Livin’ on a Prayer (and Hope)
PCM Report March 2017

Bon Jovi’s seminal 1986 hit about a young couples’
relationship appears to be just as applicable to the
relationship between investors and
Donald Trump today. The stock
market has surged 10% since
Trump was elected and the 4%
gain in the 30-days following the
January inauguration was the highest since Taft took office in 1908.
Expectations for Trumponomics
have driven bullishness to levels
not seen in years. FactSet and
Bank America Merrill Lynch
produced a chart showing “corporate optimism” has risen to
an all-time high soaring from 35% prior to the election to
over 51% in the 4th quarter.
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increase the deficit. Without significant tax reform in 2017
the markets look vulnerable.
Profit repatriation, or lowering taxes
on profits held offshore, has almost
universal support. This should be
the easiest change to taxation to
get passed but the impact is
uncertain at best. If repatriated
profits are used for mergers and
acquisitions
or
to
buyback
company stock it will have little
economic impact and help with
valuations but not earnings.

“Investors are essentially
betting on The Wall . . .
not between the U.S. and
Mexico but the Wall of
Worry.”

Ultimately, for stock market gains to be retained optimism
has to lead to higher earnings per share; and that is where
we are concerned. EPS estimates have been revised lower
since the election including a 10% reduction in expected
earnings growth since January 1st according to FactSet
figures. Everyone seems to be bullish except analysts
charged with accurately forecasting earnings. Valuations
are stretched but the real bubble appears to be in policydriven optimism.

De-Regulation has the potential to be the biggest windfall
for corporate earnings. Legislation like Dodd-Frank which
was enacted following the Great Recession of 2008 has
had many unintended consequences. Financials have
surged following Trump’s November victory on the
assumption that they will have an easier time growing their
profits. Energy companies also stand to benefit from a push
towards U.S. energy independence. The agencies charged
with overseeing drilling and production will have much
different priorities than the last 8 years.
Infrastructure spending should ultimately have the greatest
impact on employment and economic growth but is unlikely
to materially impact corporate earnings for several years.
The wall between the U.S. and Mexico is going to get built
at an estimated cost of $10-$15 billion. Some of the money
for the wall was actually appropriated by Congress back in
the Bush administration but never spent by the Obama
administration.
Repealing Obamacare will have a small impact on current
corporate earnings but a bigger than expected benefit to
future job growth. Management has referenced the burden
of Obamacare regularly in earnings calls since the
legislation was passed and reducing the burdens created
by mandates will increase corporate optimism.

There are what we call the 5 Pillars of Trumponomics that
investors are counting on to move stocks higher:
1) Tax Cuts (personal and corporate)
2) Profit Repatriation
3) De-Regulation (Financials and Energy)
4) Infrastructure Spending
5) Repealing Obamacare
Tax reform has the potential to be the largest impact on
earnings if corporate tax rates are slashed to proposed
levels. Trump has promised he will announce his tax
proposal in the next week but getting that through
Congress poses real challenges. There is broad agreement
to lower corporate and personal taxes to stimulate growth
but many will require tax cuts to be paid for so as not to

Analysts note that none of the policies of Trumponomics
have become law and question how soon any aspect will
be able to deliver an increase in earnings aside from a drop
in the corporate tax rate for 2017. Valuations are stretched
with the forward 12-month P/E ratio now at the highest level
since 2003 and above the 5-year, 10-year, 15-year, and 20year historical averages. The markets cannot be sustained
‘livin on the prayer’ of multiple expansion at today’s
valuations.
The last 8 years we have seen stocks rise in the face of
significant global challenges. The Fed could act more
rapidly than the market have priced in. The risk of a trade
war with China or a sovereign default in Italy or Greece
could derail the global markets yet stocks remain at record
highs. Investors are essentially betting on The Wall . . . not
between the U.S. and Mexico but the Wall of Worry.
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Moving the Markets
Disorganized Labor

Black Swan Sightings!

Breakout for Emerging Markets
Source: Peak Capital, Ycharts
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There was positive news on the jobs 
front this month as employers added
277,000 new hires to their payrolls, the
highest
monthly
figure
since
September 2016. In a twist, the
unemployment rate actually rose from 
4.7% to 4.8% as people began
reentering the work force; a sign that
optimism is taking hold. The chart
shows the rapid decline since 2009 of
both the U3 (official rate) and U6
(includes discouraged and part-time
workers). In contrast, the ShadowStats
unemployment calculation that adjusts 
for the labor participation rate has been
mostly flat and remains above 20%.
With very modest wage growth being
reported, there remains more slack in
the labor markets than many
understand and could keep the Fed
dovish for an extended period of time.

Manufacturing in the U.S. continues
to struggle with the sector only
responsible for 5,000 of the 277,000
new jobs created in January.

The Chicago Board Options Exchange
(CBOE) produces the SKEW index.
SKEW measures the fat tail risk, that
is, the probability of a 2 or 3 standard
deviation event, often culminating in
an economic crisis that was not clearly
anticipated. Similar to the VIX, this is
calculated by the CBOE using S&P
500 out of the money options. The
chart below shows that SKEW ranges
from 100 to 150. A value of 100
demonstrates that the distribution of
S&P 500 log-returns is normal, with
black swan type of events being
negligible. As SKEW increases, the
weight assigned to tail risk increases.
This is translated by options parlance
as a steepening of the curve of implied
volatilities, something options traders
coin “skew”.



In both January and February, the
SKEW index has had a value over
140, reflecting a 13.10% probability
of a 2 standard deviation event
(CBOE).



The average value for the SKEW
index is 115, reflecting a probability
of 6.35% of a 2 standard deviation
event (CBOE).



The SKEW index peaked at 146.88 in
1998 during the Russian crisis and
coupled with a surprise decision by
the Fed to lower both the Fed funds
rate and the discount rate (CBOE).



The SKEW Index, as of February
24th, was at 138.66.



Investors who have emerging
markets in their portfolios have been
handsomely rewarded. Overall, the
MSCI Emerging
Markets Index is
up roughly 10% for the year,
compared to a return of roughly 6%
for the S&P 500 Index.

Investors have reason to be frustrated
with emerging markets. After all, in
aggregate, emerging markets (as
measured by the MSCI Emerging
Market Index) have underperformed
their U.S. counterparts (as measured
by the S&P 500 Index) for four straight 
years, and overall since the Great
Recession of 2008-2009. Much of this
underperformance was driven by
deflationary fears and weak demand
for commodities. But so far this year,
emerging markets have been one of
the better performing asset classes.
This could be due to higher inflation
expectations and stronger global 
growth in the years ahead, or simply a
reversion to the mean over the shorter
term.
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Average wages rose a scant 3 cents
in the month even though several
states saw increases to its minimum
wage at the start of the year. The
lack of wage growth suggest there
is plenty of slack remaining in the
labor market.
The U6 unemployment rate that
includes discouraged workers and
those working part-time but desire
full-time work rose from 9.2% to
9.4% in the latest reading suggesting
people are reentering the workforce.

Performance has been driven mainly
by Latin America, which is higher by
roughly 15%, followed by Asia, which
is higher by roughly 12% for the year.
While still higher for the year by
roughly 4%, the emerging markets of
Eastern Europe have underperformed both Asia and Latin America.
Europe
represents
the
MSCI
Emerging Markets Europe Index.
Asia represents the MSCI Emerging
Markets Asia Index. Latin America
represents the MSCI Emerging
Markets Latin American Index
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Macro View – GDP Crystal Ball

Taking Stock – Buffett Likes Them Apples

The Trump administration is communicating preliminary
economic growth forecasts. They are certainly more optimistic
than the CBO’s forecast. The forecasts shine a light on the
delicate balance between reducing taxes, increasing military
and infrastructure spending, addressing social programs, and
repealing and replacing the Affordable Care Act without allowing the budget to spin out of control. Forecasts over a 10 year
time period have typically reflected growth of 3 to 3.5% a year,
while the economy has grown approximately 2% per year over
the past 10 years (CBO). The chart below shows 5 year forecasts for both the CBO and the White House administration.
The Trump Administration is making the case that reduced taxes and other efforts to spur growth will overcome potential
budget deficits, especially over a 10 year period. Many economists, on the other hand, have expressed that 3 to 3.5% or
more is not probable over the next ten years, especially without
tremendous deficit spending. History will be the judge.

Berkshire Hathaway disclosed that it now owns $6.6 billion in
Apple, a 1% stake. Apple’s market cap is $700 billion. Buffett
has acknowledged in interviews that a total of $12 billion was
purchased in the wake of the presidential election versus $15
billion in the entire year of 2015. This amounted to a 200%
increase in the fourth quarter of 2016. Apple may well warrant
Berkshire’s endorsement as a result of the cash it is sitting on.
Apple generated over $65 billion in operating cash flow in
2016, $52 billion of which is free cash flow (WSJ and Factset).
Apple furthers the wind in its sails given better than expected
iPhone sales, anticipation of the next version of the phone, and
the possibility of Trump’s corporate tax cuts. The Factset chart
below shows Apple’s stock performance versus Microsoft and
Alphabet since 2007, demonstrating the strength behind
Apple’s innovation and strong cash flow.

Fixed Income – Debt Tsunami

Technical – A Main Street Rally

Pricing on bonds can be complicated involving factors like
credit ratings, duration, and yield. What is often ignored is the
impact that supply and demand have on the fixed income
markets. The chart shows the relationship between private debt
and GDP in the US, Japan, China, and Europe. At 175% of
GDP, you can see why analysts are concerned about a real
estate bubble in China. Corporate issuance set a record in
January with over $195 billion in debt issued (Bloomberg). It
appears companies are rushing to issue debt before expected
rate hikes and corporate tax reform. While corporate taxes are
expected to drop significantly, there is much discussion
surrounding removing the tax deductibility of interest on debt.
The rush to issue new supply is in the hope that debt existing
before the tax change will be grandfathered under prior rules.

Technical analysis is typically the domain of data geeks who
create complicated algorithms to forecast trends in the
markets. Historical sayings like, “Let the trend be your friend”
has morphed into sophisticated computer models often
utilizing high frequency trading. The current rally, however, is
not as difficult to understand as it is being driven more from
Main Street than it is from Wall Street. Consumer confidence
stands at a 15-year high today and the NFIB Small Business
Optimism Index recently made the largest jump in its long
history. The expectations for easing the regulatory burden on
business and tax cuts has small business owners the most
enthusiastic about the future as they have been in 13 years.
Trends are typically established by large institutional investors and fund managers but this rally seems to be driven by
the engine of job growth in the US, small businesses.
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Moving the Needle

Clint Pekrul, CFA

Over the past several months, we’ve written in detail
about how we view portfolio construction.
Specifically, we’ve described our asset allocation
process, which we call dynamic risk hedging. This
month, we wanted to continue the portfolio
construction discussion and briefly delve into what
drives long-term performance. In our view, and in the
view of much academic research, long-term returns
are driven more by the asset allocation decision and
less by the security selection decision.
To be clear, we are not discounting the importance
of security selection. It remains a building block in
the portfolio construction process. In fact, if you are
invested in a highly concentrated portfolio (e.g. a
sector specific equity model or a country specific
emerging market portfolio), then the security
selection decision is perhaps the single most
important determinant of long-term returns.
But most clients seek to invest in diversified, multiasset portfolios to manage overall risk that can help
ensure a “smoother ride” and increase the
probability of achieving long-term investment
objectives. Within this context, the choice of
manager selection or even implementation (i.e.
active vs. passive) becomes less important. What
really moves the needle in terms of compound rates
of return is the asset allocation decision. Having a
process for how we allocate capital to stocks, bonds
and cash is much more meaningful than devoting
resources to picking the best stocks or active
manager, in our view.
What tends to happen at market extremes is that
returns become highly correlated. Holding a basket
of top performing managers (based on historical
returns) or stock selection might not help us avoid a
major pitfall when the markets decline. It’s likely that
the securities we own within an asset class,
collectively, will fall right in line with the broad
indexes. Active managers might start herding
together, and provide little to no benefit to our overall
portfolio. The risk associated with a single stock
might far exceed our tolerance.
What really moves the needle is our decision to shift
the allocation across asset classes. In other words,
it’s not the mix of managers within an asset class
that matters most. It’s the overall allocation to that
asset class that is most impactful. For example, a
decision to step aside into cash when market returns
become highly unstable will likely impact our
compound rate of return (for better or for worse)
years down the road. In other words, the variability
of our portfolio performance is driven mainly at the
asset class level.

Perhaps the most well-known study of the asset
allocation decision was conducted by Brinson, Hood
and Beebower (1986) titled Determinants of Portfolio
Performance. In short, the authors concluded that
the asset allocation decision was the primary
determinant of portfolio return variability over time. In
contrast, the manager selection and market timing
choices played a less meaningful role. In the
authors’ view, the decision to hold a 60% / 40% mix
of stocks and bonds is more important than the
underlying exposures within the stock and bond
exposures (i.e. the security selection decision).
We tend to agree with the conclusions drawn by the
Brinson, Hood and Beebower study in general. In
many of our multi-asset portfolios we tend to
rebalance around a static asset allocation, and
implement the underlying exposures using cost
efficient exchange traded funds (ETFs) and other
passive vehicles. However, what is somewhat
unique about our asset allocation policy is that we
weight portfolios by risk contribution, not by dollars.
As we’ve highlighted in prior reports, we don’t
consider the rebalances in our portfolios as tactical
moves or market timing. Instead, we simply measure
the risk contribution of each constituent and
compare it to our strategic risk budget. If a position
contributes more risk to the portfolio than what is
allowed by the risk budget, then the position is
trimmed. Likewise, if the position does not contribute
sufficiently to overall risk, the position size is
increased.
In summary, we agree with the Brinson, Hood and
Beebower study. That is, return variability is driven
primarily by the asset allocation decision and that
fewer resources should be dedicated to picking
stocks or managers that might have produced alpha
over their benchmarks in the past. Furthermore, we
generally implement our multi-asset models with
cost effective, passive vehicles. We do, however,
want to understand what the portfolio return
variability actually is. We agree that the allocation
decision at the asset class level is the main driver of
return variability, but we feel it’s necessary to
understand how risk is actually distributed across the
portfolio’s holdings.
The authors of the study might consider these
rebalances as tactical changes or market timing. We
view the rebalances as a necessary process to help
ensure that our portfolios remain true to their
strategic risk budgets. In our analysis the asset class
mix certainly moved the needle, particularly during
periods of market stress, and helped improve
long-term risk adjusted performance.
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Did You Know?
Q: Do you trust the media?
Does anyone? Even the phrase “media” has
become so devolved that it has little meaning.
It used to be the debate between Fox News
and CNN but now that has expanded to the
chasm between the Daily Kos and Breitbart. Is
Twitter a media outlet? If more people get their “news”
from Facebook does that make Mark Zuckerberg the
head of a media empire?
I believe there is an underlying bias in all reporting. As
hard as reporters may try to resist it, we all have a lens
with which we view the world and interpret facts with.
The media, using the phrase broadly, is as much about
interpreting the facts today as it is about uncovering the
facts.
It is clear that the many in society today do not trust
what used to be referred to as “mainstream media.” We
now have a President who skirts the media by
communicating directly with millions of people through
Twitter. The media, to their credit or discredit,
depending on your perspective, facilitate this by making
every tweet from the President a news item.
Technology has changed the role of the media today
making it more about supporting a political position or
ideology than delivering actual news.
Even the financial media has become predominately
market cheerleaders in an attempt to drive advertising
revenue and corporate earnings higher. I guess the
bottom line is that we only trust the media that shares
our worldview.

I almost have to laugh at this question. After
watching Trump speak at the CPAC
convention today, he certainly doesn’t trust
the media and considers them as the
country’s public enemy number one. It’s
becoming increasingly difficult to differentiate between
real news and social media, which can be posted online
by anyone. Of course the media must feel a bit
embarrassed by missing the election by such a wide
margin, and Trump is not going to let them forget it.
What’s frustrating is the level of divisiveness between
the White House, the democrats in Congress and the
media outlets. So much time and energy is wasted
arguing about stories that might not have any
substance. We need an honest and independent media
to keep our politicians in check. But fake news stories
that serve only political ends are nothing new in our
country. As for the financial media (i.e. CNBC,
Bloomberg, etc), most of it is pure entertainment in my
view. They’re agenda is ratings at the end of the day,
so they need to talk about the latest hot stock or fund
manager. They provide little in terms of how to
effectively achieve your financial goals. The best advice
is to do your own homework.
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Q: Will emerging markets continue to rally?
The rally in emerging markets has been
impressive since the start of 2017 rising more
than 11% versus the approximately 5% gain
by the S&P 500. Emerging markets tend to
rally in advance of higher global economic
growth which remains uncertain in my opinion. Much of
the gains since last November can be attributed to a
bounce off the bottom after emerging markets dropped
30% from the April 2015 high.
Any forecast for emerging markets is still largely a
forecast on China and I am somewhat bearish on
China’s outlook for 2017. I expect the growth rate in
China to continue to slow as stimulus from the PBoC is
scaled back further. A key stat in China is the cost of
loans which have been rising in an attempt to stem the
growth of bad debt. I am not expecting a bursting of the
real estate bubble in China this year but growth could
disappoint.
India will eventually recover from the questionable
policy to demonetize the vast majority of the cash in
their economy and continue to lead the world in GDP
growth. If commodity (primarily oil) prices remain stable
Russian and Brazil should move from recession to
growth but the near 50% appreciation in the Russian
stock market clearly cannot be repeated. The strong
USD is always a headwind for emerging markets and
probably poses the largest risk to the continuation of
the current rally in those markets.

As we mentioned in the Moving the Markets
Section, emerging markets have enjoyed a
nice rally so far this year. This comes after
years of underperformance relative to U.S.
equities. As a whole, emerging markets are
a particularly risky asset class, so any
assumption about future returns is highly uncertain.
One of the primary drivers of emerging market returns
is currency valuations. We generally run our portfolios
on an unhedged basis, so any strength in the dollar is a
headwind for us.
However, if the dollar remains relatively stable and
global growth improves, then emerging markets could
experience a successful year, on both a relative and
absolute basis. Part of the frustration with this asset
class since the Great Recession has been weak global
demand and deflationary fears. But I get the sense that
we might be turning the corner. If this is indeed the
case, then this is an asset class I would want in my
portfolio. But as always we want to scale the allocation
by how much risk it contributes to the overall portfolio.
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As of 2/24/2017

As of 2/24/2017

As of 2/24/2017

As of 2/24/2017
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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 investment 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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