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The U.S. economy might best be described these days by
the 1976 hit by the Eagles, "Life in the fast lane." Growth
rates are diverging in a manner not seen for decades as the
most recent quarter in the U.S. saw growth above 4% while
Japan, the third largest economy in the world, slipped into a
contraction of .6% in early 2018. Europe continues to hover
near stall speed with growth of only .3% for the most recent
quarter at a time when trade talks are seen as a potential
drag on EU growth.
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impeachment proceedings) it will not rollback previously
passed legislation.

The strength of the job market is also supporting higher
growth. There has been a clear trend the last 10 years of
the U.S. economy adding mostly low-paying, service sector
jobs while higher-paying manufacturing and professional
employment has fallen. According to Bureau of Labor
Statistics data, the U.S. added
327,000 manufacturing jobs
“Dollar Disease may prove to be
the last 12 months. This
chink in the armor of global growth over
represents the best 12-month
and prosperity.”
stretch in the last 23 years.

President
Trump
proudly
proclaimed after the latest
GDP report, "Once again we
are the economic envy of the
entire world" and most seem to be in agreement with him.
Even China, whose previous growth was largely
responsible for lifting the world out of recession in 2009,
has seen growth fall and appears to be at risk of dipping
below 6% for the first time in a long time. Understanding the
source of strength in the U.S. economy today is critical to
forecasting how long it can remain.
Despite being maligned by the Administration, the Fed has
been able to remain largely accommodative with monetary
policy to facilitate strong growth. That said, most
economists believe that rates are in neutral territory now
meaning further rate hikes could begin to negatively impact
growth domestically. Additionally, quantitative tightening,
the Fed reducing its balance sheet by selling bonds, has
had little impact thus far but that could change rapidly as
they increase the place of their selling.

The other drivers of strong growth are largely politically
driven: tax policy, deregulation, and trade. Each of these
have factored in the growth surge that many believe will lift
GDP over 3% this full year for the first time since 2005.
While a victory by Democrats in November in the House or
Senate will likely derail the "Trump Agenda" (and create a
lot of political drama if a Democrat-led House initiates

Foreign Trade and the strength of the U.S. dollar pose the
greatest threats to continued growth in the U.S. and the
world. If negotiations on tariffs break down, all counties will
be negatively impact in the short term. Expectations of
tariffs actually led to the higher growth in Q2 with Net
Exports adding 1.06% to GDP. Much of that is transitory
gains like soybean exports that surged 3,000% on an
annualized basis according to the U.S. Department of
Agriculture as buyers stocked up before tariffs kicked in.
Dollar Disease may prove to be chink in the armor of global
growth and prosperity. This occurs when their is insufficient
supply of dollars to facilitate global trade and make it
virtually impossible for emerging market countries with
large dollar-based debts to remain current. Risk assets like
stocks and real estate have to be sold to raise dollars to
service debt. Insufficient liquidity is rapidly occurring as a
result of the falling trade deficit, rate hikes, and the Fed
selling bonds. A shortage of greenbacks concerns many
economists today. This creates a non-virtuous cycle where
falling supply and strong demand drives the value of the
dollar higher making it more difficult on emerging markets.
It is possible we are approaching a period where the
unintended consequences of years of interest rate
manipulation will be experienced. Famed Austrian
economist Ludwig Von Mises once stated, "When Central
Banks raise rates, the misallocation of credit is revealed
and must be unwound." I have little doubt that there will be
trillions of dollars that in hindsight will qualify for the
moniker of misallocated. How much economic pain will be
endured in the process of unwinding these misallocated
debts remains to be seen.

“Once again we are the economic
envy of the entire world.”
-President Trump
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Moving the Markets
De-FAANG'd

Source: CNBC

Words Matter

Currency Contagion?
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The
FAANG
stocks
(Facebook,
Amazon, Apple, Netflix, and Google) •
have not only provided stock market
leadership the last several years, they
have been responsible for an outsized
percentage of the broad market gains.
This notorious group has come under
pressure recently leading analysts to
question where market leadership will
come from. Facebook and Google are •
facing scrutiny from governments
around the world over privacy concerns
and security breaches while making
millions in profits from foreign actors
trying to influence elections, policy, or •
public opinion by paying for ads. Netflix
is showing cracks in subscriber growth
that is likely needed to maintain their
stratospheric valuation multiple. Apple
and Amazon continue to execute at very
high levels with the former being the
latter in the race to a $1 trillion valuation.
Data analytics have become very
important to how decisions are made,
from real-time decision making on the
football sidelines to trading and portfolio
management. Factset offers investment
strategists and managers insight and
analytics by reporting by citing specific
words used during quarterly corporate
earnings calls. Most recently, the word
“tariff” is being closely monitored based
on their impact on earnings. Factset
has created an index beginning with the
S&P 500 universe of companies,
narrowed down to 173 companies that
they are equipped to analyze earning
calls. As of the end of July, 159 of the
173
companies
had
produced
transcripts for their earnings conference
calls. The Factset chart below shows an
increase from 5 occurrences in the use
of the word “tariff” in Q4 2017 earnings
conference calls to 70 Q2 2018.

Growth in China for products and
services from the FAANG stocks is
critical. If this fails to materialize, the
premium each company trades at
as a result of their earnings per
share growth rate will quickly
evaporate.
The U.S. consumer appears to be
healthy right now and capable of
extending the duration of strong
growth in consumer spending that
benefits the FAANGs.
Increased government involvement
will be closely watched by investors,
especially leading up to the 2018
elections. A slowdown in growth for
social media platforms seems
inevitable.

•

In total, 44% of the 170 companies
analyzed mentioned the word “tariff”
on their Q2 2018 quarterly earnings
calls.

•

The Industrial sector demonstrated
the highest use of the word “tariff” on
earnings conference calls (Factset).

•

Comments among Industrial sector
calls reflected a combination of no
impact,
negative
impact,
or
uncertainty on their industry.

•

Tariffs were mentioned the least
among sector analysis among
telecom
services
with
zero
occurrences and utilities with one
occurrence.

The recent headlines out of Turkey •
have resurrected flashbacks to 1997,
when the so-called “Asian Contagion”
rocked emerging equity markets.
Roughly
twenty-one
years
ago,
developing countries in East Asia
experienced
major
currency
disruptions. What started with a
devaluation of Thailand’s currency
quickly spread to other countries in the •
region. Credit conditions deteriorated
rapidly and ultimately, the International
Monetary Fund was forced to step in
and stabilize the situation, but only after
asset prices had fallen considerably.
With the recent plunge in the Turkish
lira, among other emerging market
currencies, do we face a similar
situation today?

The MSCI EM Currency Index
measures the value of a basket of
foreign emerging market currencies
against the US dollar. After peaking
in late February, the Index has
fallen by roughly -7%. Losses were
led by the Turkish lira, South
African rand and the Mexican peso.
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Many emerging markets have
borrowed in foreign currencies
(mainly in dollars and euros). As
those currencies strengthen, it
becomes more expensive to repay
the loans, which then raises the
issue of credit defaults. For now,
the possibility for contagion is a real
concern, particularly as the Federal
Reserve raises interest rates.
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Macro View – The Cost of Being Normal

Taking Stock – Talking Turkey on STOXX

The normalization of monetary policy translates in to gradual
increases in the federal funds rate. As the fed funds rate
increases, the cost of borrowing through interest rises for
business, consumers, and the government. It is time well spent
to understand how rates and increases in rates are impact the
governments ability to reduce their balance sheet over time
because the ripple effect will be far and wide. The chart below
from the St Louis Federal Reserve Bank shows the holdings of
debt on the Fed’s balance sheet. Given that almost 90% of the
debt maintains a five, seven, ten, and thirty-year maturity,
increases in fed funds rate will have less impact on the cost to
hold this debt. Further, the term premium for longer maturities
is often based on GDP growth, inflation, and financial
conditions. This data coupled with global demand for US
treasuries may bode well for normalization.

The depreciation of the Turkish Lira caused volatility in the
global market, and caused analysts to evaluate the impact the
global currency markets, political populism, and economic
sanctions have on equity and fixed income markets. Certainly,
as currencies are a zero sum game, US dollar strength lends
itself foreign currency depreciation. Further, Turkey’s corporate
sector has net foreign denominated liabilities that make up
$220 Billion, equaling 25% of their GDP (Deutsche Bank Securities). The European banking sector remains the most vulnerable to further risks surrounding Turkey politically and economically. Among European banks, BBVA maintains the greatest
exposure to Turkey. The chart below shows the STOXX
Europe 600 Banks YTD as of August 23, 2018. As of that date,
the index depreciated by 14.65% in addition to recently hitting
the 52 week low of 156.87.
STOXX® Europe 600 Banks

Source: www.stoxx.com

Fixed Income - Remaining on the Path

Technical - Sticking Close to Home

While the Fed left rates unchanged at their most recent
meeting, recently published minutes from the Federal Open
Market Committee (FOMC) showed that voting members of the
committee are committed to future rate hikes. Two
additional .25% hikes in Fed Funds are price in for 2018 by the
market at this time. This is causing the dollar to continue its
gains against the Euro and the Yen. Chairman Powell, in his
address at Jackson Hole, made it clear that the policy making
body would not be influenced by comments (tweets) emanating
from the White House criticizing plans for more rate hikes.
Economists working for the Fed are forecasting growth for the
second half of 2018 above 3% that would make this year the
strongest since 2005. Powell did note that interruptions in trade
resulting from a tariff war could negatively impact growth
estimates.

The S&P 500 index may be showing signs of fatigue even as
the broad stock market gauge remains near all-time highs. A
period of flat returns, known as consolidation, would be a
welcome sight for many investors if it meant avoiding the
carnage taking place in markets outside of the U.S. Turkey
and Brazil are the two worst performing markets so far in
2018 and the broad emerging market index has fallen almost
16% from its January high. Among domestic sectors,
information tech is pacing the markets year-to-date while
Telecom and consumer Staples are notable laggards.
Interest rate sensitive stocks like utilities and REIT's are
showing the effects of Fed rate hikes and are generally
lower. Companies posting above average growth remain in
favor and continue to outperform companies considered
value or high quality.
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Understanding the Yield Curve

Ever since the beginning of quantitative easing –
the Federal Reserve’s program of purchasing
Treasury securities to provide liquidity in the shadow of the Great Recession – the market’s
expectation has generally been that once the
program ends, interest rates must rise. With this
general assumption, numerous market participants
– from hedge funds to large institutional investors –
have made a rather extreme bet that yields on
Treasury bonds will rise as the Federal Reserve
unwinds its quantitative easing program.
But as we’ve seen over the past several months,
the yield curve has flattened. That is, longer-term
rates for Treasuries have not really reacted as
expected, given the strong fundamentals of the
U.S. economy. As the Federal Reserve raises short
-term rates to stave off inflation, the assumption
was that the longer end of the yield curve would
start to rise to reflect a higher inflation premium.
This
assumption,
along
with
the
unwinding of quantitative easing, led to
unprecedented short
selling
of
U.S.
Treasury futures.
A short sale is a trade
whereby an investor
is betting that the
price of an underlying
asset will fall in price
over some specified
period. With a short
sale, an investor will
borrow securities and
sell them in the open market with the hope of
repurchasing and returning the securities at a
lower price. A short sale is profitable if the price of
the underling security declines in value.
The chart below, provided by Bloomberg, shows
the net futures positions for 10-year U.S. Treasury
bonds from the early 1990s through today. The net
position, shown in blue, illustrates how bullish or
bearish the market is with respect to the path of
future interest rates. Currently, the net short
position (i.e. a bearish signal) is at record levels,
suggesting that the market expects rates to rise
and Treasury prices to fall.
But with such an extreme bearish bet on Treasuries, what could potentially happen if a spat of bad
news hit the headlines that would send investors to
safe assets? We’ve seen this move to a certain

Clint Pekrul, CFA

degree in August amid increased geopolitical risk
(e.g. currency volatility, tariffs, etc.). If Treasury
prices begin to rise, the extreme short bet will begin
to lose money. There could be a point where the
short sellers begin to cover their losses en masse.
In other words, short sellers will begin to buy, or go
long, U.S. Treasuries to limit their losses. This of
course would place further downward pressure on
yields. Our point is that we could see yields drop
meaningfully in the intermediate term, despite the
market’s consensus view. The path to higher
interest rates in the long run won’t likely be a
straight line, but a choppy one.
The larger question is why are longer-term interest
rates stubbornly low? A year ago, the consensus
expectation was that the long end of the yield curve
should be well above 3% today (hence the massive
short bet). But the reality is that the spread, or
difference, between two- and ten-year Treasury
yields is below 20
basis points (as of
August
24th),
its
lowest reading since
August 2007. The
Federal
Reserve
seems committed to
raising
short-term
rates
to
combat
inflation in the U.S.,
given
the
strong
economy and low
unemployment.
But on a global basis,
prospects for robust
economic
growth
might not be so promising, and this could be the
reason that longer-term rates aren’t at levels where
investors thought they would be. If we experience a
market disruption event, long-term Treasury yields
could gap downward, and the yield curve could
invert. Short sellers will not sleep well under this
scenario.
To reiterate, we believe that the long-term path of
interest rates is a move higher, but it’s not
necessarily going to be a straight line. We are
witnessing several extreme bets in the market bias to U.S. equities, selling of emerging markets,
etc. The short interest in Treasuries is just another
example. Extreme bets tend to unwind, sometimes
very quickly.
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Q: What is the most effective way to hedge Q:
inflation today?

That is an interesting question because it
suggests
that
the
typical
strategy,
inflation-protected bonds and gold, may not be
the preferred strategy in today's environment. I
agree with the premise that traditional hedges
for inflation may be far less effective today.
Looking at gold in particular, historically viewed as the
primary tool to counter the effects of inflation, may not
respond as many expect if the Fed overshoots their
inflation target as I expect they will. The challenge is
that the Fed is reducing dollar liquidity by hiking rates
and selling assets in its balance sheet that is driving the
dollar higher. Gold has traditionally moved inversely to
the U.S. dollar and that relationship I believe will be
more reliable than gold as an inflation hedge. As long
as the dollar moved higher, gold is likely to languish.
When we have navigate the entire cycle and are
looking back at today, I think it is likely that real assets
will be shown as the most effective inflation hedge.
Commodities used in production, timber, industrial
metals, and energy should regain their purchasing
power more effectively than other assets. Another
strategy would be to look to dividend paying stocks and
possibly even preferred. Assets that provide income
help to minimize the inflation effect and as rates rise
yields typically keep Pace with inflation. The best
strategy might be too not fall in love with any specific
strategy and remain dynamic in your allocations.

What is Warren Buffetts cash stockpile
telling the markets?

Not necessarily what the market is interpreting
from Berkshire Hathaway's enormous cash
board of more than $XX billion. Consensus
opinion seems to be the historically high cash
position reflects Buffett and his teams views
on the markets and current valuations. However, at the
same time Berkshire has continued to add to their
position in Apple even though that stock, now valued at
more than $1 trillion, is at all-time highs.
Berkshire Hathaway is considered a deep value
investor based on their approach to investing and there
is no doubt it is more difficult to find compelling value in
today's market. Just 10 days ago, on August 22, the
current bull market in stocks became the longest
running bull in U.S. history. Insiders at the Omahabased investment giant have hinted that there are other
reasons for hoarding cash. Buffett prefers to own a
controlling interest companies that he takes a position
in. Apple, for example, is one of only 40 companies in
their portfolio that they do not own over 40% of the
stock. I speculate that the Oracle of Omaha is looking
closely as distressed industries to see where he can
acquire a company or two that meet his stringent
requirements for inclusion in the portfolio.
I would not be surprised to read that Berkshire
Hathaway is another company in the insurance or utility
sectors where he already has a lot of exposure and
expertise to determine where he sees value.

This is a difficult question. Effectively hedging
inflation really depends on properly
identifying the source of inflation. Economist
generally categorize inflation into two
categories. The first is called “cost-push”
inflation where the price of inputs, such as
raw materials and wages, rises rapidly. The second is
“demand-pull” inflation where aggregate demand in the
economy outpaces its productive capacity. Today, it
seems that the more likely source of inflation would
come from the “demand-pull” scenario. The Federal
Reserve, through quantitative easing, may have
overstimulated the economy and will now be forced to
raise interest rates faster than the market expects.

Warren Buffett’s $111 billion in cash holdings
at Berkshire Hathaway has raised some
eyebrows. If you look at comments from
Buffett historically, he’s often alluded to his
disdain for holding cash, so to see a cash
balance this high has many investors wondering what
his next move might be. My guess is that when looking
at overall equity valuations, Buffett might be a bit more
cautious when deploying cash. He is not known for
overpaying for value, and given today’s equity
valuations, there might not be many compelling
investment options from his point of view.

Overall, the best approach to hedging inflation is
through a balanced portfolio that addresses both
sources of inflation. Asset classes such as raw
commodities and commodity-sensitive sectors of the
equity market can help absorb commodity supply
shocks, while defensive sectors such as consumer
staples can pass along higher wage costs. Fixed
income securities with variable coupons, such as
floating rate bonds and TIPs, can help keep pace with
rising interest rates. In addition, real estate can
potentially provide an inflation hedge as property values
and rents tend to rise with inflation expectations.

There have also been discussions of Buffett using his
cash reserves for buying back shares of Berkshire
Hathaway, although I think we would have to see a
meaningful pullback in price before he would consider a
meaningful buyback. In my view, I think Buffett would
prefer to acquire profitable businesses at a reasonable
price, just as he’s always done. At this time, however,
he might just view the overall market as a bit too pricey.
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All weights as of August 24, 2018

Balanced Income

Income
Mortgage Backed
Bond
Investment Grade
Credit

32.11%
9.20%

US Dividend
Equities

16.28%

International
Dividend Equities

16.69%

US REITs

13.37%
35.67%

High Yield Bonds

16.84%

Preferred Stock
US Dividend
Equities

22.07%

US REITs
Short (Inverse)
Treasury Bond

8.48%

High Yield Bonds
Long Term
Treasuries

5.00%

Short (Inverse) US
Equity

6.29%

18.12%

High Quality Factor

13.41%

5.00%

Global Growth

US Growth
Low Volatility
Factor

12.98%

Low Volatility Factor

9.76%

High Quality Factor

6.55%

Small Cap Factor

7.11%

Value Factor

7.48%
5.32%

Small Cap Factor

13.56%

Momentum Factor

Value Factor

15.33%

Developed Market Equity

18.83%

Momentum Factor

10.55%

Emerging Market Equity

13.61%

Long Term
Treasuries

29.03%

Long Term Treasuries

31.34%

Weights are approximations only and subject to change.
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