Richard Cluver is away in June and so the next issue of The Investor will appear on July 30th

Rollout of ShareFinder 6
Continues
By Richard Cluver
It’s been a long wait, but the first 500 readers who signed up to receive trial use of
the new ShareFinder 6 Mobile got access to it during May. And we will be adding
another 500 during the course of June as we build up steam for the most
momentous development in our recent history. The mobile is currently free and
available on our website at www.rcis.co.za/clientportal. You’ll need to have created
a portfolio with ShareFinder 6 BETA before you can use it.
It is six years since we began the re-programming of the ShareFinder share market
analysis programme. Starting from the ground up we have painstakingly stripped down
and re-written every algorithm in this massive analysis software, optimizing every
calculation to ensure that the sum of the parts is the most accurate forecasting tool ever to
be offered to the investing public.
The major programme modules have been under test for the past two years and a select
group of veteran ShareFinder users have assisted us to iron out all the inconsistencies
that developed along the way and everyone that has tried it has remarked upon its almost
uncannily accurate ability to pick out the winners of five major world stock exchanges.
Like the Mobile version of ShareFinder 5 which developed an extraordinary reputation for
its forecast accuracy, the new ShareFinder 6 Mobile version is designed to be used on the
small screens of tablets and smart phones. It incorporates the well-known portfolio-builder
and portfolio analysis features which SF5 users have long relied upon to both create
portfolios tailored to their personal financial needs and to subsequently alert them to
growth-enhancing suggested changes.
To give you a taste of what the new software looks like, its opening screen appears like
this:

As you can see, the Mobile module offers a graph of the performance of the ShareFinder Blue
Chip Index projected into the future so you can see what the programme judges will be the likely
future trend of Blue Chip shares in each of five leading world markets including the New York
Stock Exchange, the Nasdaq, the London Stock Exchange, The Australian Stock Exchange and
the Johannesburg Stock Exchange.
Next, assuming you have created portfolios in all of these markets, the Mobile will analyse each of
them and advise you of all your shares that might be underperforming the Blue Chip average. It
will also offer you guidance on the optimum moment to sell these underperformers and what price
you might expect to get.
Simultaneously it will offer you suggested replacements together with the optimum date to buy
them and the likely price you might be expected to pay. It also offers you access to the famed

Quality List to enable you to make your own selections if that is your preference. From it you can
pull up individual ShareFinder graphs of every share in the five markets, each with our tried and
tested artificial intelligence projections of their likely future price movements and all look great on
PCs , tablets and phones.
If you have not already signed up to test the module, you may do so at no charge. It is now
available to test in an Alpha phase at www.rcis.co.za/clientportal/ . Create an account, or log in
and find the links to the quality list and portfolio analysis on the left hand side of the home screen.
In this “Alpha” phase you might experience intermittent problems, inaccuracies or inaccessibility as
we work through refinements. We would, furthermore, welcome your comments and suggestions.
You can email us at support@rcis.co.za. We are busy with the final tailoring of the module to meet
the optimum requirements of all our users and would love your input.
Here, might I add a small appeal. The Investor is read by over 14 000 readers worldwide and so, in
making this offer we ask you to understand that our resources could well be very stretched in the
next few weeks so PLEASE be patient if you do not get immediate attention.
-------------------------------------------------------------------------------------------------------------------------

Stanlib looks at the future
There are a number of key signs to look out for in the next few months that will indicate the
overall direction of the global economy and investment environment. Knowing which signs
matter and which are merely noise is critical to avoiding risk and identifying them:
1. Oil has firmed along with the global economic recovery, with excess oil having been
mopped up. However, politics is adding a premium to the oil price, with Trump saying he
will decide within the next week whether to re-impose sanctions on Iran.
2. Weaker global growth is usually bullish for the US dollar. Growth seems to be pulling
back a tad in the world outside the US.
3. On a trade-weighted basis the rand weakened by -1.5% in the first four months of the
year, and by -3.2% in the month of April, highlighting that the Rand’s weakness is only
partly due to Dollar strength. This led to a slightly higher contribution to the Basic Fuels
Price
 The US dollar has continued its fight-back and has now gained over +4.5% versus the
euro since its low on 15 February of $1.251 per euro ($1.193 today).
 The dollar is still down -9.2% from exactly one year ago versus the euro though.
 But recent dollar strength has put pressure on most emerging market currencies and
on metal prices.
 The rand fell from 12 to the dollar two weeks ago to 12.70 on Friday (similar to last
June levels) and has recovered to 12.53 this Monday morning, although it is now down
about -1% in 2018.
 The dollar has gained +5.7% versus the pound since its low of $1.433 three weeks ago
and is now almost back at the end 2017 level at $1.353.
 The one dollar-priced commodity that has bucked the trend is the oil price, which is up
+12.7% in dollar terms in 2018. It is at a 3.75 year high in rand terms (+13% in 2018), while
Sasol is up +6.1% in rands in 2018.
 Global stock markets have continued to drift closer to the lows of the year, with the
trade discussions between the US and China being the biggest concern.

 The MSCI World Index is down -7% from its record high in late January, over 3 months
ago, while the MSCI Emerging Markets Index is down -10.8% from that date, aggravated
by weaker currencies. This index is now negative in 2018. It fell -1.8% last week.
 There has apparently been quite a lot of selling of the Emerging market exchange
traded fund (ETF) in the US, which put pressure on Tencent (5% of the ETF) and also
Naspers (almost 2% of the ETF).
 On the local front, the All Bond Index continues to lead the risk-oriented asset classes,
with +6% so far in 2018 (a bit weaker of late as bond yields rose from 8% to 8.32%), while
the ALSI has so far returned -2.3% in 2018 and SA Listed Property is back at -15.2% after
slipping over the past week or so.
 The JSE All Share Index actually had a very good April, returning +5.4%, as did SA
Listed Property (+7.7%). Resources were the standout performer in April with +8.6%, with
General Mining (Anglo, BHP and Glencore) returning +10.7%.
 In the US the S&P 500 Index is -0.2% so far in 2018, excluding dividends, which is not
bad at all considering its superb 2017 (+19.4%).
 Credit Suisse says 86% of the S&P 500 Index have now reported earnings for Q1. It
appears that Revenues are on track to be +8.3% year-on-year, while earnings per share
are on track to rise by a phenomenal +25.1% year-on-year.
 So when will the stock market start to respond positively to these great earnings?
Maybe this time the May to October period will be a positive period, because of the poor
performance over the past 3 months.

Other Commentators

US Market Analyst, Elaine Garzarelli
 The Quants model reading rose to 77.5%, as the number of bullish investors declined
(a contrary indicator).
 After a strong run-up last year, shares are taking a breather so far in 2018, creating a
good opportunity for long-term investors to invest further.
 Investors are currently worrying about Fed tightening, trade risks and a possible
acceleration in inflation.
 Fair value for the S&P 500 Index is now at 2,808, which is +5.4% above current levels.
 The S&P 500 Index generally rises above fair value by 20-50% when the model’s
indicators are bullish.
 Economic stats this week continue to indicate a solid economy with mild inflation.
 The dollar has bounced because of rising interest rates in the US, coupled with no sign
of hikes in most other developed markets.
BCA Research
 Weaker global growth is usually bullish for the US dollar. Growth seems to be pulling
back a tad in the world outside the US.
 BCA things the dollar’s rally can continue to $1.15 in the next 3-6 months, from the
current $1.193, although they were certainly wrong about expecting dollar strength last
year.
 Emerging market currencies have on the whole fallen about -5% of late.

 If BCA is right about the dollar rallying all the way to $1.15 to the euro, then emerging
market currencies must also be at risk of weakening further.
 BCA also thinks the global equity markets are still at risk of declining further in the
short-term; however BCA expects these risks to fade as global growth stabilises at an
above-trend pace.
 This should set the stage for a rally in developed market shares into year-end.
 On bond yields, BCA’s view is that if bond yields pierce the 3% level, this will not be an
impediment to rising share prices. Yields are still low enough relative to history.
 Meanwhile, BCA says anecdotal evidence suggests that US-China relations will worsen
before they improve and that Trump will walk away from the 2015 Iranian nuclear deal, i.e.
he will re-impose sanctions on Iranian oil.

Economic Focus
 SA petrol price increased by 49c/l on 2 May 2018 attributed to the rand’s depreciation
on average against the US dollar during the period under review‚ as well as an increase in
the international price of crude oil.
 SA Rand has been the second worst performing emerging market currency in the past
month. Rand weakness is only partly due to Dollar strength.
 US added a modest 164 000 jobs in April, slightly below expectations. US employment
now 10 million above previous peak. Unemployment rate fell to 3.9%, but wages up only
2.6%y/y. Overall a solid report.
 Kenya inflation eases further to 3.7%y/y in April from 4.2%y/y in March
 April PMIs show a mixed bag for Sub-Saharan Africa however all countries are in
expansionary territory.
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Wall Street Warms to Virtual Currency
By Nathaniel Popper
SAN FRANCISCO — Some of the biggest names on Wall Street are warming up to Bitcoin, a
virtual currency that for nearly a decade has been consigned to the unregulated fringes of
the financial world.
The parent company of the New York Stock Exchange has been working on an online trading
platform that would allow large investors to buy and hold Bitcoin, according to emails and
documents viewed by The New York Times and four people briefed on the effort who asked to
remain anonymous because the plans were still confidential.
The news of the virtual exchange, which has not been reported before, came after Goldman
Sachs went public with its intention to open a Bitcoin trading unit — most likely the first of its kind
at a Wall Street bank.
The moves by Goldman and Intercontinental Exchange, or ICE, the parent company of the New
York Stock Exchange, mark a dramatic shift toward the mainstream for a digital token that has
been known primarily for its underworld associations and status as a high-risk, speculative
investment.

The new interest among Wall Street power brokers also represents a surprising new chapter in the
renegade history of Bitcoin.
The virtual currency was created after the 2008 global financial crisis by a still-anonymous
programmer who used the name Satoshi Nakamoto. The idea was to replace the existing banking
structure with an online alternative that couldn’t be controlled by a handful of powerful
organizations.
But instead of being replaced, the old banks are beginning to assert their own role in the
unorthodox financial world of virtual currency, sometimes called cryptocurrencies.
While Bitcoin was originally intended to be used by consumers for all sorts of transactions —
without any financial institutions getting involved — it has mostly become a virtual investment,
stored in digital wallets and traded on mostly unregulated exchanges around the world. People buy
Bitcoin in the hope that its value will go up, similar to the way they purchase gold or silver.
Details of the platform that Intercontinental Exchange is working on have not been finalized and
the project could still fall apart, given the hesitancy among big Wall Street institutions to be closely
associated with the Wild West of virtual currencies. A spokesman said that the company had no
comment.
Many corporations and governments have expressed interest in the technology that Bitcoin
introduced, particularly a form of database known as the blockchain.
Some large financial exchanges, including the Chicago Mercantile Exchange, have already
created financial products linked to the price of Bitcoin, known as futures. But the new operation at
ICE would provide more direct access to Bitcoin by putting the actual tokens in the customer’s
account at the end of the trade.
ICE has had conversations with other financial institutions about setting up a new operation
through which banks can buy a contract, known as a swap, that will end with the customer owning
Bitcoin the next day — with the backing and security of the exchange, according to the people
familiar with the project.
The swap contract is more complicated than an immediate trade of dollars for Bitcoin, even if the
end result is still ownership of a certain amount of Bitcoin. But a swap contract allows the trading to
come under the regulation of the Commodity Futures Trading Commission and to operate clearly
under existing laws — something today’s Bitcoin exchanges have struggled to do.
The chief executive of Nasdaq, Adena Friedman, recently said her company could also create a
virtual-currency exchange if regulatory issues are ironed out. While several hedge funds have
been buying and selling Bitcoin, most large institutional investors, such as mutual funds and
pensions, have avoided it largely as a result of similar regulatory concerns.
Bitcoin still faces plenty of skepticism in the mainstream financial world. Over the weekend,
Warren E. Buffett of Berkshire Hathaway, who has long been critical of virtual currencies, said
Bitcoin was “probably rat poison squared” in an interview with CNBC. The Microsoft co-founder
Bill Gates added his own skepticism, saying he’d “short” Bitcoin if he could.
And the new efforts to trade Bitcoin don’t help answer basic questions about what makes the
virtual currency useful in the real world. Most attempts to use Bitcoin for everyday commerce
haven’t gained traction, and investors have treated it as a speculative commodity like gold or
silver.

Some Bitcoin enthusiasts have said that its increasing integration into the existing financial
system has pulled it away from its founding ideals. Paul Chou, a former trader at Goldman Sachs
who set up LedgerX, a regulated Bitcoin exchange that would compete with Intercontinental
Exchange, said his company has made a point of focusing on large Bitcoin holders, rather than
financial institutions.
“The reason we got into crypto was not to partner with a bank, but to replace them,” Mr. Chou said,
using the shorthand for cryptocurrencies. “We deal with crypto holders directly in a way that really
takes advantage of Bitcoin’s strengths, while avoiding brokers, banks and other institutions that
take multiple cuts of the transaction.”
Goldman will initially only be trading futures contracts linked to Bitcoin’s price. But Goldman
executives said they were looking at moving in the direction of buying and selling actual Bitcoins.
Intercontinental Exchange’s effort, if it pans out, could make Bitcoin available to a much wider and
more influential customer base, including other financial firms.
Several big corporate names, including the giant technology investor SoftBank, which has stakes
in Sprint and Uber, have been in discussions about being involved with the exchange in some way,
the people familiar with the project said. But a spokesman for SoftBank said this week that it was
no longer involved.
LedgerX, the exchange founded by Mr. Chou, is the only exchange that now offers the kind of
swaps that ICE has discussed. LedgerX has experienced increasing trading volume in recent
months, but ICE would start with an edge because essentially every large financial institution is
already hooked into it.
The interest in Bitcoin trading illustrates how the reputation of the virtual currency has, after a
rocky start, improved.
Regulators are currently looking at whether many virtual currencies, including the second most
widely used digital token, Ether, have been issued and traded in violation of securities regulations.
Institutional investors believe that because of the way Bitcoin was created and structured —
without any one company or organization behind it — it would be on safer ground with regulators.
ICE was considering launching a swap contract linked to Ether, but backed away from that
because of regulatory uncertainty, the people briefed on the effort said.
Mr. Chou, at LedgerX, said he made a similar decision and has delayed creating any products
linked to Ether.
With Bitcoin, on the other hand, Mr. Chou said that road seems to be clear for big institutions to get
involved.
“The industry is seeing unprecedented institutional interest for the first time in Bitcoin’s history,” he
said. “I’ve been amazed that the strongest believers in cryptocurrency often start out the most
skeptical. It’s a healthy skepticism. But at some point the perception shifts, and for many
institutions — I think we’re finally there.”

The Liquidity Problem
By Jared Dillian
Individual investors generally don’t think about liquidity. You send
a market order for 200 shares of something, it gets filled
instantaneously, no problem.
Institutional investors have to think about liquidity a lot.
Say you have 200,000 shares of a stock to sell that only trades, on
average, a million shares a day. You have a problem.
As a general rule, if you are more than 10% of the volume in a stock,
you are going to have an impact on the price. You could spread the
execution out over two days, but then you assume more price risk.
In ye olde days, you could call up the equities floor at a bank and do a block trade in the
third market, and transfer your risk immediately. But that doesn’t really exist anymore. You
are kind of stuck putting it in the machine, and you are kind of stuck having a bunch of
computers sniff out your order and trade ahead of it.
The proponents of the computers say that they provide liquidity, which is partially true, and
the detractors of the computers say they consume liquidity, which is also partially true. It is
a complicated issue. Of course, there are all sorts of countermeasures and countercountermeasures to this sort of thing, which has been the subject of a couple of books.
The problem is that there is a lot less liquidity out there than there was six months ago,
and there is really a lot less liquidity than there was 10+ years ago. We will explain why.
Volatility and Interest Rates
When volatility goes up, liquidity generally goes down. As you know, volatility has been
higher, so liquidity has been lower.
By the way, a good definition for liquidity is being able to transact at a price that is not
disadvantageous—i.e., the price you see on the screen.
Perhaps some of you have access to a futures terminal and have seen the order book for
S&P 500 e-mini futures. You have probably seen that it is often less than 100 contracts
per tick.
If you go back to 2006, there were about 2,000 contracts per tick. Yes, liquidity is down
over 90%.
So, individual investors generally don’t think about liquidity, but they probably should. At
ETF 20/20, we prefer funds with a lot of liquidity, although that is not always possible.
This month, we’re adding a fund with low liquidity, but the reasons for its low liquidity are
valid.
Anyway, there is an axiom in markets: volatility and liquidity are inversely correlated.
There is a second axiom in markets: as interest rates increase, volatility usually increases,
too.
The Fed has been withdrawing liquidity by hiking interest rates and conducting quantitative
tightening. It’s not a coincidence that volatility exploded and liquidity disappeared.
But there’s more to it than that.
Index Arbitrage

Index arbitrage is the act of trading small price discrepancies in stock index futures with
the underlying stocks. In the old days, if you wanted to do this, you needed to carry a large
balance of long stock, so you didn’t have to sell short on an uptick. Banks would generally
carry a large short futures position, offset with a large long stock position, in order to
facilitate this trade.
This was known as carrying “balance sheet,” and banks used to carry a lot of it, because it
was a profitable trade. The S&P futures roll was trading rich, so you could sell the roll at
LIBOR + 25 and make additional profits if interest rates were going down. 1
The act of trading index arbitrage provides liquidity—liquidity is posted in the futures
contracts, as well as the stocks. Index arbitrage as we knew it has all but disappeared,
because the Volcker Rule has done away with prop trading. Capital requirements also
make it expensive to hold this balance sheet.
Index arbitrage is now conducted by electronic trading firms, and nonbank broker-dealers,
but most of that liquidity has disappeared. And a lot of it is because of regulations.
People have a general idea that Dodd-Frank has contributed to a lack of liquidity in
financial markets. If only they knew how big the problem is! No liquidity means being
unable to transfer risk, as well as increased costs for investors.
And not just institutional investors. If XYZ mutual fund has more impact on its trades, XYZ
mutual fund isn’t the one that suffers. It’s you, the shareholder, in the form of diminished
returns. There is a lot of attention paid to mutual fund fees, but people should perhaps pay
more attention to execution costs—that is where the big savings are.
I’m also a fan of increased tick size—go back to fractions in the stock market and you will
see many of these problems disappear.
If you look at charts of stock market volume, you will see that today’s volumes roughly
correspond to mid-1990s levels. I would not consider that to be progress.
And I would not consider the mid-2000s levels of volume to be an aberration—that’s what
we should strive for in financial markets. We should incentivize people to post liquidity—
not to consume it

Moving Millionaires
By Patrick Watson
You’ve heard the old line about three kinds of falsehoods: lies, damned lies, and
statistics. All three are easy to find on the Internet.
Unlike lies, though, statistics can be useful if taken with a grain of salt. For instance, you
want to remember that correlation doesn’t equal causation. The fact that event A
repeatedly occurs right before event B doesn’t prove A causes B. Maybe they’re
connected, or maybe it’s just coincidence. You can’t be sure until you dig deeper.
This matters for both economic and public policy questions. Consumers, businesses, and
governments decide to do X because they believe Y will follow. But maybe it won’t,
because X has nothing to do with Y.
Recently I got a useful reminder of this that might surprise you. It has to do with moving
millionaires.
Mobile Taxpayers

Many analysts (including me) worry about a pension fund crisis on the state and local
level. Low interest rates and poor investments threaten the stability of public employees’
retirement plans, many of which weren’t fully funded in the first place.
A big part of the problem is that taxpayers in the US can (and do) move. High-tax states
that desperately need the revenue to fund pension obligations may see their wealthiest
residents move to lower-tax states.
The evidence certainly is there. For years, the populations of high-tax states have been
shrinking while low-tax states have been gaining residents.
But that’s just correlation. Are people really leaving the high-tax states because the taxes
are so high?
And are the people leaving high-tax states the same people who pay the highest tax
rates?
This is where the “proof” gets murky.
We know many wealthy people have not fled New York, California, and other high-tax
places, and don’t intend to, so apparently, there are reasons to stay.
Rooted Millionaires
In his 2017 book, The Myth of Millionaire Tax Flight: How Place Still Matters for
the Rich, Stanford University sociologist Cristobal Young questioned whether wealthy
people are really so mobile.
Young’s research, based on 13 years of tax data for every US millionaire, says the
opposite is more accurate. Only about 2.5% of millionaires moved to new states each
year, and not all went to lower-tax states.
One reason is that millionaires tend to be older people with deep roots in their
communities. They have family and business ties. They like living where they do.
Yet clearly, somebody has been moving. Who is it?
Answer: mostly young people, particularly recent college graduates. They are four times
as likely as millionaires to move in any given year, and taxes aren’t the reason. They
follow job and educational opportunities.
Now, you can certainly argue with Young’s data. Even if he’s right, he may not remain so.
Technology is slowly breaking the ties between residence, work, and family. I think that
trend will continue.
The broader point: This obvious “fact”—high taxes drive out wealthy people—really isn’t so
iron-clad, once you look closer.
But you won’t know that unless you see the other side… which is hard because we’re all
surrounded by oceans of conflicting data.

Capitalism Can’t Work Without Losers
By Patrick Watson
Those who support free-market economics say it is the best, most efficient path to
maximum prosperity for everyone.
In other words, everybody wins in a free market—not equally, but each person at least has
the opportunity for a prosperous life. I agree with all that, except the “everybody wins”
part.
In fact, free markets don’t work well at all unless certain people lose. Otherwise the entire
system fails and everyone loses. Which is happening right now.

Forgetting the Lessons
Neel Kashkari, president of the Minneapolis Federal Reserve Bank, is often in the news
because he dissents from the Fed’s rate-hike decisions. He previously worked at Goldman
Sachs and PIMCO and was assistant Treasury secretary overseeing the crisis-era
Troubled Asset Relief Program (TARP).
After running one of the top bailout programs, Kashkari now thinks the “too big to fail”
banks are, well, too big and should be broken up. I imagine that makes for some
interesting conversations with the banks in his district.
Kashkari went on a little rant at a Howard University event last month. Here are some
quotes my Twitter pal Pedro da Costa reported for Business Insider.


“We are forgetting the lessons of the 2008 crisis.”



“The shareholders got bailed out. The boards of directors got bailed out.
Management got bailed out. So from their perspective, there was no crisis.”



“No other industry is levered like the banking industry. If we double the amount of
equity banks have, we could go a long way toward resolving the problem that toobig-to-fail banks pose.”



“If it were up to me, we’d be increasing banks’ leverage ratio, not decreasing it.”

Those last two comments are important. Banks profit mainly by lending money that was
itself loaned to the bank by depositors and bondholders. This gives them leverage, which
makes them vulnerable to losses when borrowers default.
As a result, there’s a constant tension. Bankers want more leverage so profits will be
higher. Regulators want to allow less leverage so the banks are less likely to fail. They
meet somewhere in the middle.
The Fed manages this balance and does a pretty good job of it... until something like 2008
happens.
But here’s the problem: Our bank-stability apparatus—the Fed, the FDIC, occasional
bailouts—encourages banks and other lenders to take unwise risks because they know (or
at least believe) they’ll get rescued.
And that brings us back to free markets and losers.
Hiding the Message
We heard a lot in the crisis, and still now, about people taking out loans they couldn’t
afford. Obviously, that’s a bad idea.
But every loan has two sides: borrower and lender. Both have responsibilities.
Just as borrowers shouldn’t overstretch, lenders shouldn’t over-lend. That’s partly how we
get crises like 2008.
In theory, the free market imposes discipline on both sides. It certainly does for borrowers.
Default on your mortgage and every future lender will either deny you credit or charge you
much higher rates… and rightly so.
But on the lender side, responsibility for mistakes stays hidden. As Kashkari said, bank
executives and directors who made bad decisions leading up to 2008 felt little punishment.
So, the system tacitly promotes irresponsible lending. The free-market way to prevent this
is for irresponsible lenders to lose all their money. It would send other lenders a
message: “Avoid doing what they did.”

Government bailouts keep that information from the people who need it. The result: an
unstable banking system that builds up unsustainable debt and periodically implodes.
Raising Taxes
This isn’t just a US problem. An April 18 Financial Times story reported on some African
countries slipping into a debt crisis. Here’s an excerpt:
With the number of countries already unable to service their debts doubling
in the past year to eight, officials at the International Monetary Fund are
urging all African countries to raise taxes to provide more scope for paying
interest, which has increased to levels last experienced at the start of the
century.
While we don’t know the details of these troubled loans, we can infer a few things.
First, it’s not new information that some African governments are unstable, corrupt, and
have trouble servicing their debts. That has been the case for decades.
Second, anyone who lends money to those governments should know those risks and
price their loans accordingly. These lenders apparently didn’t.
Whose fault is that? Not the borrowers’, and certainly not the citizens’ who the IMF now
insists pay higher taxes so the lenders get their interest.
What should happen here is…


IMF butt out, and



Those lenders lose their money.

That would teach other lenders to require sustainable, realistic loan terms and interest
rates. It would be short-term harder on the borrowers, but in the long run help free them
from perpetual debt serfdom.
Don’t Blame Capitalism
Similar things happen in the US every day. I don’t think another banking crisis is imminent,
but we’ll have one eventually.
When that crisis comes, some people will want to blame capitalism—but the real culprit
will be the lenders’ lack of market discipline.
We could avoid this, or at least make it less painful, by taking the kind of steps Neel
Kashkari recommends. But don’t hold your breath.

The Mind Blowing Concept of “RiskFree’ier”
By Michael Lebowitz
Facts are essential as they offer humans a sense of stability in a chaotic world. For
instance, we find comfort in the “fact” that the life-sustaining sun will continue to
shine for billions of years. If there were serious doubts about this fact, our lives
would be very different today.
In this article, we debunk a “fact” that serves as the foundation for the pricing of all
financial assets. It was not that long ago that people who thought the earth round were

labelled delirious madmen. Today, questioning the “risk-free” status of U.S. Treasury
securities (UST), as we do, will lead many financial professionals to decry our prudence as
foolish irrationality. That said, we would rather assess the situation objectively than get
caught “swimming naked when the tide goes out”.
Mesofacts
In a must-read article entitled, My Leitner-esque Moment, Kevin Muir of The Macro Tourist
blog broaches the topic of sovereign debt risk and, in what must be a moment of
temporary insanity, questions the so-called “risk-free” status of UST.
Sovereign debt risk exists and said bonds default from time to time. Despite history and
facts, associating the word “risk” with UST is for some reason blasphemous amongst
financial professionals. The yields of UST are treated by all investors, even those naysayers like Muir and ourselves, to be the risk-free rate. This argument does not refer to
the risk of changing yields but more importantly to that of credit risk.
All financial and investment models and theories assume that UST have no credit risk
which, by definition, implies zero chance of default. What in this world has no risk? If you
can name something, congratulations, we cannot.
For background, consider that sovereign debt defaults have been commonplace among
big and small countries. The graph below shows the frequency by country since 1800.
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Go back further in time, and almost all nations can be added to that list. The United States
stands alone as an economic and military powerhouse that has never defaulted. (It is
important to note that many people, ourselves included, believe the U.S.
defaulted when it went off the gold standard.)

Despite America’s perfect credit record thus far, it would be false to assume that UST are
“risk-free”. This type of fact, assumed by the masses, is what Samuel Arbesman, the
author of The Half-Life of Facts, calls a mesofact. A mesofact, unlike the known effect
of gravity, is not a fact of the natural order destined to last for eons. Nor will it have a very
short existence, like the fact that the sun is currently shining on my garden. Essentially, a
mesofact is one that has temporary permanence.
We refuse to debate whether UST are risk-free as we patently know that cannot be true.
Instead, we consider the mindset of a bond trader and describe the ways we might
measure U.S. credit risk.
The Mindset of a Bond Trader
“This next part of my post might be difficult to accept. Many will simply write
off the theory as the ravings of a lunatic.”
Kevin Muir’s quote precedes a discussion about whether or not a U.S. corporate bond can
trade at a yield below that of a similar maturity UST.
Can a corporate bond be even less risky than “risk-free”? The concept of “riskfree’ier” is mind-bending.
Fresh out of college, on day one on a trading desk, a bond market trainee is taught the
practical (non-academic) concept of spreads. Unlike stocks, which trade at a dollar price
and are not easily comparable to the price of other stocks or indices, all bonds trade at a
yield spread to some benchmark, usually UST. Frequently, in fact, the dollar price of a
bond is not even computed until after a trade is consummated.
To better describe this pricing methodology let’s relate it to the solar system. Bonds
closest to the sun (UST) are the highest rated. As one travels away from our starting point,
and the distance between planets and the sun increases, the perceived credit risk and
therefore the yield spread over “risk free” Treasuries increases. In the fixed income
universe, AAA-rated corporate and municipal bonds tend to trade with the tightest (or
smallest) spread to comparable maturity UST as they have lowest default probability.
Traveling further out the credit curve toward lower-rated bonds, the spread increases as
default risk increases and the certainty of repayment decreases. The graph below shows
the gyrations of various corporate bond indexes aggregated by credit ratings and their
spread to UST over time.

Data Courtesy: St. Louis Federal Reserve (FRED)
In bond trader parlance, one would say the up and down movements of the lines above
represent tightening (spread is declining) or widening (spread is increasing) relative to

Treasuries. The graph below takes the orbit, or the percentage spread between BBB-rated
corporate bonds and UST from 1997 to today, and plots it in a circular format to help
further highlight this concept. (The orbit-like axis markers (0-8) are the percentage spread
between BBB bonds and UST).

Data Courtesy: St. Louis Federal Reserve (FRED)
Back to the solar system. If we told you that, over the last few years, Mercury was tracking
progressively closer to the sun, you would likely assume the orbit of Mercury is changing.
Although inconceivable based on current scientific knowledge, what if it was determined
that Mercury’s orbit was unchanged and the altered distance was due to the re-positioning
of the sun? Similarly, what if the spreads of non-Treasury bonds were not 100%
reflective of the factors that determine the yield for each security but also a change
in the perceived risk in the benchmark itself?
Altered State
The U.S. Treasury Department is expected to issue over $1 trillion of debt in each of the
next four years. This is additive to the $21 trillion debt load that is currently outstanding
and must be refunded when bonds mature. Even more troubling, the growth rate of
forecasted debt issuance is almost twice the size of the Congressional Budget Office’s
(CBO) most optimistic economic growth forecast. As we have argued on many occasions,
such a divergence between the debt burden and the means to service and payoff the debt
cannot continue indefinitely. Deficits and debt do matter, and given this unsustainable
situation, there is inherent credit risk in UST despite what finance professionals
may tell you.
Ironically, there are currently two popular ways to measure the credit risk of the risk-free
security, and neither of them currently reflect the absence of risk. The two commonly
followed gauges are the credit ratings assigned to UST via the credit rating agencies and

Credit Default Swaps (CDS) traded in public markets. Currently two of the three major
credit rating agencies (Moody’s and Fitch) assign the highest credit rating of AAA to the
debt of the United States. S&P rates them at a less than perfect AA+. Credit default swaps
(CDS) are derivative contracts that enable an investor to buy insurance on the default risk
of a debt issuer. If the issuer defaults, the insurance holder is made financially whole. The
CDS of the United States currently trades at 27.5 basis points, which implies the odds of
default are about 1.50-2.00%
A Third Way to Measure Default Risk
As Kevin Muir implies in his article, there is a third way to evaluate credit risk. Kevin
wonders about the implications of a corporate bond trading at a lower yield than a U.S.
Treasury of comparable maturity. We take that thought a step further. Could the spread
between corporate bonds and UST, even though they are currently positive, be expressing
heightened credit concerns for Treasury securities as opposed to less default risk for
corporations?
What if the spread of AAA rated corporate bonds to UST were to tighten by ten basis
points over the next month? Bond traders will robotically claim the spread tightening is a
function of increased demand, reduced supply and/or a better economic outlook for the
bond issuer. Given current circumstances, is it unreasonable to suggest that the
yield on the corporate bond was unaffected and the yield on the U.S. Treasury
increased due to credit concerns? Might it be possible the Sun has, against all
conceivable logic, moved?
This concept is extremely hard to grasp, especially for those of us with decades of
experience trading bonds. There are many instances in finance where a large majority of
participants are gripped by muscle memory and habit. They are wed to the idea that the
future credit history of the U.S. will be what it has been in the past. If we are to be
successful investors over the long run, especially at crucial turning points, we must fight
false assumptions, bad habits and challenge the durability of even the most basic “facts”.
Summary
Debunked facts are not only common but reflect a healthy progression of human
knowledge. Such advancement, otherwise known as innovation and productivity, has led
the human race to longer life spans, improved technologies, and greater economic wellbeing.
The fields of finance and economics, unlike most sciences, do not always seem to ascribe
to the notion of incremental learning. Those in the financial community tend to repeat the
same errors of the past. Just the past 100 years provides ample evidence of this through
multiple boom-bust periods in which those Ph.D.’s from the best universities made the
same critical mistakes. As such, the “growth” of logic and critical thinking in economics
tends to be more cyclical than incremental. Mesofacts are presumed permanent,
effectively stifling progress.
“I find it funny that the most vocal critics about the spiraling upward out -ofcontrol government debt are often those investors’ most likely advocating
positions in long-dated sovereign bonds as a place to hide. The surprise of
this cycle will be that risk-free sovereign bonds provide no safety against the
next crisis, but will instead themselves be the source of the instability. Think
about hedging against the unthinkable happening.” – Kevin Muir
We concur with Kevin. No one has a crystal ball with the mystical ability to know when the
imbalance of debt will overwhelm the nation’s ability to pay for it. We would argue that the
United States is well beyond that point of no return and the missing piece of the puzzle is
the point at which investors realize that fact. One glance at recent patterns of buyers of

UST argues that some of our largest foreign sponsors may be asking these very
same questions. That said, all investors should recognize that U.S. Treasury debt does
indeed have credit risk and that risk is growing.
We intend to persuade you to think about things in ways that few do. In doing so, you will
be able to rise above the large majority of investors that get caught in the sinkhole of
cyclical thinking. Compounding your wealth depends on it.
Michael Lebowitz, CFA

When Rates Go Up, Stuff Blows Up
By Jared Dillian

I’ve said the title of this issue a few times before. When rates go up
sharply, stuff blows up, because lots of people are negatively exposed
to higher rates.
Households, corporates, and governments are all negatively exposed to
higher rates, in different degrees. Back in 1994, we found that it was
Mexico, Procter & Gamble, and Orange County, California who all
suffered because of higher interest rates.
Where does the risk live today? We will soon find out.
There is a playbook for when interest rates go up. Rising interest rates
do not necessarily cause a recession per se, but they are usually found at the scene of
the crime. There was no recession in 1994, but the financial world shivered. Today, we
have rising rates and a more-hawkish Fed which has shown no signs of letting up. As
usual, emerging markets are puking their guts out.
I was in Argentina last week and saw the carnage first-hand. I wrote about it in The Daily
Dirtnap. The Argentine peso declined a smooth 20% in a week:

Meanwhile, Turkish President Recep ErdoÄŸan is calling himself an “enemy of interest
rates.” He is an FX trader’s dream.

Of course, there are idiosyncratic things going on in Argentina and Turkey, but all EM
currencies and stock markets have been getting hit hard. Emerging markets was a
consensus pick at the beginning of 2018, so it is making some people look a bit foolish.

When interest rates rise in the US, it makes US securities more attractive relative to
emerging markets, and capital flows reverse—which is exactly what is happening today.
Emerging markets happen to be the most leveraged player when it comes to US rates. But
let’s talk about some more obvious examples.

Housing Market
Duh. Everyone knows that when mortgage rates go up, it makes it more expensive to buy
a house. The first thing people say to me is that the US housing market will crash.
No. At least, not everywhere.
Most places you go in the country, housing prices are quite affordable. But there are
bubbles in some local markets. All of California is pretty much in a bubble. Seattle,
Boulder, and Austin have blazing hot housing markets. They also have pretty compelling
fundamentals.
California is a special case—there is a huge amount of housing debt in California (more
than you realize), and you can no longer deduct state taxes. If interest rates go up a bit
more, and the demographics turn unfavorable, California housing could reprice 20%.
Higher interest rates simply hinder economic activity. If the marginal house is too
expensive to buy, then you also won’t be buying that paint, carpet, and furniture. Not
everybody realizes that the housing market drives a lot of economic activity. Why do you
think Canada is still afloat after just about every other sector of the economy has
collapsed?
We won’t get a housing crash in the US, but a slowdown could take a full percentage point
off of GDP. Mortgage rates have risen to 4.61% nationwide. My mortgage is 3.75%. Look
at me, I’m warm as toast.

Source: St. Louis Fed
On a $250,000 mortgage, your annual payments go up almost $2,000 a year for a 1%
increase in mortgage rates. Loan officers are not going to make those numbers work for a
certain class of borrowers.
Of course, in the past, loan officers have been pretty creative about making the numbers
work, but Dodd-Frank was supposed to put an end to that.
Where the Risk Lives
If we really do have a sustained bear market in bonds (which I am doubtful of), I think the
risk is very first-order. The people who will suffer when bonds go down are bondholders.

US households hold trillions of wealth in bonds and bond mutual funds. Treasury,
corporate and municipal bonds. For the past thirty years, it has been easy to forget about
duration—interest rates have only gone down.
Now, people are starting to figure out that corporate bonds have duration, too, as you can
see from the chart of LQD, which is being hit by… higher interest rates.

For the past ten years, people have needed income. They got it one of two ways: highpaying dividend stocks and investment grade or high yield bonds. Now dividend stocks are
going down for the dirtnap (see Philip Morris) and corporate bonds are getting whacked on
duration.
People were pushed out the “risk curve” from 2010-2013 so they could try to harvest some
kind of income from risky assets, and now the chickens have come home to roost. There
may not be another Orange County or Procter & Gamble, but Ma and Pa Kettle may taste
the lash yet again (after tasting it in stocks in 2002 and 2009).
Individual investors have looked like geniuses for the past eight years because stocks and
bonds have gone up together. Increased correlation has made a 60/40 portfolio look like
magic beans.
Now stocks and bonds are correlated the other way. People are going to be pretty
frustrated when they put all that thought into asset allocation, and asset allocation doesn’t
help.
I know one asset class that works pretty well in a rising rate environment: cash.

Not so quiet on the interest rate front
by Brian Kantor
Things became more active on the global interest rate front last week, led by an
advance of US yields.
The key 10-year US Treasury yield was below 3% earlier, but was at 3.12% on Thursday
before pulling back to 3.05% on Friday. Not only have yields moved higher, but the spread
between US Treasury and German Bund yields have widened further, to 2.5%.
This may be thought to be enough of a carry (enough US dollar weakness priced in, that
is) to attract funds to the US and restrain the upward march in US rates and the US dollar.
The US dollar has gained not only against the euro and other developed market
currencies, it has gained against emerging market (EM) currencies, like the rand, as is
usual when the dollar rises against the euro, yen and sterling. A strong dollar is a
particular threat to EM currencies. The JP Morgan EM exchange rate index is now at 66.1
while the the US vs developed market currencies index (DXY) is trading at 93.87.

The rand has been among the better EM performers in the face of the advancing dollar as
we show in figures 4 and 5 below (all rates in these charts up to 18 May – though the rand
did come under more pressure than other EM currencies on Friday). The ratio of the
USD/ZAR to our own construct of eight other EM currencies and their exchange rates with
the US dollar, improved significantly between November 2017 and March 2018 and the
USD/ZAR has maintained its rating since then. The story of the rand has once more
become a story of the US dollar rather than of South African politics. And seems very
likely to remain so.

This ratio was 0.917 on the Monday 14 May – it weakened to 0.934 by the Friday. The
story of the rand has once more become a story of the US dollar rather than of South
African politics, and seems very likely to remain so.

Interest rates in the US have risen (and the dollar has strengthened) because the
acceleration in US growth has been confirmed by recent labour market trends and by the
strength in retail sales volumes reported last week. The state of economies outside the
US, in Europe and even in emerging markets however, appears less certain. Global
growth appears, at least for now, less synchronised – making for fewer correlated
movements in short- and long-term interest rates.

It is of interest to note that US shorter term interest rates have been rising faster than long
rates. The spread between the 10 and two-year Treasury bond yields have narrowed
further. This flatter yield curve indicates that the US may be getting closer to the end of the
cycle of rising short rates. Or in other words the GDP growth rates that justify higher short
rates may well have peaked and are slowing down- which if so will cause short rates to
decline from higher levels in the not too distant future. (See figure 6 below)

It is of particular importance to note that the recent increase in US yields have not been a
response to more inflation expected. Inflation-protected real yields offered by the Treasury
(TIPS) have increased in line with vanilla bond yields. The spread between nominal and
real 10-year treasury yields has remained largely unchanged around 2.2%. That is to say,
the bond market continues to expect inflation to remain at the 2% level for the next 10
years. So what is driving nominal yields higher is more growth, rather than the expectation
of more inflation, thus representing interest rate developments that are less dangerous to
equity valuations than if it were only inflationary expectations that were driving yields
higher. The more GDP (and so earnings growth) expected, the more it improves the
numerator of any present value calculation, perhaps enough to compensate for higher
discount rates.

South African bond yields, as well as the USD/ZAR, have moved higher in response to US
yields. However the spread between RSA and Treasury yields has remained largely
unchanged. The spread, which indicates by how much the rand is expected to weaken
against the US dollar over the years, narrowed sharply after November 2017. In other
words, as the political news out of South Africa improved. Figure 8 below shows the SA
exchange rate risks and the more favourable trends in RSA and US long bond yields, and
in exchange rate expectations since January 2017.

Conclusion: how best to react to dollar strength
A stronger US dollar is seldom good news for the growth prospects of emerging market
economies, including South Africa. It puts upward pressure on prices and downward
pressure on spending. It furthermore raises the danger of monetary policy errors of the
kind Argentina has been making: raising interest rates to fight exchange rate weakness
and the (temporarily) higher prices that follow. This then slows down economic growth
further, without helping and maybe even harming the exchange rate. Slower growth drives
capital away and interest rates, become less attractive when a still weaker exchange rate
is expected.
The wise policy approach is to ignore of exchange rate weakness that is caused by dollar
strength and not by excessive domestic spending. South Africa made such monetary
policy errors during the last period of US dollar strength between 2011 and 2016. We may
hope that such errors are not repeated. We may hope even that this period of dollar and
US strength is a temporary one – and that growth outside the US resumes an upward
trajectory.

