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ish U.S. Cycle change in the factors that are supporting the
. ) . outperformance and/or overvaluation in order
35 are an economic reality. Sometimes they

| ) for this to yield a beneficial outcome.
short, sometimes they extend a bit longer

expected. But, more often than not, it is N the 2nd Quarter 2017 Economic Commentary
same story that we see play out time and We wrote:

again. For example, analysts get a hold of a  gssentially, the lower relative P/E’s and a very
sh argument about one thing or another  egsy monetary policy is the core reasoning that
they press it hard. Like penguins jumping  many of the talking heads have been pushing
a body of water, once the first one has  the jdea that non-U.S. equities should be an
gh courage to take the plunge, the rest  oyerweight position. At the same time, some
enthusiastically. have even been looking to reduce U.S. equity
about a year ago, we saw exposure as valuations are hitting

BRBre was a chorus of “History doesn't repeat highs not seen in many years.

sh sentiment focused on jtself but it often rhymes”  Not much has changed over the

us. m.arkets. Almost - Mark Twain - past year when we look at the
out question, most analysts general direction of rates for the
ved that there was a strong U.S. and the rest of the world. At the same time,

on to reduce U.S. equity exposure and there was one important factor that provided a
eight foreign assets. They had plenty of poteworthy benefit for U.S. equities: An
ons lined up as well, sighting relative  enormous tax cut for corporations which helped
ations, currency weakness and central bank  poost earnings. That one feature created a
gence. At the time, we viewed this mgajor benefit for U.S. stocks. The comparative
ersal truth” with a great deal of skepticism.  yajuation argument was now in trouble. Even as

of our reasoning was that the arguments the divergence in monetary policy should have
s somewhat thin. The consensus was built been beneficial for foreign stocks, the tax cuts

simplistic view based on relative valuation. tilted the equation dramatically in favor of U.S.
one hand, we agree there may be some equities. This, in conjunction with the removal
to the concept of a mean-reversion trade. of accommodative monetary policies caused the
non-U.S. assets were underperforming, Y-S Dollar to strengthen appreciably. That lead
ations were considered cheap and many 1o a general devaluation of assets priced in
sts viewed this as attractive. However, foreign currencies.

e usually needs to be a catalyst to provide  This is why we were doubtful that the simple

or/asset.  In other words, it requires a  gypstantial benefit for non-U.S. equities — as we
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e: there was no reprieve from a rising U.S. Dollar,

BRRYe hios been a resurgence of confidence foreign central banks no longer had the luxury

quity markets, the fact that the P/E ratios
in Eurozone markets are much lower may

of adding liquidity or lowering rates as this
would essentially exacerbate the problem.

more to do with the outlook than anything  Over the past year, this is part of the reason
Simply taking a relative comparison of an  that several currency crises have cropped up.
alued market to ones that are fairly valued  Countries that had weak economies to begin
not be the smartest investment idea ever with were now in a battle to save their currency
eived. from a meltdown. If they raised rates, they
would slow the economy. If they lowered rates

ality, the recent tax reform helped to instill

el of confidence that there was the it would potentially devalue the currency even

htial for U.S. corporate earnings to grow at further. Essentially, they have been between a

& digit rates for the next 12-24 months. rock and a hard place. Nothing they could do

With the strong headwinds related to Fed was able to rectify the situation in their favor.

ehing, the new corporate tax rate of 21% Additional bond issuance was off the table and

peen enough to offset these concerns. As doing nothing was also problematic.
pe (and other central banks) continued to Looking at this objectively, it was a lose-lose-
e blunt measures in an attempt to push lose-lose situation. Little could be done that
prices higher, their currency values could rescue them from a very dire situation.
ed against the U.S. Dollar. That currency On top of that, the relative valuation argument
ness should have been supportive of risk was now all but dead since the tax cuts changed
s - however, the reality is that it backfired. the equation to a point where the valuation

backfired with a backstory... Over the past differential tightened immensely.

de, debt was the main form of economic Is it any wonder why emerging markets and non
that was perceived as the best way to -U.S. equities have been out of favor
ort economic expansions. Many foreign considering these points? The fact that U.S.
tries issued dollar-denominated notes as a  economic growth continues to be on a positive
s to bolster inflows. As the U.S. Dollar trajectory and corporate earnings are on solid
ased in value against the currencies of footing has instilled a great deal of confidence
tries issuing these bonds, it became more  with investors.

ult over time to properly fund payback

Now we ponder: “What will it will take to bring

ons. Here is one simple rational: As the base . .
P investors back toward non-U.S. investments?”

ancy fell, repayment in U.S. dollars became The answer may be found if/when the U.S.
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more expensive. As time went on and . .
g Dollar weakens - and there is one potential way
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s to occur...swelling deficits. U.S. Budget Deficit With Estimates

of the good that the tax cuts have -100,000 - H H EHE ENENBEB
or U.S. markets, there is a matter -200,000 - - -
eeds to be addressed. While it was -300,000
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in the deficit. As can be expected, -1,000,000

sed to be an all-around benefit for
S. economy, the tax cuts have also

d a sharp reduction in tax receipts.

In Millions of U.S. Dollars

n, this is causing an enormous

are a few government projections '\9,40 "9,;\ q,*’é. 5 « . - q,“'é. oﬁ}.
. . »
. » O v {V V V
how an increase in the tax base I S U I
er, it does not appear that there Source: Office of Management and Budget

e enough to offset the current spending

ements provided in the latest budget. potential credit downgrade of U.S. government
why: debt — just as was the case in 2011 when
Standard & Poor’s voiced concern over an

ump administration will set new records . . - .
g oversized expansion of the deficit and moved its

fense spending. It is estimated to reach

rating down one notch to AA+ from AAA.
4 billion in 2018 and $886 billion in 2019.

i » o the | tederal If there is the threat of a credit downgrade, it
en Social Security, the Jargest federa may force the U.S. to consider spending cuts
am today, will surge by 77 percent, from
billion in 2014 to $1.5 trillion in 2024.

are is the largest health care program and

over time. That could be an important moment
for global markets, eventually leveling the

playing field and benefiting non-U.S. equities
nding will surge by 72 percent, from $603

in 2014 to $1.04 trillion in 2024.

after some initial chaos. While this is all
speculation at this time, it is an important
p of record defense spending and a jump  consideration with overloaded debt levels and a
datory spending on entitlements, the tax  deficit that is at historical levels - and growing
are estimated to increase the deficit by  daily.

1 trillion over the next decade. o . .
i trillio In the end, it is worth concluding with the

is how this could playout: If the deficit notion that it may take a fundamental shift
ues to grow inline with projections, the other than just valuations or a simple reversion
ollar should weaken. Higher deficits are to the mean in order to get non-U.S. assets
egative for a country’s debt rating. U.S  performing again. As for now, the overarching
prices could deteriorate in advance of a factors support a strong U.S. dollar and
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ymy for the near-term, which in turn may
ue to favor U.S. securities.

orward Effect

items are cheap or on sale, it often
s the interest of a shopper. Right then and
a choice is being presented; As a
mer of that product, do we decide to buy

(since it is more affordable) or perhaps
3 bit to see if the price moves any lower?
the decision-making process, purchasing
oduct will depend on how deep the
nt is and one’s actual need for the good

ice.

ntrast, if we notice that
are rising, we will often act
y in order to lock in the
before it becomes

ordable. In fact, depending on how rapidly
are escalating, we may look to load up on
items in a big way, even if we do not have
mediate need. As long as we pay lower
today for something that we will need in

ture, it makes good economic sense.

Pull-Forward Effect on Sales

Event Duration

TIME

dime anymore.”

- Yogi Berra -

As an example, let’s consider a situation where
you use a specific item on a regular basis. For
our illustration, let’s just call them doohickeys.
From what you can tell, you have no reason to
believe that there will be a change in your
needs in the near future for doohickeys. One
day, you find out that all doohickey pricing will
be going up by 20% within a month’s time. This
information will probably bring you to the
realization that you should buy a supply to
avoid the future price increase. Since you don’t
know how long the prices will stay elevated, or

if this is the end to the price

“A nickel ain’t worth a

increase cycle, you will probably
stock up in a big way. It's only
natural.

This
termed the Pull-Forward Effect.

condition can aptly be
In the time preceding a widely telegraphed
price surge, buyers may be on the hunt for
products that will incur a price increase.
Whether it is a consumer or a manufacturer,
there is a strong reason to obtain inventory

ahead of the rise in price.

The Pull-Forward Effect has occurred
before and it may be happening now.
Looking back, there was a recent time in
history that can be used as a comparable
In late 2013, the
Japanese government announced a steep

analog and model.

increase in the country’s retail sales tax
rate that was to be implemented in 2014.
Consumers were apprised well in advance
of the hike and in response, they opened
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2ir wallets and went JAPAN RETAIL SALES ™ "
NI Eanaa Japan: April 2014 sales

epic buying spree. tax will increase from
they were stuffed 5% to 8%. It will rise
again, to 10%, in

October 2015.

15

10

goods — the buying
2d, just ahead of the
f the tax increase. It

a random :
ence. The
able Change in 2014 2016 2018 e
er spending was SOURCE: TRADDGECONCHI,COW  KNTRYOF ECONGHY., TRADE AYD USTR

orrelated with the date of announcement in the future.

Qtlate of the tax increase. In fact, an With rolling implementation dates for tariffs

onal tax increase was announced for 2015 against many countries, the event timing may

e exact same thing happened.

also be extended. For the time

hart of Japan’s Retail being, it will theoretically help

“Pll gladly pay you Tuesday for
" to keep GDP at higher levels
a hamburger today.

ayed out over the two for the next quarter or two.
cycles. - Wimpy -

clearly illustrates how

The problem is that a sharp
BRVE: cycle may be slowdown may follow on the

ing today in the U.S. This time it relates to backend — just like was observed in Japan.

B prc-announcements of potential While the exact timing is not clear, in all

Starting in 2018, many consumers and likelihood, economic activity the first quarter of

anies believed that stocking up on goods 2019 may show a marked slowdown.

of the actual
i H Net Exports = Gov't Spending
entation COUId be a smart GDP Pa rtS QOQ% M Private Inv. M Personal Cons.

In turn, manufacturing

o
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up, inventory levels rose,

tail sales increased. This all

positive impact on GDP,
clocked in above 4% for the

me in years. We are now
g for hints that the Pull-

rd Effect may havenegative & 8§ 2 9 9 3 3 3 9 9 8 8 28855533
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RTANT DISCLOSURES

formation presented in this publication is not intended to be used as the sole basis of any investment
ons, nor should it be construed as advice designed to meet the investment needs of any particular in-
r. Nothing in our research constitutes legal, accounting or tax advice or individually tailored investment
e. Our research is prepared for general circulation and has been prepared without regard to the individ-
ancial circumstances and objectives of persons who receive or obtain access to it.

esearch is based on sources that we believe to be reliable. However, we do not make any representa-
r warranty, expressed or implied, as to the accuracy of our research, the completeness, or correctness
ake any guarantee or other promise as to any results that may be obtained from using our research. To
aximum extent permitted by law, neither we, any of our affiliates, nor any other person, shall have any
y Whatsoever to any person for any loss or expense, whether direct, indirect, consequential, incidental
erwise, arising from or relating in any way to any use of or reliance on our research or the information
ined therein.

discussions contain forward looking statements which are based on current expectations and differ-
can be expected. All of our research, including the estimates, opinions and information contained
in, reflects our judgment as of the publication or other dissemination date of the research and is subject
ange without notice. Further, we expressly disclaim any responsibility to update such research.

CONSIDERATIONS

ing involves substantial risk. Past performance is not a guarantee of future results, and a loss of original
al may occur. No one receiving or accessing our research should make any investment decision without
onsulting his or her own personal financial advisor and conducting his or her own research and due dili-
2, including carefully reviewing any applicable prospectuses, press releases, reports and other public
of the issuer of any securities being considered. None of the information presented should be con-
d as an offer to sell or buy any particular security. As always, use your best judgment when investing.

TIONAL POINTS FOR CONSIDERATION

entioned, this material is provided for information only and is not intended as a recommendation or an
or solicitation for the purchase or sale of any security or financial instrument. This material is not a com-
analysis of all material facts respecting any issuer, industry or security or of your investment objectives,
eters, needs or financial situation, and therefore is not a sufficient basis alone on which to base an in-
ent decision. Horowitz & Company and its affiliates may have positions (long or short), effect transac-
or financial instruments mentioned herein (or options with respect thereto), or provide advice or loans
participate in the underwriting or restructuring of the obligations of, issuers mentioned herein. Moreo-
vestment strategies and client portfolios of Horowitz & Company may have acted on the basis of this
ial. The information contained herein is as of the date and time referenced above and Horowitz & Com-
does not undertake any obligation to update such information. All market prices, data and other infor-
n are not warranted as to completeness or accuracy and are subject to change without notice. Past
rmance is not indicative of future results. The investments discussed may fluctuate in price or value.

ges in rates of exchange may have an adverse effect on the value of investments. Transactions involving
ial instruments mentioned herein may not be suitable for all investors.
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: Information and data are derived from a broad range of sources including YCharts, Bloomberg, Briefing.com amongst others.
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