Pennock Idea Hub

Research Reinvented Quantitative & Strategy

Cam Hui, CFA January 30, 2018
cam@pennock@ideahub.com

THE PAIN TRADE SIGNALS FROM THE BOND MARKET

Highlights

As the 10-year Treasury yield staged an upside breakout at 2.6%, and luminary investors such as Bill Gross, Jeff Gundlach
and Ray Dalio have declared the bond bull to be over, I have a number of key questions for the markets. First and
foremost, “What’s the pain trade?”
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We find that the market is poised for a bond market rally, accompanied by a corrective period in equities, and a USD
rally. While we have no way of precisely timing the inflection point, investors should be aware of the looming risks in
the latest FOMO equity stampede.
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The Pain Trade Signals from the Bond Market

As the 10-year Treasury yield staged an upside breakout at 2.6%, and luminary investors such
as Bill Gross, Jeff Gundlach and Ray Dalio have declared the bond bull to be over, I have a
number of key questions for the markets. First and foremost, “What’s the pain trade?”

Exhibit 1: 10-year Treasury Yields Upside Breakout

$TNX CBOE 10-Year US Treasury Yield INDX @ StockCharts.com
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How these questions are resolved will also have important implications for the future direction
of stock prices.
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Which Signal Do You Believe?

One of the most important question for the bond market is: “Which signal do you believe?”

As the chart below shows, past tests of the downtrend in 10-year Treasury yields has coincided
with yield curve inversions. The only exception was in 1994-1995. Even then, that episode saw
the yield curve flatten dramatically

Exhibit 2: 10-year Treasury Yields and Yield Cutrves
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Fast forward to 2018. The yield curve is flattening, but nowhere near inversion. The 2-10 spread
has been volatile and it has been bouncing between 50 bp and 60 bp. The 10-30 spread flattened
to 25 bp, which is a cycle low, but neither the 2-10 nor the 10-30 spreads are inverted.

Here is the critical question: “Do you believe the signal from the upside breakout in yield, or
the yield curve?”

If you believe the yield curve is flashing a false signal, and it should really be inverted because
central bankers have distorted its shape with their endless QE programs, then the economy is
nearing recession and investors should therefore adopt a risk-off posture in their portfolios.
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On the other hand, if you believe in the validity of the yield curve signal, which indicates that
the economy is far from an inversion and therefore a recession warning, the upside breakout is
a response to rising inflationary expectations, then the bond market is indeed entering a bear
market.

A Lurking Growth Disappointment?

Here is one way to resolve that conundrum. Experienced bond investors understand that bond
yields are correlated with growth expectations. As the chart below shows, 10-year Treasury
yields has been tracking the Citigroup U.S. Economic Surprise Index (ESI), which measures
whether macroeconomic releases are beating or missing expectations.

Exhibit 3: Citigroup U.S. Economic Surprise Index Correlated with Bond Yields
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Here is another important question: “As economic data has disappointed and the ESI fallen in
the last few weeks, why haven’t bond yields followed?”

Even before the Q4 GDP miss last Friday, Nordea Markets pointed out that regional Fed
indices were coming below expectations.
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Exhibit 4: January Regional Fed Indices Have Missed Expectations
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Last Friday, the headline Q4 GDP came in at 2.6%, which was well below Street expectations
of 3.0%, the Atlanta Fed’s GDPnow nowcast of 3.4% and the New York Fed’s nowcast of
3.9%. Moreover, the GDP Deflator came in ahead of expectations, indicating rising inflationary
pressures. That’s growth bearish, right?

There was, however, some debate about the underlying strength of the American economy
based on the internals of the GDP report. Ryan Detrick of LPL pointed out that growth was
actually quite good once you strip out the inventory and trade effects.

Exhibit 5: The Q4 GDP Good News

Ryan Detrick, CMT
@RyanDetrick

Headline Q4 GDP number missed, but taking
out the inventory drag (hurricane related)
things are quite impressive.

consumer spending (+3.8%)
business equipment investment (+11.4%)
residential construction (+11.6%)

Comes out to a +4.3% Q4 GDP ex-inventories
and trade.

6:36 AM - 26 Jan 2013

Source: Twitter
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David Rosenberg, by contrast, chose to focus on the negatives.

Exhibit 6: The Q4 GDP Bad News
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@EconguyRosie

Some haunting math from the GDP number.
The savings rate fell from 3.3% to 2.6%. If it
had stayed the same, real PCE would have
been 0.8% (annualized) instead of 3.8% and
GDP would have been 0.6% instead of 2.6%.
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Rosenberg is correct to highlight the vulnerability from the falling savings rate. Consumer
finances are becoming stressed. While retail sales (black line) are holding up, they have been
sustained by falling savings rates, rising debt levels and rising delinquency rates on loans.

Exhibit 7: Household Finances Stress Increasing
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Rosenberg came to an ominous conclusion for stock and bond prices.
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Exhibit 8: The Really Q4 GDP Bad News
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Who’s right? There are signs that the market may see a downside growth surprise in the near
future. The following chart shows the copper/gold ratio (red line), which is a highly sensitive
indicator of cyclical growth, and the stock/bond ratio (grey bars), which measures risk appetite.
The bottom panel shows the rolling one-year correlation of these two series, which validates
the effectiveness of the copper/gold ratio indicator. As the chart shows, the copper/gold
indicator is starting to roll over, which is a signal that global growth momentum may be stalling.
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Exhibit 9: The Copper/Gold Ratio Signaling a Slowdown
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Nautilus Research also found that the stock/bond sentiment is at an extreme. Such conditions
have historically signaled bond market rallies and weak stock markets.

Exhibit 10: A Stock/Bond Sentiment Extreme
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Tiho Brkan also found a similar bullish bond market signal based on the stock/bond sentiment
of the BAML Fund Manager Survey.
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Exhibit 11: BAML Fund Manager Survey Sentiment Favours Bond Market Rally
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After the latest upside yield breakout and everyone loudly proclaiming the death of the bond
bull, it appears that bond prices are poised for a rally based on disappointing growth
expectations. That’s one pain trade the market is setting up for. Such a scenario is equity bearish.
In light of the recent market melt-up, we remind readers of Bob Farrell's Rule #4: “Parabolic
markets go further than you expect, but they don’t correct by going sideways.”
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Buy When Bond Blood Run in the Streets?

Admittedly, buying bonds and interest-sensitive issues today is like trying to catch a falling knife.
However, there are a number of other important investment implications to the bond rally
thesis, and there are opportunities in crowded extreme positions where the proverbial blood is
running in the streets (another pain trade).

The following chart provides a graphical illustration of the correlation between yields and
commodity prices.

Exhibit 12: 10-year Yields Correlated with CRB Index
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The following chart shows the relative performance of interest-sensitive sectors of the stock
market (top panel) and the inflation-sensitive sectors of the market (bottom panel). If bond
prices were to rally, then investors should focus on buying the former and avoiding the latter.
Under such a scenario, inflation-sensitive sectors such as energy, gold and mining may need
more time to consolidate sideways relative to the market. Similarly, growth and momentum
stocks are likely to lose their mojo and correct.
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Exhibit 13: Relative Returns of Interest Sensitive and Inflation Sensitive Sectors
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If commodity sensitive stocks were to underperform, another crowded trade that is likely to
reverse is USD weakness. The latest Commitment of Traders report shows that large
speculators are in a crowded short in the USD, and crowded long in the euro.

Exhibit 14: A Crowded Short in USD Index
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The USD Index is now testing a key long-term Fibonacci support level and a rally could occur
at any time.

Exhibit 15: USD Index at Fibonacci Retracement Support
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Tactically, interest-sensitive vehicles are not showing signs of a bottom yet. While investors
could take a partial position now, traders may wish to either wait for a test of support or an
upside breakout of the downtrend line before making large commitments. The long Treasury
bond ETF (TLT) is one example of this technical pattern.

Exhibit 16: iShares 20+ Year Treasury Bond ETF (TLT)
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REITS are also showing a similar pattern of approaching technical support while a downtrend
line defines a possible bullish breakout.
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Exhibit 17: Vanguard REIT ETF (VNQ)
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Utilities have a less well-defined downtrend, but the technical pattern is roughly the same.

Exhibit 18: Utilities Select Sector SPDR ETF (XLU)
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In conclusion, the market is poised for a bond market rally, accompanied by a corrective period
stock prices and a USD rally. While we have no way of precisely timing the inflection point,
investors should be aware of the looming risks in the latest FOMO equity stampede.
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Disclaimer

I, Cam Hui, certify that the views expressed in this commentary accurately reflect my personal views about the subject company (ies). |
am confident in my investment analysis skills, and | may buy or already own shares in those companies under discussion. | prepare and
edit every report published under my name. | depend on my colleagues for constructive criticism on my research methods and conclusions
but final responsibility is my own.

| also certify that | have not and will not be receiving direct or indirect compensation from the subject company(ies) in exchange for
publishing this commentary.

This investment analysis excludes any target price, and is not a recommendation to buy or sell a stock. It is intended to provide a means
for the author to share his experience and perspective exclusively for the benefit of the clients of Pennock Idea Hub (PIH). My articles
may contain statements and projections that are forward-looking in nature, and therefore subject to numerous risks, uncertainties, and
assumptions. The author does not assume any liability whatsoever for any direct or consequential loss arising from or relating to any use
of the information contained in this note.

This information contained in this commentary has been compiled from sources believed to be reliable but no representation or warranty,
express or implied, is made by the author or any other person as to its fairness, accuracy, completeness or correctness.

This article does not constitute an offer or solicitation in any jurisdiction.
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