A}&'O'F TWO MARKETS: RISK

ON OR RISK OFF?
_

It was the best of time, it was the worst of times




A Tale of Two Cities (Markets)
N

o "It was the best of times, it was the worst of times, it was the age
of wisdom, it was the age of foolishness, it was the epoch of belief,
it was the epoch of incredulity, it was the season of Light, it was the
season of Darkness, it was the spring of hope, it was the winter of
despair, we had everything before us, we had nothing before us,
we were all going direct to Heaven, we were all going direct the
other way.”

0 While disagreement among market participants has always been a
feature of markets, seldom has there been such a divide between
those who believe that we are on the verge of a massive correction
and those who equally vehemently feel that this is the cusp of a
new bull market, and between those who see unprecedented
economic and policy uncertainty and market indicators that
suggest the exact opposite.



Equity Risk: The Divergence

0 Risk off: Market Indicators of risk including the
Volatility indices, bond yield volatility and default
spreads are all down significantly since November
2016.

0 Risk on: Measures of economic policy uncertainty
have spiked since November 2016.



Stock Market Volatility
-

Risk Off? Market Measures of Uncertainty
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Euro STOXX 50 | 10-Yr Govt
VIX VIX Bond Vol
Dec 2015- Oct 2016 15.82 23.26 28.43
Nov 2016 - May 2017 12.27 17.33 21.75
% Change -22.47% -25.47% -23.51%
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Economic Policy Uncertainty
—J

Risk On? Economic Policy Uncertainty Indices

350
US Policy Global Policy
Uncertainty Uncertainty
Dec 2015- Oct 2016 67.27 172.72
300 Nov 2016 - May 2017 141.36 239.17
% Change 110.14% 38.48%
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Fund Flow

0 The ultimate measure of how comfortable investors
feel about risk is whether they are putting money
into stocks or taking them out and fund flows have
historically been a good measure of that comfort.

0 Put simply, if investors are wary and risk averse
about an asset class or market, you should expect to
see money flow out of that market and if they are
sanguine, you should see money flow in.



Funds in?
I

Monthly Flow Into (Out of) Funds
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Domestic Funds | Global Funds |Bond Funds Funds
Dec 2015- Oct 2016 -$9,911 -5886 $16,589 $1,653
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Funds out?

0 The perennial market bears have become even more
bearish, with concerns about macroeconomic risk
augmenting their long-standing concerns about stocks
trading at high PE ratios.

0 There are big name investors who are cautioning that a
market correction is around the corner, with Jeff
Gundlach being the latest to argue that it is

0 There is some evidence that money is leaving US stocks,
with t



Confidence up, Spending meh!
-

0 Ultimately, risk does not come from market
perceptions or newsletters but is reflected in
consumer and business mood and behavior.

0 The mood indicators (consumer and business
confidence) are flashing green.

0 The spending indicators (consumer spending and
business investment) are not showing the same

robust growth.



Consumer Confidence
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US Consumer Confidence
Consumer
Consumer Confidence
Confidence (U | (Conference
of Michigan) Board)
Dec 2015- Oct 2016 91.55 97.42
Nov 2016 - May 2017 95.63 116.09
% Change 4.45% 19.16%
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Consumer Spending
-

US Consumer Spending
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Explaining the Divergence

0 Markets have become inured to crises: Investors, after a
decade of market crisis after market crisis, have learned
to roll with the punches and ignore experts who predict
doom.

o Disagreement about economic policy changes/effects: It
is also possible that economic pundits and investors are
parting ways on both the likelihood of economic policy
shocks and/or the consequences.

0 Politics first, analysis later: It is no secret that we live in
partisan times, and investing increasingly reflects
political partisanship.
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My tie breaker: The Implied ERP on June 1,

2017
4

Expected cashflow growth in next 5 years
Base year cash flow (last 12 mths) Top down analyst estimate of earnings
Dividends (TTM): 46.11 growth for S&P 500: 5.42%
+ Buybacks (TTM): 62.32 —
= Cash to investors (TTM): 108.43 Payout Ratio in stable growth
Growth rate = 2.21% a year forever
Y Earnings and Cash
flows grow @2.21%
L™ l 2 3 4 5 (set equal to risk free
Dividends + Buybacks 108.43 114.30 120.49 127.02 133.90 141.15 rate) a year forever.
S&P 500 on 6/1/17=
2411.80
Y
Aada 11430 % 12049 " 127.02 " 133.90 " 141.15 " 141.15(1.0221)
T+ Q4+t A+ (40 (40 (r-.0221)04+71)°

r = Implied Expected Return on Stocks = 7.50%

Minus

Risk free rate = T.Bond rate on 6/1/17=2.21%

Equals
Implied Equity Risk Premium (6/1/17) = 7.50% - 2.21% = 5.29%
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In perspective..
I

Implied ERP and Risk free Rates
25.00%
Average ERP between 1961-2017 =4.17%
Average ERP between 1998-2017 = 4.40%
20.00% ERP on June 1, 2017 = 5.29%
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