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Balancing Act without a Net 

In recent days, central banks have suggested high valuations are not a target, but that inflation will return.  

This caused the markets to turn to a risk off mode.  Understandably so, as inflation looks dormant and 

central banks seem to suggest that lower asset prices are acceptable.  Nevertheless, four factors keep the 

market levitating: low inflation, higher expected growth, available credit, and low interest rates.  Each of 

these factors keeps valuations elevated, but, we worry that all these factors might be changing and 

challenge the markets. 

The recently reported PCE came in at 1.4% Y/Y through May, falling from 1.5%.  The Federal Reserve has 

been targeting 2%, which until recently was only an upper boundary, with some talk of raising the target 

level quite concerning.  It is unclear that the Fed plan will be able to increase inflation.  Oil and commodity 

prices have been low, while the world remains in overproduction mode with excess capacity and a lack of 

pricing power. 
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GDP growth for Q1 was revised up to 1.4%.  The Federal Reserve Bank of Atlanta’s GDPNow forecasts Q2 

GDP growth at 2.6%, but that's down from over 4% in May.  GDP figures regularly start out with high 

expectations, but end up lower by the end of the quarter.  We suspect this is due to reliance on older 

models that are constantly revised down as data comes in.  These official models have not worked since 

before the financial crisis, because they do not sufficiently take into account the structural changes to the 

economy that have occurred.  This has led us to an average GDP growth rate of 2% since the end of the 

recession.  This is significantly below historical levels, and the levels needed to support the liabilities 

incurred, continuing to accumulate based on flawed expectations for long term U.S. growth.  The 

government and the private sector have incurred even more liabilities to offset the shortfall, which act as 

a further impediment to growth in a negative feedback loop. 
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In the following graph it is clear that the GDP growth rate has been on a continuous downward sloping 

path since 2000.  The 2014 increase in the 5 year average only reflects the drop off in the very negative 

data sets from the financial crisis. 

GDP Q/Q SAAR and 5 year average 
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While at the same time corporate profits have shown little growth since 2012. 
  
Corporate Profits (after Taxes with IVA and CC Adjustment) 
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Over the same period the stock market has doubled.  Much of the market capitalization gains have been in 
FANG stocks, indicating the markets are dependent on expectations of future earnings.  But as can be seen 
in the previous graph, these earnings are coming at the expense of others rather than growing overall. 
 
Wilshire 5000 Total Market Index 
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Credit has been available to large corporations, though less to smaller businesses.  That credit has been 
used to fuel stock buybacks, also helping drive the market higher.  Unfortunately we haven't seen the 
credit used for capital expenditures that would promote long term growth. 
 
Credit to Corporations Y/Y 
 

 
 

Source: Federal Reserve – Flow of Funds 
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Ultimately, in the face of such moribund data the most often quoted justification for elevated valuations is 
that rates are low, and therefore, future earnings should be discounted at a low rate.  This is not 
satisfactory when discounting near the zero bound, as the risk/reward calculation becomes unfavorably 
asymmetric, which argues against such high valuations.  This is made worse with earnings that are not 
growing at the expected rate of a rebound.  
 
Federal Reserve Balance Sheet 
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Furthermore, the Federal Reserve has lifted rates three times in this cycle and has outlined its plan for 
reducing its balance sheet.  At the start of Quantitative Easing the Federal Reserve proposed a 
controversial portfolio balancing theory, which lifted asset prices.  We expect higher rates and a shrinking 
balance sheet.  This will challenge asset prices, especially in a low growth environment more susceptible 
to a cyclical downturn and/or recession. 
 
We have noted that it will be challenging for the Federal Reserve to navigate the unwinding of the balance 
sheet and continue lifting interest rates.  It is clear to us that the four factors of low inflation, expected 
higher growth, abundant credit for buybacks, and low rates have been supportive of the markets.  But, it is 
unlikely these four will be undisturbed by the Federal Reserve who is publicly communicating its intent to 
normalize the environment, which is to say reverse the policies that led to this extraordinary market 
reflation.  We, therefore, think that market volatility will be higher and returns are likely to be lower in the 
future, with a high probability for negative returns in the near future.  
 
Sincerely, 
 
 
Convector Capital Management 
 
 
Notes: Convector Capital Management does not accept liability for the content, or for the consequences of any actions taken on the basis of the 
information provided.  The information is not necessarily complete, and we make no warranty as to its accuracy. 
 


