
  

RESEARCH: SOUND NOTE; AUGUST 19, 2019 

The Thin Layer of Gabardine 

Greetings from the Hunan Balcony! Once again we find ourselves with heightened volatility 
around externalities that are being exacerbated by the 24 hour news cycle. In this SOUND 
Note, we hope to recapitulate important historical statistics, behavioral biases, provide a 
capsule of geopolitical trade and discuss yield inversions – all while (hopefully) not coming 
off as too supercilious.   

It appears we will not be free and unfettered from the “land of the sleeping dragon,” 
China, any time soon; there is enough misinformation to deliver a bevy of fear based news. 
In almost every SOUND Note we try to remind our readers of the expectations of intra-year 
drops; the market (S&P 500) statistically drops 5-10% 3.3 times per year, 10-20% every 1.1 
year, and greater than 20% every 3 years (not linear; Source: MorningStar Research, 
weighted), yet has averaged nearly 10% since the inception of the Standard & Poors 500 in 
1957.  We highlighted these drops and recoveries in our recent note: Hello Vargas. 

So far in 2019 we had the first “5-10er” intra-day peak to drop occur between May 1, 2019 
and June 3, 2019. May 1st was the intra year high up to that point and was also an all-time 
high for the S&P 500. It took 36 trading days to supersede a new high on June 20, 2019 and 
continued to rally 2.36% to another all-time high on July 26, 2019. The next 6 days lead to a -
6.78% intra-day peak to trough drop – marking the second “common” drop for 2019. We do 
not know if we have cleared the August drop yet, but want to highlight that these moves 
are part-and-parcel for market activity. We are never “due” for them, they simply happen 
for random reasons. They do lead to important analysis for the potential of more nefarious 
drops and the latent indicators of economic slowdowns – especially recessions. SWMG is 
always monitoring presages for a recession, and if you have had any reviews with us will 
know that we are always at least at a DEFCON 4 – there is always something we can point 
to that may indicate a recession, but the subjects may shift; i.e. housing or employment 
numbers may decline for a month, but they may soon adjust back to normalized trends on 
revisions or seasonality. One recent prevailing red flag has been the movements in the 
bond market referred to as an “inversion of the yield curve” – we will get to this later in the 
note. 

https://www.raymondjames.com/soundwealthmanagement/pdfs/sound-note-november-2018.pdf


  
Going back to the recent “pops and drops” of the past year, we have found an 
interesting pattern that has emerged from trade rhetoric and market behavior. Please 
refer to Chart 1. You will see that “tough talk” from the US Administration (where additional 
tariffs have been imposed) have been closely coupled with new market highs. These 
levies have led to consternation and market drops that have been followed by 
proclaimed “trade progress” and “v” shaped recoveries.  

Chart 1. Source ThomsonOne; Sound Wealth Management Group, 2019 

We suspect this time will be no different – shifting from the tough talk to the “long talker.” 
What might appear as moral hazard might just be good “strateegery.” Both economies 
are in expansion: The US reported a 3.1% and 2.1% growth in GDP (Gross Domestic 
Product) in Q1 and Q2 of 2019, and China reported 6.4% and 6.2% growth in the 
respective quarters (Chart 2)). Chart 3 shows that the United States is in-line with the 2.15% 
average quarterly growth since 2016. Despite all of the trade banter, both countries 
continue to expand. As of August 13, 2019 the US Administration has pushed back many 
technological and medical tariffs until December 15th. You can find the list of goods still 
included in the September 1st and the delayed December 15th tariffs here: 
(https://ustr.gov/about-us/policy-offices/press-office/press-releases/2019/august/ustr-
announces-next-steps-proposed). 



Chart 2 People’s Republic of China Gross Domestic Product. Source: National Bureau of Statistics of China 

Chart 3, Source: U.S. Bureau of Economic Analysis 

So what are the cape-wearing bond vigilantes telling us – they are independent; they 
don’t follow the trends? There has always been the investment conundrum of the premium 
of equities over fixed income. “Academics have long puzzled over why stocks have done 
so well as compared to bonds. Why, they wonder, has the stock market returned some 10 
percent in the average year since 1928, while short-term treasury bills have returned just 3 
percent? If humans (or at least financial markets) are basically rational, then who are these 
saps buying treasuries? 

A compelling answer is that a large part of this “equity premium” exists to compensate 
investors for disasters that did not occur. Just because the worst didn’t happen does not 
mean the worst could not have possibly happened, and objectively high rates of return 
may simply be viewed as compensation for ‘bearing the extra risk of rare disasters in the left 
tail of the distribution that happen not to have materialized within the limited sample.” – 
Alex Rosenberg (CNBC Producer, October 2016)  



  
Public companies do go out of business, but the cumulative market does not – well… it 
could, but if it did there would not be much value to anything, the chicken farmer and 
the land owner on a fresh water spring are the kings – as we would have reverted to a 
prehistoric era. 

 

 

 

 

 

Chart 4 
Source: Refinitiv 
Sound Wealth Management Group, 2019 
 

Chart 4 is showing the weekly 
forward earnings yield (forward S&P 
500 earnings divided by the current 
index value) relative to the weekly 
US Treasury Bond. On a relative 
basis, we believe equities maintain a 
much better value than bonds on a 
forward total return basis. 

 

Chart 5 
Source: Refinitiv 
Sound Wealth Management Group, 2019 
 

Additionally, Chart 5 shows how 
equities (S&P 500 index value 
divided the consensus forward 1 
year expected earnings of the S&P 
500) are valued (percentage 
overvalued or undervalued) as 
compared to the weekly US Treasury 
Bond yield converted to a 
percentage. This is showing the 
relative value of stocks versus bonds 
over the past 25 years.  

 



  

Aside from the value change divergence of stocks vs. bonds, we find ourselves in a relatively 
rare instance of the income premium added to the equity premium. During the second week 
of August 2019, the 10-year US treasury yield dropped to 1.60% - meaning a purchaser of a 
risk-free asset will subscribe to an annualized 1.6% return for 10 years. Using the Laspeyres 
formula from the St. Louis Federal Reserve (FRED) inflation is currently running just under 2.45%. 
Over the same period, the S&P 500 is yielding 1.95%. From Chart 5 you will see that equities 
are undervalued significantly when comparing the earnings potential of the sum of all 
market companies to the total return from US treasuries. Anything below 0 indicates that equities 
are cheaper relative to bonds on an expected total return basis. 

 If an investor did nothing for 10 years with their bond they have made no appreciation and 
a yield (annualized return) that is 66% less than inflation (if constant). The equity investor 
would have received 20% less than inflation (again, if constant) from income, but with upside 
potential; the inherent risk is the market could drop to zero.  

 
Chart 6:  Source: Refinitiv; Sound Wealth Management Group, 2019 



  As a historical backdrop, The Standard & Poors was formed in 1860 and tracked financial 
data and statistics for a handful of companies. The first S&P composite index started in 1923 
and the modern day “S&P 500” began in March of 1957. We built our chart from 1900 on – 
as we wanted to encompass pre-war data as well as include all geopolitical events from 
WWI to current day; we will also present modern S&P 500 data. Further, we demonstrated 10 
year returns as both the arithmetic average and the annualized return (Compound Annual 
Growth Rate [CAGR], or geometric mean).  

Explanation of arithmetic vs. CAGR: say you had an investment that doubled in the first year 
and then halved the second, your average return would be (100% – 50%)/2 = 25%, but in 
actuality you only have your principal back and your compound annual growth rate is 0%  
(( 1 * 2)*.50). 

When comparing the appreciation side of a 10-year treasury vs. a diversified 10-year equity, 
there were only two starting points when the ensuing 10 years had a negative annualized 
return: starting in 1929 and 1930 – both encompassing the Great Depression. It should be 
noted that one of the highest annualized 10 year windows preceded the Great Depression; 
1918 to 1928 which provided an 18.69% annualized return. Let’s draw your attention to 1989 
to 1999 with a 19.49% annualized return (the highest in our sampling) – this period antedated 
the lowest positive ten year cross section of 0.36% annualized return from 2000 to 2010 
(which included two major crashes and multiple wars). A great takeaway from the 
aforementioned information is that the best periods are generally followed by the worst 
years and visa-versa. Within the 10 year periods there could have been much pain (wars, 
crashes, etc.), but owning good businesses has paid off in the long run. Of course, this is 
easier to say with the market near all-time highs. 

If we averaged the averages – meaning we average total CAGR of all 10 year periods since 
1900 we receive a 9.72% return. When we annualize the annualized (the geometric mean of 
all CAGR) 10 year periods since 1900 we receive an 8.62% return; your “annualization” of 
annualized returns is well above the 0% growth of a 10-year treasury bond held to maturity. 
Another interesting note: we compiled the yearly returns of the S&P and found that an 
annual return has been within 1 percent +/- of the mean 8.62% (7.62% - 9.62%) just three 
times since 1900 (1902, 1916, and 1948). What to extrapolate from that? If you have read (if 
not, go do it now) our SOUND Note The Assistant to the Travelling Secretary, you know that – 
statistically – the market is positive 75% of the time. Therefore, 75% of the time the market is 
up better than 8.62%, and when the market is down, it is significantly deviated from the 
mean (it is not the norm). In general, the worse a down year, the better the next to revise 
the mean. Over time this might get assimilated, but an investor might anchor on the 9% 
(rounded) average market return. However, it is statistically very unlikely to receive 7-9% on a 
given year. See our 118 year distribution curve Chart 7 to see that returns bell between 0% 
and +20%; Chart 8 represents the modern S&P 500 distribution bell of returns.  

https://www.raymondjames.com/soundwealthmanagement/pdfs/sound-note-july-2017.pdf


 

One of our favorite authors, David McRaney highlights the anchoring effect in his book, 
You Are Not So Smart, when using figures to establish a perception that will affect your later 
perceptions and decisions; “ answer this: is the population of Uzbekistan greater or fewer 
than 12 million? Go ahead and guess. Ok, another question: how many people do you 
think live in Uzbekistan? The populations of Central Asian states probably aren’t numbers 
you have memorized. You need some sort of cue, a point of reference. You searched your 
mental assets for something of value concerning Uzbekistan – the terrain, the language, 
Borat – but the population figures aren’t in your head. What is in your head is the figure I 
gave you, 12 million, and its right there up front. When you have nothing else to go on, you 
fixate on the information at hand… [you] had been locked in place by the anchoring 
effect.” Without the 12 million data point, the results would run wild. Markets hitting highs 
create anchoring points to fixate on a line in the sand; the S&P statistically going up 9% is 
another anchoring number, but you now know it is the long-term average and not the 
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Chart 7 
 Source: FactSet  
Data; Sound Wealth 
Management Group, 
2019 

Chart 8 
 Source: FactSet  
Data; Sound Wealth 
Management Group, 
2019 



  
expected linear return. Further, investors can anchor on news that has been a dichotomy of 
headlines vs. reality – such as the Hindenburg Omen or the Hemline Index. When the rhetoric 
is that yield inversions are bad – even though it has only happened 5 times (relatively small 
sample) – we anchor and repeat that that must be true as it is something to grab onto to 
justify the market’s rationalizing of irrationality. It is the easiest available excuse to justify our 
fears of the market going to zero – as Alex Rosenberg described; it doesn’t have to be 
rooted in facts. 

Keeping on constant terms, investing in the “safety trade” of 10-year treasuries is somewhat 
akin to investing in micro-cap stocks to hide from the S&P 500 volatility – it doesn’t make 
much sense in the long-term. But SWMG, what about inversion? It is coming… 

Knowledge of the anchoring effect bias does not make us immune from befalling to it or 
other cognitive biases, nor does the awareness preclude us from being accessories to them. 
We at SWMG have said many times before that we try to remain rational in an irrational 
market, but still have to be cognizant that markets will behave irrationally – therefore acting 
irrational – our self-efficacy.  The confidence of knowing about biases falls into the GI Joe 
Fallacy. The television program GI Joe always ended with the tag: “Now you know, and 
knowing is half the battle.” You may know that arbitrary anchors can affect your decisions, 
but you still might spring for the 5 for $5 candy bars as you can justify it as better while – deep 
down – you know you do not want or need 5 candy bars and had no intention of purchasing 
the candy bars until you saw the deal. Knowing the GI Joe fallacy lets you know that 
knowing is less than half of the knowledge battle, and we know that is fun to say!  

Chart 9  
Source: Refinitiv;  
Sound Wealth Management Group, 2019. 

Chart 9 shows the Fed Model of the 
BEER Ratio (Bond Equity Earnings 
Yield Ratio) to delineate the forward 
P/E (price-to-earnings ratio) of the 10-
year US treasury compared to 1-year 
forward consensus S&P 500 operating 
earnings per share. This shows the 
forward P/E of the market at 16.5 
while the comparable metrics 
overlaid on the 10-year treasury 
making bonds trading at a +55 P/E 
(for reference Adobe Inc (:ADBE)1 
and Astrazeneca PLC ADS (:AZN) 
both trade at about a 50 P/E.  



  
It is here! Yield curve inversion… (where the short-term yields are higher than the long-term 
yields) a concern, but it has happened before. It should be noted that the yield curve 
inversion has been a good indicator of pending recessions; statistically, they have 
successfully indicated a recession is within 2 years, BUT this alone is not much of a 
divergence from our DEFCON 4... We’re getting off the jockeys and will explain: Since 1900 
there have been 22 recessions in the United States, and we have spent 321 months in a 
recession. There have been 1,424 months from 1900 up to present – a pretty long sample of 
time that includes all of the major events of the 20th and 21st century.  Of the last 118 years 
we have spent 22.5% of the time in a recession, or almost 1 in 4 years. Being within 2 years of 
a recession is always a present statistic – this is a really important fact, so rewind and re-read. 
You can’t cast aspersions on someone just because they’re wearing a cape; superman 
wore a cape…. Superman is the exception. We can live to believe the world is flat – 
especially if everyone keeps harping that it is, but an inversion should not predicate a 
recession much more than the statistical probability that a recession is likely every four or so 
years; it appears to be more of probable coincidence. 

It appears the flight to bonds has been the self-fulfilling prophecy of investors. The narrative 
is that a recession is near so investors are driven to invest in bonds for “safety.” Historically, 
the inversion of the yield curve has been coupled with other ominous signals in the 
economy. In all occasions of 2-10 year inversion over the past 50 years (5 instances, and two 
over lapped: 1998 & 2000) the stock market continued to rally for nearly two years (on 
average) before we reached negative GDP – even though the rines were crossed. If we 
want to continue with the belief that the history of yield-curve inversions will precede and 
predict a recession in the next two years (again, statistically this is probable with or without 
an inversion) then we should follow the logic of how the market has historically performed 
from this triggering event. See Chart 10. 

Since the average time from the inversion date to a declared recession has been 21.6 
months, we looked to see how the market performed over that period. The average return 
in the market two years after an inversion occurred was +14%, so we should expect upside 
from here if we believe inversion is a definitive harbinger. Could this be setting up the last 
rally before a recession? How long can we look at the “end is near” sign? If we start faithfully 
believing the ‘sandwich board signs’ on television – fodder for the self-fulfilling prophecies – 
we can take solace in knowing that the average annual return before a recession is +26.9%. 
Following the inversion narrative still leaves good days ahead if we believe the worst case.  

Inversion Date 8/18/1978 12/16/1988 6/12/1998 2/4/2000 12/30/2005 AVG. 
 Cumulative 

18.9% 18.3% 32.6% -16.7% 17.0% 14.0% 24 mo. 
Market Return 

Chart 10 Source: Sound Wealth Management Group, 2019 



We are acutely watching the indicators for a recession, but do not currently see enough to 
move DEFCON levels. Former Federal Reserve Chairwoman Janet Yellen even stepped up 
to say that she does not feel the inversion is predicting a recession this time. In a public 
interview on Fox Business (August 14) with regard to the inversion she said “Historically, it has 
been a pretty good signal of recession, and think that’s when markets pay attention to it, 
but I would really urge that on this occasion it may be a less good signal. The reason is 
there are a number of factors other than market expectations about the future path of 
interest rates that are pushing down long-term yields.” 

Bobby McFerrin’s “Don’t Worry Be Happy” was released in September 1988, but we 
presume based on the music video that the idea and composition may have been around 
the October 1987 “Black Monday.” In September of 1988 the DJIA (Dow Jones Industrial 
Average) was around 2100. Not by coincidence, in the music video Bobby’s “Investor’s 
Daily” and the “Black Monday” drop were both 508 points. In 1987 this was a 22.61% 
decline in one day. The interest is in the perspective; management counsellor, Dr. Jim 
Weatherbee of the University of Minnesota, put things in perspective in his speeches; you 
can walk into a football game to find a quarterback taking a knee for every play, and 
question how this is an effective strategy – if you then found the score was 20 to 3 with 20 
seconds left, you might deduce that that is a proper way to advance the win. What was 
once a 22% drop is now a 1.9% decline, and with the DJIA now around 26,000 the DOW is 
off 5.1% from an all-time high. To play fun with numbers, if we continued a compound 
8.62% annualized return for the next 10 years, the DJIA would be around 54,700 in 2029 and 
a 508 point drop would be less than 1 percent. We do not want to diminish the fact that 
500 point moves do not feel good, and this type of volatility tends to hang around for a 
little bit, but when we back out a little we gain perspective.  

commons.wikipedia.org 

Are things just happening faster? It took 62 years for 
the automobile to have 50 million users, it took 28 
years for 50 million credit card users, 22 years for 
television, 7 years for the internet, while it took 
YouTube [subsidiary of Alphabet Inc. (:GOOG)]2, 
Facebook Inc. (:FB)3, and Twitter (:TWTR) 4,3 and 2 
years respectively, to reach 50 million users. 
Information travels faster in the modern age… 



Although we comment that the media can commonly exacerbate events, we wanted to 
see if/how markets normalize to the mean any differently than decades ago. Luckily, Ben 
Carlson of “A Wealth of Common Sense” recently conducted very similar analysis. He posed 
this question: “has technology and the free flow of information changed the markets? Are 
there air pockets in stocks that didn’t exist before you could communicate in real-time with 
anyone in the world? Are the algos wreaking havoc on market cycles?” Ben compared the 
average and median number of days for the S&P 500 to recover to a “pre-drop” price 
(breakeven) without dividends for bear markets ( greater than 20% drops) and corrections 
(10-19.99% peak to trough drops). See Chart 11. You will see that pre and post technological 
era markets had very similar movements and recovery times for the S&P 500.  

Chart 11 Source: Ben Carlson 

See Chart 12 for the historical volatility index (VIX) over the past 20 years – see you at 54,000! 



  

 

 

 Even in tumultuous times the ground work is being laid for amazing businesses to thrive. It has only 
been 5 years since the company CRISPR Therapeutics AG (:CRSP)4 formed to develop 
transformative gene-based medicines. There are companies such as Invitae Corp. (:NVTA)5 that 
are dissecting medical grade genetics to uncover dispositions and protocols to live healthier 
lives. Materialise NV ADS (:MTLS)6 is at the cutting edge of 3D printing software and hardware to 
produce imagery and patient-specific implants. That’s right… we’re talking up our portfolios! 

 We touched on anchoring, and the GI Joe fallacy of cognitive biases. There are 118 defined 
cognitive biases and 180 episodes of Seinfeld, so we have plenty of room for enlightenment. Now 
armed with some Kung-Fu grip, we hope that we can become more aware of how the media 
can influence our perception, and therefore, reality. You can now stop taking advice from some 
woman in Long Island! By the way, as of 2017 the population of Uzbekistan is around 32 million. 

We hope you enjoyed this note and we welcome any and all conversations. We put a lot of time 
and research into these notes and we thank you for reading. Please feel free to distribute our 
SOUND Notes to friends and family. 

Chart 12 Source: ThomsonOne; Sound Wealth Management Group, 2019 
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1 As of publication date, SWMG owns Adobe Inc. (:ADBE) in the SWMG Ensemble Portfolio. 

2 As of publication date, SWMG owns Alphabet Inc. (:GOOG) in the SWMG Rhapsody/All Authority Portfolio. 

3 As of publication date, SWMG owns Facebook Inc. (:FB) in the SWMG Rhapsody/All Authority and Ensemble Portfolios. 

4 As of publication date, SWMG owns CRISPR Therapeutics AG (:CRSP) in the SWMG Rhapsody/All Authority Portfolio. 

5 As of publication date, SWMG owns Invitae Corp. (:NVTA) in the SWMG Rhapsody/All Authority Portfolio. 

6 As of publication date, SWMG owns Materialise NV ADS (:MTLS) in the SWMG Rhapsody/All Authority Portfolio. 

McRaney, David (2012). 
You are not so smart: why you have too many friends on Facebook, why your 
memory is mostly fiction, 
and 46 other ways you’re deluding yourself. 
New York, NY: Gotham Books/Penguin Group (USA) Inc. 

‡Satirical references from “The Chinese Woman;” October 1994 

‡‡”Don’t Worry Be Happy” images via YouTube by way of Bobby McFerrin licensed by UMG (on behalf of EMI Manhattan). 

This information contains forward looking statements about various economic trends and strategies. You are cautioned that such forward 
looking statements are subject to significant business, economic and competitive uncertainties and actual results are subject to change 
at any time and are the opinions of the individual strategist. Data taken from sources generally believed to be reliable but no guarantee is 
given to its accuracy. 

Views expressed are the current opinion of the author, but not necessarily those of Raymond James & Associates. The author’s opinions 
are subject to change without notice. Information contained in this report was received from sources believed to be  
reliable, but accuracy is not guaranteed. Past performance is not indicative of future results. Investing always involves risk and you may 
incur a profit or loss. No investment strategy can guarantee success. Information provided is general in nature, and is not a complete 
statement of all information necessary for making an investment decision, and is not a recommendation or a solicitation to buy or sell any 
security. 

The S&P 500 is an unmanaged index of 500 widely held stocks that are generally considered representative of the US stock market. The 
.DJIA Dow Jones Industrial Average is an unmanaged index of 30 large US based publically owned companies. Inclusion of these indices is 
for illustrative purposes only. The CBOE Volatility Index® (VIX® Index®) is a key measure of market expectations of near-term volatility 
conveyed by S&P 500 stock index option prices. Keep in mind that individuals cannot invest directly in any index, and index performance 
does not include cost or other fees, which will affect actual investment performance. Individual results will vary. 

The Consumer Price Index (CPI) is a measure of the average change in consumer prices over time of goods and services purchased by 
households; it is determined monthly by the US Bureau of Labor Statistics. 

Gross Domestic Product (GDP) is the annual market value of all goods and services produced domestically by the respective country. 

Raymond James is not affiliated and does not endorse the opinions or services of the independent individuals or organizations mentioned. 
Raymond James, its  
affiliates, officers, directors, or branch offices may in the normal course of business have a position in any of the securities mentioned and 
may not be suitable for all investors. Raymond James & Associates makes a market in shares of ADBE,  GOOG, FB, TWTR, and NVTA. 
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