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John Mauldin’s epic Strategic Investment Conference
concluded two weeks ago and this year’s event did not
disappoint. The speakers, as always, were evocative but this
year there was a persistent theme that was missing from
recent years. Even the economists/analysts who typically
see the cup half full had dire warning for investors, especially
those utilizing passive strategies based on U.S. equities. It
appears we are on the precipice of a regime change.
The former regime, in place since March 2009, was marked
by clear characteristics. Low volatility, excess liquidity from
quantitative easing, suppressed interest rates, a strong U.S.
dollar, rising asset prices, and flat or stagnant wages. You
might notice what is missing from the attributes of one of the
longest bull markets in history: strong economic growth.
The new regime is going to look very different and the
impact on investors is already being felt.

1. High levels of volatility.
The lowest closing VIX price in
2018 has been higher than the
highest VIX close in all of 2017.
In just six weeks of 2018 one of
the most successful investment
strategies
of
2017,
short
volatility, blew up causing some
investors to lose 100% of their
position.
2.
Dramatically
lower
liquidity. The Fed appears
poised to hike rates four times in
2018 unless an economic speed
bump it hit. Soon the Fed’s
quantitative tightening will hit $50B/month or $600B per year.
Combine that with higher rates and a deficit of $1.1T
requiring massive Treasury issuance and monetary
conditions are going to feel much tighter than they have
been in years.
3. Lower prices on risk assets. Regardless of the reason
for the constantly rising risk asset prices in the former
regime, it seems clear that is no longer the case. In
mid-March the technology index hit levels from 1999, the
banking index was at 2007 levels, and semiconductors were
at bubble valuations from 2000. The Sharpe ratio (riskadjusted returns) on the S&P had never achieved a level
above 2.9 in its history. In 2017 the Sharpe ratio on the S&P
500 was over 4.0.
Fiscal policy today in the U.S. is at odds with long held
economic principles that exacerbate the ushering in of a new
regime. It is universally believed we are in what economists
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call the “late cycle” in the U.S. Next month the recovery that
started in June 2009 will become the 2nd longest expansion
since the Great Depression. Tax cuts and fiscal stimulus
when unemployment is at 4% is not the prescribed policy
direction and many believe will result in an overheated
economy that requires the Fed to press hard on the brake
pedal causing a recession.
Political drama is also influencing the onset of the new
regime. It is not just the tug-o-war between the right and the
left that is always present, it is the elimination of influence of
the political middle that is cause for concern as the country
becomes more polarized. In 2006 only 12% of Americans
polled believed in Universal Income but in a recent Northeastern University/Gallup poll that number has risen to 48%.
I believe we have entered an era of extreme politics where
the pendulum will swing from one extreme to the other
creating economic chaos and uncertainty and making
markets increasingly unstable.
The
former
regime
was
characterized by stability that
rewards efficiency. The result
was the explosion of low-cost
passive strategies that delivered
both the risk and return of the
overall market or targeted
segments. There was no need
to “pay” for active management
or risk hedging; investing was as
simple as buying and holding
cheap beta.
The new regime is going to
punish the strategies that have
worked so well over the last 9
years. When volatility replaces stability we will see violent
price swings like what happened in February when the Dow
was down almost 1,500 points intra-day on the news that
wage inflation “may” be rising. We are entering a period that
will see disruptive technologies add to volatility and
uncertainty. Artificial Intelligence (AI) is advancing at a rapid
pace while automation and robotics will replace 38% of all
U.S. jobs over the next decade according to PwC study.
The new regime will require portfolios to be managed
differently than under the former regime. Cross-asset
correlations are at highs not seen in over a decade making
diversification an elusive target. A seemingly properly
diversified portfolio can become non-diversified in just days
requiring active management to ensure non-correlated
assets are being held. The new regime will provide plenty of
investment opportunity but only for those who anticipate its
onset.
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Moving the Markets
Tariffs and Trade Wars

Source: CNBC

The Repatriation Faucet

Up and Away?
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Most rational thinking people, regardless
of political affiliation, agree that free
trade is a good idea and when trade •
barriers are low the tide raises all boats.
The Trump administration announcement of a 25% tariff on imported steel
and 10% on aluminum has brought both
jeers and cheers. It is not a secret that
China subsidizes steel produced there •
and thus places a rather heavy hand on
the scales of free trade. China almost
seemed relieved that the steel tariff was
not higher. Trump claims the U.S.
actions are simply making trade more
fair. The tariffs do appear to be targeted •
as Canada and Mexico are exempted
and a process was created for other
countries to claim an exemption. We are
in the first innings of dialogue on one of
Trump’s major campaign issues, Fair
Trade, the debate is likely to get very
heated.
There is a level of enthusiasm and
curiosity among equity and fixed
income investors in anticipation of the
impact repatriation of off shore cash will
have on corporate profitability. Some of
the largest companies with the largest
stockpile of cash outside the U.S.
reported losses as a result of a one
time charge to repatriate. The tax law
allows for repatriation tax rates as low
as 8% versus 35% under previous law.
Invesco Fixed Income estimated that as
much as $1.5 trillion, typically held in
short term bonds, will return to the U.S.,
begging the question as to where that
cash will flow to. It is possible that the
cash will not return to short term bonds,
rather be used towards capital
expenditures, M&A, debt reduction, and
benefit
both
employees
and
shareholders.

The Coalition for a Prosperous
America has estimated that the
steel and aluminum tariff’s will result
in 19,000 jobs created in domestic
steel and aluminum production.
Tariff’s on vehicles vary widely with
an across the board 2.5% tariff on
all cars imported into the U.S. but a
10% tariff charged by the EU and
25% levied by China.
The trade deficit with China, almost
$350B in 2017, is more than double
the deficit with the entire EU and
equals the trade deficit with the next
9 highest countries.

•

Some estimate that $2.6 trillion in
corporate profits are outside the U.S.

•

Apple, with the largest overseas
cash holding, has had as much as
$252.3 billion in off shore cash,
paying $38 billion in the one time tax
payment to repatriate (Wall Street
Journal)

•

Pfizer and Microsoft round out the
top three with Pfizer maintaining
approximately $200 billion overseas
and Microsoft at approximately $140
billion.

•

Repatriation may create a headwind
for the bond market if the repatriated
cash is not invested back in to the
fixed income market

This month, we again revisit the recent •
move up in interest rates. As seen in
the 10-Year Treasury rate chart, the
benchmark yield has taken a leg up
and has recently tested the 3% level
last seen back in January 2014. Will
rates continue higher against a
backdrop of stronger global growth
potential, or will recent talks of tariffs
put a halt to the rise? The last time the •
10-year
yield
passed
3%,
it
subsequently reverted to below 2% in
fairly short order. Furthermore, what
are the chances of an inverted yield
curve, where short-term rates exceed
longer-term rates? The Fed seems to
be in a conundrum. They are raising
short-term rates, but the long end of the
yield curve is hitting resistance at the
3% level.

The future path of longer-term rates
depends
largely
on
inflation
expectations. Fed chairman Powell
recently stated that in his view,
there is no sense that we are on the
cusp of accelerated inflation, which
might halt, or at least reduce the
pace of rising rates.
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On the flip side, increased talks of
tariffs have seemed to cause
rumblings in the equity markets. It’s
very likely that the increased
uncertainty that tariffs can introduce
might compel investors to rotate
into Treasuries, which would send
longer yields lower. This could
coincide with the Fed raising shorter
-term rates and flatten the yield
curve.
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Analyst Corner

PCM Report April 2018 | Volume 9, Issue 4

Macro View – Government Spending to Replace QE Euphoria?

Taking Stock – Stock Screening Insight From One of the Greats

The House has passed and sent a $1.3 trillion 2300 page
spending bill to the Senate. The bill increases spending both
on the military and domestically. Approximately $700 billion is
earmarked for the military. $21 billion is proposed toward
infrastructure projects. Total government debt currently tops
$21 trillion. Current government spending is largely dedicated
to health care, defense, and pensions. Deutsche Bank
published their GDP forecasts, below. The potential for
additional government spending in 2019 is reflected,
demonstrating
an
anticipated
boost
to
GDP
by
approximately .5%. As government spending persists in to
2020, Deutsch Bank anticipates consumption decreasing,
bringing down forecasted GDP to approximately 2%. Economic
theory presents the “fiscal multiplier” defined as the ratio of
change in national income to the change in government
spending that causes it. History will certainly be the judge.

Louis Gave presented to a standing room only crowd at the
Mauldin Strategic Investment Conference last month. With pen
and paper in hand, the audience hung on every word in
anticipation of the gold nugget that would indicate which
equities could withstand a market correction or a recession.
Louis pointed out that one of the most useful factors he tracks
is the ratio of Enterprise Value (EV) to EBITDA. The ratio is
often used to give an accurate picture of a company’s valuation
an earning potential. This value screen is often viewed as
being more effective than price/earnings because it is less
impacted by leverage and evaluates the total value of a
company. Similar to P/E, investors seek a lower EV/EBITDA.
NYU Stern School calculated the ratio across every industry for
companies where EBITDA was positive. The ratio below shows
the 10 industries with the lowest ratio, as of January 2018. It is
also worth noting that the ratio calculated across the entire
market was 17.42.

Fixed Income - Letting the Air Out

Technical - Can’t Find a Bid

While interest rates have moved sharply higher in 2018,
especially in the U.S., there is still a long way to go in deflating
what is universally seen as a multi-decade bond bubble.
Spreads continue to be distorted as a result of Central Bank
meddling. A prime example is certain Italian high yield debt
trading at yields lower than the 10-year US Treasury bonds.
The challenge the global bond market still must face is the
nearly $8T in outstanding debt that trades at a negative interest
rate. According to Bloomberg and Deutsche Bank data, virtually
16% of global debt yield negative interest. When Central Banks
are forced to start tapering their purchases watch out for a
tsunami of selling with global bonds that may initiate a global
bear market in fixed income and have an unknown effect on
global economic growth.

We typically cover the technical aspects of the equity market
in this section but the bond market is becoming the “story” on
Wall Street. Rising yields will ultimately put pressure on profit
margins as debt service gets more expensive. With
consumer debt at all-time highs having just eclipsed the level
from 2008, rates are likely to negatively impact GDP growth
as paying the credit card debt continues to rise. All rates are
calculated based on what is considered to be the risk-free
rate of return found with U.S. Treasury bonds. An important
technical indicator for the direction of Treasury yields is the
Bid-to-Cover ratio. The higher the ratio the more demand for
Treasuries which keeps a lid on interest rates. As demand
wanes, something you can see from the chart, upward
pressure on rates increases.
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Not All Exchange-Traded-Products are Created Equal
If you have been watching the financial news
lately, you’ve likely heard of the recent implosion
of a few exchange-traded products, and the
subsequent fallout from the news media about
how these products pose a systemic risk to the
financial system. In this installment of In the
Spotlight, we’d like to shed our views on the ETF
market and examine what happened in the recent
demise of two specific products.
ETFs provide a way for investors – both large and
small – to gain exposure to certain areas of the
market, such as stocks and bonds, in a relatively
efficient manner. With a single holding, investors
can position their portfolios based on their views
of how certain asset classes might perform. The
largest ETF – the SPDR S&P 500 (SPY) – began
trading in the early 1990s and commands roughly
$260 billion in assets. For decades, investors
have accessed the large-cap U.S. equity market
by holding and trading SPY.

Common Exchange Traded Products
• Track Stock and Bond Indexes
• Liquid Underlying Securities
• Highly Regulated
As time went by, and investor demand increased,
product providers issued ETFs that tracked other
markets, such as international and emerging
market stocks, and fixed income. Investors could
now build diversified portfolios with just a few
holdings. For example, the equity exposure in a
portfolio could be segmented by market
capitalization, sector or industry. Likewise, fixed
income exposure could be segmented by credit
and duration. Simply put, ETFs became very
useful tools for portfolio construction.
ETFs are similar to other pooled investments that
trade on exchanges, such as open-end mutual
funds that are priced at the end of the day (i.e. the
net asset value) and closed-end funds that trade
throughout the day with a fixed number of shares.
In fact, ETFs are largely governed by the same
set of regulations as other mutual funds.
With the substantial inflows in recent years
(according to ETF.com, a record $44.7 billion
flowed into ETFs in the week ending March 15th),
some observers are concerned if the ETF
structure itself poses some systemic threat to a
well-functioning market. This concern was highlighted by the implosion of two volatility-linked

Clint Pekrul, CFA

products in February – the ProShares Short VIX
Short-Term Futures ETF and the VelocityShares
Daily Inverse VIX Short-Term ETN.
If the names sound confusing, it’s because the
products were confusing. And therein is our point
that not all exchange-traded-products are created
the same. First, the VIX products that failed were
esoteric strategies that in our view are not
suitable for most investors. Second, one of the
products was not technically pooled fund, but an
ETN, or exchange-traded-note that was nothing
more than a credit issued by a bank (and subject
to different regulations). And lastly, and perhaps
more importantly, the products that failed in
February both used leverage in their underlying
strategies.
When the VIX doubled in February, by definition
the ProShares and VelocityShares products
essentially lost all of their value in a single day

Suspect Exchange Traded Products
• Esoteric Strategies
• Illiquid Underlying Securities
• Excess Leverage
(i.e. the products were inverse, or short, the daily
change in short-term VIX futures). In our view,
losses of this magnitude are highly unlikely in
products that track broad benchmarks, such as
the S&P 500. The implosion of the VIX products
in February was due to a poorly designed
strategy, and not necessarily a breakdown in the
structure of ETFs itself (after all, the products
delivered what they were designed to deliver).
Our point is that investors must do their
homework. We tend to avoid products that we
simply don’t understand. As the popularity of
exchange-traded-products grows, there are
bound to be products that move farther “outside
the box” into areas of the market that are
probably not suitable for the average investor.
There will undoubtedly be more products down
the road that are based more on marketing ideas
and less on sound investment theory, and there
will likely be more blow ups to come. However,
our view is that these risks don’t pose a systemic
threat to a well-functioning market.
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Did You Know?

Q: How big of a risk do ETF’s pose?

This was a hotly debated topic at Mauldin’s
Strategic Investment Conference with
opinions as varied as the backgrounds of
the debaters. Some pointed to exchangetraded products like the ProShares Short
VIX that plunged from $130 to $10 in the span of
about a week in late January and early February.
That appears to me as a straw man argument as if
you are speculating short any market you have to
realize that an increase of 100% in the underlying
asset you are short will wipe you out.
The is a problem with the very lax regulatory
environment for ETF’s that I think needs to be
addressed. The ETF vehicle, if understood and used
properly, is a tremendous benefit to investors and a
technological marvel. The issue is that companies
are launching ETF’s claiming to give investors
access or liquidity in markets that they cannot
deliver on. I am of the opinion that any ETF should
have to be able to demonstrate a minimum level of
liquidity in the underlying asset class in order to be
listed.
With minimum levels of underlying liquidity, ETF’s
provide valuable price discovery for investors who
are wanting to buy or sell. Recent flash crashes or
panics in the high yield market demonstrated that
pricing on ETF’s was far more efficient than the
pricing on the individual bonds represented by the
indices. As an investment vehicle ETF’s are
valuable, as a method of pure speculation the
liquidity will become a mirage and leave investors in
tears.
This question has been a topic of much
conversation lately, mainly due to the
shuddering of two volatility related ETFs. I
think it’s important not to make blanket
assumptions about the structure of ETFs,
and to understand that not all ETFs are created
equally. The funds that blew up traded some fairly
esoteric strategies using VIX futures. If you read the
prospectus on these products, there was disclosure
that if you held the products long enough, your
investment was likely going to zero! Most ETFs
represent a basket of underlying securities, such as
stocks and bonds, that if held over the long-term can
provide attractive returns. And more importantly,
they don’t use leverage. The most important
questions to ask when evaluating an ETF is 1) how
liquid, or tradable, are the underlying securities, 2)
does the product use leverage, and 3) what’s the
largest probable sing-day move in the value of the
underlying securities.

PCM
Year || Volume
PCMReport
ReportMonth
April 2018
Volume #,
9, Issue
Issue #
4

Q:

Will it matter if NAFTA is eliminated?

Yes, in a dramatic way in my opinion. As
mentioned earlier, free and fair trade are
critical to mutual prosperity across
economies and protectionism has never
been shown to increase a countries longterm standard of living. Canada is the largest export
market for US companies and we sell as much to
Canada as we do the entire EU. We also have a
relatively equal trade balance with Canada, only
importing slightly more than we export. Mexico is our
second largest export market even though we do
import about $60B more from Mexico that US
products sold to Mexico.
Trade agreements, similar to other treaties, should
have shelf lives with built-in mechanisms for
revisiting on a pre-determined basis. The world
looks different than it did in 1993 when NAFTA was
first signed. Economies and industries grow and
shrink and the availability of raw materials changes
over time. We should view those who are our
neighbors and largest trading partners as friends,
not as adversaries. Yes, sometimes you have to
have hard conversations with friends and all three
nations should be willing to engage in hard
conversations about the best way to maintain free
and fair trade.
The problem of protectionism is that it assumes the
economic pie is finite, a concept I am diametrically
opposed to. If win-win solutions are sought with our
trading partners the result should be that everyone
benefits as the economic pie grows and prosperity
levels rise for everyone. I am confident that NAFTA
will be amended but not done away with.
From a market volatility standpoint, I think
eliminating NAFTA would matter a great
deal, at least in the short term. Just look at
the recent uptick in market volatility from
the announcement of the steel and
aluminum tariffs. To be sure, NAFTA has its
advantages, such as lower prices and increased
economic output. It also has its cost, namely the
loss of manufacturing jobs in the U.S. and
suppressed wages. Trade between Mexico, the U.S.
and Canada is over $1 trillion as a result of NAFTA.
As we have seen, president Trump is adamant
about free and fair trade, and in his mind, I don’t
think he views NAFTA as fair trade. I think it’s very
likely that he will pursue a rework of the agreement.
The long-term impact is hard to tell, but the shortterm uncertainty will probably lead to greater market
volatility. So investors should be prepared.
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