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Preparing for the Top - Part I 
Thus far in 2018, both headwinds and tailwinds have buffeted the financial markets, 
yet at this point the overall trend remains up. But, big concerns appear to be headed 
our way in the 2019-2020 time frame. This currently ranks as the second longest 
business expansion since WWII, only exceeded by the 1990-2000 dot-com boom. 

Economic pluses include jobs, jobs, and more jobs, with unemployment falling to a 
multiyear low in May at 3.8%, pacing ahead of the Fed’s projections. Unemploy-
ment could fall all the way to the Fed’s year-end 2019 target of 3.5% by the end of 
2018! The economy is definitely expanding! Estimates for economic growth (GDP) 
for the 2nd quarter 2018 range from 3.5% GDP growth from the New York Fed to 
4.5% GDP growth from the Atlanta Fed.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Yet all is far from perfect. Trade wars and threats seem to batter the stock market 
every few days. President Trump appears resolute in his determination to renegoti-
ate trade deals to be more favorable for American companies and workers.  Thus, 
trade issues have become a potential headwind for the stock market, keeping both 
media and investors on the edge of their seats.  

 

 

Job openings are being created faster than they can be filled, leading to la-
bor shortages almost everywhere.  
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As any investor knows, all recoveries are eventually followed by recessions, and all bull markets are 
followed by bears. An old Wall Street saying goes – “trees don’t grow to the sky.” 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The current question is: Could this expansion exceed the 1990’s expansion, thereby becoming the long-
est expansion ever, or will the inevitable force of gravity soon take its toll?  

Let’s take a look at both positives and negatives for this current expansion and bull market, to get some 
clarity concerning how much longer it might last, as we Prepare for the Top.  

  

This chart shows the U.S. Index of Leading Economic Indicators.  As you can see the index has only 
experienced one false recession signal, successfully predicting the economy’s direction since the late 
1960’s. The index typically peaks six months or more before the economy peaks and recession sets 
in, and rises before economic recoveries.  

Of note is that this indicator, while still positive (above 0 axis) may be topping.  
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Small Business Explosion 

Positives currently abound in the economy, with accelerating GDP growth and a jobless rate so low 
that labor shortages are appearing at almost every level of the economy.  

Small business optimism has exploded, as the combination of tax reform and Trump’s massive dereg-
ulatory campaign have small business owners in their most optimistic frame of mind since the 
Reagan Administration. (Small businesses are typically responsible for between 60-80% of job crea-
tion.) 

 

 

 

 

 

 

 

 

 

 

 

 

 

Larger businesses have been expanding as well. Altering the corporate tax code has the potential to 
be a true game changer long term. Immediate expensing of write-offs for capital expenditures versus 
depreciating equipment over many years creates huge potential benefits, encouraging quicker deci-
sions and potentially immediate bottom line results. The lowered corporate tax rate and repatriation 
of U.S. companies cash overseas swings the balance back in favor of U.S. multinationals expanding 
inside the U.S, not overseas. 

Interest rates, while rising, remain at low levels not seen in decades. The real estate market has large-
ly recovered from the 2008 crash, and stocks remain at or near all-time highs. So, as Mad Magazine’s 
Alfred E. Neuman was fond of saying, “What, me worry?” 

Yet worry we must if we intend to capitalize on the bull and avoid riding through another major bear 
market. The sky may be clear overhead, but storm clouds are on the horizon.  

To get a good read on this, we must look further ahead – to 2019 and 2020, starting with inflation. 
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Inflationary Spiral Starting? 

Record low unemployment is great news! However, the 
negative side effect is that true labor shortages are showing 
up almost everywhere. The table to the right shows that all 
major sectors of the economy (except for information/
technology) are experiencing shortages of qualified labor. 
The end result is rising labor costs (wages and benefits) as 
employers are forced to compete against one another to 
hire new workers. 

Historically, inflation lags economic growth by approxi-
mately 18 months. Thus, if what appears to be the latest 
surge of economic growth manifests in the 2nd quarter of 
2018 as expected, even more inflationary pressure will 
likely hit the economy in late 2019, on top of already ac-
celerating wages and salaries. (Note: Historically the aver-
age corporation spends approximately 70% of its budget on 
wages and benefits – typically its single largest cost.)  

Higher inflation is in the forecast over the next 12-18 
months, which is historically what has forced the Fed-
eral Reserve to raise interest rates to levels which 
eventually create a recession, thus ending the recov-
ery. 

  

Underlying economic growth tends to lead inflations 
by about 18 months or so – leading us to conclude that 
inflation appears to be preparing for a major accelera-
tion in 2019-2020.  
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Fed Tightening 

The table to the right shows previous episodes of Fed tighten-
ings. As you can see, in nine of the previous eleven episodes 
since 1950, rising rates preceded a recession.  We are in the 
12th cycle now.  

At risk of being a killjoy, let me point out that in the two lone 
instances when the Fed was able to raise rates without creat-
ing recession, we were early in the cycle, not where we are 
currently, at the tail end of the 2nd longest expansion. Thus, in 
those instances the economy still had lots of slack to absorb 
interest rate increases without tipping into recession. This 
cycle is different from those two instances, in that wages and 
labor shortages are already spreading and pushing inflation 
higher, thus giving the Fed little wiggle room. The old analo-
gy that “the party is going great until the Fed takes the punch 
bowl away,” appears to be taking place.  

The Fed has recently announced two more rate hikes for 
2018, for a total of four this year versus previous announce-
ments of three rate hikes for 2018.  Thus they are accelerat-
ing the speed of their rate hikes, with likely even more inflationary pressure ahead in 2019. Other 
than the two previously mentioned tightening cycles in 1963 and 1994, all other rate hike cycles have 
ended with recession and a bear market for stocks. My guess is that this 12th cycle will end that way 
as well.  

Truly Unprecedented 

In addition to hiking rates 
another four or five times in 
the next 12-18 months, this 
Fed is about to do some-
thing truly unprecedented!  

To the right you see the 
Fed’s balance sheet.  To 
fight the Great Recession 
beginning late 2008 and pre-
vent another Great Depres-
sion, Ben Bernanke 
launched a bold initiative of 
pouring massive liquidity 
into the system. In four dis-
tinct waves, the Fed en-
gaged in what is referred to 
as Quantitative Easing (QE), 
which essentially amounted 
to the Fed buying some $4.5 trillion or so in U.S. government debt obligations and mortgage backed 
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securities – all designed to re-liquefy the economy, to stop the credit hemorrhaging in the banking 
system and to re-inflate both the economy and the markets.  

They definitely succeeded in re-inflating the system, which without major intervention may well 
have headed deep six. 

At this point the 
banking system ap-
pears to have pretty 
well healed, stocks 
are now at or near all
-time highs, and real 
estate has largely 
recovered. The Fed, 
in my opinion, suc-
ceeded in its goal. 
Unfortunately now, 
the Fed governors 
have unbelievably 
decided to undo 
much of this – by 
selling off (or allow-
ing to mature) al-
most their entire 
balance sheet over 
the next three to 
four years.  

This will prove, in my opinion, to be a major mistake. At last count, the world’s monetary reserves 
were estimated at some $24 trillion. Europe’s central bank (ECB) has just announced it will stop its 
asset buying program (QE) before year end 2018, thus removing a major source of liquidity from the 
world’s financial markets. The Fed selling (or letting mature) some 10% +/- of the equivalent of the 
entire world’s monetary base, I believe will cause a major liquidity crunch, starting in 2019 or so.   
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Fed’s Playbook – (Typical Late Cycle) 

 

 

 

 

 

 

 

 

 

 

If you have lived through at least one business cycle, this should all sound familiar. 

Yet on top of the “normal” forces which ultimately cause recession and bear markets, this Fed is de-
termined to unwind the largest expansion of the monetary base in American history! Jumpin’ Jehosh-
aphat! While I’m normally not one to use extreme statements, in my opinion this one takes the 
cake! Virtually all stock market participants have widely credited the Fed’s QE program with suc-
cessfully re-inflating both the economy and stock market. Yet somehow, now everyone seems to 
think deflating the balloon will cause NO PROBLEMS?? I don’t think so! 

This could end up being one of the largest policy mistakes in history. Likely what will ultimately 
happen is that economic weakness, a recession and/or a bear market for stocks will force the Fed to 
reassess its plans (probably by late 2020), but not likely before creating a recession or crisis and 
probably a major bear market.  

 

Two things to remember:  

 

#1 Don’t Fight the Fed – The Fed’s tightening of the money supply and raising interest rates creates 
a major headwind against stocks.  

#2 Liquidity Trumps Economic Momentum – Long term structural changes to the U.S. economy 
(tax reform, reduced regulations, etc.) are awesome in my view, and could pay dividends literally for 
decades. Yet at the end of the day liquidity (or lack thereof) almost certainly TRUMPS economic 
momentum in terms of the current business cycle. Economies need funding like fuel for a locomo-
tive. The Fed removing $2.5 trillion+/- in liquidity over the next two years will almost certainly 
cause big problems, in my opinion.  

  

Step 1 – Economic growth matures as the business expansion gets long of tooth. 

Step 2 - Inflation and wages accelerate. 

Step 3 – The Fed raises rates, typically too high for too long. 

Step 4 – The economy reaches its growth apex, then rolls over as rate hikes start 
to bite economic growth.  

Step 5 – Recession takes hold, then negative economic forces pick up momen-
tum. Eventually the Fed relents and changes direction by lowering interest rates 
and pumping the money supply back up, but not until considerable damage has 
been done to both the economy and stock market.  
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Trade Wars 

Probably the biggest single headwind for the 
stock market right now is the trade wars. 

While I agree with President Trump’s long 
term goal of rebalancing trade agreements, 
so as to not put our own industries or compa-
nies at a significant disadvantage – in the 
short run it is very upsetting for the financial 
markets.  

International trade may have very little short 
term impact upon Main Street, but has an 
enormous impact upon Wall Street, as the 
S&P 500 and DJIA are heavily populated 
with companies where international trade can 
amount to as much as 50% or more of their 
annual sales. If trade wars continue to esca-
late, in the short run this will hurt a lot of our 
domestic companies and the very workers 
Trump is trying to protect.  

Evidence of trade war escalations taking a 
bite out of the U.S economy are shown in the 
next chart, which depicts U.S. companies 
capital expansion plans (CAPEX).  

 

Things had just taken off after Trump’s 
election and his pro-business agenda. 
Deregulation started, then came tax re-
form, which initially had corporations 
giddy. But as soon as the trade war start-
ed, corporate enthusiasm came to a 
screeching halt.  

Capital expansion plans (CAPEX), 
which were headed straight up earlier in 
2018, have now topped and are headed 
back down as CEO’s and corporate 
boards pull in their horns due to the trade 
war uncertainty. 

While in the long run I agree with 
Trump reworking our trade deals, in the 
short run this is definitely a negative.  

  

As you can see from the chart, tariffs are nowhere near what they 
were in the 1930’s when the infamous Smoot-Hawley Act 
passed. Smoot-Hawley was widely vilified as a major contrib-
uting factor to start the Great Depression.  

China, parts of Europe and other countries typically charge much 
higher tariffs on many U.S. goods which are sold in their coun-
try, than we charge for their products being sold in the U.S. 
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Global Pressures 

Outside of the U.S., pretty much every other 
major economic region has turned down. To 
the right you see the Purchasing Manufacturing 
Index (PMI) for the UK, Euro Area and Japan.  
All have rolled over.  

In addition the Leading Indicators of these are-
as are all pointed down. 

Great Britain faces potentially serious ramifications 
from Brexit in March 2019, which undoubtedly cre-
ates a lot turmoil. Also, the threat of a Euro break 
up is again rising, most recently due to Italy’s prob-
lems.  
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China Makes The World Go Round 

But the biggest potential negative upon the global 
economy revolves around the trade war with Chi-
na.  

As you can see from the enclosed chart, China ac-
tually contributes way more in terms of economic 
growth to the world than the U.S. does. 

America is undoubtedly the largest and strongest 
economy in the world, with far and away the best 
developed financial systems, but China is the 
growth engine of the world, contributing 33% of 
the world’s economic growth by itself, with anoth-
er 45% due to other emerging economies.  Only 
10% of global growth comes from the U.S.  

 

Thus, any trade war with China will have not 
only an outsized impact upon its economy, but a 
gigantic ripple effect upon other emerging econ-
omies, many of which trade with China.  

In all, globalization appears to have hit its peak, 
with likely implications that countries have be-
come more protectionist, that is, more focused 
upon their own industries and companies versus 
international trade. 

Populist sentiment has shifted voter perception 
and government’s policy initiatives across the 
globe.  
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Danger Ahead 

To the right you see one of the world’s likely 
trouble spots.  

Emerging markets economies, which we have 
just seen amount to 78% of the world economic 
growth (33% for China + 45% other Emerging 
Economies) have borrowed heavily over the 
last decade, to the point where they have now 
superseded debt levels last seen in the 1990’s 
during the Asian Financial Crisis.  

Most emerging economies (Indonesia, India, 
Turkey, etc.) have very small and/or immature 
financial systems. Thus if a corporation in India 
or Malaysia needed to borrow money to ex-
pand, a high percentage of the time the loans 
will be denominated in U.S. dollars. (Globally 
investors use the U.S. dollar as the primary 
means of exchange.) 

So if you are an Asian businessman, for exam-
ple, who takes out a loan denominated in dol-
lars, and the dollar rises in value versus your 
country’s currency, your loan principal literally 
rises – the loan value actually becomes larger.  

In addition, with the U.S. Fed raising interest 
rates, not only does the principal of your loan 
increase as the dollar rises, but the interest rate 
rises as well. Couple these twin problems with 
oil prices rising (which hurts non-oil exporting 
countries), and you have a very large squeeze 
starting in emerging economies, which are now 
producing the vast majority of the world’s growth but are also heavily in debt.  A slowdown, reces-
sion or crisis looks to be on the way for emerging economies, which have borrowed too much mon-
ey.  
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Summary 

All in all, the U.S. second longest economic expansion looks to be in jeopardy sometime in 2019 or 
2020. All expansions eventually come to an end, typically because the Federal Reserve raises interest 
rates too high for too long, and eventually the ship hits the dock.  

Ever see those safety films where the car is driving 60 MPH and then hits a concrete block? The car’s 
momentum stops immediately, and the crash dummies get banged up. Remember liquidity trumps 
economic momentum.  

Couple U.S. issues with instability overseas and I think you have all the classic signs of an impend-
ing top for the economic expansion, followed by recession, likely coupled with a major bear market 
for stocks.   

While I see great positives developing from trade renegotiations (I hope eventually), the deregulation 
campaign and tax law changes, none of these revokes the business cycle. Business cycles expand and 
contract seasonally just like the weather. Summer doesn’t last forever (although in Texas it some-
times feels like it). The economy is cyclical, and this cycle is already near the longest in history.  

But remember business cycles don’t just die of old age, they typically are “assassinated” if you will 
by the Fed. While the Fed is raising rates slowly – the cumulative impact of rising rates plus selling 
off large portions of their balance sheets (QT), I believe will bite big in 2019. 

In the upcoming Part II we will look more at the markets, but for now remember two things:  

#1 Don’t Fight the Fed - The Fed is tightening liquidity and raising interest rates. 

#2 The Trend is Your Friend. The stock market’s trend has been sideways since January (except 
NASDAQ and small cap stocks). This increasingly looks like a sideways transition pattern, as the 
market appears to be transitioning from bull to bear.  

Any way you slice it 2019-2020 could be filled with turmoil and pain.  

Remember no expansion lasts forever – all bull markets are followed by bears.  
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The Cornerstone Report is published by Cornerstone Financial Services, Inc., a Registered Invest-
ment Advisor.  

The opinions and statements made within this newsletter should not be construed, directly or indi-
rectly, as an offer to buy or sell any securities mentioned herein. Principals and/or agents of Cor-
nerstone Financial Services, Inc. may or may not have positions in any securities or investments 
mentioned herein. Due to volatility within the markets mentioned, opinions are subject to change 
without notice. Statements and opinions are based upon sources of information believed to be reli-
able; however, accuracy and completeness cannot be guaranteed. No assurance can be made that 
recommendations contained herein will be profitable or will be equal to past results. Past perfor-
mance is no guarantee of future results. 
 
This newsletter is designed to provide general economic and market information and 
should not be construed to comprise individual or specific counsel concerning invest-
ment, tax or legal considerations. Material discussed herewith is meant for general 
illustration and/or informational purposes only, please note that individual situa-
tions can vary. Therefore, the information should be relied upon when coordinated 
with individual professional advice. Please consult your financial advisor(s) for spe-
cific advice pertaining to any and all areas of financial planning.  
 
Please remember: Past performance may not be indicative of future results.  Different types of in-
vestments involve varying degrees of risk, and there can be no assurance that the future perfor-
mance of any specific investment, investment strategy, or product made reference to directly or 
indirectly in this newsletter (including the investments and/or investment strategies recommended 
or undertaken by Cornerstone Financial Services) will be profitable, equal any corresponding indi-
cated historical performance level(s), or be suitable for your portfolio or individual situation or 
prove successful. Due to various factors, including changing market conditions, the content may no 
longer be reflective of current opinions or positions.   
 
Moreover, you should not assume that any discussion or information contained in this newsletter serves as 
the receipt of, or as a substitute for, personalized investment advice from Cornerstone Financial Services, 
Inc. To the extent that a reader has any questions regarding the applicability of any specific issue discussed 
above to his/her individual situation, he/she is encouraged to consult with the professional advisor of his/her 
choosing. A copy of Cornerstone’s current written disclosure statement discussing our advisory services and 
fees is available for review upon request. A complete history of Cornerstone’s market calls is available at the 
Cornerstone office upon request.  

All technical analysis and resulting conclusions and observations are based upon historical chart formations 
and patterns.  Therefore, observations are a function of each analyst’s interpretation of the charts—and also 
a function of mathematical probabilities.  In effect, technical analysis is a study in probabilities.  What hap-

  

All technical analysis and resulting conclusions and observations are based upon historical chart for-
mations and patterns.  Therefore, observations are a function of each analyst’s interpretation of the 
charts—and also a function of mathematical probabilities.  In effect, technical analysis is a study in 
probabilities.  What happened x number of times in the past per a particular chart pattern does not 
mean it will always recur in the future.  It logically follows that historical precedent does not guaran-
tee future results. 
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pened x number of times in the past per a particular chart pattern does not mean it will always recur in the 
future.  It logically follows that historical precedent does not guarantee future results.  
 
*Global or international investing involves special risks, such as currency fluctuation, political instability, 
and different methods of accounting and different reporting requirements. 
*MACD is the difference between a security’s 26-day and 12-day exponential moving averages. 
* The S&P 500 is an unmanaged index comprised of 500 widely-held securities considered to be 
representative of the stock market in general.  You cannot directly invest in the S&P 500 index. 
* The NASDAQ Composite Index is an unmanaged, market-weighted index of all over-the-counter 
common stocks traded on the National Association of Securities Dealers Automated Quotation Sys-
tem.  You cannot directly invest in the NASDAQ Composite index. 
*  The Russell 2000 is an unmanaged index comprised of 2000 smaller company stocks and is gen-
erally used as a measure of small cap stock performance 
*  The Dow Jones Equity REIT Index is a capitalization-weighted index composed of 114 US listed 
Equity real Estate Investment Trusts (REITs) comprising 95% of the equity REIT investable uni-
verse 
* Small Cap stocks may be less liquid and subject to greater price volatility than large cap stocks. 
* Sector investing may involve a greater degree of risk than investments with broader diversifica-
tion. 
* Investing in securities involves risk including the loss of principal invested. Past performance is 
no guarantee of future results. 
based on adverse economic and regulatory changes.  As a result, the values of real estate may fluc-
tuate resulting in the value at sale being more or less than the original price paid  
 
* The price of commodities, such as gold, or oil is subject to substantial price fluctuations of short 
periods of time and may be affected by unpredictable international monetary and political policies. 
The market for commodities is widely unregulated and concentrated investing may lead to higher 
price volatility. In addition, investing in commodities often involve international investing in 
emerging markets, which involve significant risks. Please consider all of these risk factors before 
making a decision to invest in any product. 
* Investments in real estate have various risks including the possible lack of liquidity and devaluation  
 

For investment advice or portfolio review, call (800) 327-4285. There is no charge or obliga-
tion for initial consultation.  Jerry Tuma, David McCord, and other representatives of Corner-

stone Financial Services, Inc., (CFS), are registered representatives of and offer securities 
through Independent Financial Group, LLC., (IFG), a registered broker-dealer, member 

FINRA/SIPC.  Advisory Services offered through Cornerstone Financial Services, Inc. (CFS), a 
Registered Investment Advisory firm.  CFS and IFG are not affiliated entities. 
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