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“You are Perfection 
That is what you are 
I see Perfection 
In your faults and scars” 
-Leona Lewis lyrics from Perfection 
 
Let's go back in history all the way to the end of October 
2016. The stock market closed lower for the third           
consecutive month, volatility was spiking and Treasury 
yields were moving rapidly higher. Consensus was that 
Hillary  Clinton would be elected President in a matter of 
days; an outcome that was nearly universally believed to 
be good for the stock market. A Trump victory, many      
analysts warned, would result in a 15-20% immediate   
correction in equity  prices as the market digested future 
uncertainty.  
 

The 5 months following the election has instead seen a 
surge in the stock 
market to new 
highs, 10% above 
the level of last    No-
vember now referred 
to as the Trump 
Bump. The reason-
ing   behind the 
change of heart 
makes sense and 
rests on 3 policy ini-
tiatives thought to 
positive- ly impact 
growth and corporate earnings in the US: (1) corporate 
and personal tax cuts; (2) massive deregulation across all 
industries; (3) as much as $1trillion in new infrastructure 
spending. The President referred to these policies (along 
with renegotiating trade deals to be more favorable to-
wards America) as Make America Great Again. Investors 
have poured new money into the stock market at a fever-
ish pace driving valuations to what appear to be  unsus-
tainable levels unless growth and earnings rise    signifi-
cantly.  
 

Perfection might be expected but rarely is it delivered.    
Consumer confidence, now at a 17-year high, suggests   
expectations are beyond escalated but we question if they 
are realistic? The recent legislative defeat on healthcare  
reform does not appear to have shaken investors optimis-
tic outlook, possibly still seeing perfection through the 
faults and scars.  
 

Can this level of optimism be justified? The corporate tax 
cut grabs headlines but according to CBO figures the   
multiplier effect is between 0% and .4%. Government 
spending has a much higher multiplier effect at 1% to 2.5% 
but I question whether Congress will expand the deficit to 
pay for that level of infrastructure spending. Disappoint-

ment Risk may be the greatest threat to portfolios today 
and  worrisome lights are flashing. 
 
 

Worry #1 - Bank Credit is  Contracting 
Credit is the lifeblood of any economy and when 
it begins to contract it is a sign that growth has 
stalled. The Philadelphia Fed tracks total C&I 
lending (commercial and industrial) and there 
was a decline of -4.33% in the 4th quarter of 
2016. If credit continues to contract, possibly   
given the additional two Fed rate hikes, it        
portends slower economic growth or recession.  

 

Worry #2 - Inverted Yield Curves  
The surest forecaster of recession has traditional-
ly been an inverted yield curve. Many economists 
remain bullish on growth because the yield curve 
has not inverted, but are they right? There are 
some measures of option-adjusted rates today 
that suggest the yield curve is inverted today. The 
1-year LIBOR, a common proxy for corporate 
borrowing, is at 1.80% and the 5-year Treasury is 
at 1.93%. Those are not inverted today but      
extremely flat.  

 

Worry #3 - Political Dysfunction 
It is our opinion the most likely cause of the next 
recession will be policy or politically driven. The 
environment in Washington, DC is more toxic 
than at anytime during my lifetime. It is as if a war 
has been declared and politicians are more bent 
on destroying each other than governing for the 
benefit of the American people.  

 

The bond market has been signaling that investor          
optimism may be misplaced for some time. The Fed Funds 
rate has been raised 3 times in the last 15 months but 
yields at the long end of the curve have barely budget. 
While short-term rates have climbed .75% the 10-year 
Treasury has only gone up .14% and the 30-year bond a 
scant .01%. If short-term bonds were priced in a            
historically consistent manner with 2%+  inflation the yield 
curve would be inverted today. The spread between the 10 
and 30 year Treasuries continues to contract suggesting 
all is not well.  
 

There are many bright spots, however, in economic data. 
The latest employment report was extremely positive and 
showed a sharp rise in private  sector payrolls that were 
not low paying service jobs. The ISM readings suggest an     
acceleration of growth in the broad economy. Even so, 
with stocks apparently priced for perfection, maintaining 
vigilance with risk management seems imperative.        
Optimism and consumer confidence remain at highs not 
seen since the tech bubble burst in 1999 making the     
markets vulnerable to Disappointment Risk. 

“Perfection might 

be expected but 

rarely is it         

delivered.”     



 

Copyright 2017 © Peak Capital Management, LLC, All Rights Reserved          2 

PCM Report April 2017 |  Volume 8, Issue 4 Moving the Markets 

 A Hawkish Fed 

 
The Death of Retail 

 
What is the Yield Curve Telling Us? 

 

This Fed’s move towards raising rates in 
2017 is based on the Fed’s conviction of 
a healthy economy that is capable of 
withstanding potential stress related to 
rising rates.  Central banks look to the 
output gap as a gauge of economic 
health.  This is simply the difference   
between what the economy is producing 
and what it can produce.  A positive    
output gap occurs when actual output is 
greater than full capacity output.  A    
negative output gap means there is slack 
in the economy due to weak demand.  Of 
course, how this is all calculated can vary 
widely. Output is then used to monitor 
inflation. The Fed’s analysis on the output 
gap and inflation have given them           
confidence that slack in the economy and 
inflation have moved in to a reasonable 
range to warrant tightening.    

 Much has been made of the recent run 
up in Treasury yields. After the Trump 
election, the expectation was that the 
new administration would pass legislation 
to reduce taxes and eliminate             
regulations, which would spur economic 
growth and pressure the Fed to raise 
interest rates. Last year, rates rose 
across the board (i.e. across all          
maturities), and investors in general 
shortened their overall duration.          
Interestingly, however, longer-term rates 
have actually declined since the         
beginning of the year, which suggests 
the bond market is not pricing in higher 
inflation (at least for now). Perhaps the 
flattening of the yield curve is a           
reflection of the realization that Trump’s 
policies might not be so easy to          
implement. 

 

• In contrast to the US economy and 
Fed response, developed and emerg-
ing market economies output gaps are 
negative, requiring central banks to be 
accommodating in order for growth to 
continue. (www.imf.org) 

• The Congressional Budget Office 
(CBO) has communicated that 
“economic growth would continue to 
outpace growth in potential (maximum 
sustainable) GDP and thus continue 
to reduce the amount of underused     
resources, or slack, in the economy”.  
(www.cbo.gov) 

• The CBO’s 10 year projection posits 
“increases in hiring, employment, and 
wages, along with upward pressure 
on inflation and interest rates. In the 
later part of the 10-year projection 
period, output growth would be con-
strained by a relatively slow increase 
in the nation’s supply of labor”.  

• Based on the table to the right, 30 
year bond yields are more or less 
unchanged since the beginning of the 
year, while short term rates have  
risen considerably. This flattening of 
the curve is usually a precursor to a 
recession. However, several metric 
suggest that overall economic activity 
is improving. 

• Perhaps the lack of movement in the 
long end of the curve reflects the 
market’s expectation that Trump’s 
pro-growth agenda might face   
tougher opposition in Congress, and 
that the recent run up in asset prices 
might have been a bit overblown. 
Moreover, long-term Treasuries are 
attractively priced relative to foreign 
sovereign debt, so global demand 
could keep prices from rising too  
rapidly. 

Many traditional brick and mortar retailers 
are apparently in a death spiral, some 
with debt that that exceeds current liquidi-
ty by more than 100 times. New store 
closings seem to occur almost  daily but 
none bigger than Payless Shoes recent 
announcement. Macy's is shedding 
10,000 jobs. According to the U.S. Bureau 
of Labor Statistics (BLS), data cashiers 
are the 2nd largest occupation at more 
than 3.5  million. In a telling sign, Warren 
Buffett recently sold nearly $1 billion in 
Walmart stock, a company he had owned 
since 2005. Walmart (WMT) saw online 
sales increase 29% in 2016 compared to 
22% for Amazon (AMZN) but it is still a 
fraction of the e-commerce giants total 
sales. Over the past 2 years WMT is 
down 14% while AMZN has  risen 135%. 
Other retailers in trouble include Claire's, 
Bebe, Gander Mountain, Gymboree, 
Gordman's, K-Mart, and Sears. 

• Automated kiosks will soon replace 
cashiers at all Panera stores with 
many fast food restaurants opting for 
automation instead of human     
cashiers in light of higher minimum 
wages. Price Waterhouse estimates 
38% of U.S. jobs could be lost to  
automation in next 15 years. 

• The U.S. has 23.5 square feet of  
retail space per person, far more 
than Canada (16.4) and Australia 
(11.1) the next 2 highest countries 
according to Morningstar data.  

• Walmart is trying to compete with 
Amazon as seen by their recent   
acquisitions of online retailers Jet, 
ShoeBuy, Moosejaw, and Chinese   
e-commerce giant JD.com.  

Source: Treasury Department 

Source: Seeking Alpha 
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As the Fed communicates three rate hikes in 2017, inflation is 
in sharp focus.  Getting an accurate read on inflation is proving 
difficult, making economic and market based decisions just as 
challenging as inflation heavily impacts financial companies, 
the value of bonds, currencies and commodities.  In March, five 
top economists made the case at a monetary-policy            
conference that common measures and triggers of inflation 
need to be reevaluated.  For example, Milton Friedman’s belief 
that inflation is a product of a central bank’s printing press has 
been challenged since QE was faced by deflation coming out 
of the Great Recession.  Further, lowering interest rates also 
did not fuel inflationary fires.  Instead, the changing prices in oil 
and raw materials have been a more accurate gauge of       
inflation. This is clearly indicated in the graphical comparison of 
oil to long term inflation expectations. 

Macro View – Rethinking Inflation  

 
Where you start speaks a lot to how you finish. More           
specifically, the Price per Earnings ratio and valuations upon 
entering the market says a lot about what return an investor 
should expect to receive year in and year out over ten years.  
Data below, taken Research Affiliates, show 10 year expected 
returns for all equity asset classes. As the case has been 
made in this month’s report, the market may well be priced for 
perfection, ranging from US small and large to Russian       
equities. The Research Affiliates chart demonstrates that    
entering market given existing valuations may result in low  
single digit annualized returns over a ten year period.  The x 
axis reflects risk taken for each geography. While returns over 
the next ten years may be muted, particularly for US large 
companies, the investor may also expect lower volatility      
relative to other geographies. 

Taking Stock – Buyer Beware! 

With Chairwoman Yellen and other members of the Federal 
Open Market Committee (FOMC)  talking up rates, hedge 
funds are crowding into short U.S. Treasury positions as never 
before believing higher short-term rates will lead to lower bond 
prices on the long end of the curve. Just because a trade is 
popular does not make it right as the price of the 10-year 
Treasury has actually surged higher by nearly 3.5% since the 
Fed hiked rates in March. Data from S3 Partners in early March 
showed short interest in high yield bonds (HYG) surged 31% to 
5.3B, investment-grade (LQD) shorts grew by 65%, and 25% in 
Treasuries (TLT). With the yield curve extremely flat suggesting 
weak economic growth, some traders with large short positions 
in long-duration Treasuries may be forced into a short-covering 
trade that could lift bond prices even higher.  

 

Trend following has a strong history and is utilized by many 
who make their living trading on Wall Street. Make the Trend 
your Friend is often repeated in newsletters and TV             
commentary. Understanding the components or drivers of 
trends can sometimes be more important than interpreting 
the current trend. A primary reason U.S. equities have      
remained in a bullish trend is ultra-low interest rates from an 
accommodative Fed. Higher rates will make stocks more 
expensive in valuation models and put pressure on future 
economic growth. A dovish Fed and ECB would love to keep 
yields near historic lows to support job growth but inflation 
may force their hand to hike at a faster pace than the market 
currently expects. Rising inflation will likely force interest 
rates higher jeopardizing the positive trend line for stocks 
and raising recession fears.  

Fixed Income – Betting Against Treasuries Technical – The Inflation Trend 

Source: Y-Charts Year 
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Moving the Needle 

Inflation seems to be in the spotlight more         
frequently. The expectation that finally, after      
almost a decade since the Great Recession and 
unprecedented quantitative easing from central 
banks around the world, overall prices for goods 
and services will begin to rise again to more     
normal levels. If the global economy is on its way 
to a full recovery, then aggregate demand should 
put upward pressure on prices, which in turn will 
likely lead to higher interest rates overall. 
 

With inflation becoming a buzzword, we thought it 
would be helpful to provide some insight on what 
exactly drives inflation and what steps we can take 
to help ensure that our portfolios are properly    
positioned to maintain a level of real return in an 
inflationary environment. Just to be clear, we are 
not necessarily suggesting that higher inflation is 
imminent. We simply want to provide some     
practical ideas for handling the threats that an   
inflationary environment can pose to a portfolio. 
 

Inflation in the economy can come from numerous 
sources. The three primary drivers of inflation 
are 1) limits to growth, 2) commodity bottleneck 
and 3) changes in monetary policy. Under certain       
scenarios, a faster than expected return to growth 
can drive wages and consumption higher, which 
ultimately drives up prices (hence, a limit to 
growth). Likewise, supply and demand imbalances 
for scarce resources can drive the prices of     
commodities higher (hence, a commodity bottle-
neck). Lastly, changes to the money supply can 
lead to intentional or unintentional inflation (hence, 
monetary policy).  
 

Unfortunately, it’s no easy task to anticipate where 
inflation will come from. Simply adding assets 
such as commodities or Treasury Inflation        
Protected Securities (TIPs) to an existing portfolio 
might not be adequate protection against inflation. 
Rather than try to target specific causes of inflation 
and position your portfolio based on what we think 
might happen, we would suggest to take a         
diversified approach that covers each of the three 
causes of inflation. The objective of this             
approach is real return, with a benchmark of CPI 
(Consumer Price Index) plus some spread (e.g. 
CPI plus 3% over a full business cycle). 
 

Research suggests that there are specific asset 
classes and sub-asset classes that can potentially 
benefit from each of the three sources of inflation. 
That is to say, certain assets classes are more 
sensitive to changes in each of the three possible 

inflationary scenarios. For example, for a limit to 
growth outcome, certain sectors with pricing power 
could outperform the broader market, such as   
energy, basic materials, staples and real estate 
(REITs).  
  
Likewise, for a commodity bottleneck outcome, 
broad exposure to commodities (or commodity  
futures) should benefit from a rise in the price of 
raw materials. These exposures would include  
agriculture, base metals, precious metals and    
energy. In addition, equities of commodity         
producers and emerging markets would likely   
outperform on a relative basis under a commodity 
bottleneck scenario. Finally, for a monetary policy 
outcome, exposures to floating rate fixed income, 
such as bank loans, and TIPs, which reset their 
principal values based on CPI, would likely provide 
some protection from rising interest rates. 
 

The final question then becomes how to construct 
an overall portfolio that is positioned to deliver a 
compelling real rate of return in an inflationary   
environment. At Peak Capital, we approach the 
portfolio construction process through the lens of 
risk budgeting. That is, we want to understand 
how a change in the value of a single position 
might impact the risk profile of the entire portfolio, 
and have a systematic way to rebalance when 
market conditions shift. This overriding framework 
allows us to position a real return portfolio across 
all viable asset classes (mentioned above) and  
assign a risk budget to each constituent based on 
prevailing market conditions. 
 

While it’s difficult to know how higher inflation will 
present itself – if at all – we can apply tilts within 
our risk budget so that our portfolio is more      
sensitive to changes in the value of certain asset 
classes. For example, if a commodity bottleneck 
scenario is likely (remember OPEC and the oil   
crisis from the 70s?) then we could tilt our risk 
budget to commodity futures. Conversely, if the 
Fed is changing the money supply through higher 
interest rates, we may tilt our risk exposure to TIPs 
and variable rate fixed income. 
 

Ultimately, the risk profile of a balanced approach 
to real return should be fairly conservative. Unlike 
an inflation hedge strategy, were you take a     
concentrated position in a single asset class to 
hedge a specific outcome, a balanced approach 
maintains broad diversification and then applies 
tilts based on probable outcomes. 

Clint Pekrul, CFA  
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Did You Know? 

Michael Buffer may soon be summonsed to 
the White House. The boxing announcer 
famously known for his, "Let's get ready to 
rumble" pronouncements, may be ringside 

when the next epic Washington battle commences. 
The Tale of the Tape can be misleading. Trump is 
6'2" and weighs approximately 236 pounds while 
Ms. Yellen is 5'3" and (we won't go there). Yellen, 
however, is no underdog in this fight. The Fed was 
created to have absolute independence from the 
White House and while many have questioned Fed 
policy as being politically driven they insist politics 
plays no part in their decision making.  
 
The data, as illustrated in the Fixed Income section 
of Analyst Corner, is on Yellen's side as well.     
Inflation projections suggest interest rates will   
continue to rise and before long put pressure on 
economic growth. Trump himself, during the    
campaign, widely criticized the Fed for keeping 
rates so low but will want the pace of hikes to be 
slow to avoid a recession early in his                  
administration. As the Fed becomes less dovish 
and normalizes rates, Trump will increasingly rely 
on fiscal policy to stimulate growth through tax cuts 
and infrastructure spending (assuming Congress 
can pass legislation).  
 
While the Fed Chair maintains independence, their 
term is not indefinite. Yellen's term concludes at 
the end of January 2018 and you get the sense 
that Trump cannot wait to utter the words, "You're 
Fired." 
 
 

 
President Trump certainly has ambitious 
aspirations, such as his massive           
infrastructure spending bill. The bottom 
line is that he needs low interest rates to 
pay for it all. On the other side of the 
equation is Janet Yellen and the Fed who 

have  begun to raise interest rates, and will likely        
continue to raise rates this year (although the  
probably of this happening is lower than originally 
thought). So the conundrum is how you reconcile 
tightening monetary policy with fiscal inaction and 
gridlock. Trump, for political reasons, will want   
unencumbered growth and rising wages, while the 
Fed will seek balance between growth and price 
stability. But at the end of the day, Trump may very 
well win out because he is in a position to appoint 
three Fed governors that could push his political 
agenda. 
 
 
 

When Donald Trump surprisingly won the 
November election the market's reaction 
was swift with respect to healthcare 
stocks. Having campaigned on repealing 

Obamacare, the black cloud that had hovered over 
health insurers immediately lifted as investors bid 
up health insurance companies and equally moved 
away from hospitals and other providers. At one 
point, insurers were outperforming providers by 
24% post-election. That changed recently when 
the House failed to even vote on the Speakers   
repeal legislation. Cigna was the worst performing 
stock in the healthcare sector losing 2.25% while 
hospital operator Community Health Systems 
surged 9.5%.  
 
As the political dust settles, identifying future     
winners and losers is as difficult as ever.   
Obamacare has major structural issues making it a 
ticking time bomb. That is why so many insurers 
have exited the marketplace giving consumers   
virtually no choice in insurance plans. HHS       
Secretary Price has the authority to eliminate the 
penalties associated with not buying health        
insurance that will expedite collapse of the current 
system. There is also general agreement on       
repealing the tax on medical devices making   
companies that make the devices more attractive 
today.  
 
Reform or repeal, major changes will be made to 
healthcare in the U.S. will occur and it simply is not 
possible to know who that will ultimately benefit. 
Drug companies will be pressured to lower prices 
but R&D will receive better tax treatment. Stay 
tuned.  
 
 

 
The initial reaction was that the “loser” in 
the failed health care bill to replace 
Obamacare was president Trump. It    
certainly wasn’t a good day for him as 
one of his campaign promises was to   
repeal and replace immediately. But I 

think the real “loser” was the Republican Party. 
They had seven years to formulate an alternative 
to Obamacare and they finally had their chance. 
They control both houses, yet the party fractured. 
The far right faction basically didn’t fall in line and 
Speaker Ryan was unable to get the necessary 
votes. The “winner”, at least for now, is the 
healthcare sector which will be business as usual 
with no new regulations. 
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Who are the Winners and Losers with 
Healthcare? 

Q: Q: Yellen vs. Trump—Who Wins? 
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