NOTES FROM THE NORTH: MARKET OUTLOOK

August, 2018

S tock market commentary at the moment is focused on the 50% year-to-date drop in the value of the Turkish lira.
The market is rightly fretting about the European banks that have loaned money to Turkish enterprises and
about the entire emerging market stock complex. Turkey’s challenges may or may not be contained, but everyone is
remembering how the 1997 decline in the value of the Thai baht proved contagious to other southern Asia currencies
and markets, and the turmoil eventually pulled the U.S. market down about 8%. This proved to be a short-term bump
in the road, better ignored. From a practical standpoint, long-term investors are probably best served by tuning out
short term events such as the decline in the lira. History suggests that it is best to maintain your normal equity alloca-
tion unless a recession is imminent. Over the last 50 years, all U.S. bear markets (declines of 20% or more) have oc-
curred during recessionary periods.

How might one know a recession is coming? There are indicators that have been helpful in the past. Charles Gave of
Evergreen Gavekal believes the best indicator is the World Monetary Base. He takes the U.S. monetary base and adds
reserves deposited at the Federal Reserve by foreign central banks to get a sense of the pace of money creation.
When the monetary base is growing, worldwide nominal GDP growth is expected to rise. When the base is con-
tracting, there will be a slowdown somewhere in the world. Given the look of this chart, Gave expects to see a de-

When the World Monetary Base contracts, trouble soon follows

Shaded pink: US recessions; shaded grey: OECD IP ex-construction, % YoY < 0
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cline in international trade within six months. Given that commodity prices are declining and the dollar is rising, he
expects to see a recession in 2019. His advice is to hedge equity risk, avoid financial stocks in all world markets, sell
shares of companies with negative cash flow, buy U.S. bonds and the dollar, and short the euro.

BCA's chief U.S. strategist, Doug Peta, watches different indicators. His primary tool is the yield curve, the difference
between the rates on the three-month Treasury Bill and the 10-year Treasury bond. When the yield on the T-Bill rises
above the yield on the Treasury bond, a recession typically follows. (Although the yield curve has successfully called
all seven of the last recessions with just one false signal, this indicator can be as much as 12 months too early.) To
confirm the yield curve inversion, Peta watches the year-over-year change in the Leading Economic Indicators (LEI). A
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decline in the LEI has accurately forecast each of the last seven recessions with a lead time of about six months. Final-
ly, BCA finds that recessions only occur when monetary policy settings are restrictive, so when the Federal Reserve
has raised rates above BCA's estimate of the equilibrium rate, investors might want to react. Taken together, these
three indicators have done an excellent job of flagging recessions in advance. The good news is that none of the three
is flashing red at the moment. Unlike Gavekal, Peta thinks that unless trade negotiations fall apart or the Fed's rate-
hiking guidance gets much more aggressive, a recession is unlikely over the next 12 months.

TREASURY YIELD CURVE SLOPE: 10-YEAR MINUS 3-YEAR YIELD
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In an excellent demonstration of different views even within the same firm, we note that another preeminent strate-
gist within BCA, Martin Barnes, Senior Vice President and Economic Advisor, has a more cautious view. He notes that
investors may be too upbeat; earnings expectations are ebullient and may be too optimistic. Labor shortages and sup-
ply bottlenecks are likely to reduce profit margins and lead to disappointing earnings growth in 2019. Both inflation
and interest rates could surprise on the upside. High debt burdens mean that rising rates will bite at lower levels than
in the past. Moreover, the geopolitical environment is ugly. Mr. Barnes would be more tolerant of these potential
problems if valuations were low, but price/earnings multiples are 20% above historical norms both on trailing and esti-
mated earnings. He thinks the best time to buy stocks is when markets are cheap, earnings expectations are overly
pessimistic and Federal Reserve monetary policy is loose. Currently, the opposite conditions exist.

There are an unusually large number of important economic and political uncertainties hanging over the market.
These include timing of the next recession, the path of monetary policy, the outcome of U.S. midterm elections, trade
wars, U.S.-Sino relations and Brexit. It’s probably too early to be bearish, but we don’t think it’s too soon to begin to
entertain caution. “Caution” might mean something different in one portfolio versus another, but directionally it feels
prudent to begin to entertain more of it.
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