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THE WAITING GAME — BACKING & FILLING

Q1 2017 IN REVIEW

The first quarter should be viewed in the context of the post-
election reflation trade. As | mentioned in our year-end
newsletter, risk-assets are likely to outperform in 2017,
however, sentiment indicators portended a possible
correction in Q1. That correction has not happened, albeit
broad market indices did experience a 3% drawdown toward
the end of the quarter. Whether this will morph into
something more pernicious remains to be seen. However,
sentiment indicators continue to be a contrarian warning sign
in the short-term, and implied volatility is close to all-time
lows. Itis probable that the bull market stays intact in 2017,
but current exuberance warrants caution, especially as we
enter a seasonally weak period from May through October.
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Investors cannot directly invest in an index. Past Performance is not
indicative of future results.

After a torrid post-election rally in equities and yields, some
sideways action should be expected, and healthy. The
market was quick to price-in corporate tax reform, and the
political reality is that such initiatives take time. Until there is
more clarity surrounding the time-table and the form that
such legislation will take, this market is in a waiting pattern.
The longer tax-reform takes, the more susceptible the market
becomes to a 10% correction. The failure to deliver
corporate tax reform, the normalization of the Fed’s balance

sheet, and potential earnings weakness are the three themes
that could derail the stock market in the near-term. Still,
none of these are catalysts for a recession, and any
substantial sell-offs in response to the above concerns would
likely provide great buying opportunities.

With all the political punditry, it is easy to lose sight of what is
truly important — earnings. We are in the early stages of an
earnings recovery, as can be seen in the chart of S&P 500

quarterly earnings estimates below.

Source: Bloomberg 4.9.2017

Only a few companies have reported in Q1 so the earnings
above are a bit overstated, however, consensus estimates are
still for 11% year-over-year earnings growth in the first
quarter. Top-down estimates for 2017 are just shy of 19%
year-over-year growth. Unlike the last three years, these
estimates have not been revised significantly lower in the first
quarter. But high expectations are an antecedent to
disappointment, so pay close attention to earnings scorecard
in the second quarter. The backdrop for the markets right
now is a mirror image of this time last year. Pessimism has
morphed to optimism, volatility into complacency, and
earnings weakness into strength.

Below is subsector performance for the S&P 500 in the first
quarter. Energy was the big loser, as the inventory glut for
WTI crude continued to expand, and warm weather
prevented a significant drawdown in natural gas inventories.
Financials underperformed considerably as the market
digested the torrid gains post-election and a flattening yield
curve provided an additional head-wind. If significant head-
way is made regarding tax-reform, reflation trades could
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vigorously re-emerge, but until such clarity surfaces, upside is
limited and post-election moves will continue to “back and
fill.”

Sector SPDR Fund % Change

S&P 500 Index
Consumer Discretionary (XLY)
Consumer Staples (XLP)
Energy (XLE)

Financials (XLF) .+z.us%
Health Care (XLV)

Industrials (XLI) +4.56%

Materials (XLB) ﬂ
- +2.76%
Technology (XLK)

Utilities (XLU) +5.64%

Real Estate (XLRE)

Past Performance is not indicative of future results.

S&P Forward Inflation Valuation

1958-2016
Inflation Average P/E Highest P/E Lowest P/E

0-1% 16.3 20.9 1.7

1-2% 17.0 20.6 131

%’ 2—-3% 17.6 26.7 10.8
3—-4% 16.0 20.7 10.1

4 -5% 14.0 21.0 9.5

5—-6% 14.9 20.2 8.2

6-7% 1.6 17.9 7.2

>T% 8.4 11.5 6.6

Source: Bureau of Labor Stafistics, FactSet, as of December 31, 2016. Inflation is y/y % change based on core CPI. P/Es based
on forward 12-month earnings.
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EQUITY VALUATIONS ARE NOT TOO HIGH - IT’S ALL
RELATIVE

There is an abundance of valuation metrics indicating that the
broad market is excessively overvalued. The Schiller PE (or
cyclically adjusted PE) is north of 30x. Trailing GAAP PE’s are
elevated given the energy write-downs in 2016. On the other
hand, risk-premia are much more reasonable when viewed in
the context of the earnings yield-interest rate differential.
The trailing twelve-month earnings yield for the S&P 500 is
4.6%. And while that seems precariously low, relative to the
ten-year treasury at 2.4%, the differential is approximately
one standard deviation above its 60-year average. From this
perspective, equities are relatively attractive. The chart
below shows the average forward PE multiples in different
inflationary environments. At 18.2 times next year’s
earnings, the S&P 500 is only marginally overvalued, and
multiple contraction doesn’t pose a formidable threat until
inflation is running well over 3%.

TREASURIES ARE OVER-VALUED AND RECENT
CORRECTION HAS RUN ITS COURSE

There are numerous headwinds for treasury yields, many
fundamental in nature. First, wage growth bottomed in 2012
and has been accelerating ever since. The Federal Reserve’s
hawkish forecasts for rate-hikes in 2015 and 2016 proved
premature as their “dot-plots” were ultimately recalibrated
lower to capitulate to market expectations. Recently, the
opposite has occurred. Market expectations for rate hikes in
2017 are calibrating higher, narrowing the spread between
the Federal Reserve’s forecasts. It seems that the Fed’s
hawkish tone is finally resonating with the bond market. |
expect inflationary pressures to level-off toward the back half
of the year (given higher comps for oil), but inflation could
very well become a 2018 headline — especially given the
prospects of a value-added (or border-adjusted) tax. Second,
eliminating balance sheet reinvestment will decrease treasury
demand by $425 Billion in 2018 alone. This combined with
China and Japan, the two largest foreign treasury investors,
decreasing their holdings, means that demand from the top-
three treasury purchasers is waning. Tack on additional
supply from increasing U.S. fiscal deficits, and there is a
recipe for a massive upward recalibration in rates. And
finally, while there is the perception that demographics in the
United States is deflationary, our research shows that this
trend was true for the last twenty years, however, should
pause for the next fifteen. The coming of age for millenials
will largely offset the retirement of the baby boomers. This
puts a huge dent in the disinflationary thesis, at least over the
next decade. It is very likely that last years 1.38% print on the
ten-year treasury yield is a multi-generational low.

The ten-year term-premium (the additional yield investors
demand for holding longer-dated treasuries rather than
reinvesting at shorter-term rates) is negative. Intuitively, this
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means that bond investors are actually paying to take on
duration risk. This is historically rare, and until recently had
only occurred in the early 1960’s, just prior to the last bear
market in treasuries.

Recently, the ten-year yield has been rangebound between
2.3% and 2.6%. Entering 2017, net speculative short-
positioning in the ten-year futures market was
overwhelmingly lopsided. It was an overcrowded trade, and
represented approximately 10% of the open-interest.
However, as shown in the chart below, that short position has
been tempered. It is possible that there is one leg lower in
rates, so as to get investors long, but the bulk of the rate
decrease is likely over. We expect the ten-year yield to
register a three handle by the end of the year, and have a
3.5% target.
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THE FED’S BALANCE SHEET WILL START TO SHRINK
IN 2017

The release of the most recent minutes by the Federal
Reserve finally addressed the elephant in the room: the size
of the Fed’s balance sheet. No definitive conclusions were
reached, but there is a willingness among members to stop or
taper the reinvestment program. The policy will continue to
take shape over the next several months and will be data
dependent. | expect a full elimination of reinvestments,
concurrent with a pause in rate hikes. Such a policy will
achieve two goals. One, it will initiate balance sheet
contraction without actively selling securities. And two, it will
implicitely pressure the yield curve to steepen. The chart
below shows the Federal Reserve’s treasury holdings. They
hold about $425 Billion in treasuries that will be maturing in
2018. An end to the reinvestment program will result in a
comparable decrease in treasury demand.

aturity Distribution

Source: Bloomberg 4.8.2017

The chart below shows the breakdown of the Fed Balance
sheet and how it has changed over the last few years. Asyou
can see, since they ended QE, long-dated maturity holdings
(red-line) have remained relatively constant. However,
shorter-dated holdings (green-line) have increased since the
Federal Reserve has focused most of its reinvestment
proceeds in 4-5 year treasuries.
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A policy of delaying rate-hikes will keep short-term rates
lower, and ending the reinvestment program will likely push 4
to 5-year treasury yields higher as it will decrease demand by
about $425 Billion in 2018. By steepening the yield curve, the
Federal Reserve can buy more time for future rate-hikes and
prevent bond-markets from inverting the yield curve in the

CONCLUSION

Backing and filling will likely persist in risk-assets as the
expectations for a corporate tax overhaul meet the political
reality that is Washington. Speculative positioning favors a
correction, which should be welcomed by investors as a
buying opportunity since a recession in unlikely, and relative
valuations are not overly rich. The treasury market, however,
is overvalued, and given that speculative short positions have
been pared, there is a real risk of a rate spike in the near-
term. Ultimately, it is higher rates that will derail the bull
market with both lower earnings and multiple compression.
But we are not there. Yet.
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