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On Wednesday, July 10th, the S&P 500 Index, a proxy for domestic stocks, briefly surpassed a major 
milestone when it touched 3,000.00 for the first time in its history.  That Friday, and every trading day 
since, the Index has hugged that historic threshold, but the past two weeks have seen a brief “pause” 
in the rather dramatic, and surprising six-week, +8.5% surge in domestic stock prices that began at the 
market’s most recent inflection point, June 3rd when the S&P 500 Index (green line) closed at 
2,744.45.(1)  Over the same period, the NASDAQ Composite Index (blue line) was up +11.9%, and the 
Dow Jones Industrial Average (purple line) was up +9.5%.  In stark contrast to the equity Index gains, 
the bond markets have essentially been “flat”, with the Bloomberg Barclays U.S. Aggregate Bond 
Index (red line) up just +0.8%.  
 

 
Chart Source: Yahoo Finance 

 
I emphasize the adjective “surprising”, because the surge in stock prices has not been accompanied 
by a lot of “good news” that one would expect or assume would be the catalyst for an advance of this 
magnitude.  Typically, a gain of (approx.) +9% in a six-week period might be accompanied by 
unexpectedly good earnings reports, a rapid expansion in GDP, great geopolitical news, or periods of 
domestic tranquility.  Few of those conditions are evident today.   
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Let’s look at what’s been going on while the markets have been advancing… 
 
Corporate Earnings 
 
Operating Earnings “per Index Share” for the S&P 500 Index constituent companies have been rising 
on a trailing four-quarter basis, though the quarterly earnings “peak” was recorded during the quarter 
ending September 30, 2018.  The chart below shows the trailing four-quarter Operating Earnings per 
Index Share (red line) for the last thirty years (1989 – present) on its left axis, against the Index’ trailing 
four-quarter Price/Earnings Ratio (blue line) on the right axis. The vertical gray line toward the right 
side of the graph separates the actual final data through the 2nd quarter of 2019, from the “consensus 
analysts’ estimates” of the next six quarters of Operating Earnings and the Index’ P/E Ratio.   

 
As I’ve stated many times in the past, America’s Corporate Management and executives are incredibly 
skilled business operators, with an unparalleled record of generating (and growing) earnings delivered 
to shareholders.  This, in a nutshell, is the reason the U.S. economy is the world’s largest, and U.S. 
stocks have been the best place to invest globally, in my lifetime.  The chart above proves this point.  
In 1988, S&P 500 constituent companies delivered just $24.12 of Operating Earnings per Index Share.  
If Q2 2019 Operating Earnings per Index Share come in where Analysts’ “Consensus Estimates” 
project them to finish when all constituents report, trailing four quarters’ Operating Earnings per Index 
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Share will be $153.99.  That’s an increase in earnings of +538.43% over thirty-plus years, an annual 
average increase in earnings of +6.28%.  Before you point out that a dollar of earnings in 1988 bought 
a lot more than a dollar of earnings in 2019 does, I checked, and the total rate of inflation over that 
period was just 116.5%. (2)  If S&P 500 Index constituents’ earnings just kept track with inflation over 
these years, Operating Earnings per Index Share this year would be just $49.93, not the $153.99 we’re 
expecting.  In other words, net of inflation, U.S. Corporate Management has delivered Operating 
Earnings that would have more than tripled an investor’s buying power.   
 
As impressive as those operational results are, the markets have rewarded investors even more 
handsomely in terms of stock prices.  The S&P 500 Index closed on December 31st,1988 at 277.72.  
On June 30th, 2019, the Index closed at 2941.76, a +959.25% increase in prices over those years, or an 
average annualized increase in stock prices of +8.05%.  Simple math tells us that whenever stock 
prices grow faster than the pace of their Earnings, the Price/Earnings (“P/E”) Ratio expands.  The chart 
on the previous page also shows that in 1989, the S&P 500 Index traded at just 11.51 times their 
constituents’ earnings.  Today, they trade at 19.45 times their earnings.  The average P/E Ratio for the 
S&P 500 Index over this thirty year period (horizontal blue line) has been 18.79 times earnings, so the 
argument could be made that current prices are not too much higher (per dollar of earnings) than the 
average. But a closer look at the chart reveals that the P/E Ratio exceeded 20 times earnings for a five-
year period from June 30, 1997 through June 30, 2002, peaking at 29.55 times earnings on December 
31, 2001.  Older investors will remember this period as the “Internet Bubble” that ultimately 
culminated in the “Tech Wreck”.  During that time frame, we were told by the talking heads on TV, 
and the market gurus “justifying” those stratospheric P/E Ratios that, “Earnings no longer matter”, 
and “The Internet changes everything”, which was another version of the “This time is different” trope 
that is always, and inevitably proven wrong.        
 
If you exclude from the data this five-year period when investors collectively lost their minds and 
abandoned all measures of fundamental valuation, the average P/E Ratio during the remaining twenty-
five years has been a more “rational” 17.45 times Operating Earnings.        
 
Stock prices are well above 17.45 times their earnings today, but those who argue that stocks aren’t 
too expensive today, point to the projections for robust growth in future earnings as justification for 
the market’s current level.  As I type this, the “consensus” of Analysts following these 500 publicly 
traded companies is they will deliver $183.04 in four-quarters’ (trailing) Operating Earnings (red line) in 
2020, a +19.59% increase over the earnings delivered March 31, 2019.  That may, or may not, be a 
reasonable expectation to place on corporate management, especially if this economic expansion, the 
longest in U.S. history, ends before the end of next year.  You’ll also note that if management can 
deliver on those expectations between today and the end of 2020, the P/E Ratio (blue line) may 
decline to a much more reasonable P/E Ratio of 16.36 times earnings.  While encouraging, what isn’t 
readily apparent is that a P/E Ratio of 16.36 by end of next year is achieved if those earnings are 
delivered, but also only if the S&P 500 Index value doesn’t rise at all between today and the end of 
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2020, which is far from a reasonable assumption.  In my opinion, stocks are still expensive by historical 
fundamental measures, and will require exceptionally high rates of earnings growth over the next year 
and a half, coupled with tepid or nonexistent growth in stock prices.  Call me “skeptical” that this 
scenario plays itself out.   
 
Inverted Yield Curve 
 
I’ve written repeatedly the past year or so about the “inversion” of the U.S. Treasury Yield Curve.   
 

 
Chart Data Source:  https://www.treasury.gov/resource-center/data-chart-center/interest-rates/Pages/TextView.aspx?data=yield 

 
An “inverted” yield curve is a relatively rare occurrence in the bond markets.  In a “normal” yield 
curve, the bond yields increase, as the bond maturities lengthen.  An “inverted” yield curve occurs 
when the short-term bonds yield more than their longer-dated counterparts.  Yield curve watchers pay 
particular attention to the yields of the 3-month T-Bill, and the 10-year Treasury Bond.  Whenever the 
3-month T-Bill’s yield is greater than the 10-year Treasury Bond’s yield, the yield curve is “officially” 
inverted. On the first day of 2019, the yield curve (green line) had a “belly” in it, but the 3-Month T-Bill 
yield was still (-0.24%) lower than the 10-Year Treasury Bond.  The “belly” got deeper as the year went 
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on.  The first “official” inversion of the yield curve since mid-2007 occurred on March 22nd of this year, 
when the 3-Month T-Bill’s yield exceeded the 10-Year Treasury’s by +0.02%.  The inversion deepened 
over the following months, and on July 3, 2019 (blue line), the inversion increased to +0.25%.  Last 
Friday (red line), with the market expecting the Fed to lower the Fed Funds Rate at the end of this 
month, short-term rates have declined, and the “inversion” remains, but has moderated somewhat, 
with the 3-month T-Bill Rate finishing the day at +2.06%, just 1 basis point (+0.01%) higher than the 
10-Year Treasury Bond yield of +2.05%. (3)  
 
Why is an inverted yield curve a concern? Because as the chart below shows, each of the past seven 
U.S. economic recessions (grey shaded areas) were preceded by an inversion of the yield curve.  The 
period between the initial inversion of the curve, and the time to recession has ranged from 7 months 
to 19 months, with the average at 14 months.  If history proves prescient, the U.S. might find itself in 
recession in the 3rd or 4th quarter of 2020.   
 

 
Chart Source: JP Morgan Asset Management Guide to the Markets June 30, 2019 
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Continued Robust GDP Expansion? 
 
For eight consecutive calendar quarters, the U.S economy has expanded at an annualized rate greater 
than +2%, with several (Q2 & Q3 2018, and Q1 2019) reaching or exceeding +3%.   

 
 
The capital markets have cheered this robust rate of growth, especially as it has been occurring during 
a global economic slowdown, and in many cases, outright recessions in certain countries in Europe 
and Asia.  However, the consensus estimates of “Blue Chip” economists’ for Q2 2019 GDP growth 
rate (which will be announced by the U.S. Department of Commerce’s Bureau of Economic Analysis on 
July 26th) are dramatically lower than the +3.1% growth we celebrated in Q1 2019.   
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The chart below shows that consensus estimates for Q2 GDP Growth range from as high as +2.3%, to 
as low as +1.2%, with a mid-point of just +1.8%.  The Atlanta Federal Reserve Bank, which provides a 
weekly projection (“GDPNow”) of the next GDP report is even less optimistic, currently estimating the 
economy expanded at a meager +1.6% growth rate last quarter.  That’s a big decrease in the rate of 
growth we’ve enjoyed the past two years, and if correct, concerns over a recession next year will be 
validated, and the capital markets will not respond well.   
 

 
Chart Source: Atlanta Fed GDPNow July 17, 2019 

 
Geopolitical Turmoil? 
 
As this is written, tensions in the Strait of Hormuz are extremely high, with U.S. and Iranian militaries 
having shot down each other’s’ unmanned drones in the area. On July 4th, the British Navy confiscated 
an Iranian vessel accused of illegally delivering oil to Syria, in contravention of U.N. Sanctions.  On July 
19th, Iran’s Islamic Revolutionary Guard Corps retaliated by seizing a British oil tanker in the Strait.  The 
Iranian economy is in freefall as a result of the oil sanctions, declining (-4.9%) in fiscal year 2018-2019, 
the second consecutive year of economic decline. (4) Their country’s Unemployment Rate in the 1st 
Quarter of the year reached 12.2%, with 27% of young Iranians, and 40% of university graduates out of 
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work.  The World Bank forecasts a (-3.7%) decline in GDP next year, and a whopping 31.2% inflation 
rate! (5)  As one would expect, the Iranian regime is dealing with widespread civil unrest, and is 
desperate for relief from sanctions, something the U.S., and much of the U.N. Security Council is 
vehemently opposed to. In response to threats of Iranian disruption of maritime transit through the 
Strait, through which 30% of the world’s oil flows, the U.S military announced its deployment of the 
USS Abraham Lincoln Carrier Strike Group to the Persian Gulf, where it can quickly respond to 
provocations in the Strait. The Pentagon has also announced it is moving U.S. Troops, fighter jets, and 
its Patriot missile system to the Prince Sultan Air Base in Saudi Arabia, reestablishing a military base it 
deserted 15 years ago. This doesn’t look like it’s going to end well, and while few believe the Iranians 
could prevail in any direct military conflict with the U.S., a shooting war with Iran, regardless its 
duration or intensity, will be unfavorably viewed by the U.S. capital markets. 
 
Unless you’ve been on an extended vacation, you are probably also aware that we’ve entered a 
“Trade War” with China, one of our largest trading partners, and a major source of supply for U.S. 
companies and consumer goods.  This dispute isn’t just about trade imbalances.  It includes 
accusations of intellectual property theft, forced technology transfers, and cyber-attacks on U.S. 
interests.  China’s President Xi Jinping doesn’t stand for election anytime soon, and he is effectively 
“President for Life”.  While he is vocal in his disdain for the tariffs on $250 Billion of Chinese exports to 
the U.S. President Trump has already applied, he appears unwilling to negotiate on trade policies, 
presumably hoping to “wait out” the Trump Presidency, hoping he loses re-election next year.  
President Trump has threatened to place tariffs on another $325 Billion in Chinese imports. (6)  Tariffs 
on imports are a “tax” of sorts, and are rarely an effective economic tool, though they can serve a 
political end.  While this is being worked out, the disruption in trade, and in U.S. supply chains, will 
have a negative impact on the global economy. 
 
The U.S. also has ongoing conflicts with Russia, specifically in Ukraine and Syria that concern the 
capital markets, and recent growth in European populism (i.e. “Brexit”, the Yellow Jacket protests in 
France, and populist political victories in Italy, Poland, Hungary and Greece) has also upset capital 
markets. 
 
The list of geopolitical strife goes on, and each conflict brings uncertainty with it.  Uncertainty is 
anathema to capital markets and has led the U.S. capital markets to be extremely “headline driven” in 
recent months and years.  Those of us involved in them every day are sincerely shocked by how much 
“weight” overnight news unrelated to finance has on them each market day.    
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Domestic Tranquility? 
 

 On his way to pay respects to late justice, Trump hurls insults at 'The Squad' 
 

Mueller report shows evidence Trump committed crimes, House Judiciary chairman 
says 
Rashida Tlaib: 'I'm not going nowhere, not until I impeach this President' 
Puerto Rico protesters flood streets demanding governor resign 

 
‘The Hate Is Real’: Black Georgia Lawmaker Says She Was 
Berated at Supermarket 
Protest Decries Plan to Detain Migrant Kids at Oklahoma Base 
 

Pete Buttigieg: white supremacy could be the 
end of America 
 
These were but a few of the factious headlines I found this morning as I turned on my devices.  I have 
never seen America more divided than it is today, and regardless your political perspectives, its likely 
you feel the same way.  The media stokes division and highlights strife, and social media exponentially 
compounds the dissention.  Every day, we wake up to news of protests and counter-rallies, pundits 
and politicians raising tensions, the “left” versus the “right”, and vice-versa, making it difficult for 
investors to take the long view on asset allocation.  The country we all profess to love can’t continue to 
withstand the “politicization” of every aspect of life, and that includes the capital markets.   
 
So, Why Are the Markets Up?  
 
If economic growth is slowing, the yield curve is inverted, geopolitical tensions are rising, and the 
country’s internal divisions are worsening each day, how has the stock market managed the advance 
we’ve seen in the first half of 2019? 
 
Simple.  The Federal Reserve Bank (the “Fed”) has reversed course.  Since December 2015, the Fed 
has been slowly, but steadily removing monetary accommodation.  After keeping the Fed Funds Rate, 
the “base rate” upon which all interest rates are set, effectively at zero for seven years, the Fed has 
taken advantage of the U.S.’ strong economic growth, by beginning to “normalize” rates, raising the 
Fed Funds Rate nine times since 2015, to its current rate of +2.50%.  They’ve also allowed almost 
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$700 billion to roll off its historically bloated balance sheet, a process that removes liquidity in the 
bond markets. (7) 
 
The President has repeatedly slammed the Fed and its Chairman, Jerome Powell for these rate hikes, 
and in late May, increasing speculation that the Fed might halt these rate hikes became the focus of 
capital market participants.  Chairman Powell has recently reaffirmed that the Fed is concerned about 
economic weakness and has said it will act as “appropriate” to sustain the economic recovery.  Earlier 
this month, Powell told Congress in prepared remarks that their outlook on the economy has not 
improved, adding “Crosscurrents have reemerged”, and investments had slowed “notably” from 
trade tensions and the global slowdown.  Powell’s comments were cheered by the capital markets, as 
they believe that he has fully endorsed the likelihood of a rate cut later this month, an impression 
Powell has done nothing to disabuse.   
 
The late great investor, Marty Zweig, in his bestselling book published in 1986, “Winning on Wall 
Street”, writes “indeed, the monetary climate – primarily the trend in interest rates and Federal 
Reserve policy – is the dominant factor in determining the stock market’s major direction.”  He is 
credited as being the first to advise, “Don’t Fight the Fed”, and investors who have heeded that 
warning in the decades that have followed have been well rewarded in recent years.       
 
As an investor with over thirty-five years of experience in allocating clients’ assets, I would much prefer 
a market where fundamentals, i.e. earnings, growth of earnings, a strong economy, and increasing 
global trade, would be the focus of market participants.  Unfortunately, we are invested in a very 
“headline-driven” market, where news overwhelms market fundamentals, and where the most 
important person in the world is no longer the American President, but an unelected economist 
named Jerome Powell.  Heeding Zweig’s admonishment, “Don’t Fight the Fed” has never been more 
important than it is today. 
 
We remain tactically defensive with our clients’ assets.  Our money managers apply varying defenses 
to their allocations, ready to raise cash should their disciplines deem it appropriate, while remaining 
invested should this advance continue in the second half of 2019.  As always, we are prepared to 
discuss our allocations and managers with clients, and we welcome your comments and questions. 
 

Stay tuned… 
 

 
Jay R. Penney CFP ®, CFA ®, AIF ®  
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Chief Investment Strategist   
Ashton Thomas Private Wealth, LLC 
 
 
 

(1) S&P 500 Index Data Source: https://finance.yahoo.com/quote/%5EGSPC/history?p=%5EGSPC 
(2) https://www.usinflationcalculator.com/ 
(3) https://www.treasury.gov/resource-center/data-chart-center/interest-rates/Pages/TextView.aspx?data=yieldYear&year=2019 
(4) https://en.radiofarda.com/a/iran-reports-a-huge-drop-in-gdp-as-sanctions-halt-oil-exports/30005248.html 
(5) https://en.radiofarda.com/a/iran-official-figures-alarming-unemployment-2019/29698225.html 
(6) https://www.china-briefing.com/news/the-us-china-trade-war-a-timeline/ 
(7) https://www.federalreserve.gov/monetarypolicy/bst_recenttrends.htm 
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