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The science of alchemy was a medieval precursor to 
modern chemistry with the belief the basic elements of air, 
water, fire, and earth could be manipulated to transform 
base metals like lead into gold. The current bull market, 
noted to be the longest in post-WWII history, has 
benefitted from a sort of alchemy of its own. It is often 
stated that Bull Markets do not die of old age, but possibly 
die when alchemy no longer does its magic. 

The basic elements of stock market alchemy are well 
known: Fed accommodation, supportive fiscal policy, and 
earnings growth. This month we analyze 
these critical requirements for a bull 
market in equities and ponder what may 
interrupt the continuation of rising 
stocks. 

A Dovish Fed – monetary policy is the 
most important of the base elements of 
a bull market. The adage “Don’t Fight 
the Fed” has proven to be true over 
many decades. Following the Great 
Recession the Fed has done their part to 
ensure the bull market carries on. In late 
2018 when it appeared the “hawks” at 
the Fed might be taking control, Chair Powell quickly set 
the markets at ease and announced an ending of rate 
hikes and QT. Not only did the Fed shift to neutral on 
rates after the December calamity in stocks, they 
announced policy that would again provide excess 
liquidity to facilitate a “risk-on” environment. The Fed is 
becoming a net buyer of Treasury bonds of approximately 
$200B/year or 20% of the new issuance. Expect to see 
these moves drive the USD lower, helping US companies 
that export products and lift earnings. I expect the Fed to 
cut Fed Funds late in Q2 or during Q3 of this year as 
economic data continues to weaken. 

Supportive Fiscal Policy – while fiscal policy is 
sometimes referred to in the context of government 
spending and tax policy, it also covers broader areas like 
trade negotiations. The Tax Cuts and Jobs Act of 2017 
was certainly an important part of the stock market rally 

following the 2016 elections. The lower corporate tax 
increased company profits supporting higher stock prices. 
While there was some increase in capex spending, that 
seems to have been short-lived given the current 
slowdown in capital spending. Deficits are often debated 
in terms of how much risk they pose to economic 
expansion. Government spending is a large part of the 
economy but when debt is required to pay for spending 
there is an assumed future drag on growth as higher 
interest rates are required to incent buyers of debt. Japan 

has shown that deficits and total debt can 
climb to levels never thought possible as 
their debt-to-GDP has exceeded 200% 
since 2012. Debt does not matter until it 
does, then watch out. 

Growing Earnings – this is the most 
uncertain of the base elements for stock 
market alchemists. After producing 21% 
earnings growth in 2018 the revisions to 
forecasted 2019 earnings growth have 
been dismal. Last October FactSet 
forecasts were for 10.1% earnings 
growth in 2019. That number fell to 7% 

growth in January and recently was lowered  to 4.3%. 
Each of the Fed Regional Surveys points to a slowdown in 
capital good orders suggesting the slowdown in earnings 
has not hit bottom. A weaker dollar will certainly help lift 
earnings for some companies and a trade agreement with 
China would alleviate some concern. Energy is forecasted 
to be the largest drag on earnings with forecasts for -8.5% 
in that sector according to FactSet prior to the recent rise 
in oil prices which may help strengthen actual earnings in 
energy. 

Risks to Alchemy – there are many risks to the 
continuation of the bull market but none seem likely as a 
best-case scenario. The Fed is almost certainly going to 
remain accommodative unless an unexpected rise in 
inflation occurs. If inflation remains tame the Fed will do 
their part. From a fiscal perspective, only an absolute 
failure to reach any type of agreement with China on a 
trade deal should derail the bull market. A full-blown trade 
war that includes Europe would plunge the global 
economy into recession and end the bull market. I am 
watching the Employment Cost Index for signs that 
margins will shrink dramatically leading to an earnings 
recession but that still appears unlikely. The alchemists 
remain in control at least in the foreseeable future.  

Brian Lockhart, CFP®  
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 Opioid Crisis Impact 

 (Not) Saved by Zero  

 
Wages and Productivity 

 

The opioid crisis has ravaged every 
corner of the nation, including the 
economy.  Federal Reserve Chairman, 
Jerome Powell, acknowledged the impact 
the crisis has had on employment and 
labor participation. Research through 
Deutsche Bank is showing that the labor 
market demonstrated through people 
outside the labor market finding jobs is 
peaking and rolling over. Data from the 
National Longitudinal Survey of Youth 
1997 through 2015 shows that 1 in 3 
Americans is arrested by age 25 for non-
traffic violations. The chart shows a 
steady drop in price of marijuana and 
heroin dating back to 1990.  The Federal 
Reserve Beige Book reported in 2018 that 
employers are even relaxing drug testing 
standards and restrictions on hiring felons 
to respond to labor shortages.   

 
From a macroeconomic standpoint, U.S. 
Gross Domestic Product (GDP) is the 
result of two things – 1) growth in the 
labor force and 2) changes in 
productivity. According to the U.S. 
government, GDP grew by 2.9% in 2018. 
The labor force is currently “tight” in that 
the unemployment rate of 4% is below 
the Federal Reserve’s target of 5%, 
which is generally considered full 
employment. In general, when the 
demand for labor is high, wages tend to 
rise. In other words, labor is scarcer and 
can demand higher wages from 
employers. However, wage growth has 
been stubbornly low, which has puzzled 
economist. 

 

• Research performed by Harris and 
Kessler at the University of Tennessee 
Knoxville reports that a 10% increase in 
prescription causes a .56% point 
reduction in labor force participation 
(Journal of Human Resources). 

• The St. Louis Fed reported that the rise 
of opioids is associated with a 3.8% 
point decline in labor force participation 
in Arkansas, making it one of the most 
impacted states by the crisis. 

• The St. Louis Fed communicated that 
Arkansas is finding success through 
faith based organizations that provide 
addiction support, housing, life skills, 
basic job training, and support and 
engagement from local businesses.   

• According to a report from Pew 
Research, wages today have about 
the same purchasing power from 40 
years ago. One reason for the 
stagnation today is a lack of 
meaningful gains in productivity. 
Workers are not generating more 
output per hour worked. This in turn 
can limit wage gains without causing 
inflation.  

• However, wage gains have improved 
modestly in recent months. According 
to the Department of Labor, annual 
wages increased 3.2% in January, 
which is better than what we’ve 
generally seen since the Great 
Recession. The Federal Reserve will 
be mindful of wage inflation with 
respect to interest rate policy. 

The percentage of Federal government 
spending allocated to “mandatory” is 
approaching 70% of the budget and is 
projected to keep growing. Discretionary 
spending, that 50 years ago was 70% of 
total government spending, will soon fall 
below 20%. As a result of the ballooning 
deficits, the Net Interest cost is also rising 
from just 7% of outlays 10 years ago to 
nearly 15% before 2030. With so many 
dollars consumed on mandatory spending 
there is very little flexibility for “pet 
projects” with legislators fighting over a 
shrinking pie of available funding. Not 
included in the CBO projections is the 
impact of the next recession, regardless of 
when that occurs, that historically 
increases the amount spent on mandatory 
programs as unemployment rises and the 
safety net is needed for more people. 

• Social Security, unemployment and 
Medicare/Medicaid are the largest 
budget items in mandatory spending 
consuming 90% of that category with 
the military the largest budget item at 
50% of discretionary spending. 

• The Net Interest category doubles over 
the next 12 years as a percentage of 
the budget and assumes that interest 
rates remain at historically low levels. 
Normalization of rates would cause the 
gov to monetize the debt. 

• Items like foreign aid often get 
headlines but amount to less than 
1.5% of federal spending while 
education is less than 3% and 
spending on research and science like 
the National Institute of Health is a 
sparse .78% of the total. 

Source: CNBC 
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Pew Research recently reported that public perception of the 
US Government deficit is becoming less of a concern despite 
the percentage of government debt to GDP has increased 
dramatically since 2008.  During the financial crisis, 
approximately 55% of American’s surveyed by Pew Research 
were concerned with government debt levels while the debt to 
GDP was at about 85% for the same time period.  The chart 
below shows that the percent of Americans worried over the 
relationship of debt to GDP is now below 2008 levels, currently 
at about 45%.  The red line on the chart shows that the ratio is 
flatlining above 100%.   Debt to GDP percentages do not 
necessarily correlate to other recessions, though.  Q3 2001 
showed the percentage at about 54%, Q4 1990 was around 
56%, and Q2 1980 around 30% (St Louis Federal Reserve 
Bank).   

Macro View – Deficit Perception and Reality  

Tesla has struggled year to date both in terms of the price of 
their stock and the perception of Elon Musk’s ability to lead the 
company.  As of the market close on March 25th, TSLA was 
down 21.75% for the year (Bloomberg).    The chart below 
shows TSLA YTD as of March 25th.  With the stock hovering 
around $260 per share, one cannot help but make the 
connection between the price and Musk’s tweets.  The last 
time the stock fell below $260 was in October of 2018 when 
the SEC sued Musk and the company for misleading investors 
on a potential buyout of Tesla.  In March, the SEC sent a letter 
to a judge rebutting a filing made by Musk’s lawyers and 
further accusing Musk of “selective omission” regarding 
communication and a “misleading depiction” of negotiations.   
Tesla has had two profitable quarters in a row, and is trading at 
about 50 times forecasted adjusted earnings for 2019 
(Bloomberg). 

Taking Stock – Tesla Tangled Up in SEC Tango 

The spread between yields on different maturity bonds typically 
goes up the farther out on the yield curve you go. As the chart 
shows, the amount you are paid for investing in longer duration 
bonds has been falling for the last several years and has now 
entered negative territory. The yield on a 5-year Treasury bond 
is 2.21% while the yield on a 1-year Treasury bond is 2.41%, 
essentially the exact same as the yield on a 10-year Treasury 
bond. The bond market is sending a signal that economic 
growth is not only slowing but potentially hitting stall speed. 
Over the last 50 years, there has been a recession shortly after 
this yield spread goes below 0. If the curve remains inverted for 
any period of time I expect we will see the Fed begin cutting 
rates rapidly to stave off a recession. 

 

What is often ignored in technical analysis charting is the 
fundamental reason behind the data that shows up on a 
chart. For example, when looking at the results of the 
Wilshire 5000, the broadest gauge of US stocks, seldom is it 
mentioned that only companies that survive are included in 
the index. The results are artificially high because companies 
that go bankrupt or are acquired at pennies on the dollar 
become excluded from the population. Over the last 20 years 
the number of listed companies on US exchanges has been 
cut in half from 7,000 to only 3,500 leaving a large 
survivorship bias. There is essentially a negative birth rate for 
stocks that has also resulted in the average age of US listed 
stocks rising almost 70% from 12 years to over 20 years in 
the last 2 decades. 

Fixed Income - Going, Going, Gone  Technical - An Issue of Supply  
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Equity Valuations – Why Interest Rates Matter 

When a bull market enters its tenth year, at some 

point, investors are bound to start asking if equity 

valuations are too high. Afterall, the good times can’t 

last forever. When the next recession hits, earnings 

estimates are generally revised lower, which in turn 

leads to lower return expectations.  

When considering equity valuations, it’s important to 

understand how interest rates impact future returns. 

More specifically, we have to understand how interest 

rates determine the present value of an investment’s 

future cash flows. Afterall, when we purchase an 

investment, whether it’s a stock or a bond, what we are 

essentially purchasing is a future stream of cash flows 

(e.g. bond coupons, dividends, earnings, etc.) today. 

So, the question we must answer is what should I pay 

today (initial investment) to receive cash flows in the 

future? 

In some cases, this question has a fairly 

straightforward answer. For example, suppose I can 

receive a payment of $1,000 one year from now with 

no risk of default (i.e. the payment is guaranteed). 

Obviously, I wouldn’t pay $1,000 today, but something 

less. I would discount the future payment by some 

interest rate. In this example, I could use the yield on a 

one-year Treasury note, which is currently about 2.5%, 

and considered “risk free”. I would then be willing to 

pay $975 today for the payment of $1,000 one year 

from now.  

What if the interest rate in the example above changed 

from 2.5% to 3.0%? The amount I would be willing to 

pay today would change from $975 to $970. 

Conversely, if the interest rate changed from 2.5% to 

2.0%, the present value would change from $975 to 

$980. As you can see, when interest rates rise, the 

present value of future cash flows declines, and vice 

versa.  

This example is simplistic, but it’s important to 

understand how the value of an investment today is 

sensitive to prevailing interest rates. For some 

investments, such as Treasury bonds, the amount and 

timing of future cash flows in fairly certain, which 

makes present value calculations straightforward. But 

consider a corporate bond, where future cash flows 

carry a degree of uncertainty. In this case, the investor 

would demand a premium over the “risk free” rate. As 

a result, determining the present value of a corporate 

bond is a bit more complex because I have to account 

for both prevailing interest rates and a premium for 

default risk. But the principal is the same – I’m 

discounting future cash flows to determine an 

investment’s fair value today. 

In an interview with CNBC last year, legendary investor 

Warren Buffett explained why interest rates, 

particularly Treasury yields, are so important for equity 

valuations. “Any investment is worth all the cash you’re 

going to get out between now and judgment day, 

discounted back,” Buffett noted. To complicate 

matters, there are many unknows when discounting 

cash flows from equity investments.  

Unlike a bond, the cash flows can be quite variable 

and uncertain over time. Likewise, there are numerous 

methods for valuing stocks. In some cases, the cash 

flow you are discounting could be a dividend, or 

expected earnings. In addition, there are generally 

growth rates to consider, as dividends and earnings 

are not necessarily constant over time. But at the end 

of the day, as Warren Buffett said, it all comes down to 

discounting future cash flows back to the present. 

Consider the S&P 500 Index, or any other equity index. 

The value of the S&P 500 is simply a reflection of 

discounted cash flows in aggregate across U.S. large 

capitalization stocks. Investors can use current 

information about corporate earnings and dividends 

and apply forecasts about future growth. But ultimately, 

we have to also make an assumption about interest 

rates. Changes in the value of the S&P 500 Index, or 

aggregate discounted cash flows, are merely a 

function of changing views on future growth and 

interest rates. 

All else equal, lower interest rates imply higher present 

values for equities. It’s no wonder the Federal Reserve 

perused quantitative easing after the Great Recession 

of 2008-2009. Propping up asset prices was critical to 

restore investor confidence. But today, it’s no wonder 

equity benchmarks like the S&P 500 are so sensitive to 

the prospect of higher interest rates. 

Clint Pekrul, CFA  
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Did You Know? 

It is virtually impossible to find common ground 
between Senator Elizabeth Warren and political 
commentator Tucker Carlson. However, both 
have argued that something needs to be done to 
break up big tech suggesting they have become 

too large and too powerful to remain. There are 
compelling arguments when you consider how dominant 
the 5 largest tech companies have become. Google 
controls 90% of internet searches and 95% of young 
adults use products owned by Facebook according to data 
from the WSJ. Amazon is responsible for roughly 50% of 
online commerce but their AWS (Amazon Web Services) 
is even more dominant in hosting apps and websites. 
CalSTRS CEO referred to Mark Zuckerberg as a “dictator” 
to which a NYU profession stated was an insult to 
dictators. The leaders of big tech have not done a lot to 
assuage fears they are too big, but is it governments role 
to determine how big private companies should be? 
Instead, Congress should pass strict data sovereignty 
laws that make it simple for consumers to protect their 
privacy and data to the extent they want to. Laws could 
keep these companies from monetizing data that would 
drive down both the value and influence that the 
companies have. Congress and the FTC should also 
continually review laws that determine if any barriers to 
entry are wrongly in place making it easier for start up tech 
to compete with the behemoths and ban them from simply 
acquiring every new tech innovation. 

 

We’ve heard numerous references about how 
big tech companies like Google, Amazon and 
Apple should be broken up the same way 
Standard Oil was broken up under the 
Sherman Anti-Trust Act. If politicians want to 
draw comparisons to Big Tech of today and 

the monopolies of one hundred years ago, they should 
read, or at least become familiar with the Sherman Anti-
Trust Act. The Act was established to prohibit an artificial 
increase in prices due to the restriction of free trade. 
Conversely, the Act is not designed to punish successfully 
run businesses. From the headlines I read, there’s no 
evidence that Bid Tech is artificially increasing prices to 
the detriment of the general public. 

In fact, the opposite is true. Technology has led to 
incredible advances in productivity, that in turn has 
brought prices down over time, and has given us more 
choices as consumers. I don’t necessarily have to use 
Google or Amazon. Overall, I think we’re better off with 
Big Tech, and if the government wants to break them up 
because they are “too big”, then they will need new 
legislation to do so. From a political aspect, the real issue 
is the immense wealth that has accrued to the owners of 
successful technology companies. But that’s a different 
story altogether.  

 

The data on how dramatic the fall of Venezuela 
has been over the last 50 years is even more 
staggering that most people realize. As late as 
1960, Venezuela had the 2nd highest per 
capita GDP of any country in the world. In the 

late 1970’s they were still the largest economy in South 
America. Per capita income in Venezuela has fallen by 
over 70% in the last 5 years according to Focus 
Economics and is expected to fall another 50% from 2018 
levels by 2020. The pain and suffering of the Venezuelan 
people can be directly attributed to the last 2 authoritarian 
dictators because the country is still rich in natural 
resources. Oil production has fallen dramatically as the 
government failed to invest in the necessary infrastructure 
and maintenance to keep operating.  

The scary part of seeing our southern neighbor crumbling 
is that so many political leaders in our country seem to be 
advocating for the same policies that the Venezuelan 
government has pursued. When the government decides 
it wants to equalize the outcomes for its citizens rather 
than equalize the opportunity, you are destined for what 
Venezuela has become. It has ultimately been true of 
every society who followed this path. Some have pointed 
to countries like Norway or Sweden claiming socialism has 
worked there but that is a myth that has been fully 
debunked (https://www.austriancenter.com/shattering-
myth-nordic-socialism/) as you can see in the article from 
the Austrian Economics Center. 

 

The headlines out of Venezuela are 
disturbing. How did Venezuela, a country that 
twenty years ago was a highly productive 
economy, fall into such a desperate hole? 
There’s much debate but at a macro level, 

there’s a fairly straightforward, economic explanation. 
Venezuela’s greatest asset is its oil reserves, and as such, 
the country’s economy is inexorably linked to the global 
supply and demand of oil. When demand is strong and 
prices rise, their economy does well. Conversely, when 
the price of oil falls, their economy suffers. Rather than 
anticipate the inevitable ebbs and flows of oil prices, and 
the resulting impact on the economy, Venezuela’s 
government failed to develop a sound economic policy 
that would provide stability over time. When times were 
good, rather than build reserves, the government 
overspent on social programs. When the inevitable drop in 
oil came (remember 2015), the government could no 
longer support these programs, and chaos ensued.  

There are undertones about how Venezuela’s current 
state is an example of how socialism doesn’t work. But I 
think that misses the real issue. A government can provide 
programs to help people, but it must do it wisely and with 
a degree of fiscal responsibility. I can’t help but think of 
our deficits and spending, even as our economy seems to 
be rolling along. There will be a day of reckoning.  

PCM Report April 2019 |  Volume 10, Issue 4 

What happened to Venezuela? Q: Q: 
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Income 
Mortgage Backed 
Bond 39.34% 
Investment Grade 
Credit 19.95% 

High Yield Bonds 10.71% 

Preferred Stock 15.90% 
US Dividend       
Equities 6.60% 

US REITs 7.94% 

Short (Inverse)  
Treasury Bond 0.00% 

Balanced Income 
US Dividend       
Equities 16.06% 

International      
Dividend Equities 22.21% 

US REITs 14.04% 

High Yield Bonds 25.60% 

Long Term     
Treasuries 22.10% 

Short (Inverse) US 
Equity 0.00% 

US Growth 
Low Volatility    
Factor 16.04% 

High Quality Factor 12.78% 

Small Cap Factor 12.76% 

Value Factor 14.97% 

Momentum Factor 12.85% 

Long Term      
Treasuries 30.60% 

Short (Inverse) 
U.S. Equity 0.00% 

Global Growth 
Low Volatility Factor 8.44% 

High Quality Factor 6.09% 

Small Cap Factor 6.22% 

Value Factor 7.27% 

Momentum Factor 6.28% 

Developed Market Equity 19.70% 

Emerging Market Equity 15.37% 

Long Term Treasuries 30.61% 

Short (Inverse) U.S.     
Equity 0.00% 
Weights are approximations only and subject to change. 

All weights as of March 26, 2019 
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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 other 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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