Buy or Bail?
PCM Report August 2017

There is a Chinese expression translated as “may you live
in interesting times.” On the surface, the saying appears to
be wishing someone well but that is not the case. Peace
and prosperity are typically associated with uninteresting
times with wars and chaos occurring during interesting
times. Prior to the 2016 election, many thought that a Trump
victory would bring about ‘interesting’ times with a lot of
volatility and uncertainty. Trump often carried out foreign
policy over Twitter, put forth policies that would almost
certainly start a trade war, and has taken on the mainstream
media as if on a playground.
Surprisingly, the markets
have been greeted with
only “uninteresting” times
for the 9-month period
since Trump was elected
as volatility has all but
disappeared. Looking at
the period 1928 to 2017,
there have only been 21
days where the VIX
closed
below
10.
Seventeen of the 21
have occurred since May
7th
of
this
year.
According to Ned Davis
Research, the average
number of trading days between 5% corrections is 50 days:
we have gone 262 days with a 5% drop. The average
number of days between 10% correction is 167 and we
have gone 356 days since the last double-digit drop. Bear
markets, defined as a 20% drop from a high, typically occur
every 635 days but we have now gone 2,101 days without a
20% correction. Finally, over the last 90 years the average
correction during the first six months of the year is 11.2%
and we only experienced a drop of 2.9%.
Fat trail distributions are enjoyable when you are on the
right side of the Bell Curve. The S&P is trading around 2
standard deviations above normal with investors across the
globe maintaining their confidence that central bankers will
keep the party (i.e. asset price inflation) going. The equity
risk premium, the amount of excess return investors in
stocks demand over a risk-free rate of return, has collapsed

“Fat trail distributions are enjoyable when
you are on the right side of the Bell Curve.”
and is at the lows set in 2000 before the tech bubble burst.
We believe the likelihood of a 10% or greater correction
before the end of October is extremely high. The
combination of global geopolitical instability, a dysfunctional
Congress as we rapidly approach the debt ceiling, and the
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Fed intent on tightening both through higher rates and
reducing its balance sheet suggests being ready for a
correction regardless of whether it happens or not.
The issue investors will have to struggle with is whether a
10% or greater correction presents a buying opportunity or a
time to bail out? There is ample evidence to make a
compelling argument for either response. The leading
reasons to “bail” include:
• The Fed: rate hikes
and quantitative tightening
• Valuations in a late
stage bull market
• Inability for Congress
to
pass
meaningful
healthcare and tax reform

The bullish case can also
be made for treating a
10% correction as a
buying opportunity:
• Robust job growth
• No recession in the
U.S. on the horizon
• Low
volatility and
rising earnings per share
(EPS) growth
The decision whether to buy or bail when the correction
happens will be determined by the cause as much as
anything. A geopolitical event that is transient should result
in markets marching back up to their highs before the end of
the year. If the recent soft economic data turned into a
recession scare, a scenario we see unlikely today, we would
opt to significantly reduce our equity exposure to protect
against a more prolonged and severe correction.
The markets ending the year above current levels feels like
a high probability-low impact outcome as there is limited
upside potential given today’s valuations. The markets
ending the year more than 10% lower than current levels
feels like a low probability-high impact outcome as investors
could try to exit at the same time. Few would argue the
belief that downside risk is much greater today than
potential upside gains.
Volatility has historically been a great leading indicator for
stock market corrections. We will continue to monitor
volatility closely for signs of shifting sentiment that results in
sellers of equities overwhelming buyers. The cause of the
next correction or bear market is very difficult to identify
today but keep an eye on September 30th, the day we could
experience another government shutdown.
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Moving the Markets
Show Me the Money

Follow the Money

Housing—The Inventory Problem
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If there was one data point that has
continually confounded the Fed it would
have to be wage growth. We are at a 15 •
-year low with respect to unemployment
that suggest the labor market should be
tight with workers being rewarded with
higher wages as employers compete for
labor. The most logical explanation for
the tepid wage growth, just 0.9% over •
the trailing 12 months, is the low
productivity numbers. Here is where the
debate can get heated. Some assert
that productivity is low because
companies have cut back on their •
capital spending so employees are
using outdated computers, software,
machines, etc. Others claim that
productivity has fallen because of
onerous government regulations that
stifle productivity. Wage growth is
closely watched as it has a direct
bearing on inflation.
•

In the past, portfolio managers closely
followed the volatility index
as an
indicator of the direction of the market.
On July 26th, the VIX reached a low
never witnessed before. The lack of •
volatility has caused managers looking
for a different compass to track the
direction of the market. Recently, the
US dollar (USD) has proven successful. •
Dollar depreciation has witnessed a
rally in US equities in 2017. Further,
speculators are overweighting long
positions in the Euro and short positions
in the dollar. The Bloomberg chart to
the left shows the recent dramatic rise
in short selling in the dollar. The •
weakening dollar and persistent short
selling may well continue to fuel the US
economy and US equities.

It’s fairly well known that the inventory •
of previously owned homes has been
declining in recent years. With limited
supply, many American households
who want to own a home are facing an
affordability hurdle. Furthermore, wage
growth is not keeping pace with the rise
in median home prices, and potentially
higher interest rates can send monthly
mortgage payments even more out of •
the reach of the average American.
After the credit crisis of 2008, lending
standards are much more stringent
today than before the crisis, and the
financial condition of the average U.S.
household is not much better now than
it was a decade ago (i.e. coming up
with the funds for a down payment is
incredibly difficult for most households).
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The number of workers quitting their
existing job is at a 10 year high
suggesting employees are confident
of being able to find equal or better
jobs.
According to BLS statistics, there is
just 1 unemployed person for each
posted job opening, an equilibrium
we have not seen since before the
Great Recession in 2008.
Labor skills have become a serious
issue for employers with the
number 1 reason job openings are
not being filled is due to employees
being not able to find employees
with necessary skills.

The USD Index, measured by the
Invesco PowerShares ETF ticker
UUP, is delivering a -6.46% return
as of July 26th, 2017
The S&P 500 Index, measured using
the SPDR ETF SPY , for the same
time period is up 9.17%
Year to date YTD (YTD) correlation
between the PowerShares DB US
Dollar ETF Index (UUP) and the
S&P 500 ETF, SPY, .15, gave
further evidence of the relationship
between the US market and the US
dollar
The strength of the Euro has been
driving the fall of the dollar given that
the Euro makes up approximately
57% of the dollar index.

Many current homeowners have
attractive mortgages that were
financed below the current market
rates. When current homeowners
want to trade up to a new house,
they don’t necessarily sell their
existing home, but instead rent it
out (i.e. they become a landlord).
The result is a much tighter supply
of previously owned homes for sale.
New homes are more readily
available but often beyond the price
rage
of
the
average
U.S.
household. The result, at least in
the short-term, is a highly bifurcated
seller’s market. That definitely puts
a squeeze on households currently
looking to purchase homes amid
such limited supply.

2

Analyst Corner

PCM Report August 2017 | Volume 8, Issue 8

Macro View – Don’t Take Away the Punchbowl

Taking Stock – Running with the Bulls

There has been quite a bit of discussion on whether
quantitative easing (QE) continues to work in propping up
global equity markets. One need not look much further than the
Thomson Reuters chart below to see an aggregate of the
steady increase in the balance sheets of the Fed, the
European Central Bank (ECB), Bank of Japan, and Bank of
England against a similar rise in returns of the S&P 500. In
total, the four central banks have bought $14 trillion of assets.
The Fed has made it clear that they have a desire to begin
reducing their $4.5 trillion dollar balance sheet while the ECB
has indicated that they will begin reducing bond purchases in
2018. Notes from the Fed meeting the last week of July
demonstrated that the Fed’s intention is to keep rates low for a
prolonged period of time until inflation begins to increase. This
is leading analysts to believe that equities will continue to climb
higher until a more aggressive approach is taken in raising
rates.

It appears that the Eurozone earnings are beginning to
figuratively rival the recent and famed running with the bulls.
The JP Morgan chart below shows earnings trends for the
Eurozone, excluding the United Kingdom (UK), each year
dating back to 2013. It is clear that European companies have
faced insurmountable headwinds in 2013 until 2016. Finally, it
appears a relentless stream of liquidity by the ECB is taking
hold in 2017 as earnings trend and estimates are trending up.
Investment in European companies is driving up the value of
the Euro, recently at a 23 month high versus the US dollar.
Currency appreciation will make it difficult for companies that
export outside of the Eurozone. Thomson Reuters estimates
second quarter earnings on Eurozone companies will increase
by 7.9% from a year ago. After a 10 year slog in to the abyss,
Europe may be seeing the light of day.

Fixed Income – No More Fed

Technical – Falling Greenback

Long-term rates have started to move higher in what appears
to be a sustainable upward trend. The likely cause for the
upward pressure on yields is the Fed’s announced plans to
begin the process of reducing their balance sheet in. The
average maturity of bonds held by the Fed is 7.6 years for
Treasury and mortgage-backed bonds. The Fed currently
receives about $6 billion in coupon payments which is exactly
the number they give for reducing their balance sheet. This
means they intend to not reinvest the income they receive as
opposed to selling bonds. The Fed intends to increase the pace
of reductions in 2019 to $30 billion per month. While the pace is
not alarming, it does pose the question who will step into the
gap? Unless new buyers emerge, there is a risk that rates
shoot much higher and harm the fragile economic growth.

There is no question regarding the technical picture for the
U.S. dollar as the chart goes from the upper left to bottom
right. The dollar has dropped over 10% against a basket of
currencies over the last several months and the chart
suggests more weakness may prevail. The relative value of
the dollar has become increasingly important to equity
markets filled with companies who sell their goods and
services throughout the world. A weak dollar can become
inflationary as import prices increase but in the short term it
should help boost earnings for US-based multinationals. The
drop in the greenback is somewhat confounding given that
the Fed is the only major central bank in the world to be
tightening fiscal policy. Higher rates typically lead to a
stronger, not weaker, currency. Emerging markets continue
to move higher as a weak dollar results in less burdensome
debt service.

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

3

In the Spotlight

PCMReport
ReportAugust
Month 2017
Year || Volume
PCM
Volume #,
8, Issue
Issue #
8

Understanding the Value Factor
We continue our series on factor investing this
month by exploring the value factor in the U.S.
equity market. As one of the five factors present in
the equity markets, value stocks are typically
characterized by attractive valuation ratios. These
stocks will typically trade at levels that seem like
“bargain” prices. That is, their current stock price is
trading below the perceived true value of the
underlying company. Value stocks are attractive in
that buyers of these companies are paying less
today than what the company is actually worth on a
per share basis. If held over the long-term, investors
in value stocks can be rewarded with above-average
returns. Of course, stocks can trade at low
valuations for a reason (e.g. poor management,
weak financial condition, etc). So the key is to buy
attractive companies at a bargain price while
avoiding value traps that can lead to sub-par returns.
The value factor is closely related to the quality
factor, which we highlighted last month. Typically, a
value investor will screen the equity universe to
identify high quality stocks that are trading at bargain
levels. The quality factor will screen the equity
universe for companies that have attractive financial
ratios, such as low debt-to-equity and high earnings
Value Stocks – relates current share price to
estimates of a company’s economic, or
intrinsic, value
per share (EPS), or pay steady dividends. In theory,
quality stocks can withstand the ups and downs of
the business cycle more so than the overall market.
A value investor often seeks out high quality stocks,
but is more mindful of the stock price in relation to
the underlying health of the company. For example,
a value investor might look at a company’s current
share price in relation to its book value, or earning
per share. For a value investor, the most important
consideration is not paying too much today relative
to a company’s true economic value. So while the
quality factor screens for companies with above
average financial strength, the value factor will relate
current share price to some underlying measure of a
company’s economic value.
In contrast, the value factor can be at odds with the
momentum factor, which by definition looks for
stocks that have above-average price trends. The
momentum factor is a quantitative measure – it
evaluates changes in share prices and trends to
identify attractive companies to buy. The value
factor, on the other hand, is both quantitative and

Clint Pekrul, CFA
fundamental – it evaluates companies to buy based
on current share price, and relates the share price
back to some measure of intrinsic measure of value
(e.g. earnings, book value, etc). If the share price is
too high, the value factor will exclude the stock from
consideration. Momentum, on the other hand, does
not necessarily consider fundamental measures of
intrinsic value (e.g. keep buying as long as the price
trends higher).
As we mentioned before, the key to successful value
investing is to establish a reliable estimate of a
company’s true economic worth, or intrinsic value. If
your estimate of intrinsic value is reasonably
accurate, and you purchase shares below this
intrinsic value, then in theory, the market will
eventually reward you with above-average returns.
This is much easier said than done. Determining
what a company is truly worth fundamentally is a
difficult task. Many times, a value investor will fall
into what is known as a value trap. In this scenario, a
company’s share price might trade below its
perceived intrinsic value for reasons that are not fully
understood.
In a value trap scenario, the market might never
Often combines quality traits with “bargain
prices”. Generally is in contrast to
momentum stocks
reward your investment with above average returns
simply because your estimate of underlying value
was incorrect. One of the most challenging aspects
of determining a company’s intrinsic value is
discounting the value of future growth in earnings
and revenue. Estimates of future growth are very
susceptible to forecasting error. These errors in turn
can make what looks like a value stock today an
overvalued investment.

As we have mentioned several times in the past, we
combine equity factors into our U.S. and global
growth portfolios for the simple reason that each
factor can exhibit different risk and return
characteristics over the long-term. Value stocks, for
example, can potentially outperform other factors
when market valuations mean-revert to long-term
averages. In other words, the share prices of value
stocks can be less susceptible to inflated valuations
(unlike momentum stocks). Conversely, there can be
times when value stocks are out of favor, particularly
when markets are led by higher trending names.
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As I respond to this question the
Republicans in the Senate are trying one
last gasp to pass legislation being referred
to as "repeal-lite". The first 6 months of
this Congress has revealed many things:
legislating is hard work and just because you wear
the same jersey does not mean you agree.
Campaign promises are often abandoned when
candidates take office but not being able to deliver
could really cost Republicans. Voters took a
chance electing an abrasive candidate with no
political experience hoping to get something other
than "politics as usual." Investors plowed historical
amounts into stocks post-election with the
expectation that much of the cause for slow growth
would be eliminated. The Trump administration has
delivered in curtailing costly regulation but the
center pieces of his campaign, and nearly every
Republican running for office, was reforming
healthcare and cutting taxes. Ever since the ACA
went into effect it has hurt growth and contributed
to the lack of wage growth. Many small businesses
(under 100 employees) saw the cost of providing
health insurance to their employees triple or more.
If you are in a competitive industry with limited
margins, you can easily lose a large percentage of
your earnings. As a result, companies have hired
less, are slow to increase wages, and cut back on
productivity-enhancing spending. Expect that trend
to continue and stocks to come under pressure if
true reform is not passed.

In short, the impact will be adverse simply
because the average American household
will have less to spend on goods and
services, given the soaring cost of
premiums and higher deductibles. The
more resources people have to devote to cover
their health care needs, the less they have left over
for spending on goods and services and savings.
It’s quite disturbing that many U.S. households are
one trip to the emergency room away from going
bankrupt. For a family of four, for example, the
deductibles can be as high as $10 to $20 thousand
dollars, which many households simply do not
have at their disposal. And this does not begin to
account for the monthly premiums. Many people,
I’m afraid, will simply forego insurance altogether
and instead risk being saddled with overwhelming
debt. I’m holding out hope that a free market
solution might materialize that will bring down the
cost of health care services through an open
exchange (and bypass the politicians in
Washington).

The answer really depends on why you are
buying gold? If looking to speculate with
gold and generate short-term gains I'm not
sure now is a great time to get in. Gold
tends to rally in 2 scenarios. First, if inflation is
rising rapidly gold is seen as a good hedge against
currency devaluation. Because inflation continues
to run well below the Fed's target of 2% (consistent
with the ECB and BOJ) even with all the fiscal
stimulus being provided, it seems unlikely that an
inflation scare is on the horizon. Gold also tends to
rally when significant geopolitical events occur. A
war with N. Korea would probably send gold higher
but the markets have shrugged off most threats to
global stability. If the reason for owning gold is to
hedge the risk of central bankers harming the
economy, that makes a lot of sense to me. The
likelihood of a currency black swan event is very
high over the next decade. This means that you
have to be a very patient investor, possibly even
taking on the mentality of holding it forever. One
last drawback of gold as an alternative currency is
the advancement of block chain technology and
crypto currencies. If the public are able to trust the
security of bitcoins or ether, it is much easier to
own an electronic currency than to store physical
gold.

As always, it depends on what your
objective is. Gold is generally considered
the ultimate inflation hedge. The issue I
always have with this is that the
inflationary data we have to go on goes
back to the 1970s. This is the last time we really
had a challenge with inflation, which was largely a
commodity supply/demand imbalance. We don’t
really have that scenario today. And gold doesn’t
pay you interest or a dividend, so it’s holding costs
can be substantial for long periods of time.
Conversely, investors often look to gold as a hedge
against equity market volatility. But the correlation
of stocks to gold is not always stable, so the
effectiveness of gold as a hedge can be uncertain.
Unless you believe there will be a seismic event
that will threaten the value of paper-based assets, I
don’t see an overwhelming rationale for buying
gold. Don’t necessarily assume that gold will be a
diversifying holding. Be mindful that gold prices
can be quite volatile.
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All Pie Charts as of 7/31/2017
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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
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Past performance is not indicative of future results, loss of principal is possible.
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guarantee the accuracy or completeness of such data.
Peak Capital Management, LLC, is a fee-based SEC Registered Investment Advisory firm with its principal place of business in Colorado providing
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