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Dear Investors: 

 

We believe there is an opportunity to capitalize on a material downturn in the business cycle based on the 

ŎƻƳǇƻǎƛǘŜ ƻŦ ǘƛƳƛƴƎ ŀƴŘ ƛƳōŀƭŀƴŎŜ ƛƴŘƛŎŀǘƻǊǎ ƛƴ /ǊŜǎŎŀǘΩǎ 16-factor macro model. 

 

US Equity Markets 

The downturn could be particularly brutal for US stocks because we are record late in a fading economic 

expansion and at historical high valuations relative to underlying fundamentals across a broad composite of 

eight measures that we follow at Crescat. 
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We hear two opposing arguments from bulls today: 1. P/E ratios are reasonable; and 2. Valuations remain 

ŀǘǘǊŀŎǘƛǾŜ ǊŜƭŀǘƛǾŜ ǘƻ ƛƴǘŜǊŜǎǘ ǊŀǘŜǎΦ [ŜǘΩǎ ŀŘŘǊŜǎǎ ǘƘŜƳ ōƻǘƘΦ CƛǊǎǘ ƻŦŦΣ tκ9ǎ ƻŦǘŜƴ ŀǇǇŜŀǊ ǊŜŀǎƻƴŀōƭŜ ŀǘ ōǳǎƛƴŜǎǎ 

ŎȅŎƭŜ ǇŜŀƪǎ ōŜŎŀǳǎŜ ǘƘŀǘΩǎ ǿƘŜƴ ŜŀǊnings are their strongest. For instance, back in mid-1929, prior to the stock 

market crash and Great Depression, S&P 500 real earnings per share (on a GAAP standard) had been growing at 

a unsustainably high 20% year-over-year rate, almost as high as the fleeting 21% growth we just had in 2018. 

Similarly, profit margins are cyclical. They top out at the peak of an expansion, making P/Es appear artificially 

low. US corporate profit margins in 2018 were the highest they have been since 1929. P/Es are always a 

potential value trap at the peak of a cycle. But today, P/Es are not even that cheap. Going all the way back to 

1871, today we would have potentially the second highest P/E ratio ever for the S&P 500 at a market top prior 

to a recession, worse than 1929 and the housing bubble.  
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¢ŀŎƪƭƛƴƎ ǘƘŜ ǎŜŎƻƴŘ ōǳƭƭ ŀǊƎǳƳŜƴǘ ǘƘŀǘ ƭƻǿ ƛƴǘŜǊŜǎǘ ǊŀǘŜǎ ƧǳǎǘƛŦȅ ǘƻŘŀȅΩǎ ƘƛƎƘ ǾŀƭǳŀǘƛƻƴǎΣ ǘƘŜ Ŧƭŀǿ ƛƴ ǘƘƛǎ ǘƘƛƴƪƛƴƎ 

is just as pronounced. The reality is that stocks have never been this expensive for how low the 10-year Treasury 

ȅƛŜƭŘ ƛǎ ǘƻŘŀȅΦ LǘΩǎ ǘǊǳŜ ǘƘŀǘ ŀƭƭ ŜƭǎŜ ŜǉǳŀƭΣ ƭƻǿ ƛƴǘŜǊŜǎǘ ǊŀǘŜǎ ƧǳǎǘƛŦȅ ƘƛƎƘŜǊ ǾŀƭǳŀǘƛƻƴǎΦ 9ƳǇƛǊƛŎŀƭƭȅΣ ƘƻǿŜǾŜǊΣ ǘƘŜ 

ƭƻǿŜǎǘ ǊŀǘŜǎ ƘŀǾŜƴΩǘ ŎƻǊǊŜǎǇƻƴŘŜŘ ǘƻ ǘƘŜ ƘƛƎƘŜǎǘ tκ9 ǎǘƻŎƪ ƳŀǊƪŜǘǎ ƘƛǎǘƻǊƛŎŀƭƭȅΦ The reason is that extremely 

depressed yields often signal fundamental problems in an economy. Such issues include high leverage and weak 

growth prospects, factors that need to be incƻǊǇƻǊŀǘŜŘ ƛƴǘƻ ƻƴŜΩǎ discounted cash flow valuation model. 

 

While many US equity indices have marginally broken out to new highs recently, they have done so in the face of 

weakening market internals. Equity indices are being propped up by a narrowing group of leaders. The 

deteriorating breadth is most evident in the NASDAQ Composite, home to ǘƻŘŀȅΩǎ leading growth stocks. While 

the overall index has reached record levels, the number of declining stocks has significantly outpaced the 

number of advancing stocks since last September. The collapsing internals point to an exhausted bull market.  
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Stocks are also rising in defiance of extremely low volume. On July 16th, the SPDR S&P 500 ETF (SPY) had its 

lowest daily volume in almost 2 years. In a 15-daily average terms, volume is now as low as it was at the peak of 

the housing bubble and prior to the last two selloffs in 2018. Unusual calmness and breadth deterioration are 

not a good set up for record overvalued stocks. 
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The following chart is yet another illustration of how this recent rally in equities is running on empty, and again 

lacking substance. On July 15th, the S&P 500 reached record levels, but only three sectors were at all-time highs. 

Market breadth today is faltering just as much as it did ahead of the last two recessions. In 2015, this was also 

ǘƘŜ ŎŀǎŜΣ ōǳǘ ōŀŎƪ ǘƘŜƴ ƻƴƭȅ нл҈ ƻŦ ǘƘŜ ȅƛŜƭŘ ŎǳǊǾŜ ǿŀǎ ƛƴǾŜǊǘŜŘΦ bƻǿ ƛǘΩǎ ŎƭƻǎŜ ǘƻ сл҈Η 
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As we previously said, the unemployment rate has been one the most reliable contrarian indicators throughout 

history. It reaches a cyclical low prior to every recession since the 1970s. The year-over-year change, however, is 

what tends to confirm the turning points in the economy. Most of the times this rate shifted to positive, a 

market downturn followed. In this business cycle, the YoY change likely bottomed in late 2014 and it has been 

flirting with the positive camp since then. However, other labor market indicators are already showing signs of 

weakening economic conditions. The Conference Board's Jobs Hard to Get Index is one of them. It has recently 

spiked and is yet another classic late-cycle development in the economy.  
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Consumer surveys are also critical to identify the stage of the economy ǿŜ ŀǊŜ ƛƴ ǘƻŘŀȅΦ LǘΩǎ ŀƴƻǘƘŜǊ ƎǊŜŀǘ 

contrarian indicator as strong consumer conŦƛŘŜƴŎŜ Ƙŀǎ ŀƴ ǳƴŎŀƴƴȅ ǊŜƭŀǘƛƻƴǎƘƛǇ ǿƛǘƘ ƳŀǊƪŜǘ ǘƻǇǎΦ ²ŜΩǾŜ ƴƻǘŜŘ 

this before, but since the 1960s, every time the Conference Board index surpassed the 135 level, it coincided 

with the peak of the economic cycle. The same source also reports two components of this survey that 

ŘƛŦŦŜǊŜƴǘƛŀǘŜ ōŜǘǿŜŜƴ ŎƻƴǎǳƳŜǊΩǎ present situation and future expectations. As John Hussman originally pointed 

out, the spread between these two sub-ƛƴŘƛŎŜǎ ǘŜƴŘǎ ǘƻ ǊŜŀŎƘ ŀƴ ŜȄǘǊŜƳŜ ǇǊƛƻǊ ǘƻ ŀ ǊŜŎŜǎǎƛƻƴΦ ¢ƘŀǘΩǎ ǳǎǳŀƭƭȅ 

caused by consuƳŜǊǎΩ ŦǳǘǳǊŜ ŜȄǇŜŎǘŀǘƛƻƴǎ ǎǘŀǊǘƛƴƎ ǘƻ Ŧŀƭƭ ŦƛǊǎǘΦ The University of Michigan also publishes a survey 

on consumer sentiment. That compared with the Conference Board index forms another important indicator. All 

previous declines from cyclical highs in the spread between these two indices led to recessions. This time, the 

spread is plunging after reaching record levels.  

 

/ǊŜǎŎŀǘΩǎ Ǌƻōǳǎǘ ŎŀƭŎǳƭŀǘƛƻƴ ƻŦ ǇŜǊŎŜƴǘŀƎŜ ƻŦ ƛƴǾŜǊǎƛƻƴǎ ƛƴ ǘƘŜ ¦{ ȅƛŜƭŘ ŎǳǊǾŜ ǊŜƳŀƛƴǎ ŀǘ ǊŜŎŜǎǎƛƻƴ-signaling 

levels. Over 55% of all 44 spreads are now inverted, being just as much as it was at the peak of the tech and 

housing bubbles. Nevertheless, another important development in credit markets occurred in the first week of 

July. As show below, the US 30-year yield dropped below the upper bound of the federal funds rate (FFR) for the 

ŦƛǊǎǘ ǘƛƳŜ ǎƛƴŎŜ ǘƘŜ Ǝƭƻōŀƭ ŦƛƴŀƴŎƛŀƭ ŎǊƛǎƛǎΦ LǘΩǎ ƻƴŜ ƳƻǊŜ ōŜŀǊƛǎƘ ǎƛƎƴŀƭ ǘƘŀǘ ŀŘŘǎ ǘƻ /ǊŜǎŎŀǘΩǎ ŦƛǊŜ ƘƻǎŜ ƻŦ ŎȅŎƭŜ-

ending macro data. The same warning occurred ahead of the GFC, tech bust, Asian crisis, S&L cǊƛǎƛǎΣ ŀƴŘ мфулΩǎ 

double dip recessions. The only false signal was in 1986, but one could argue that it did ultimately lead to the 

1987 crash. Above all, as of July 2nd, we had the entire US Treasury curve below the Fed overnight rate. Perhaps 

the bond market is trying to tell us something. 
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Cracks in the market are spreading and it could be pointing to a market meltdown. Copper, for instance, is now 

diverging from the S&P 500 by over 35% since September of 2017. Last time this separation reached similar 

extremes was at the September 2018 market peak. Dr. Copper is reputed to have a Ph.D. in economics because 

of its ability to help predict turning points in the global economy. Because of copper's widespread applications 

τ from homes and factories to electronics and power generation and transmission τ strengthening or 

weakening demand for the red metal can be a leading indicator for the economy at large. The decline of the 

industrial metal itself ŘƻŜǎƴΩǘ ƴŜŎŜǎǎŀǊƛƭȅ ǘŜƭƭ ǳǎ ŜƴƻǳƎƘ ǘƻ Ŏŀƭƭ for a downturn in the economic cycle. However, 

its deterioration versus other risk assets in combination with a litany of macro indicators adds conviction to our 

overall bearish thesis. 
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The US is the only equity market in the world to make new highs recently in US dollar terms. Every other G-20 

index already peaked a long time ago, a troubling divergence. We believe the US stock market is likely to be the 

one to catch up to the downside.  
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The US market is fundamentally and technically overvalued to an extreme. But, how much should we expect it 

to be down in a coming bear market? Just to get to mean historical valuations, it could be a 50% plunge. The 

problem is, a 50% decline would equate to the highest ever valuation at the depth of a bear market and 

recession in the US, so it could be a best-case scenario. That is how over-valued the US equity market is today! 

The downside in the market today is perhaps easiest to visualize in a logged version of the longest running US 

stock index, the Dow Jones Industrial Average.   
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Conventional wisdom is that the first Fed rate cut is bullish, but this was not true with the last two business 

cycles as we clearly show in the chart below. It will likely not be true in this one either because we are record 

late into the expansion at historic high valuations. LǘΩǎ ǘǊǳŜ ǘƘŀǘ ŀƭƭ ŜƭǎŜ ŜǉǳŀƭΣ ƳƻƴŜǘŀǊȅ ŜŀǎƛƴƎ ƛǎ ŦǳƴŘŀƳŜƴǘŀƭƭȅ 

bullish for stocks and the economy, while tightening is bearish. The problem is that central bank policy works 

with a lag. The delayed reaction to Fed interest rate policy is why our macro model uses the 24-month trailing 

rate-of-change in the federal funds rate as one of our factors to forecast the economy and the stock market. 

The interest rate hikes and quantitative tightening of the last three years, are the substantial bearish macro 

drivers that have only now started to transmit into economic weakening in the US. Meanwhile, the Fed has also 

just acknowledged the deterioration in the overall global economy. We think the truth of the economic 

weakening matters more than the hope from imminent Fed easing. Only at the depths of the recession, when 

everyone else is panicking and dumping stocks that are already down substantially, should we get excited about 

Fed easing transmitting to a new bull market.  
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¢ƘŜ CŜŘΩǎ ǇƻƭƛŎŜǎ of near-zero interest rates and quantitative easing since the global financial crisis have created 

enormous asset bubbles in stocks and corporate credit. InvestorsΩ speculative behavior is a natural reaction to 

cheap money and has played an integral role in inflating these bubbles. Just as asset prices rise in a positive 

feedback loop of easy credit, investor speculative behavior, consumer and business spending, so they decline in 

the opposite self-reinforcing fashion: credit defaults, credit tightness, investor risk aversion, and business and 

consumer retrenchment. Such is the natural ebb and flow of the business cycle.  

The property market in the US is also richly valued, in our view, though home prices are not as frothy relative to 

income and household debt as they were in the housing bubble. The big housing bubbles in the world today by 

these measures are in China, Hong Kong, Canada, and Australia.  

.ŜŎŀǳǎŜ ǘƘŜ ¦{ ŘƻƭƭŀǊ ƛǎ ǘƘŜ ƭŀǊƎŜǎǘ Ŧƛŀǘ ǊŜǎŜǊǾŜ ŎǳǊǊŜƴŎȅΣ ǘƘŜ CŜŘΩǎ Ǉŀǎǘ accommodative policies have allowed 

other countries to pursue their own easy money schemes and accumulate record levels of debt. Across the 

globe, these levels are higher on average than they were prior to all major credit busts of the last 30 years. 


