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The mid-term elections are now just 5 weeks away and we
are starting to get some clarity on the potential impact on
the economy and markets. Many in the left and in the
media are still suggesting there will be a Blue Wave that
sweeps Democrats to power in order to stop the Trump
agenda with the most rabid believing impeachment as the
ultimate goal.
Conservatives suggest a Blue Wave is anything but a
forgone conclusion and point to the recent Texas State
Senate seat where a Republican won a seat that had been
held by Democrats for 139 consecutive years. Given how
different both sides view the direction tax and fiscal policy
should move, this might be the most important mid-term
election in decades.
Making
matters
even
more
confusing/interesting, you have
maybe the most politically divided
country in memory. On one hand
you have Trump as the Divider-in
-Chief always willing to draw lines
in the sand and respond to critics
in an unconventional manner. But
you also have Trump who has
orchestrated one of the biggest
economic turnarounds with GDP
exceeding 4%, generational lows
in unemployment, and record
highs in both business and
consumer confidence.
The political map makes this
election all the more interesting. In
the House, the GOP faces an
uphill battle with the highest
number of seats without an incumbent since 1930. There
are 41 open Republican seats as a result of 23 retirements,
redistricting, and primary upsets. According to the Cook
Political Report, there are 38 GOP seats labeled as "tossups" with another 27 races that lean Republican but are
competitive. Democrats, on the other hand, are defending
only 3 seats considered "toss-ups" and 2 that lean their
way. Democrats need to pick up 23 seats to take control of
the House requesting to winning 60% of the toss-ups. I
believe Democrats will certainly gain seats but only have a
50-50 chance of having the 23 needed to flip control.
The Senate is just the opposite where the GOP is likely to
pick up a seat or two. Of the 35 open seats, 26 are held by
Democrats and only 2 of the 9 GOP seats, Nevada and
Arizona, are seen in play. There are Democrats running for
reelection in 10 states carried by Trump including 5
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considered to be deep red where Trump won by 20% or
more.
The potential impact of the House being controlled by
Democrats is significant on many levels. The most telling
would be the onslaught of investigations making headlines
every day. There will be immense pressure from their base
to initiate impeachment hearings even though there would
be zero chance of a conviction in the Senate. We have
been through this before with Bill Clinton in 1998. The
Republican-led House did impeach but the Senate, that
requires a 2/3rds majority to convict, acquitted the
President. The political circus did not derail the markets as
the S&P gained 28% that year. The markets largely ignored
the proceedings in 1998 and would
likely do the same next year
knowing there is virtually no
chance of meaningful impact.
Where
the
impact
of
a
Democrat-controlled House would
be felt is Trump's plans to continue
to cut regulation and pass
additional tax cuts. The surge in
economic growth and rising wages
is largely the result of skyrocketing
confidence and sentiment. While
there might not be an immediate
impact legislatively, there would
almost assuredly be an impact on
confidence as the narrative will
change
dramatically.
Lower
confidence may not be enough to
cause a recession in 2019 given
the economic momentum today but
Source: Real Clear Politics
it increases the likelihood of a
recession in 2020 substantially.
The Purple Wave I expect is really no wave at all.
Democrats will pick up seats in the House with a chance of
taking control and Republicans will likely gain one or two
seats in the Senate. Monetary policy will be largely
unaffected by the mid-term elections unless something
extremely unexpected occurs which seems highly unlikely
at this point. Yields will move higher in 2019, earnings
should continue to grow at double-digit rates in the U.S.,
Europe will continue to slow and potentially enter recession
in 2019, and emerging markets will continue to suffer due to
a lack of USD liquidity. The stock market will probably peak
in 2019 meaning this record length bull market survives for
the time being.
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Many on Wall Street were alarmed and
taken by surprise in September when a •
widely followed indicator published by
Goldman Sachs suggested the bill
market may be at risk of ending sooner
than consensus opinion. The GS Bull/
Bear Index measures the level of
excessive bullishness that if often •
considered a Bear market warning. The
index achieved a 50-year high last
month hitting levels not seen since
1969. Components of the index include
equity valuations, growth momentum,
unemployment, inflation and yield curve. •
When the index hits peak levels it
suggests a recession and Bear market
are not far away and has historically
been extremely accurate. Goldman
analyst Peter Oppenheimer commented
on the spike suggesting the result may
be a period of low equity returns and not
a recession.

Bear XING Sign?

Source: CNBC

The Mandarin Word for FANG
Source: Yahoofinance.com

A Tariff-ic Strategy?

The FANG stocks have made their way
in to the main street lexicon, but Wall
Street has their eyes on the Chinese
equivalent, the BATs. BAT is the
acronym for the Chinese equity giants,
Baidu (BIDU), Alibaba (BABA), and
Tencent (TCEHY). Baidu is the Chinese
version of Google, Alibaba is China’s
answer to Amazon, and Tencent is akin
to Facebook through two different
platforms, WeChat and QQ. The YTD
chart, as of September 21, from Yahoo
Finance shows that all three companies
are down for the year with Tencent, the
green line, posting the largest
depreciation at about 21%. There is
debate among managers as to whether
or not BATs are a “falling knife” or
buying opportunity.

In
decomposing
the
index
components, the record levels of
employment and corresponding
record low first time claims for
unemployment heavily contribute to
current levels.
The average time between the
index moving above the 70 level
and a recession has been under 6
months for the last 50 years leading
some analysts to reduce growth
estimates

•

As of September 21, 2018, Alibaba
(red line) is down 8.48% and Baidu
is down 4.41% (blue line).

•

BATs are often viewed as an
opportunity invest in companies
driving the growth and future of the
Chinese economy.

•

Common risk to any Chinese stock,
BATs included, may be swift and
unforeseen
action
by
the
government which may directly
impact a Chinese company’s
revenue.

•

The broad Chinese equity market,
reflected through the Invesco
Golden Dragon China ETF (PGJ) is
down 15.9% YTD as of September
21, 2018 (Yahoo Finance).

•

One of the risks of Trump’s strategy
is potential inflation. Tariffs can
push up the prices on steel and
aluminum, for example, which can
eventually trickle through the
economy. Steel and aluminum are
inputs in the manufacture of
numerous goods, from microwaves
to
cars.
Consumers
might
eventually feel the pinch as they
pay more for manufactured goods.

Possibly the biggest uncertainty
hanging over the markets today is what
the ultimate impact of the Trump tariffs
will be on global trade. What, exactly, is
Trump trying to accomplish with his
tariff and protectionism strategy and will
it work? Trump does not like trade
deficits, and he’s using tariffs as a way
to tax imports. The logic is that
imported goods will cost more, and
consumers will buy cheaper goods •
produced domestically (hence reducing
trade deficits). Increased consumption
domestically will boost corporate profits
and wages. In Trump’s view, tariffs can
bring back manufacturing jobs that
have been lost to globalization
(particularly in the Midwestern swing
states come election time). Or so the
theory goes…
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The Bull/Bear Index hit a peak level
prior to each of the last 7
recessions and subsequent bear
markets dating back to 1970
making it a very reliable indicator.

If inflation does unfold, we can be
certain the Federal Reserve will
respond with higher interest rates.
This in turn could lead to a
recession. Trump’s tariff strategy
would all be for naught. For now,
the size of the tariffs as a
percentage of global trade is
relatively small (see graph), but
Trump
could
accelerate
his
protectionist program.
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Macro View – An Analyst’s Take on Florence

Taking Stock – Who is Winning in the Oil Fields?

Hurricane season wreaks havoc on many lives, often creating
permanent devastation for cities, small towns, and the families
that populate the South and Southeast. Accuweather estimates
that Florence, a Category 1 storm, will cause $30-60 billion in
economic damage as a result of winds and flooding. CFRA, a
Wall Street research firm, took a look at how the S&P has
performed in the months following 15 different hurricanes.
CFRA showed that there was a median drop in the S&P of .2%
in the month following the hurricane, 3.9% in appreciation three
months following the hurricane, and 7.8% appreciation six
months following the storm. Zachs Research continued to
extrapolate the data from CFRA into a sector and individual
stock breakdown. Transports, insurers, and retailers suffered
while building supplies, home improvement, car rentals, and
gasoline all benefited from the 15 hurricanes evaluated. The
chart below represents the 1 month performance of the
gasoline ETF, UGA, from August 21 through September 21,
2018.

“The only constant is change” is a common adage when
describing the market. Oil and gas is no exception. Fracking
and horizontal drilling have permanently impacted the sector,
providing the U.S. and the Trump administration with leverage
over OPEC, Russia, and Iran. In May, the U.S. banned all of
Iran’s oil exports. The front month contract of brent crude
began a march upward from around $68/barrel to just under
$80/barrel. Research by Deloitte L.L.P. is showing that the
larger, multi national companies will benefit the most from the
changing landscape and inherent risks because of their ability
to scale, build infrastructure around global growth, finance the
growth, and maintain the best equipment. Companies that
align with Deloitte’s research include Exxon Mobil and
Chevron, anticipating their ability to recreate the U.S. fracking
boom in other countries. The chart below overlays front month
oil (blue line), Exxon (red line), and Chevron (green line) from
March 21, 2018 prior to the Iran sanctions through September
21, 2018.

Source: highcharts.com

Source: Yahoofinance.com

Fixed Income - Breaching the Upper Range

Technical - Nailing the Hammer Pattern

The yield on the 10-year U.S. Treasury bond has risen rapidly
over the prior two weeks hitting levels not seen over the last
seven years. After approaching the upper range of 3.03% on
many occasions before retreating it has finally broken through
leaving many economists to forecast higher rates in 2019. The
likely culprit for the jump in yield is the proposed tariffs on $200
billion of additional Chinese goods. This is causing capital flight
suggesting lower demand for Treasuries in the coming months.
The break even rate of inflation as measured by TIPs has
remained steady at 2.1% for several months as rates for
suggesting it is not being driven by higher inflation
expectations. The spread on TIPs stood at only .11% on
November 2, 2016 before the election but jumped to .40% just
12 days later. The current .90% spread is the highest in
decades.

We have been tracking some interesting patterns as the
market has surged to a new high including the Hammer
Chart pattern. You identify this pattern when observing
candlestick charts common to technical analysis. When a
stock or index begins the session sharply lower than the
previous close but finds strength and finishes the day back
above the previous close. The candlestick has the
appearance of a hammer and is often indicative of a
short-term low. The same can be true in reverse when the
market is moving in an uptrend and opened strong but
reverses to close near a low. The bullish hammer pattern can
be seen in early September when a significant reversal
occurred suggesting the market was going to move higher.
The same pattern occurred in June just before the market
surged 8% over a two month period.
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What's Happened to Hedge Funds?

In 2008, at the height of the financial crisis,
renowned billionaire investor Warren Buffett made
a bet with the hedge fund industry that a passive
investment in an equity index such as the S&P 500
would outperform a basket of actively managed,
globally based hedge funds. According to Buffett,
the rationale for the wager was that any value
hedge funds could deliver over a passive index (i.e.
alpha) would be more than offset by their
unjustified fee structure. Hence, a passive low-cost
investment in an index fund would deliver better
performance than hedge funds, in aggregate, over
the next decade.
Buffett ultimately won the bet. To be sure, the race
to the finish line wasn't a smooth ride. The time
period chosen - 2008 through 2017 - included the
financial crisis early on, and was then followed by
an incredible bull run in U.S. equities. Hedge funds
navigated the volatility of the crisis reasonably well,
and came out ahead after the dust settled. But they
ultimately lost out down the stretch.

Clint Pekrul, CFA

underperformed the S&P 500 before fees. So
expenses aren't the only answer.
One possible explanation is that many of the hedge
fund strategies of the past (e.g. 10 to 20 years ago)
have become crowded trades. There are simply
more participants in the hedge fund space now
than a decade ago. It may become more difficult to
successfully execute a profitable trade, particularly
if more participants are perusing the same strategy.
Another possible explanation is the evolution in
technology. Years ago, before the internet, there
was asymmetry in the availability of information.
That is, a handful of hedge funds might have
access to valuable information that the general
investing public did not know about. They had the
information to make profitable trades. Now that
information is disseminated to anyone with internet
access. Furthermore, technology and information
has become more affordable. Quantitative

HFR Index
Asset Weighted Composite
Multi-Strategy
Fundamental Growth
Quantitative Directional

10 Year Annualized Return
4.01
3.51
3.84
3.39

Emerging Markets
Global Marco

2.66
1.57

Source: Hedge Fund Research. For index descriptions, please visit www.hedgefundresearch.com

The question, ultimately, is why? Was the major
contributing factor fees, as Buffett suggests, or
were their other factors at play? The time period
chosen for the bet certainly favored U.S. equities.
But shouldn't hedge funds, which are able to invest
in every corner of the globe on both a long and
short basis with various degrees of leverage, be
able to at least keep pace with the market over a
10 year stretch?
According to Hedge Fund Research (HFR), an
independent group that tracks hedge fund
performance, the overall returns from hedge funds
over the past ten years (as of August 2018) have
not been all that compelling, particularly compared
to passive stock and bond indexes.
Theories abound about why hedge funds have
struggled, particularly since the financial crisis.
Based on details from the Buffett wager, the hedge
fund of funds basket he was wagering against

strategies can be run on a mobile device, and
access to research databases is more widely
available.
It’s worth considering that for hedge funds to shine,
the markets need volatility, which central banks
have largely removed since the financial crisis.
Since 2008, there have been two notably volatile
years – 2011 and 2015. The HFR Composite Index
finished down both of those years, however.
The future of the hedge fund industry is uncertain.
It certainly doesn’t have the sparkle today that it
had a decade ago. It’s more difficult to find truly
talented managers (there are more of them), the
strategies that worked in the past might not deliver
similar performance going forward (crowded
trades), and information about markets is more
widely available (less asymmetry in the way
information is disseminated). These factors are
likely to suppress returns.
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would a pullback in tech mean for Q:
Q: What
S&P 500 returns?
If you look at the history of the stock market
you would conclude absolutely none. First,
while stocks like Facebook and Twitter have
had problems the overall technology sector
has remained resilient and strong. The First
Trust Technology AlphaDEX ETF is only trading around
2% below its all-time high and is 23% higher this year
as of this writing. Ned Davis Research publishes
compelling sector data on the markets going back more
than 5 decades.
At no time in the last 50 years has the best performing
sector been the worst performing sector at the onset of
a bear market. Consider the example prior to the
current bull market where energy was the best
performing sector of the bull market from 2002-2007
averaging almost 28% per year. The last 3 months of
that bull market energy was the second best performer
and it remained the second best performer dusting the
first 3 months of the bear market.
The FAANG stocks have definitely stumbled and have
lost around 4% since September 1 while the broader
market has made new highs. Many of these socks had
gained so much on a year-to-date basis that taking a
breather is not unexpected. There are many potential
causes for the bull market coming to an end but history
suggests weakness in technology will not be one of
them.

We’ve discussed this in the past. The S&P
500’s performance in large part has been
driven by the technology sector. The market
capitalization of some stocks in this sector
has swelled to at least a trillion dollars (I.e
Amazon and Apple). Keep in mind that the
S&P 500 is a market capitalization weighted index, so
companies with the largest market cap receive the
highest weighting. So it stands to reason that the
performance of the technology sector will be the
primary driver of the index’s return (at least for now).
Remember how technology stocks drove the S&P 500
lower in the early 2000s? Just before the crisis of 2008,
the financial sector was the driving force in the S&P
500, and we know how that ended. I'm not sure if today
the technology sector is overvalued or what the
intermediate returns for the sector might be, but a
single sector can't lead performance indefinitely. In
terms of performance leadership, there will eventually
be a rotation into another sector. This will likely put
some downward pressure on the index. In our portfolios
we try to spread risk evenly across several factors,
which can help avoid becoming overly concentrated in
any single sector.

Can pot stocks get HIGHer?

Not necessarily what the market is interpreting
from There is an endless array of jokes and
puns that can be attributed to Indexing in
marijuana stocks but the reality is they have
surged to levels few thought possible. The
momentum for legalization of marijuana for recreational
purposes is accelerating in the U.S. and our neighbors
to the north making demand for pot stocks smoking hot.
Just a week ago the darling of the industry, Tilray,
traded like it was part of a video game increasing
almost 100% in a single day while being halted for
volatility on five occasions. Canopy Growth, Cronos,
and Tilray, the three largest weed companies (using
market cap), have a combined value of $40 billion
today. When you consider that analysts forecast the
global value for legal marijuana sales (not profits) will
only be $40 billion in 2025 (Andrew Kessner of William
O'Neil & Co) the market has gotten ahead of itself.
Pot stocks seem to be the latest FOMO craze (fear of
missing out) at least temporarily distracting from the
carnage in cryptocurrencies. There is always the
chance that new uses drive demand higher than most
experts are forecasting. Take the example of lobsters in
Boston where one restaurant is blowing marijuana
smoke into their enclosures before putting them in
boiling water. Maybe Bob Dylan was truly prophetic in
1966 when he sang, "Everybody Must Get Stoned."

The quick answer is sure, they can go
higher. But look at the volatility. They can go
much lower, too. In the short run, I consider
the cannabis stocks as purely speculative.
Much of the recent frenzy in pot stocks
stems from Canada’s decision to legalize recreational
marijuana. There have been major capital investments
in Canada based cannabis companies (e.g. Canopy
Growth, Tilray). These stocks have seen tremendous
upside this year. This is great if you were fortunate
enough to buy shares in these businesses earlier in the
year. But at this point, the valuations, to me, seem
ridiculous. For example, Tilray, the Canada based
marijuana producer, has a valuation of roughly $17
billion, which is about 600 times estimated sales. That
seems excessive.
Also, if recreational marijuana is legalized in the U.S. at
the federal level, pot will become a commodity available
to anybody. Potentially hundreds of new cannabis
companies will spring up overnight. It’s certainly an
industry in its infancy. Once institutional money begins
to seriously consider these stocks as long-term
investments, the volatility will come down. But for now
these stocks seem like speculative bets.
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All weights as of September 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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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.
An investor cannot invest directly in an index. Index performance does not represent the performance of any investment product offered by Peak Capital Management, LLC. The performance of client accounts may vary from the Index performance. Index returns shown are not reflective of actual investor performance nor do they reflect fees and expenses applicable to investing. Portfolio composition will change due to ongoing management of
the Funds. References to specific securities or sectors should not be construed as recommendations by the Fund, its Advisor or Distributor.
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-based 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; this can only be done by prospectus, which can be obtained by contacting Peak
Capital Management, LLC or another financial professional. Likewise, nothing herein should be construed as an attempt to render personalized
investment advice. A full listing of investment decisions made by PCM 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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