
 

April 24, 2019 
 
 
As of this writing the S&P 500, having traversed an almost perfect V over the past seven months, has just 
stuck its nose above its previous all-time closing high from September 2018. For a variety of reasons, we 
suspect the market is on firmer footing today than late last summer just prior to the sharp correction of 
the fourth quarter. Before turning to what we see as the key question facing the market — Where exactly 
are we in the business cycle? — let us summarize these reasons in order of increasing importance. 
 
First of all, with respect to the internal dynamics of the stock market, just as a rash of exuberance can 
destabilize the market as dumb money rushes in, a bout of panic can, paradoxically, strengthen its un-
derpinnings as weaker hands are flushed out. Moreover, the two main reasons for the doom and gloom 
that pervaded global financial markets last autumn — trade tensions with China and the Fed’s overly 
hawkish stance on monetary policy — have both substantially abated. While there is as yet no compre-
hensive trade agreement with the Chinese, the likelihood of such a deal has gradually increased to the 
point, we suspect, of being nearly entirely priced in. As for the Fed, the market can once again, as we 
detailed in our last letter, count Powell and company as friends rather than fearing them as potential 
foes. 
 
Above all, while the U.S. economy has indeed slowed over the past six months, as the markets began to 
sniff out would happen late last summer, a recession does not appear imminent. The downturn has 
been more severe in Europe and other parts of the world, but to the chagrin of doomsayers proclaiming 
that such weakness would inevitably spread to the U.S., the latter continues to march to the beat of its 
own drum, as it has typically done in the past. In fact, it now appears that growth may have fallen back 
only to the 2.0—2.5% range, not nearly as far as many had feared just a month or two ago. Furthermore, 
very much like how a correction that fails to blossom into a bona fide bear market can often lend a bull 
market a new lease on life, as we noted above, by skimming the froth off the top, a weak patch that falls 
short of a recession can ultimately prolong an economic expansion both by moderating its pace and by 
purifying the system of excesses and dislocations. (Some readers may recognize this relationship as a 
sort of inverse of the famous economist Hyman Minsky’s theory that long periods of prosperity and 
stability inherently breed excess and instability, hence sowing the seeds of their own demise.) In this 
way, the recent slowdown may end up having the seemingly paradoxical effect of pushing off the next 
recession further into the future. 
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That brings us to our central question of just where we are in the current economic cycle. Every pundit 
will tell you how “late-cycle” we are, and we would allow that the greater part of the ongoing expansion 
is almost certainly behind us — but how late in the cycle are we really? 
 
The essential variable, we continue to believe, is the ongoing and near-total absence of any meaningful 
inflationary impulses amid a broader set of economic conditions in which one would typically expect to 
see them building. The cardinal figure cited by those who believe the end of the current cycle is close at 
hand is the headline unemployment rate, which last September hit 3.7%, the lowest in nearly fifty years 
(it currently stands at 3.8%). Such a tight labor market, the thinking goes, must surely mean that wage 
pressure is right around the corner as employers raise wages in competition for scarce workers. And if 
companies are not to submit to narrower profit margins, they must raise prices in tandem with their 
input costs, hence bringing about inflation. Were this causal relationship, known in economic parlance 
as the Phillips curve, operating in reality as predicted in theory, we would indeed be looking at the end 
of the current expansion as the Fed would have to raise interest rates quickly and sharply in order to 
choke off inflation, thereby also stifling the economy. But somewhere in the causal chain there has been 
a breakdown — even with ultra-low unemployment, inflation remains somnambulant. 
 
As we’ve contended numerous times in this space in recent years, we suspect the key issue is with the 
unemployment rate itself: A full ten years into the recovery, the headline figure still likely understates 
the number of potential workers who remain out of work, underemployed, or otherwise less than fully 
employed. The anemic labor force participation rate of just 63% supports this assessment, but even that 
figure does not reflect the historically high proportion of temporary, part-time, and contract workers — 
all technically counted as employed — who would like full-time work if they could get it, not to mention 
the large numbers of people working at jobs well below their levels of education or training. Given the 
presence of such slack, we believe the labor market is not nearly as tight as it appears on the surface; 
this mass of less-than-fully employed individuals represents a potential supply of workers to balance 
demand, thereby keeping the price of labor in check. And such people are not the only competition for 
jobs: More and more, automation is presenting a cost-effective alternative to human labor across a 
range of industries, thereby depressing wages yet further. (The broadly disinflationary impact of new 
technologies remains largely unaccounted for in economic statistics, but it is no less real for being 
poorly understood.) And without upward pressure on wages, inflation remains dormant. In its place, 
disinflation has become firmly embedded in the American psyche. 
 
After clinging somewhat rigidly to the logic of the Phillips curve even in the face of mounting evidence 
in recent years that it is not operating as theory would predict, the Powell Fed finally seems to have fully 
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grasped that inflation is not the paramount concern in today’s economic environment. As a result, bar-
ring a sudden and unexpected change in the global economic regime, we can expect to enjoy an envi-
ronment of low inflation and interest rates for the foreseeable future. Coupled once more with the sort 
of moderate growth of 2%, plus or minus, that characterized the recovery up through 2017, and with the 
S&P 500 trading at around 16.5 times estimated 2019 earnings — not expensive relative to interest rates — 
such a setup remains as bullish as it was a few years ago. 
 
All of that said, when the market is up as much as it is this year, not to mention since the great bottom 
of March 2009 — now more than ten years ago — a healthy measure of circumspection is called for. Real 
risks remain in the picture: Ongoing trade-related tensions with China will continue to be a concern for 
the global economy and financial markets unless and until an agreement is reached, and all the usual 
political uncertainty we’ve grown accustomed to over the past few years remains in play. We can now 
add to the list of risk factors the prospect, not overly likely but not to be ignored, of a hard-left, anti-
corporate Democratic presidential candidate in 2020. (As we take pains to add as a disclaimer every 
time we touch on domestic politics, we are speaking not from our own political views, but rather purely 
from the standpoint of the stock market.) And of course there are always unknown unknowns. So while 
the outlook has brightened once again in the last several months, equity prices are up in step with that 
outlook — and when the market is higher, as we saw last fall, it takes less to knock it off track. Above all, 
we will be watching closely for any signs of exuberance and will almost certainly reduce our exposure to 
the market if and when they appear. It’s a good thing, then, that for the time being this remains the 
most mistrusted economic expansion and bull market in memory — itself a critical bullish indicator. 
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