declined even 
more, and wage gains are likely to 
continue at a solid pace given the ultra-
low unemployment rate.  Stock-market 
volatility appears to have returned, and 
the constant news coverage of trade wars 
and political upheaval in Washington has 
taken somewhat of a toll on the consumer 
psyche as well.  But at this time, it is hard 
to draw any conclusions from the various 
cross-currents.  Gauges of consumer 
confidence have pulled back a bit in the 
past couple of months, with a particularly 
large drop in consumers’ expectations for 
the future.  These decreases in confidence 
are well short of a crisis, but they warrant 
attention as we move into 2020.  

There is also a lot riding on the trade talks 
with China.  Some are clearly beginning 

to lose faith in the president’s hard-ball 
trade tactics.  Others think this process 
is long overdue and will ultimately be 
additive to our economic growth potential.  
I can understand the arguments on both 
sides.  But if I were a gambling man, which 
I’m not, I would bet that President Trump 
will ultimately come to the conclusion 
that perfect cannot be the enemy of good 
on this issue.  In other words, political 
expediency would argue for a trade deal 
in advance of next year’s elections.  This 
is especially true given that key election 
battleground states are suffering the worst 
effects of the trade war.  A September 30th 
article by Laura Silva Laughlin in The Wall 
Street Journal read, “Regional economic 
indicators suggest that the financial health 
of the Midwest is waning, as trade tariffs 
start to take their toll on sectors from 
farming to manufacturing.”  Of course, 
China knows full well that Trump is in a 
bind politically.  The People’s Republic 
will surely use this to its advantage as the 
trade talks resume.   Oh, and did I mention 
that the Trump administration just 
imposed retaliatory tariffs on the EU and 
that we still don’t have a trade agreement 
in place with Mexico and Canada?

Stocks

A defining characteristic of the 2019 
stock-market rally is that it transpired 
despite steady reductions in earnings 
estimates.  In fact, earnings estimates for 
the S&P 500 have dropped consistently 
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each month for the past year.  We wrote 
about this apparent conundrum in the 
second quarter edition of The Farr View, 
but I feel compelled to revisit the subject 
because it is a hallmark of the current bull 
market and is somewhat unusual.  

From the end of last year until the date of 
this writing, the consensus estimates for 
S&P 500 earnings have dropped 5% and 
6% for 2019 and 2020, respectively.  These 
downward revisions continued a trend 
that began in September of last year.  The 
combination of falling earnings estimates 
and soaring stock prices over the course of 
2019 has resulted in sizeable increases in 
price-to-earnings (P/E) ratios.  In fact, the 
P/E ratios for the S&P 500 have risen over 
three points during the course of 2019.  
Generally speaking, we would expect stock 
prices to rise during periods of upward 
revisions to earnings estimates, and vice 
versa.  So why all the bullishness this time 
as earnings prospects have fallen?

Part of the explanation may simply be 
that stocks had become oversold late last 

within reach.  These updates tend to come 
whenever the markets begin to bend in 
the wrong direction.  There is no way to 
validate the behind-the-scenes progress, 
and in fact on at least one occasion the 
Chinese directly refuted a phone call that 
allegedly took place between diplomats at 
the highest level.  Even so, the trick still 
seems to work, as markets subserviently 
firm up on any and all rose-colored 
updates.  To be sure, a significant amount 
of the market’s daily gyrations can be 
attributed to program trading, which are 
trades triggered by algorithms designed 
to front-run market reactions by picking 
up on words or phrases in speeches, for 
example.  In any case, investors have come 
to anticipate these positive updates, and 
therefore many traders are fearful of being 
caught on the wrong side of the trade.  
We would expect that these Pollyannaish 
updates will, at some point, lose their 
potency in the absence of tangible 
progress at the negotiating table.        

Bonds

The most credible argument for the 
continued strength in stock prices is 
the fact that interest rates are very low.  
Simply put, low interest rates increase the 
investment appeal of stocks.  We agree, 
but the interest-rate argument presents 
another conundrum.  Economists and 
professional investors seem to agree, to 
varying extents, that the rapid decrease 
in interest rates and yield-curve inversion 
we’ve seen this year are not harbingers 
of good things to come.  Rather, these 
bond market developments are suggestive 
of a significant slowing in economic 
growth combined with falling inflation 
expectations.  If this is indeed the case, 
should investors be willing to pay more 
for stocks at a time when the economy, 
and therefore corporate earnings, are set 
to enter a slow patch or even a recession?  

year when the S&P 500 fell 20% from 
the peak in early October through the 
trough on Christmas Eve.  But perhaps 
the more plausible explanation is that 
investors have become emboldened by 
developments on the policy front.  Most 
notably, it became eminently clear early 
in 2019 that the Federal Reserve had 
undergone a policy reversal.  Rather than 
raising interest rates to defend against 
a possible spike in inflation, the Fed 
recognized that the trade wars, weak 
global growth and a lack of inflation 
were cause for more stimulus rather than 
less.  As dovish rhetoric early in the year 
turned into concrete action (Fed interest 
rate cuts), the stock market continued 
moving higher.  

I call the other policy “put” supporting 
stock prices in 2019 the “tweet effect.”  
Though a comprehensive trade agreement 
with the Chinese remains elusive, we have 
received fairly consistent updates from 
high-ranking officials that the sausage-
making is going just fine and a deal is 
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In other words, we need to consider not 
just the level of interest rates but also the 
reason why they are so low.  If we agree 
that the economy is slowing, and that 
slowing is a major reason why interest 
rates have dropped, then we can only draw 
one conclusion from the stock market’s 
continued gains:  investors expect that 
another round of interest rate cuts (fiscal 
stimulus is off the table until after the 
2020 election) will eventually lead to a 
resurgence in economic and corporate 
earnings growth.  Is this a realistic 
assumption?   

In my opinion, it is becoming clearer that 
ultra-low interest rates are no longer 
helping boost economic growth and 
inflation.  Why?  First, the evidence seems 
pretty clear that the cost of money is not 
what’s inhibiting business investment.  
Interest rates have been very low for 
many years and corporate investment has 
remained muted.  Businesses received 
a massive tax cut, and what do they 
do?  They opted to use that windfall for 

share repurchases rather than growth 
investments.  Second, inflation is a global 
phenomenon, and very low interest rates 
have led to a big increase in the global 
economy’s capacity to produce goods 
and services.  This is another way to say 
that low interest rates have supported 
companies that otherwise might not be 
around to produce goods and services.  
When supply surges and demand remains 
subdued, prices fall.  Third, artificially 
low interest rates have robbed savers and 
those living off fixed incomes (retirees) 
of reasonable returns without taking on 
undue risk.  Fourth, continued interest-
rate cuts may, at some point, inhibit bank 
lending as the risks outweigh the rewards.  
Europe is finding this out the hard way.  
And finally, low interest rates have caused 
a dangerous build-up of debt along with 
frothy asset prices, both of which increase 
the likelihood of a future financial crisis.  

It sure seems like central banks are 
doubling down on their same failed 
policies.   But I would also concede that 

the buildup of debt and frothy asset 
prices are making it more and more 
difficult for central bankers to extricate 
themselves from this unending cycle.  
Central bankers have backed themselves 
into a corner.  And there is no longer 
a “zero lower bound”, beyond which 
interest rates cannot fall.  For those of you 
keeping score, there is now $17 trillion in 
negative-yielding debt across the globe.  If 
someone can explain to me how this is a 
healthy sign, I’m all ears.     

All that said, we maintain that investors 
should not be rash and bow to their 
emotions when contemplating the 
gathering risks. The investment 
landscape has been rife with potential 
landmines since the bull market began 
in early 2009.  Those who were spooked 
out (Halloween pun intended) at any 
point since then are likely feeling some 
regret.  As hard as it can be at times, 
long-term investors are often best served 
by drowning out the noise. If we could, 
we would take our own advice.  

This is not to say that playing a little 
defense is a bad game plan. A rudimentary 
analysis of the current bull market 
reveals that the gains have been heavily 
dependent on a handful mega-cap 
stocks, many of which fetch valuations 
that have become very hard to justify. 
At the same time, there are many high-
quality companies that have been 
shunned precisely for their adherence 
to the principles of conservatism and 
management for the long term. The latter 
group seems to make a lot more sense 
right now.  

In my opinion, it is becoming clearer that 
ultra-low interest rates are no longer 
helping boost economic growth and 
inflation.  Why?  First, the evidence seems 
pretty clear that the cost of money is not 
what’s inhibiting business investment.  


