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The recently concluded Rio Olympics reminded the world 
that the spirit of competition is alive and well in the world 
today. The media, as often happens, spent too much time 
covering negative news from swimming pools turning 
green to the antics of a green haired swimmer.         
Nonetheless, there were some great moments from the 
Olympics to be celebrated and remembered. 

Simone Biles and the entire U.S. women’s gymnastics 
team embodied the Olympic spirit by performing at an 
extraordinary high level and smiling even in defeat.      
Jamaican Usain Bolt cemented his claim as the best 
sprinter who has ever lived completing the “triple-triple” 
winning the 100 meter, 200 meter, and 4X100 relay for 
the third consecutive Olympics. Equally   impressive was 
Michael Phelps success in the pool. Phelps won 5 medals 
in Rio including his 23rd gold confirming his place as the 
most decorated swimmer of all time.  

Where there are winners there are obviously losers as 
well. The U.S. women’s soccer team suffered a shocking 
loss to Sweden with the heavy gold-medal favorites not 
even qualifying to play for a medal.  In probably the best 
example of what the Olympics should be about was the 
women’s 5000 meter race. New Zealand runner Nikki 
Hamblin stumbled while running and fell into American 
Abbey D’Agostino, sending both of them tumbling to the 
ground and out of the competition. D’Agostino quickly 
stood and went to her competitor to help her up when she      
realized she had badly injured her leg in the fall. Not    
willing to finish alone, Hamblin put her arm around her 
competitor and they both staggered across the finish line. 
Lastly, if you have not seen the dance moves of Kiribati 
weightlifter David Katoatau you have missed out (https://
www.youtube.com/watch?v=AK3eRt2e7TU).  

Investing is equally competitive where people experience 
the thrill of victory and the agony of defeat. Analyzing the 
constituents of the S&P 500, the gold medal for           
year-to-date performance goes to Newmont Mining 
(largest holding in the  Dividend Equity strategy) that is 
122% higher through August. Southwest Energy is  
awarded a silver medal up 102% in 2016 and the bronze 
medal goes to Oneok, a large natural gas MLP (master 
limited partnership). The worst laggards so far in 2016 is 
generic pharmaceutical company Endo International 
which  stumbled at the start line and has lost 65% of its 
value since the beginning of the year. Also struggling in 
2016 is First Solar that is down 43% whose stockholder 
were probably disappointed when car maker Tesla      
decided to acquire SolarCity. 

Looking at sector winners and losers, Telecom leads so 
far with over a 14% gain followed closely by Energy and 
Utilities claiming 3rd place. Financials and Healthcare  
remain at the back of the pack gaining less than 1% so far 

in 2016. In a reversal of the last several years, value 
stocks on average have returned nearly twice what 
growth stocks have earned this year and small cap are 
outpacing large cap companies. The gold medal asset 
class is the Small Cap Value gaining 15% in 2016        
followed by Mid Cap Value at 13% and Mid Cap Growth 
at 10%. The worst  performance so far is Large Cap 
Growth with just 5% gains this year.  

If you are investing outside of the U.S., the gold medal is    
awarded to the Olympics host country Brazil, which has          
rebounded in 2016 gaining nearly 60% followed by     
Russia (led by their pharmaceutical and supplement   
sectors) up 25% and our neighbors to the north, Canada 
win the bronze gaining 19%. The worst countries to invest 
in through August have been Italy, down almost 20%, and 
China that is 11% lower. The Yen has shown the greatest 
appreciation against the U.S. dollar, up 17% this year  
followed by the Euro at +3% with the British Pound falling 
more than 10% following the Brexit vote. 

While Olympic athletes are resting, it is not a time for   
investors to become complacent. We are headed into the 
historically worst performing month of the year and the 
important elections in Italy and the U.S. are likely to keep 
the markets on edge. Dating back to 1928, September is 
by far the month with the lowest returns and October, 
while averaging a modest gain over the last century, has 
seen some of the highest periods of volatility in the stock 
market. 

Efficient markets, like a sporting event, require two parties 
(buyer and seller) who each determine the accurate price 
of a stock. Increasingly, the markets have become a        
1-sided bet in a 2-sided game, as everyone seems intent 
on trading based on Fed policy and guidance. This is 
causing correlations to rise and elevates the risk that  
everyone will want to rush for an exit at the same time. 
We know from history that you do not want to be at the 
tail end of that line.  
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Price Gauged 

 The Amazon Effect 

 
“REITing” for Yield 

 

Over the past month, oil has made 
some dramatic moves.  The US dollar 
fell under pressure, driving the price of 
oil up.  The oil ETF representing futures 
contracts, USO, was up over 16% in the 
first three weeks of the month of August.  
Despite dramatic appreciation over the 
course of the month, sentiment is that 
prices will continue to struggle to break 
through technical ceilings as a result of 
supply.  The chart below shows a    
comparison of probabilities that the   
November futures West Texas          
Intermediate would expire above      
specific prices.  $45/barrel is            
highlighted, noting the probability at  
approximately 70% as of July versus 
below 40% as of August.  The energy 
sector as measured by the ETF, XLE, is 
up over 15% YTD as of August 26th 
while USO is down slightly for the same 
time period. 

 
Last month we discussed recent market 
trends and how investors have recently 
favored real estate in the face of low 
interest rates. Investors have bid up real 
estate prices in recent years, and REITs 
in particular have enjoyed solid         
performance as a result. Across the 
country, rents have risen considerably, 
which ultimately flows through to REIT 
investors as income. Across asset   
classes, REITs have provided some of 
the most attractive yields for investors. 
Investors should be mindful, however, 
of the lessons of 2007-2009, when the 
real estate market was ravaged by the 
Great Recession. The rise in real estate 
prices over a relatively short period of 
time could experience a slowdown or a 
pull back, which can send the shares of 
publically traded REITs lower. 

 

 Crude oil production outages, which 
removed more than 3.7 million barrels 
per day (b/d) of production in May, 
declined and brought global           
unplanned supply outages to 2.4   
million b/d in July. (US Energy       
Information Administration EIA) 

 The November 2016 WTI futures  
contract averaged $42.33/b for the 
five trading days ending August 4 and 
has a 34% probability of exceeding 
$45/b at expiration. The same       
contract for the five trading days   
ending July 1 had a 67% probability of 
exceeding $45/b (EIA). 

 The U.S. crude oil rig count was at 
406, Baker Hughes said on Friday. 
That compares to 675 a year ago. 
(CNBC) 

 Recent performance for REITs has 
been attractive, both on an absolute 
and risk-adjusted basis, over the 
past year. The Vanguard US REIT 
ETF is up roughly 15% annualized 
volatility.  

 Over the past three years, REITs 
have outperformed U.S. large cap 
stocks 53% to 40%, or roughly 13% 
on a cumulative basis. 

 The Vanguard US REIT ETF, for 
example, currently yields             
approximately 4.0%, compared to 
relatively lower yields for investment 
grade bonds, which currently      
delivers a yield of roughly 3.0%. 

Amazon.com started as an electronics 
retailer that few people thought would 
one day change the face of retail.      
Reviewing the latest retail sales figures, 
Amazon grew an impressive 28% over 
the last year while e-commerce overall 
grew at a 15.8% clip. Traditional retail 
stores are struggling with negative   
overall growth forcing giants like Macy’s 
to close 100 stores, Sears to close 43% 
of their stores, and even venerable 
Nordstroms to close 25% of their stores 
after profits tumbled 64% in Q2. Brick-
and-mortar stores are going to have to 
change strategy quickly to remain      
relevant among shoppers, focusing on 
delivering an experience you cannot  
create online and realize they simply 
cannot compete on price. Competing 
with Amazon is brutal, just ask former 
Barnes and Noble CEO who lasted less 
than a year on the job.  

 By early 2017 it is estimated that 
Amazon will overtake Macy’s as the 
number 1 clothing retailer in the U.S. 
having already surpassed Kohls, 
Walmart and Target in clothing 
sales. 

 Amazon’s e-commerce market share 
continues to climb and is now 
41.2%. The next largest competitor 
is Best Buy at 2.7% of the market 
and Walmart and Macy’s tied for 3rd 
at 1.5%. 

 Amazon Prime Air will deliver    
packages weighing 5 pounds or less 
to your door in 30 minutes or less 
after ordering. Pricing is still to be 
determined but expect to see a 
drone on your street soon. 
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Auto sales are often viewed as an indicator of consumer 
strength, the consumer’s optimism towards their balance sheet, 
and overall economic health.  The chart below from the Bureau 
of Economic Analysis shows auto and light truck sales and  
production, from 1990 to July of 2016.  Sales and production 
have been in a downtrend since 2001 and hit the emergency 
brake in 2008.  Since 2008, though, there has been a steady 
rise in sales and production.  July flashed a yellow light, 
though, as sales for all four US auto makers missed estimates 
given slack in demand.  Sales rose at an annual rate of 17.88 
million in July, up from 16.61 million in June (Bloomberg).  Auto 
sales are important to track as it is a variable in calculating  
personal consumption expenditures (PCE) and GDP, both  
critical components as the Fed evaluates and gauges when 
and how to raise rates.              

Macro View – Motor City Madness or Slowdown  

 

The S&P demonstrated rising valuations, measured by the 
trailing P/E while earnings on the index declined for the fifth 
consecutive quarter.  The trailing 12 month P/E is 19.5, with 
trailing 12 month EPS at $111.89 as of August 12th (Factset).  
This valuation is above the 5 year, 10 year and 15 year       
averages.  This is a result of increases in price of the index 
while earnings fall.  For Q2 2016, earnings declined 3.2%.  
This marked the first time the S&P 500 demonstrated 5       
consecutive quarterly declines in earnings since Q3 of 2008 
through Q3 2009.  The 12 month forward P/E is 16.9 as of  
August 26th.    The chart below shows forward P/E the forward 
12 month well above both the 5 year and the 10 year forward 
P/E.   

 

Taking Stock – Valuations Telling a Story 

The London Inter-Bank Offered Rate, known as the LIBOR, has 
climbed 33% in the last month causing some to question if 
rates are finally going to move higher after 7 years of near zero 
yields. PIMCO estimates that the higher yields, which most  
adjustable rate loans are indexed to, will generate trillions of 
dollars of increased short-term borrowing costs for consumers 
and businesses. The changes, however, have nothing to do 
with expected Fed policy or a strengthening economy, rather 
the response to regulatory changes in the U.S. concerning 
money market funds. Starting October 14th, money market 
funds will no longer maintain a fixed $1/share value but will 
float at actual NAV. This switch is causing a mass exodus out 
of money market funds and into short-term government funds 
resulting in a sharp drop in demand in the short-term corporate 
finance market. Credit default spreads are not signaling any 
distress making it likely yields will trend back lower. 

 

The fundamental weakness of the broad market is well    
documented by the fact that earnings per share on the S&P 
500 has plunged 18% over the last 2 years while the       
technical picture has remained resolute. Not only did the  
major indices break out to new highs, but the recent advance 
has demonstrated strong breadth as witnessed by the      
Advance/Decline on the NYSE achieving new highs. If you 
were looking for a storm brewing it would likely be the Dow 
Jones Transportation Index pictured above with the Dow 
Jones Industrials. According to Dow Theory, a move to a 
new on the Industrial average should be confirmed by a high 
in the Transports. Failure for transportations stocks, which 
are economically sensitive, to achieve a new high suggests 
there is underlying weakness in the economy and reduces 
the likelihood of an extended bull market. While the          
Industrials have risen 7.70% over the last 2 years to a new 
high, Transports have actually fallen 6.91% and remain well 
below their December 2014 highs. 

Fixed Income – LIBOR-ated Yields Technical – Dow Divergence 
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Negative Interest Rates 
Imagine lending someone $100,000 with the expectation 
of receiving only $95,000 back in return. This seems   
ludicrous from an investing standpoint, but this is exactly 
what is happening now in certain parts of the developed 
market economy. 
 
Over the past year, the headlines have been dominated 
by the actions of central bank policymakers and the    
prospect of negative interest rates. In some parts of the 
global economy, particularly in Europe, yields have      
already turned negative on sovereign issues. With the 
Brexit vote earlier this year, there remains much          
uncertainty for future of the European Union, and its    
ultimate impact on the U.S. market and the Federal     
Reserve. 
 
We felt it would be helpful to illustrate what negative rates 
mean for bond prices. We are indeed in unchartered   
territory and in our view, investors should be prepared for 
what could be a quite volatile bond market over the   

coming years. As a refresher, bond yields and prices 
move in opposite directions. So as yields decline, bond 
prices rise, and vice versa. There is no theoretical lower 
boundary for yields (i.e. it’s not necessarily zero). If yields 
fall deeply negative, bond prices will accelerate upwards. 
This is similar to the secular trend in bond prices over the 
past 30 years. But now that we are approaching zero, it 
doesn’t necessarily mean the rise in bond prices is over. 
 
The table blow is an illustration of duration, and quantifies 
how the price of a bond today could change as yields 
move lower. For simplicity, we assume a bond price    
today $100 (par), a coupon of 4% and a maturity of 10 
years (semi-annual payments). We then illustrate how the 
bond prices changes as the yield move lower. For       
example, if yields move from roughly 2% down to -2%, 
the price of this bond would rise by roughly 41%. These 
are attractive potential returns which would likely outpace 
the performance from equities. For illustrative purposes, 
we also show the unlikely scenario of -10% yield. 
 
Keep in mind, however, that the reverse is true if rates 
move in the opposite direction (i.e. they rise, rather than 
fall). The price of the bond would fall by roughly 41%. The 

bottom line is that volatility in the bond market is likely to 
rise in the not too distant future, and the direction bond 
prices ultimately go is up for debate. 
 
If we go back to 2013, we get a glimpse of just how     
volatile the market for Treasury bonds can become. That 
year, then Fed chief Ben Bernanke sparked a “taper   
tantrum”, which sent yields soaring in a very short period 
of time. While nothing of substance, the Fed’s comments 
spooked the market can Treasuries sold off. Volatility on 
longer-dated bonds surged past 20%. Going forward, 
there’s a good chance the move in rates could be to the 
downside. However, we would expect similar volatility. 
Likewise, the deeper yields fall, the longer the bond     
duration becomes. 
 
We would suggest an approach whereby investors size 
their asset allocation based on volatility, or risk,          
contribution to the total portfolio. We follow this approach 
in our Dynamic Risk Hedged portfolios. We apply a risk 

budget to keep the portfolios balanced. If we observe the 
volatility in the bond market pick up significantly, our  
portfolios will rotate away from bonds and into other asset 
classes, such as equities. If correlations are overly high, 
then we can move to a short position or cash as well. 
 
We suspect that depressed long-term rates are here to 
stay for some time. If the yield curve flattens (i.e. the Fed 
increases shorter-term rates but anemic economic growth 
continues to depress longer-term rates), then the        
performance from bond duration could be significant. To 
be sure, however, we keep an eye on the overall volatility 
of the bond market to ensure that our portfolios don’t   
become overly concentrated from a risk standpoint. 
 
Ultimately, the Fed’s quantitative easing policies might 
prove inflationary. But for now, it seems like longer-term 
yields might not rise in a structural and sustainable way 
for some time. In our portfolios, we will generally allocate 
to longer duration bonds as a hedge against equity risk. 
We will pick up added yield (although not much) but be 
very mindful of how we size our asset allocation. 
 
 

Clint Pekrul, CFA  

Yield Bond Price Percentage Price Change 
2.0% 118.05 0.00% 

1.5% 123.14 4.31% 

1.0% 128.48 8.84% 

0.5% 134.10 13.60% 

0.0% 140.00 18.60% 

-0.5% 146.20 23.85% 

-1.0% 152.72 29.38% 

-1.5% 159.58 35.19% 

-2.0% 166.79 41.29% 

-10.0% 350.53 196.95% 
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Did You Know? 

I think it is a great time to ‘raise the roof’ on 
home builders even though the sector remains 
very vulnerable to a future recession. There are 
several demographic tailwinds that should help 
home builders generate better revenue and 

earnings than the broad S&P 500 index. New permits 
for home starts showed weakness this Spring but     
recently rebounded to a new post-recession high,     
exceeding the level of October 2007. 

According to data from the National Association of 
Home Builders (NAHB), housing starts increased by 8% 
in 2014, up by 11% in 2015, and is projected to grow by 
10% in 2016 and rise sharply to 18% next year. I      
anticipate mortgage rates to remain at historically low 
levels for at least another 2 to 3 years making it easy 
for first time home buyers to get financing.  

The U.S. Census Bureau expects household formation 
to rise significantly between now and 2020, averaging 
1.4 to 1.5 million new households per year compared to 
just 900,000 per year over the last 5 years. As young 
adults finally start to move out of their parents        
basements, demand for entry level housing where   
margins tend to be the highest should be strong.  

I would add that buying home builders should be 
viewed more as a trade than a long-term buy and hold 
because of how economically sensitive the sector is. 
For example, builders as a group lost over 70% during 
the last recession. 

 

As we discussed in the Moving the Markets 
section, real estate has become a hot sector 
recently. We’ve seen some really nice     
performance from the homebuilders. In a 
similar vein as the REITs sector, homebuild-
ers have outpaced the cumulative return of 

large-cap U.S. stocks by about 17% over the past three 
years. So naturally, it raises questions about valuation. 
If you look at the current price-to-earnings ratio on the 
S&P Homebuilders Index, it stands at roughly 16x, 
which from a historical standpoint, doesn’t seem too 
unreasonable. In addition, the earnings-per-share for 
the index has grown at roughly 16% over the past    
several years. 

I harken back to the recent survey on investor          
sentiment which shows that many investors are        
favoring real estate now, possibly for the attractive 
yields. So long as the demand is there, the return from 
the homebuilders as a group could continue to be     
favorable for some time. You might see homebuilders 
and REITs continue to push higher. However, if you are 
going to invest in this area, keep in mind that the       
volatility from these stocks can be quite high. For      
example, if you look at the SDPRs S&P Homebuilders 
ETF (Ticker XHB), the volatility over the past year is 
north of 20%, which is higher than the volatility on large 
cap U.S. stocks. 

 

 

 
Negative interest rates represents an act of 
desperation by Central Banks as they struggle 
to prove to the markets they their policy     
making decisions can influence the global 
economy. Led by the Bank of Japan (BOJ) that 

has issued nearly $6.5 trillion in negative government 
debt, there is now over $10 trillion in negative yielding 
bonds. There is no way to even estimate the amount of 
distortion negative rates are going to have in the      
long-term.  
 
Central Bankers are clearly concerned they have no 
way to combat the global deflationary forces that have 
taken hold of the world’s economy. What the bankers 
appear to ignore is the actual cause of the deflation that 
is decades of profligate spending and debt. There is 
voluminous data that has been published showing the 
correlation between debt levels and economic growth. It 
is not at all surprising that the answer to too much debt 
is not generating more debt. 
 
When the BOJ initiated negative rates their hope was to 
not only increase bank lending but also to weaken the 
Yen to stimulate exports and increase economic 
growth. Instead of the Yen weakening as expected, it 
has appreciated against all other major currencies. At 
least to this point, the idea that negative rates would 
lead to competitive currency devaluation is not          
occurring.  
 
 

 

In my opinion, the answer is a resounding 
no. I honestly have difficulty wrapping my 
head around negative interest rates. Why 
would someone lend money (i.e. buy 
bonds) and expect to get something less 

than invested principal in return? The experiments that 
central bankers have done since the Great Recession 
have been far reaching, but I don’t understand the   
economic validity of negative interest rates, other than 
to push investors further into riskier assets. 

What I find interesting is a seeming lack of discussion 
on how these monetary policies impact savors 
(discussions are generally on the demand side of the 
equation). We have an entire generation that is     
reaching retirement and in dire need of income. It’s bad 
enough that yields have been depressed for so long, 
but now we should expect a negative return on         
investment? And this is a generation of investors who 
experienced the tech wreck of 2002 and the global   
financial crisis of 2008. They don’t necessarily want to 
hear that they should invest in dividend paying stocks, 
high yield bonds and other risky assets to generate  
current income. They are in a bad predicament         
because the only real option they have is to assume the 
risk of assets that they would not normally invest in,  
given their limited time horizon. We have the Fed to 
thank for this. I hope it doesn’t end badly. 
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Are negative rates the answer to   
higher growth? 

Q: Q: Is it time to buy Builders? 
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Income Opportunity Model 

 

 

 

 

Dividend Equity Model 

 In her Jackson Hole, WY speech, Fed 
Chair Yellen indicated she was prepared 
to move rates higher before the end of 
2016 moving short-duration yields nomi-
nally higher and strengthening the dollar. 

 
 As we have anticipated, higher short-term 

rates are leading to a flatter yield curve as 
long-term rates have not moved higher, 
causing some to question the underlying 
strength of the overall economy. 

 
 Allocations in the Income Opportunity 

strategy remained mostly intact with a 
slight increase in muni and mortgage-
backed bond exposure  and small reduc-
tions in international bonds and the curren-
cy hedge. 

 
 Focus remains on maintaining high credit 

quality in the portfolio with a willingness to 
extend duration in order to achieve yield 

 
 Valuations continue to be our greatest 

concern with equities as earnings on 
S&P 500 companies have contracted the 
last 6 consecutive quarters without creat-
ing even a modest correction following 
the post-Brexit vote.  

 
 Any normalization of rates by the Federal 

Reserve is likely to create significant sell-
ing pressure for equities. The degree this 
will be offset by foreign demand for U.S. 
stocks remains unknown.  

 
 The portfolio’s weighted average price-to

-earnings ratio remains attractive at a 
discount of 25% compared to the broad 
market P/E ratio. 

 
 The recent rally in energy and precious 

metals has driven relative outperfor-
mance of the portfolio compared to its 
benchmark. 

24.0%

22.0%

8.0%

22.0%

0.0%

16.0%

8.0%

0.0%

Sector Exposures

Information Technology: 24% Energy: 22%

Telecommunication Services: 8% Cash: 22%

Financials: 0% Health Care: 16%

Materials: 8% Utilities: 0%

13.1%

9.2%

0.0%

6.5%

0.0%

26.7%

10.8%

5.0%

3.6%

7.1%

0.0%

2.9%

9.5%

3.3%

2.3%

Mortgage-Backed

Multi-Sector Bond

High Yield Bond

Floating Rate Bond

Emerging Markets Bond

National Muni Bond

U.S. Treasury Bond

Multi-Currency Hedge

Inverse High Yield

Taxable Muni Bond

Convertible Bonds

Commodity Hedge

Investment Grade Corp

International Bond

Cash

Segment Exposures

As of August 30, 2016 

As of August 30, 2016 
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This material is for general information and education purposes. The information contained in this report represents the opinions of Peak Capital    

Management, LLC, as of the report date and does not constitute investment advice or an offer to provide investment management services. Before 

purchasing any investment, a prospective investor should consult with its own investment, accounting, legal and tax advisers to evaluate independently 

the risks, consequences and suitability of any investment.  

Past performance is not indicative of future results, loss of principal is possible. 

Please consider charges, risks, expenses and investment objectives carefully before investing.  

The data and information presented and used in generating this report are believed to be reliable. Peak Capital Management, LLC. does not warrant or 

guarantee the accuracy or completeness of such data.  

Peak Capital Management, LLC, is a fee-only SEC Registered Investment Advisory firm with its principal place of business in Colorado providing in-

vestment management services.  A copy of our current written disclosure statement discussing our advisory services and fees is available for your 

review upon request. Advisory services are only offered to clients or prospective clients where our firm and its representatives are properly licensed or 

exempt from licensure. No advice may be rendered by Peak Capital Management, LLC unless a client service agreement is in place. Nothing herein 

should be construed as a solicitation to purchase or sell securities or an attempt to render personalized investment advice.  

A full listing of investment decisions made in the past year and relative performance is available upon request. It should not be assumed that          

recommendations made in the future will be profitable or will equal the performance of the securities presented here.  Opinions expressed are those of 

Peak Capital Management and are subject to change, not guaranteed, and should not be considered recommendations to buy or sell any security.  
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