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2015 Macro Themes & Investing Ideas 
My investing process has always combined a review of the big picture Macro Trends for my asset mix decisions as well as a fundamental-valuation process for picking individual positions or sectors.  This combined approach (“top down” plus “bottom up”) allows for a more diversified and safer way to invest in both good and turbulent times.  By following the big picture macro I hope to avoid many losing trends, such as we did with our minimal exposure to emerging markets and commodities in 2014.  Knowledge of the macro environment also allowed us to remain in fixed income in 2014 which was one of the better performing asset classes (despite the interest rate fear mongering).  To complement this strategy I apply a fundamental – valuation process which encourages me to both sell high, such as we did last year with our energy equity sells, and also focuses my buying on out of favor value plays such as the EU markets and global small caps.
In this newsletter I would like to go over several of the Macro Trends and value plays that I am currently following, as they will guide my Master Investment Portfolio Plan (MIPP) decisions in 2015.

#1  The Oil Macro Theme

Without a doubt the largest macro event of 2014 was the 50% + crash in oil prices.  Absolutely no one predicted this event, and serves as a great lesson for those who believe they can accurately predict markets.  It also speaks to the importance of always being diversified and the terrible risks of making big bets on any one sector!  
There are several types of oil produced globally, but the two most important are the global oil benchmark called Brent Crude, and the US benchmark called Western Texas Intermediate (WTI).  Both of these are down over 50% from their June 2014 highs which is a rapid decline.  Oil prices by nature are volatile and the price is dictated by current and expected supply and demand factors.  There is also a greed and fear component to all commodities.  In 2008 greed drove oil to $147/b and then the financial crisis and fear drove it down to $33/b in the spring of 2009.  There is a major debate now over whether the current rapid decline is more driven by oversupply or collapsing demand, or a combination of the two?  To make a decent guesstimate about this and where oil is going in 2015 let’s review the supply vs demand stories.
On the supply side we have seen excess production over the last year from a variety of sources.  US shale oil production alone added an extra 4 million new b/d since 2008!  Up until 6 – 9 months ago this was not a huge problem as over the last 3 years we also lost about 3 million b/d from war conflicted areas such as Libya, Iraq, and Iran.  However, over the last 6 – 9 months these countries have been increasing their oil production adding to the supply surplus.

At the same time, we have seen a decrease in global demand for oil as many countries such as China, Germany, Italy, Japan experienced an economic slowdown.
So with this simultaneous excess supply and decrease in demand the price of oil has plunged.  Adding to this over supply is the fact that OPEC decided not to cut its production volume.  The question going forward is where and when will oil prices bottom out?

2015 Oil Price Prediction

This depends upon whether you are a bull or a bear.  The bullish view is that this is mostly a short term over supply problem and that oil will bounce back to $60 - $80 by mid 2015.  This will allow most new oil projects to continue forward and in the meantime the benefits of low oil will be like a major “tax cut” to consumers, businesses, and oil importing countries, such as China and India.  So this is the good news viewpoint.
The bearish viewpoint sees declining global demand as the bigger problem and oil will not only go lower but stay low for a long period of time.  A weakening global economy is bad news for equities and the bears believe that equity markets will also soon drop.  Supporting the bearish view is the fact that the ubiquitous “Dr. Copper” prices are down 38% since 2011 and down 18% in 2014 alone (they again plunged this week)!    Additionally, other commodities such as iron ore are down 60% since 2011 and coal is down 64%.  As well, the Baltic Dry Index, which is a global indicator for the cost to move goods by sea, is down 63% over the last year indicating very weak global demand.
CONCLUSION ON OIL

So as you can see there is a potential bright and dark side to oil at $46.  For the consumer it is an immediate “tax break” and allows more disposable income for the cash strapped US middle class.  However, the longer and lower oil prices decline the more it reveals the darker side, which indicates that the global economy/demand is weakening and this is a threat to equity markets.  
The majority of strategists believe that low oil prices are 70% an over supply issue and 30 – 40% a weakening demand issue (eg. Pimco Analysis).  However, I am not convinced that it is mostly a supply issue – a 52% drop over 6 months in the world’s most important commodity is a dramatic event!?  Either way I am happy that we were led by valuation and fundamentals back in Sept – Oct and reduced a large part of our energy positions.  At some point I will be buying back into energy, but not just yet.
#2  The Bond Market Macro Message

Just like sinking oil prices are telling me there could be global economic risks in 2015, I sense the same cautionary message from the bond markets.  Let’s start by listing some of the record low yields on global government bonds as of today (Jan 13/2015):
US 10 year = 1.99%

Cdn 10 yr = 1.69%

German 10 yr = 0.52%

French 10 yr = 0.79%
Spanish 10 yr = 1.7%

Japanese 10 yr = 27%
These are truly remarkable low yields at a time of “economic recovery.” There are many possible interpretations:
1.  bond yields are ultimately driven by inflation expectations (and interest rate expectations) and so we can conclude that there is zip, zero, nada inflation threat in these bond market prices.  In fact, there is now a global deflation risk and history tells us that government/quality bonds do ok with deflation, but most equities do not.  Low bond yields also tell us that the global growth prospects remain low and some are referring to this as a period of “secular stagnation” (such as Japan has seen).
2.  the “yield curve” is an important economic indicator and reflects the spread or difference between the 10 year and 2 year government bond yields.  The yield curve has now been flattening since mid 2014 as the short end (2 year bonds) yields are rising over the expected US government interest rate hike, but the long end (10 year) yield has been declining for multiple reasons – deflation, international dollars piling into US bonds over better relative yields, and the rising US dollar.  A flattening yield curve can be an early cautionary economic message.  If the yield curve was to invert (shorter bonds with higher yields than longer bonds) then this would be a serious red flag indicating a recession risk.  Although no one in the equity world is predicting a recession in the near term, some bond experts question how 6 years of zero IR and massive unconventional QE and buying of government bonds may have distorted the message from the yield curve?  I don’t know this answer, but will continue to monitor the yield curve.
3.  Although low, the US 10 year at 1.9% represents “real value” versus all the other G7 bonds and so this US bond advantage is attracting lots of international dollars, which in turn keeps the US yield low (and bond price high).  Bond king Jeff Gundlach says the US 10 yr yield will drop to 1.4% in 2015 over high inflows and the stronger US dollar makes these bond returns attractive for foreign investors after the currency exchange.

4.  Because of extremely low government yields the demand for the high yield (HY) bonds (or corporate junk bonds) has exploded over the past several years.  The demand for HY was so great that in mid 2014 the yield on the Barclays High Yield Bond Index dropped to 5.54% - the lowest in history as yield starved investors piled into junk bonds.  But over the last 2 – 3 months this has reversed and the Barclays HY Index yield has jumped to 7% (as bond prices dropped) over oil worries and risk of defaults.  In the energy related HY space we have seen a jump from 5.7% to 9.5%  as energy related junk bonds got hammered over plunging oil prices and default risk.  The worry going into 2015 is that HY bond defaults could soar in the energy sector and spread to other sectors.

5.  It is also important to be aware that historically HY bonds have been highly correlated with equity markets, i.e. they are both higher risk.  In fact, HY tends to lead equity markets.  HY bonds did very poorly in 2014 – the worst since 2008 yet equity markets (although very volatile) continued to hit new highs.  This same divergence was seen prior to equities topping in 2000 and 2007 and so is a cautionary flag for me going into 2015.
The message that I am sensing from the bond markets is that global growth is weak and that deflation is now a real threat.  This is not the typical backdrop for rising equity markets in my opinion.  
#3  The US as the Solo Global Engine?
There is no doubt that the US economy continues to recover, albeit at a much slower pace than all prior post-recession recoveries.  The last two quarters of GDP growth were very strong (at 4.6% and 5%), which is encouraging, but most estimates for 2015 are for about 3% GDP growth.  The main risk to US growth in 2015 will be the weakening global economy, i.e. Europe, Japan, China etc.  Can the US decouple from this global slow down?  The optimists stress that the US is a consumer driven-domestic economy and can maintain its growth even as the rest of the world weakens.  It has in the past.  The pessimist fears that we will see US contagion from the weak global growth as the current global setting is so different than all previous “uncouplings,” i.e. experimental QE, massive global debt, secular stagnation, etc.
The one thing that the US economy (and markets) currently have working in their favor are the escalated animal spirits.  This creates momentum.  The most recent Thomson Reuters Consumer Sentiment Index came in at 93.6 in December, which is the highest level of confidence since 2007!  This escalated confidence is also reflected in the late December Investment Intelligence polls revealing bulls at the 56.4% level and bears are at a low 14.9%.  This high spread of 41.5% is very optimistic and reflects the high level of Animal Spirits (although the more recent poll was lower).  The average Investor Intelligence poll reading for the whole of 2014 was the second highest annual average ever according to M. Faber.  However, history tells us that returns are very low in the following year after such high readings.  
We are seeing the same positive animal spirits from small business owners as reflected in the recent NFIB Small Business Optimism Index.  The 52% plunge in oil prices adds to this recent surge in optimism as it provides extra cash for the consumer.  Another manifestation of soaring animal spirits is the record level of margin debt indicating that the herd is all in.  Supporting this theme is the recent Federal Reserve Household data on asset allocation.  US households now have 31% of their assets in equities (versus 29% in 2007) and only 20% in bonds.

In the short term these very positive animal spirits (and greed) could push equity markets higher, however the risk with such a strong Herd Reflex is complacency and the fact that the crowds always over do it when they are all charging together.
Another potential risk to the US solo engine in 2015 are the earnings for S&P500 companies.  About 45% of these come from international operations outside the US and many of these economies are very weak.  The other hurdle for these earnings will be the high US dollar, which will have a negative impact once converted back into US dollars.  Forecasters have been busy lowering their earnings estimates for the fourth quarter as well as for 2015.  This could be a hurdle for markets going into 2015 and we will see how this plays out over the next 2 – 3 weeks.
The other potential area of trouble heading into 2015 are the lackluster wage gains.  This remains a mystery with such low unemployment numbers.  There are many interpretations as to why we are not seeing wage growth but the fact remains that for consumers to spend more they need either more hours or higher wages.  The most recent data revealed a 0.2% m-o-m decline in December and a paltry 1.7% y-o-y growth.  The optimist such as D. Rosenberg believes that wage growth is just around the corner.  The skeptics point out that much of the US job gains have been low paying jobs and part-timers (who get paid less) and those over 55 (who don’t demand wage increases).  There may also be an undetected “leakage” of younger workers back into the workforce taking pressure of wage demand.  The skeptics also point out that despite the unemployment rate being at a very low 5.6% other aspects of the labor market look weak.  The broader U6 underemployment rate still remains elevated at 11.2% and the participation rate (a measure of the number of employed or those looking for work) is now at a 37 year low at 62.7%.  These data points may also explain why we are not seeing wage growth.
However, the biggest threat to the US economy in 2015 is definitely the fact that many other global economies are weakening.  Let’s review these and then decide if the US engine can continue to “decouple” in 2015 and continue as the solo engine.
#4  The EU Engine is Very Weak

The EU remains in serious trouble as we head into 2015 with persistent deflation threats, extremely high unemployment levels and the structural flaws associated with a common currency.  It seems in retrospect that the EU’s focus on Fiscal Austerity from 2009 – 2012 was a mistake.  Unlike the US, which embarked on aggressive early monetary stimulus, aggressive QE programs and rapid recapitalization of the banks – the EU did none of these until mid 2012 and are now paying the price – some even feel it may be too late.  Here are some of the EU data points, which reflect its weak status:
- EU unemployment is at 11.5% and Greece and Spain are at 25% (youth unemployment is at 50%)!
-  The most recent GDP for the EU is a paltry 0.2% and Italy is back into its third recession and Germany just narrowly missed a technical recession with its third quarter GDP at 0.1%.  France is not much better.
 - The broader European 28 country GDP is a bit better at 1.3% GDP, but that is still very weak growth.

-  Consumer prices in the EU fell -0.2% in December and so this is the first time that inflation has turned negative since 2009 (but core inflation is better at 0.7%) reflecting the weak growth and demand in the EU.
-  The euro is now trading at the lowest level since 2006!
The potential good news is that most expect a full blown QE commitment from the ECB Mario Draghi at its January 22 meeting (3 days before the next Greek election) and bond markets have been pricing this in.  We will soon see if he can deliver as the flawed structure of the EU has made these decisions very difficult in the past.
It is possible that if all the stars align (and Greece does not leave) that the EU could surprise on the upside in 2015 because of a robust QE, cheap oil, and the weak currency (a bonus for exports).  We will have to see how this plays out as so far the EU story has been one of failure to execute simply because of the enormous complexity of the EU.

#5  Japan is Back in a Recession

Japan has now registered two quarters of negative GDP so is technically back in another recession despite its massive open ended QE program announced in October 2014.  Japan has now seen two decades of secular stagnation.  Its 3 major problems are proving very difficult to fix:  1. the weak demographics,  2. its massive debt levels, and 3. persistent deflation.  
The government is taking many heroic and unconventional steps, e.g. a massive and radical QE program, Yen currency depreciation of 50%, but the road ahead is very difficult.  Japan will not be helping global growth in 2015 is my guess.

#6  China – Macro Says Weaker 
Growth Ahead

Although the Chinese economy has produced remarkable double digit growth over the last two decades, that pace has now slowed.  The most recent GDP growth was 7.3% and many expect this to go lower in 2015.  The main stimulus behind past growth was enormous lending by banks and spending by the government on infrastructure projects.  Over the last 14 years China’s total banking assets (including the shadow banks) soared from $1 trillion to $25 trillion.  That’s about triple the $9 trillion GDP.  Much of the lending went into real estate construction, which at the peak represented 55% of the GDP, according to Kyle Bass.  
However, most feel that China has produced a massive credit and real estate bubble that is now in the process of unwinding.  The government wants to see this unwind so as to have a more balanced economy, but only at a measured pace.  Over the last year we have seen slumping real estate transactions and prices, and a significant reduction in capital spending projects.  This is reflected by the plunging prices in commodities over the last couple of years – copper is down 38% (almost a 6 year low), iron ore down 60%, and coal prices are down 64%.  Reflecting this decline in economic activity is the sharp fall off in electricity use and the Baltic Dry Index, as mentioned earlier.
Recognizing the credit and real estate risk, the Chinese government has been trying to transition the economy from one fueled by debt and manufacturing/exports to one based more on domestic consumption.  However, there are risks with this tricky transition.  If the government and banks cut back too aggressively they risk a hard landing.  In fact, the Chinese central banks are now worried about this risk and recently cut interest rates (first time since 2012) and announced several new targeted infrastructure spending projects over fears of a sharp slow down in 2015.

Ironically, the Shanghai Index has been on a tear over the last 6 months as money has flown out of real estate and now into the local equity markets (especially small cap and speculative stocks).  I recall it was 2009 when we last saw the Shanghai double in 10 months (as government aggressively stimulated) and then tumble lower for the next 5 years. . . 
The bottom line is that China will not be a major contributor to global growth in 2015 as it focuses on rebalancing its economy.  The risk of a hard landing in the globes second largest economy remains a concern for me (and the US economy) in 2015.
#7  Other Emerging Markets Also Weak

It is important to appreciate that since 2008 emerging markets (EM) have contributed 60 – 70% of the global economic growth (source: S. Das).  David Rosenberg says that in 2014 EM accounted for 40% of the current global GDP and Blackrock’s Jeff Shen says it’s even higher at 51%.  In the boom days capital flooded into EM seeking higher returns (and risk), such as the boom in issuance of junk debt.  But over the last year this capital flow has sharply reversed for a variety of reasons.  The taper and stoppage of QE in late 2014 was the start.  As well, there is a strong likelihood that US interest rates will rise in 2015 making US bonds more attractive, relatively speaking.  But the major reason for money flowing out of EM into US dollars has been the fact that the US dollar is rising and is expected to continue this way.

This exodus of money from EM has created currency exchange turmoil and significant equity market declines for many EM economies.  Russia in particular has been hit very hard with the Ruble plunging (and its stock market) forcing Russian central banks to increase interest rates by 6.5% to 17% to aid the slumping Ruble!  Some investors are now worried about a 1998 Russian default repeat, which was also associated with the collapse of Hedge Fund Long Term Capital Management.  Those were nervous times for equity markets.
The bottom line is that many emerging markets besides China will struggle in 2015 and this will create a drag on global growth.

#8  Can the US Engine Decouple in 2015?

The US is without a doubt the strongest developed economy right now and its stock market returns reflect this.  There are many positive in the US – continued job growth, low IR, cheap oil which is great for consumers and most businesses, and booming consumer confidence.  However, there are also some domestic uncertainties, such as weak wage growth, rising IR in 2015 and the contrarian viewpoint that 100% of strategists/economists are calling for higher markets in 2015.

But for me, the main risk to the US solo global engine is the international risk:

-  The global financial system remains very leveraged and interconnected.  The total US debt to GDP is at a record 330%, the EU is 460%, and Japan is 655%.  History tells us that extremely high debt levels lead to prolonged lower GDP growth (but that’s not what the US markets are telling us?).  This massive global debt is a risk to the US because many other countries continue to ramp up their debt with unconventional monetary policies, e.g. Japan, EU, and I am not sure how this will end.
-  I also worry that the job losses in the energy sector (which are high paying jobs) may have more of a negative effect than many are expecting in 2015?  Recall that 35 – 40% of US Capital Expenditures in 2014 where oil related and this is now threatened.
-  The best performing sectors in 2014 were utilities, healthcare, and consumer staples, which are typically late cycle performers.

-  I worry about what the bond market is signaling, especially from the leading HY market – risk appetite is declining.

-  It’s also a concern that 45% of the S&P500 earnings come from outside the US and I don’t think markets are reflecting this slowdown in earnings?  We will see how this affects Q4 earnings over the next 2 - 3 weeks.
- I also wonder if the US markets can continue to boom as oil prices crash and “Dr. Copper” sits at a multi-year low?  History tells me that this combination of weakness is a bad omen for future growth.

- Finally, many recent data points on the US economy such as the ISM Manufacturing Index, new orders, ISM Services Index, and retail sales were all disappointing.  This trend is worrisome.
Because of these worries, I will remain invested but in a defensive manner heading into 2015 as I am not completely convinced that the US can remain isolated from this global slow down.  The macro environment for this global slow down is unlike any previous one and this has me worried.
#9.  Market Valuations Are a Big Risk

As covered earlier, I use a combination of Macro Top Down analysis as a way to avoid mine fields, and then a Bottom Up valuation process for individual security selection, and as a means to make sure I am buying low – in fact, more important is to avoid buying high!  Valuation metrics are definitely not a timing mechanism as markets can remain over valued for prolonged periods (eg. 1997 – 99, 2006 – 08, 2013 - ?), but by being aware of the market valuations you are simply building in another level of safety into your portfolio, e.g. you focus on low Beta over high Beta when valuations are high.  And if you have patience and a time frame longer than 1 – 2 years you will ultimately be rewarded with this process.  
I see current valuations as being at extreme levels (for most sectors) and therefore the margin of safety is simply too low for me to be 100% long equities.  All these valuation metrics have been around for many decades and have been repeatedly tested, i.e. they don’t lie and are not susceptible to financial engineering:
1.  The Shiller CAPE (the average P/E over the last 10 years) is now at 27.2 x versus the historical average of 15 x.  Dr. John Hussman has adjusted for the record high profit margins that we have today and raises the CAPE to 37 x – the highest ever except for the tech bubble of 40 x!
2.  The “Buffett Ratio” of S&P500 market cap over GDP is now 1.29 versus the pre-bubble average of 0.65 (in 2007 = 1.2 and 2000 = 1.54) so that’s expensive.
3.  The price/sales ratio is now 1.8 x versus the historical average of 0.8 x.  That’s expensive as sales aren’t manipulated and don’t lie!
4.  The Tobin Q Ratio was only higher in 2000 and 1968!
5.  Doug Short (Advisor Perspectives) does an excellent “summary review” on market valuation measures and he says that the market valuations are now higher than 1929, 1972, 2008 and 1987!  Only the bubble 2000 era was a tad higher . . .  
As stated earlier, I appreciate that market valuation is not a market timing tool and that with today’s low IR, low inflation and low bond yields we can “accept” higher valuations – but to what degree?  I also acknowledge that with oil at $48, surging animal spirits, and the high US dollar - it is very likely that US markets will attract more interest and climb higher into 2015.  There’s the rub with this investing business – higher highs beget more greed and dollars – until suddenly it’s wrong.  
However, history tells us that this is also a very good time for investors to seriously consider selling high, as markets that are very stretched and frothy often snap back in the opposite direction.  This is especially true when there is a major disconnect between valuations and tepid economic growth (globally).  Recall QE aided this froth and this is now “gone” in the US.  I agree with Jeremy Grantham who in his last newsletter said the US markets were already substantially overpriced and heading towards a “fully fledged bubble in 2015.”  Is this where you want your nest egg to be sitting in 2015??  Additionally, for my clients who have been invested since early 2009 and have accumulated good gains it is easier to focus on protecting these gains versus the greed temptation.
CONCLUSION ON 2015 MARKETS

My impression is that although North American markets are already expensive, they will probably climb higher into the middle of 2015.  We have soaring animal spirits that are now being coaxed even more to join the equity party by very cheap oil and the “Goldilocks” economic perception that now prevails in the US.  We also have famous investors such as Hedge Fund manager Ray Dalio and investing guru Ed Hyman of ISI claiming that we are only in the mid part of this bull cycle, which will further encourage the animal spirits in 2015.
However, on the other side of this argument we have senior Bond King, Mr. Bill Gross, telling us that “the good times are over” and “the time for risk taking has passed.”  As well, my personal favorite, bond manager Jeffery Gundlach (the junior Bond King) has just told us that “I hold more cash than I have ever had” (at 40%) over his nervousness about equity markets.  

So here we have the battle between the equity guys (who are bullish) and the bond guys (who are bearish) who are at extreme odds?  I wonder if  that makes the wise Mr. Warren Buffett sitting on $55 billion cash the decision maker here?  I suspect the bond guys are more in tune with the untested global monetary experiment that is being ramped up in many developed economies and they question the eventual outcome.  Whereas the equity guys are focused on low IR, low inflation, low oil and the apparent “minimal” recession risk.
Although I am clearly leaning towards the cautious Bill Gross camp, I will continue to participate in this market, as they could climb higher into mid 2015, but only in a very defensive and tactical way.  Below are some of my investing themes for 2015:

1.  Macro Trend Ideas:

-  for now I will keep a low exposure to oil and basic materials
-  will continue to avoid HY bonds as we have in 2014

-  otherwise will maintain a healthy but very selective fixed income exposure as we did in 2014 (it’s the anchor)
-  continue to increase our US exposure to health care to avail of rising M&A and the higher US dollar going forward

-  continue taking positions in EU value plays as much has been priced in and with the expected QE, cheap oil, and the weak euro we could see surprises to the upside (I am thinking US markets & QE3 in early 2013?)
-  maintain a minimal exposure to China for now and most other EM (because of the high US dollar and EM dollar outflows)

-  the exception is a selective EM exposure to India to benefit from lower oil prices and positive economic reform
2.  Valuation Ideas:
-  as we did in 2014 a focus on low Beta over high Beta
-  some Canadian banks look very attractive and we will be adding to these
-  some insurance companies are value plays right now and some offer a great hedge against equity angst 
-  will continue to add to value small caps as they are on sale

-  cash is still a good value option but most will be deployed in temporary “cash substitute” positions

-  there is good value in the EU markets and I will continue buying here
-  will be adding to select EM bonds in 2015

-  many emerging equity markets are showing good value and I may re-evaluate later in 2015 if they go down even further as the eventual EM prospects are excellent over 2 – 5 years
Finally, I must again reiterate that I am very cognizant and nervous about rich market valuations at a time when the Herd is charging into equities.  This never ends well when there is such a large disconnect between rich valuations and tepid economic growth.  I am also concerned that virtually all forecasts for 2015 – Barrons Roundtable, CNBC, and USA Today revealed 100% of strategists/economists expect higher markets in 2015!  So as stated before, the plan is to be engaged as one never knows how high the Herd can push markets, but in a defensive and tactical way as there is no doubt we are buying high here folks!  Please remember this when you see your high cash or “cash substitute” levels in your MIPPs.
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