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st Quarter Equity Report
with Chuck Gibson:

Date: January 30, 2014

Catherine Austin Fitts: Well, ladies and gentlemen, welcome to our first
quarter equity report. Chuck Gibson, who is my partner in Sea Lane Advi-
sory, and the managing member of both Financial Perspectives and Sea Lane
Advisory in the San Francisco Bay area, joins me. We've had quite a year in
the equity markets. We're going to talk a little bit about how the markets
have been performing since our equity overview in the fourth quarter.

Then the 800-pound gorilla in the room, the bond market, and what we can
possibly expect in the bond market this year and what it’s going to mean to
equities. So, Chuck, that’s alot to cover. Thank you for joining us on The
Solari Report.

Chuck Gibson: Thank you. It’s great to be here, Catherine. .

Catherine: Bring us up to date on the equity markets. Tell us how things
have been for the last quarter.

Chuck: Okay. So, a couple things; I want to split this into two sections.
The first section, as you said, we’re going to talk briefly, not just about how
the markets did in the fourth quarter, but a quick recap of 2013.

Catherine: Okay. Great.

Chuck: In essence, 2013 really can be summarized as an exceptionally strong
one for the US stock market investors. Big gains were realized in this fifth
year of the current cyclical bull market that we’re in. Earlier this year, I
blogged about the possibility of a really banner year this year based upon the
January barometer.

For those who don’t know, the January barometer is a metric that we use that
states, ‘as January goes, so goes the rest of the year.” If you look back, January
0f 2013 was an unbelievable month. It was up more than five percent. So it

was not unexpected that 2013, overall, turned out to be as good as it was.

Catherine: Well it surprised me.

Chuck: Yes, well the other thing that was really surprising was the fact that it
came with such little volatility. If you look at chart number one, what I have
here is kind of a representation of that. This chart depicts the S&P 500 price

3
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movement from the 2009 bear market bottom to the end of 2013. It high-
lights the market swings in prices, identifying both percentages gained or lost
and the time that it took to complete those swings, both in trading and
calendar days. So it’s a little bit complicated and there’s a lot of data there.
You can also see that the increases are labeled in green and the drawdowns are

labeled in red.

So for example, the correction that we saw that started in May of 2011, the
market fell 21.58 percent and lasted 108 trading days. Now that we have that
as a reference point, what I wanted to really point out on this chart is that the
worst decline that we experienced during the entire 2013 was just a 7.52 per-
cent decline, and it lasted only 22 days.

Catherine: Right.

Chuck: This, to me, is just an unbelievable level of investor complacency I've
never seen before.

Catherine: To a certain extent, if you look at what happened in the general
trend up, this is what investors want. I call it the stairway to heaven. Every-
thing goes up a little bit every day forever.

Chuck: Yes, there’s very little that you have to worry about because it doesn’t
fall very far.

Catherine: Right.

Chuck: While 2013 was really good to US stock investors, not every region
of the world fared quite as well. That’s clearly identified in chart number
two. This chart is a list of the major world regional stock exchanges and the
respective 2013 returns. A quote from Yogi Berra comes to mind. It says,

4
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“It’s like déja vu all over again” Because 2013 looked
almost exactly like 2012 did. We saw the emerging markets
were weak and we saw that the developed country stock
markets that could benefit from central bank intervention

really did.

Catherine: Right. So it’s impossible to tell how the central
bank interventions are related. Needless to say, there was
no doubt that there were significant central bank interven-
tions in Japan, Europe and the United States. So it’s hard
not to posit that that had a profound impact.

Chuck: Yes. If you look at the two final columns, the sec-
ond to last column is the percent change in the stock mar-
ket for the year, and the final column on the right is the
percent change in the stock market annualized over the last
three years. Interestingly enough, if you look, the big win-
ner was Venezuela.

Catherine: Venezuela was up 480 percent in 2013.

Chuck: Exactly. So you wonder whether or not their cen-
tral bank intervention had to do with their stock market
success, too. With that in mind, let’s switch to chart num-
ber three, which is my favorite chart in total of all the ones I
am presenting tonight. This is a chart of how equity returns
across the various regions were composed. What it does is it
breaks it down by dividends, which are in dark blue, P/E
expansion, which is in light blue, and then the earnings per
share change, which is in light green.

If you start at the left side and you look at Japan, you can see
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that their 50 percent-plus stock return was due mostly to actual earnings per
share increases. Unlike the United States, which I thought would be much
stronger than that, where actually the majority of our gains were due to ex-

pansion of the price-earnings ratio.

Catherine: Right. For those who don’t know what a price-earnings ratio is,
that’s the relationship between the value of the stock and the earnings. So, if
a company makes one dollar per share and the stock is ten dollars, then it’s
trading it at 10 P/E. When you have an expansion of price-earnings ratios,
it’s simply the valuation. Some would argue it’s inflation. Essentially, the
company’s cost of capital is dropping dramatically. So for the same amount
of earnings, they’re getting a much higher valuation on their stock. Thatisa
very big expansion in one year. It’s pretty significant.

Chuck: Absolutely. You see in bull markets, the price-earnings ratio contin-
ues to expand; and in bear markets you see that it contracts dramatically. So
go compare this against the 2008, 2009 drop, and you'll see we’re probably

100 percent above in price-earnings ratio where we were back then.

Catherine: If you look at the chart of where we’ve been historically in the
S&P, we're not at the peak, but we're relatively high. As you see more and
more managers saying the US market is fully valued, that’s what they’re talk-
ing about is the relative P/E to historical P/Es.

Chuck: Yes. The other thing that’s interesting about this chart, I thought,
was if you look to the two columns all the way on the right there, you've got
Asia, Japan, and the emerging markets. Both of those, as you can see, didn’t
do very well. But if you look at how their returns were broken up, they
tended to be a lot more balanced than Japan, the United States, or Europe.

Catherine: It’s quite remarkable, because if you look at the areas of the
world that have real fundamental growth, they’re the ones that had no
growth in earnings and no price-earnings multiple expansion. So the more
they’re growing, the worse they did.

Chuck: Yes, the fundamental disconnect.
Catherine: Yes.

Chuck: That’s it for chart number three. The last chart is a snapshot of the
United States returns by sector. The stock charts define these sectors. There
are a few others that aren’t included here. What really surprised me in this
chart was that less than half of the sectors were positive for the year. So what
it’s telling me, and this is a complete surprise, is that the 30-plus percent gains
were really not as broad based as I had thought. Really it was only health-
care, the industrials, financials, and the consumer cyclicals that were the year’s

winners.
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Catherine: Right. The sectors that were down for the year overall were tech-
nology, materials, energy, consumer staples, and utilities. So you had alot.
Sometimes it was very hard to watch particular stocks. Everybody says the
market’s going up and you're saying, “Well, there are big parts of it that are
not. They’re going down.” It was very divergent.

One of my favorite quotes from the year was Hugh Hendry, who is a hedge
fund manager in Europe, who finally said, “You know, I give up. This market
has nothing to do with fundamentals. You just have to invest in the trend.”
It was very hard to equate fundamentals to what was happening. I think you
see that when you look at the price-earnings expansion.

Chuck: Yes. At some point in time during the year, almost all the bears
threw in the towel and just decided to ride the wave.

Catherine: Right.

Chuck: That’s it for the wrap-up of 2013. I just wanted to do a quick
overview. Now that we're firmly entrenched in January in this new year, I
thought it would be worthwhile to look at those major drivers that are going
to have the greatest impact to equity returns this year. Then we can spend
the balance of today’s report talking about it.

Catherine: Okay.

Chuck: For me, I didn’t have to think real hard or very long about this. In my
opinion, it’s two things. One is interest rates, and the other is corporate earn-
ings. There are other things that are in there, but I think these are the two
greatest. I also wanted to just make sure that this discussion is going to ignore
any and all exogenous shocks that we’re going to have potentially to the mar-
ket. So this isn’t what I'm predicting, I'm just saying, for example, if we have a
war, that would be a shock to the market that would just potentially throw all
interest rates and corporate earnings out the window and take over.

7
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Catherine: Right. Especially when you have price-earnings that are rela-
tively high, all you need is an event like that to cut them significantly, and
you get very big shifts.

Chuck: Absolutely. That’s always the thing. When you're reasonably priced
or fairly priced (that’s obviously a subjective term), when you have those
shocks, you tend to have much more muted responses to that. But the fur-
ther you are in expanding your P/Es, the greater the response is going to hap-
pen if you have one. So as you said, I think that interest rates are really the
800-pound gorilla in the equity party room.

I hope you don’t mind, I’'m going to spend a little bit of time going over some
real basic stuff, because I'm not sure how much the listeners are going to un-
derstand about the market. So I'm going to touch on it briefly. For those
that understand, I apologize for getting so simple. But I think it’s good to

have a reasonable foundation for this discussion.

“I think that interest rates are really the
800-pound gorilla in the equity party

Chuck: First thing I want to talk about is what bonds are. Bonds are a debt room.”

Catherine: Just go.

investment in which an investor loans money to an entity, like a corporation
or a government, who borrows that money for a defined period of time, and
at an interest rate. Bonds are used by companies and governments to finance
a variety of projects and activities. Right? So holdinga bond gives the owner
a stream of cash payments, which is your interest, at a defined period.

In the future, if everything works as it was contracted, then the return of
principal occurs at maturity. Investors really own bonds to provide an in-
come stream and/or diversification against stock holdings or other risky as-
sets. So that’s just a quick summary on bonds. Okay?

So let’s take a look at the world bond market. The bond market globally has
been estimated to be approximately 100 trillion dollars.

Catherine: That’s just bonds and fixed income. It doesn’t include deriva-
tives.

Chuck: Correct. Thank you for bringing that up. If you look at that on a
GDP basis, just for normalization purposes, it’s roughly 140 percent of the
total world’s gross domestic product. Now, interestingly enough that is up 80
percent, meaning it’s increased 80 percent since 2008.

Catherine: Soin 2008, it was...
Chuck: Let’s see. It was...
Catherine: It was less than one year’s GNP.

Chuck: It was about 60 trillion. Yes, it was less. Yes, it was about 60 trillion.
Does that work out? Yes.
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Catherine: Wow. So it’s exploded?

Chuck: Yes. Again, it'’s much easier to grasp and get our arms around the
United States” debt, because it’s a lot more open. But the Bureau of Interna-
tional Settlements did a recent recount and has found multiple areas of the
original 100 trillion dollar estimate. They found some areas of double count-
ing. So their estimate is closer to 80 trillion. But 80 trillion, 100 trillion,
‘what’s the difference; in my mind.

Catherine: I remember in 2005, the Financial Times came out covering a re-
port and it turned out that Foreigners said the United States owed it $2.3
trillion more than the United States said it owed. So, there are all sorts of
games going on in the books around this. But the reality is that if you look at
how much particularly sovereign governments owe in the developed world,
it’s grown tremendously since the bailouts.

Chuck: Absolutely. If you go to my next chart, which is chart number five,
you can see on all global bonds how the debt is denominated. So in this case,
roughly 70 percent of the debt around the world is denominated in US dollars.

Global bonds by currency - Jan 2013 (ML)

CAD
3%

Catherine: Right. Because interest rates have been coming down, down,
down as this has been happening, what we’ve got now is a whole world of is-
suers, including our many sovereign governments in the developed world,
who are basically financing themselves by providing savers with no returns
whatsoever. Of course one of the big questions for us in the equity markets
is, “How is this going to possibly continue?” If it changes, what is that going
to mean to the equity markets?

Chuck: Right. Bringing that up, if you go to chart number six, which is
total debt by sector, you can see that roughly 50 percent of all the debt is gov-
ernment-related debt and 39 percent is financial. Of course then the balance
of that is only 12 percent.
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CHART 6

Global debt securities by sector (June 2012)

Non Financial
Corporations

12%

Catherine: Something very few people realize is that so much of the govern-
ment borrowing finances government expenditures that directly or indirectly
generates corporate earnings. So corporate earnings have been tremendously
blessed by governments being able to access huge amounts of money in the
fixed income markets.

Chuck: Yes. I'll talk alittle bit about that later on when we talk about mar-
ket analysis, but it’s good to reemphasize that, because that is part of the rea-
son. How much I'm not quite sure I have a handle on. Maybe you can give
me your input, how much do you think of corporate earnings today are
driven because of that? Rather than efficiencies or share buybacks or things

like that.

So we've done a quick overview of the global market. Let’s take a look at the
United States market. We have a little bit better data here. If you look at
chart number seven, this is the US bond market by type. I'll summarize it

here. Roughly 45 percent of the
debt as issued in the United Category Amount |Percentage
States is either governmental Treasury $11,286.3/29.2%

debt, federal or state or munici- Corporate Debt  |$9,236.3 |23.9%
pality, 24 percentis from corpo- | [y o elated |$8,148.6 |21.1%

closely followed at 21 percent. I prgEe e
thought that that was interesting. | |Money Markets  /$2.492.2 16.4%
Agency Securities| $2,070.8 |5.4%

Asset-Backed $1,6914 (4.4%
Total $38,654.3/100%

rations, and mortgage debt

Catherine: That is interesting.

Chuck: Ididn’t realize it was
that high.

10
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Catherine: Ibetit’s come down.

Chuck: Yes. Well, I would’ve thought so. I thought I remembered back in
2008 or 2009 when we were at that peak of the subprime crisis; it was in the

low double digits.

Catherine: Yes. And I bet it’s come down.

U.S. Bond Market Debt Versus U.S. Stock Market Capitalization Adjusted for Nominal GDP CHART 8
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Chuck: Let’s move on to chart number eight. I'was looking for a chart that
showed the comparison of the bond market to the stock market size. While
it’s not exactly what I wanted, it does a pretty good job here. This gives us a
view back from 1988 until 2012, and it’s normalized by GDP. What jumps
out at me is the stock market peak during the IPO craze in the 1990s has
since been really on a decline. And you can see where we're at today.
Whereas the bond market has done just the opposite and it’s been on a steady
rise, except for when it peaked in 2010 and had a slight decline into 2013.

Catherine: Sometimes I can be very repetitive on The Solari Report and I
just have to be very repetitive again. Many of us have lived in a world where
the bond market is providing enormous amounts of money very, very
cheaply. We've never lived in a world where that was reversing. We've lived
in a world where, if we're saving, if we're putting money into pension funds
or Social Security, we're giving cash to the system. So we’ve been giving cash
to the system in a world where debt and money is cheap.

But we're coming into a world where suddenly we're going to ask for it back,
just as that cheap money is going away. That’s a double whammy. In a way,
that’s going to affect the culture in a very deep way. I always struggle with
how to explain to people what an enormous change in behavior that some-
thing like this can cause throughout the government and throughout society.

Chuck: I think back to the days of when we had double-digit interest rates
and the changes and the things that you had to deal with at that point in
time. I don’t think a whole lot of people have experienced or gone through

11
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that. It’s going to be a culture shock if we get to that point.

Catherine: It’s a real shock. Yes, because we're going from a world where
we're capital is cheap to capital is dear.

Chuck: Yes. Although, one thing before I move on to the next, what I was
trying to capture here was if you look, the bond market in the United States
as of 2012 is about two times the size of the stock market. I went back and
looked at the data that I had from before, and I believe that, in general, that’s
a pretty good valuation for not just the United States but also around the
world. The bond markets are always in flux, but tend to be between two and
three times in the global market.

Catherine: Well when I look at this chart, I say this is a society that needs to
do a debt for equity swap. Whenever I say that, everybody says, “What in
the world are you talking about?”

Chuck: That may be the only solution that there is to get out of this prob-
lem; all the things that you just talked about. So regular listeners, if there are
any, should be familiar with chart number nine. We’ve gone to this chart
many times before and this is one that we watched very closely. It holds the
signals as to when we think that this two decade long bull market might be
coming to an end. I'm not saying that it is. I'm just saying this is what we’re
looking for. We watch closely to look for those signals.

For those who are not familiar and are actually seeing it for the first time, this
is a chart of the 30-year US Treasury bond price over the past 20 years.

Catherine: So this is the price, not the yield?

Chuck: This is the price, not the yield. I'm going to confuse you later when

Wi A i
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[ bring up the yield chart. Anyway, the point here is that I've highlighted
areas in pink there that show where we have gone through corrections. I'in-
clude not only the size of the decline, but also the length or the time that it
took to go through that. If you look at where we are today, we've currently
fallen 17 percent from the top, and it’s taken 76 weeks or 17 months. That’s
one of the largest declines and time periods that we've experienced during
this whole 20-year upswing.

Catherine: Right. So it started in the middle of 20122

Chuck: Yes. One thingI do want to point out before I move on, if you look at
the top pane up above, that’s the RSI, which is the momentum indicator. You
notice that where we are right now, there’s a red line that I've marked. What
this is showing is that we have divergence in price and momentum. What this
says is that the momentum is actually moving up, and bond prices are actually
moving down. So there’s the divergence. That doesn’t come very often.

If you look to the left on our side, I've identified three other time periods
where we had that same divergence. And if you look when that happened
and what happened afterwards, you can see that there were subsequent rallies
in the bond markets. While I am not predicting anything here, I would just
say that while we're getting close to the bottom of the channel and we're very
concerned about breaking down below that channel, we do have one thing
that’s in our favor if we're concerned about higher bond yields. And that is
that we have the divergents helping us out here.

Catherine: Well, clearly the way the historical pattern has been, you would
think you would get a rally here. But I will say this: if it does break down

through the bottom trend line, you're going to see a lot of fear in the markets.

Gibson: Yes. There are a whole lot of people that are watching this. So the
problem is that people know this. If and when you do get that break, people
are going to take the same actions that we're looking at. What that does is
that tends to create the lending effect, where a whole bunch of people are
moving in the same direction and you just get a potentially very large move-
ment. Way more than you would be normally.

Catherine: Right. Let me just describe what the pane is. This is not unre-
lated to a lot of the discussion we’ve had on The Solari Report over the last
year about pension funds. In 2013, if you had bought a 30-year Treasury
bond fund at the beginning of the year, you'd probably be down. By the end
of the year, you would’ve lost 10 to 15 percent of your principal. It’s not like
you were getting a good yield on the thing in the first place. Okay? So you
were getting hardly any yield. But then to turn around and lose 10 to 15 per-
cent of your principal on something that’s supposed to be the safest thing in
the world — that’s pretty scary.
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So you have an entire world of investors with pension funds, to me, being one
of the most important investor categories. And as their paper matures,
they’ve been losing their high interest rate stuff. They’ve been reinvesting in
things that are not producing much of a yield, and now they’re at risk of los-
ing principal. So to me, if you get a real break down, then I think people
have a real reason to run. It could be very painful if we break that line.

Chuck: Correct. That leads me into my next discussion about the Fed. Again,
if they have the ability and if they’re going to do anything they can, they’re
going to try and keep the bond market as controlled as they possibly can. As
you and I know, it’s not so much the rise that is the problem. It’s the rate of
change that causes the problem.

Catherine: Right. So another way I would say that is you've got all the
money in the planet demanding that the Fed do that.

Chuck: That’s true.

Catherine: Yes, that’s why I was saying if for some reason it looks like the
Fed can’t do it then you're going to have a war. In other words, the market’s
not going to clear by higher interest rates. It’s going to clear with some more

dramatic event.

Chuck: Yes. An event is what it would take to turn this thing around be-
cause it is so bignow. I don’t know how well versed your listeners are in the

Fed, but can I just spend a few minutes going over what—
Catherine: Absolutely. Please do.

Chuck: Okay. Well, for some people it’s going to be really boring. The most
effective tool that the Fed has, and the one that it uses the most, is the buying
and selling of the government securities in the open markets. That’s their

open market operations. So what they do is they buy securities when they

want to increase the flow of money and credit, and then they sell securities “If for some reason it looks like the Fed
can’t do it then you’re going to have a
when they want to reduce that flow. war.”

So here’s a simple view of how that works: the Fed purchases securities from a
bank and it pays for the securities by adding a credit to the bank’s reserves for
the amount that they purchased. Right? The bank then has to keep a per-
centage of that in reserve, but they then lend out that excess difference. This
increases the amount of money in the system, and it in general lowers the
Federal fund rate, which is the short-term rate between the banks.

Under most conditions, this ultimately has a really positive effect on the economy
because it increases businesses and consumer spending because the banks want to
have more money to lend and interest rates are lowered. Then the consumers and
the businesses find it cheaper to borrow the money. Now, just the opposite is true
when they want to decrease the money supply. They sell securities.
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What happens is that transaction deducts the purchase amount from a bank’s
reserves, obviously. It reduces the amount of money the bank has to lend and
it increases Fed fund rates. Ultimately, this slows down the economy. It does
so by decreasing the amount of money the banks have to loan and it forces
higher interest rates, and therefore it slows consumer and business spending.

So that’s ultimately what they’ve had in their arsenal in the past to be able to
control and influence interest rates. Those were always on the short end, be-
cause they really had no effect on the long end. So they would always just
monitor the short end. But since 2009, what we have is that they’ve been
using that, but then they embarked on the program that we all know, or we
should know, called “quantitative easing.”

This involved the Fed buying longer term, fixed income securities on the

open market in an effort to try and manage the long end of the interest rate
curve. Up until January of this year, the Fed was purchasing $85 billion,
which is almost a trillion dollars a year, of these fixed income securities in “Quantitative easing.”
total. About half of that was in mortgage-backed securities and the other

half was in US treasuries.

Ultimately, this had the effect of putting a cap on long-term interest rates.
That doesn’t mean it didn’t vacillate them down. But depending upon when
they bought them and how much they bought, that would help control and
keep the longer-term interest rates under control. It really had kind of a
twofold effect. One: it injected clean money into the balance sheets of the
banks, in exchange for this higher risk debt that the banks were giving them
for the clean dollars. It transferred that onto the balance sheet of the Feds
and therefore it transferred that risk onto the backs of the taxpayers.

So here’s the Fed. Well, we're looking at interest rates. Ultimately it’s the Fed
that we really want to monitor, because they have the ability to control short-
term interest rates, and they’re doing everything they can to keep the long-
term rates moderated. So that’s my quick synopsis on the Fed. I don’t know
how many of the listeners are aware of the bond yield curve and how that
works.

Catherine: Go.

Chuck: Okay. So the yield curve is a way to look at interest rates across dif-
ferent maturities. When longer-term yields are much, much higher than the
shorter-term yields, the curve is said to be steep and the curve slopes up-
wards. So as longer-term yields fall or shorter-term yields rise, the curve
tends to start flattening. And that’s obviously called flattening. When the
longer-term bonds are yielding less than shorter-term maturities, securities,
the yield curve is said to be inverted because it slopes downward.

So why does this all matter? The yield curve has been a really, really good in-
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dicator of economic growth in the past. In the past 40 years, an inverted
yield curve (that’s the one that’s pointed down) has preceded every single re-
cession, while a steep yield curve tends to precede periods of growth. So
again, if the Fed can control both the long and short ends of the curve, you
can sce that they can help dictate the environment that is either negative or
positive for the economy.

So take alook at chart number ten, which is today’s yield chart. It’s pretty
clear that the yield curve today is sloping up. As such, that’s considered to be
steep. We're talking about the potential of long-term interest rates rising, so
if they continue to creep up or if they slightly decline, the short-term rates
will remain low—now, remember, the Fed has said they will not consider
raising short-term rates until 2016—2016 is two years from now—at the

soonest.

® Current® O 1 Month Age ® 1 Year Ago @ 3 Years Ago OS5 Years Ago 010 Years Ago
4.47
3.59
1.83
0.95
0.07

2 Meonth 6 Menth 1Year 2 Year 3 Year S Year 7 Year 10 Year 20 Year 30 Year

U.S. Treasury Bond Yields

Maturity Current® Yesterday Last Week Last Month

3 Month 0.07 0.07 0.07 0.07

6 Month 0.09 0.0 0.09 0.10

2 Year 0.38 0.38 0.34 0.31

3 Year 0.80 0.77 0.65 0.57

S Year 1.73 1.68 1.52 1.37

10 Year 2.99 2.94 2.85 2.75

20 Year 3.66 3.60 3.60 354

30 Year 3.90 3.85 3.88 3.84

So this curve will continue to be steep, and therefore continue to be a posi-
tive setup for ongoing economic growth. Now we’re only talking about the
positive, still a positive setup, even if bond rates rise slightly. The potential
downside of course is that it could impact the housing recovery, right?

Catherine: Yes. Although, last year what was very interesting was that it im-
pacted REITs, and real estate, commercial real estate. Housing really didn’t
change anywhere near as much as I thought it would. So it was much more
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impactful on the REITs and real estate than on housing.

Chuck: Yes. Interestingly enough (and I'm going from memory here) there
was almost a divergence because REITs did very poorly last year, and I think
housing in general did pretty well.

Catherine: Right. What I saw in the local markets was this 2.0 versus 3.0
dynamic; where the economy was strong, no one cared about interest rates.
Relatively, they just thought, “Okay, well they’re still low, not as low, but we
don’t care,” whereas in the 2.0 markets, it made a much bigger difference.

Chuck: That’s true. The thingis that even if housing does slow or lower,
what it does do is it provides the backdrop. If the one downside is housing,
the yield curve being steep provides one, better growth and it provides lower
deflation potential and losses for alternatives to stocks and bonds in general.
But there are other benefits. And one is (some of our listeners, like myself,
might not care) that this is really positive for banks. They are able to borrow
very cheaply and lend at much higher rates. They make money on the
spread, and so they’re much more profitable. In general when you're looking
at earnings per share of growth, you're going to see that in the banks, and the
banks are a large portion of the indexes, which is what we report on.

Catherine: Well, I need to tell you where they’re doing a lot of it. A lot of it
is they’re not lending it to businesses; they’re lending it back to the govern-
ment. So it’s huge Federal credit arbitrage. We saw in the early 90s it was as
much as 600 basis points. They’re just taking deposits or borrowing short
and turning around and lending it back to the US government long. What I
said to them is, “Look, with the Internet, who needs you?” The Treasury
could just set up its own version of eBay and do it themselves. But alot of it
has been the Federal credit arbitrage.

Chuck: Well, the other thing that helps, potentially (again, maybe not in the
short term), is higher long-term interest rates can help ease pension liabili-
ties. Right?

Catherine: So the pension funds have lost tremendously from the drop in

yields.

Now here’s the one of the big questions from me, Chuck. That comes down
to the interest rate swaps. If you look at outstanding, derivatives have ex-
ploded since the mid-90s and a lot of the derivatives book outstanding, that
we know of; are interest rate swaps. I believe that the central banks, big
banks and their agents have been using those to help manage interest rates.
The reality is we have never in the history of the world lived through a period
of managing hundreds of trillions of dollars of interest rate swap book during
a period of rising rates.
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Chuck: That’s true. Think of last time we had a rising rate environment.
What was the interest rate swap? Were they even in existence?

Catherine: Essentially, no.

Chuck: They were really nowhere close to the level of where they are today
now that they are in existence.

Catherine: Right. So it’s not like you can call up and say, “Oh, let’s go find
those 100 smart guys. They know how to manage interest rate derivatives
books during a period of rising interest rates.” Nobody knows how to do
that. Nobody’s done it.

Chuck: Yes. Well, that could be one of those exogenous shocks. Shocks that

could just come and shock the entire market.

Catherine: Well, here’s what it means. What it means is that the global cen-
tral banks have something that really does act like a financial nuclear bomb.
They’re going to do whatever they have to do to make sure it doesn’t explode.
So you could get in these circumstances where literally all the G7 central
banks are absolutely willing, on short notice, to do something that looks in-
sane to the rest of us because that’s what they have to do, and they have no
choice but to do it.

Chuck: Yes. That’s a good point.
Catherine: So it seems to me that it will inspire cooperation.
Chuck: Yes. One way or another, you have no choice.

Catherine: Yes. The other thing I would like to point out, I realized this
when I was looking at what the issues that Yellen was facing as the new
Chairman. Yellen is facing Congressional elections this coming November,
then a presidential election two years from now. The US Congress has re-
peatedly shown that it doesn’t want to balance the budget. It would much
rather have the Fed put more debt on its balance sheet and basically put
money into the banks so they can buy government securities.

Rather than balancing the budget through fiscal means, you're balancing the
budget by debasing the currency. Part of it is because the population has gen-
erally preferred debasement to fiscal responsibility. But that’s the question:
can we continue to try and solve the problem through monetary policy? Is
the day going to come when we have to solve it through fiscal as well? To me,
that’s a big question hanging over the markets and it could have a dramatic ef-
fect one way or another.

Chuck: Absolutely, you're right. How do you measure that though? Be-
cause it all depends on who gets elected and what kind of cooperation you're
trying—
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Catherine: Right. But it’s sort of a big political question. The other thing I
wanted to mention is I believe that one of the reasons we could’ve had such
extraordinary debasement over the last 10 to 15 years is because you have sig-
nificant labor deflation globally through shifting so much to the emerging
markets. So by rebalancing the economy globally, you're competing labor
globally, and that’s caused a lot of labor deflation, particularly in the devel-
oped world.

I bring that up because I'm quite amazed at the latest cover of The Economist,
talking about the next wave of automation coming. When you have that
kind of labor deflation, it keeps a lid on the inflation that would come if con-
sumers had dollars and were spending. As we see right now, it looks like con-
sumer spending, certainly in the developed world, or certainly in North
America, may be tapped out.

I think there’s another round of labor deflation coming that will help to keep
inflation in check, but will continue to cause the central bankers to be wor-
ried about deflation. We know Yellen is worried about unemployment. So
to me, that’s another part of the political equation. How are they going to
manage that?

If you look at the explosion coming: Medicare, Social Security, unemploy-
ment, food stamps; that increase in government spending is hitting the Fed-

, . , . “We know Yellen is worried about unem-
eral balance sheet. That’s the result of the labor deflation that’s been helping ployment.”

corporate earnings.

So these things are cycling around and we’ve been pushing them off. I have a
big question mark about how in the world is this going to get handled over
the next couple years. What's interesting is 7he Economist is basically saying
government is not dealing with this and it’s coming and we'd better deal with
this or there will be very big problems ahead. I hate to agree with Zhe Econo-
mist, again, but I think they’re right.

To me, that’s another political question mark that hangs over this when I
look at the bond market, because the bond market has just been the little en-
gine that could that’s been financing more and more food stamps. Well, how
are we going to keep doing that? I don’t know. That’s a big question mark.

Chuck: Yes. Let me go back and finish this real quickly, with regards to
what effect higher interest rates can have. Besides having easy pension liabili-
ties, we also have companies that hold large cash stockpiles. We've heard a
lot about that existing pile. They’re able to earn better returns on them be-
cause while they’re sitting in cash, they’re not using them to invest in further
growth.

The other thing is take a look at what we were just talking about on chart
number 11 here, which shows shareholder return, which is a combination of
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EXHIBIT 24
S&P 500 Dividend and Buyback Yield Combined Now Offers
Much More Yield Than 10-Year Treasury
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Data as at September 30, 2013. Source: Goldman Sachs Research.

share price plus dividends plus share buyback. What you see is that there’s an
inverse relationship, which is exactly what you would think. Kind of bears
out what we were just talking about. Since 1998, interest rates, and that’s
using the ten-year Treasury there, have been falling and shareholder return
has actually been rising. So we have a relationship that is inversely related.

Catherine: To me, this chart says it all. If the day should come when some-
one can lock in a five percent yield on a ten-year Treasury, they’re going to
say, “You know, I don’t want to know from any of this risk. Let me just lock
in my five percent. I'm happy with that. Get me out of the stock market.”
Or what they’re really going to say is, “If I can get a five percent on a munici-
pal in my state, then I'm just going to lock that up and I'm out of the risk
business.”

Chuck: I'm actually going to that, and you happened to pick the five percent
level. You're maybe a little bit down, but you happened to pinpoint it exactly.
So with that as a backdrop, I spent a lot of time looking at these things,
which are the intermarket analyses of how bonds and stocks interact to-
gether. Right? So it's always interesting to see what happens.

Like all relationships of investment types, nothing’s consistent. In general,
you can say that there’s a negative correlation between interest rates and the
stock market, meaning when interest rates fall, and bond prices rise, the stock
market rises; when interest rates rise, the stock market falls. There are a few
main reasons why this happens. Not always, but the main reasons are be-
cause as rates fall, the potential for higher stock returns looks a lot more at-
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tractive when compared to those being offered by bonds. Right?

So investors are willing to take their risk of their investment capital and put it
in the stock market. As rates continue to fall and investors add more money
to the stock market, the law of supply and demand eventually kicks in and
continues to push stock prices higher and higher. Kind of sounds familiar,
doesn’tit? It continues to push up the stock market until eventually you run
out of buyers, because all the people that are interested in moving their
money from bonds have done that already.

The other reason is due to implication for lower rates on the broader econ-
omy. From an investor standpoint, interest rates are the amount you earn,
but from the borrower side, it’s really just the opposite. It represents the
amount you have to pay. When companies and individuals can borrow more
cheaply, they tend to be more willing to spend. We talked about that before.
Consumers are more willing to buy those big-ticket items, such as cars and
homes. Just as importantly, the businesses are willing to borrow more money
to finance their operations.
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All of this activity really generates a positive outlook for both the economy
and the stock market returns. Take a look at chart number 12. This was
where I flipped them here. What I have is the 30-year Treasury yield against
the S&P 500. What you have is in orange there is the S&P 500 and the 30-
year yield within that channel in blue. We were talking about the inconsis-
tency of the relationship. We talked about a general negative correlation.
But there are also times when stocks and interest rates go up in value at the
same time.

Why is that? Mostly this happens because there’s too much liquidity and too
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much money chasing too few investments. A good example of this is when
stock markets are topping. You can see this happen in both 2000 and 2007.
You know what happened after that. It led to the major declines in the stock
market.

Catherine: Well, what’s remarkable is this is happening at the same time.
When you look at surveys of investors, a lot of investors are sitting on a huge
amount of cash. In other words, there are still plenty of big cash positions.
We have the banks in Europe, the European Central Bank, talking about
whether they should charge negative deposit rates. You have banks saying
they’re going to charge negative deposits on International because people are
sitting on big, big cash positions.

Chuck: Yes, I think that this is the least trusted bull market that we’ve ever
been in. So I think there continues to be that cash on the sidelines.

Catherine: Right, but you really impressed upon me the importance of ‘the
stock market can handle a rise in interest rates. It can’t handle a fast rise. It
can handle a managed rise. So if the number one goal of the Fed is to keep
rates down, if they can, it’s to make sure that if it’s a rise it’s a managed rise.

Chuck: Yes. Well as interest rates continue to rise, those people in the stock
market who are “more risk averse” are going to start to shift out of stocks and
into bonds as interest rates rise. Normally when that happens, you start to
see that it becomes an equilibrium where prices can’t really go any higher be-
cause of the lack of buyers. Eventually as that happens, that’s what you and I
will call a top because that’s what happens in the stock market.

Finally, from an intermarket analysis, there are times when both stocks and
interest rates fall. This usually occurs when investors are in a panic. They
rarely go down together at the same time. This happens when investors sell
everything. The fourth quarter of 2008 was really good example of when
both stocks and interest rates fell together, if you take a look at that chart.

Ultimately, what that lead to, is the Fed attempted to increase liquidity by
lowering of rates. So again, they tried to manipulate, get in and control the
rates so that we can stop the fall. I want to go over real quickly: higher rates
are typically bad for current bondholders because they drive bond prices
down. There’s a study that was done by LPL Financial that shows the rela-
tionship over history of the ten-year Treasury notes and stock prices.

What they found, just in summary, is that five percent—and you hit it right
on the nose—is that line in the sand where it becomes negative for stocks.
As you said, I think, so succinctly was the fact that investors have an alterna-
tive. They say, “Do I want a five percent guaranteed return,” if you want to
call it a guarantee, “from a municipality or Treasury or whatever with no
volatility? Or do I want to be in the stock market and maybe beat it, but
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have to live with the ups and downs?”

Catherine: Right, and you're thinking simple. It’s very easy to understand a
Treasury bond, whereas to understand the nature of different parts of the
economy or a particular company or stock can be very complex.

Chuck: Yes, absolutely. People have other things to do than spend their time
investing. So what they’ll do is they’ll tend to gravitate to those things that
are simplest and the easiest to manage, too. In general, I think that, from all
the stuff we've discussed, it’s really the bond prices and yields that we
watched. But in reality, it’s the Fed that dictates their movements. That’s
why you and I follow them so closely, unfortunately. We’re not watching the
market; we're watching the Fed. So regardless of which side of the Fed you're
on, whether they’re going to exit the stimulus plan or not, they really only
have three choices.

They can either continue to keep bond yields low, or they can do what they
can to let bond yields rise—but they want to do it in a controlled manner so
that it doesn’t disrupt other markets. Or the final thing is—I don’t think
they’re going to have control of this—there’s either an event or there’s a
scenario that the market might decide that rates need to climb much higher
than the Fed wants them to and then they’re going to move very quickly,
and that will have negative implications.

Catherine: Right. The more intervention you have, the less resilience you
have; the less resilience you have, the more you need intervention. You
know? And around and around we go. That’s how we end up with such a
centralized system.

Chuck: Absolutely. Because the bond market is so big now, the effect of
trying to control that bond market takes more and more and more piles of
money.

Catherine: Right. It’s funny, one of the things I try to impress on people is
when Congress is negotiating the Federal budget, they’re not negotiating
spending. All that spending is is basically a series of cash flows that lever up
the stock, bond, and derivative markets. They’re whipping around the out-
standing market valuations and market caps involving securities. So there’s a
very delicate negotiation between all the money on the planet and the cash
flows that they’re creating. It’s like keeping a volleyball up in the air. Every-
body starts screaming if they think you're going to let their volleyball fall.
It’s pretty interesting.

Chuck: Well, out of those three scenarios, the first two can be reasonably
positive for stocks going forward, up until you get some line in the sand of

maybe that five percent level. T don’t know if that five percent level is going
to hold today. How long has it been since we've been at five percent and an
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investor has been able to see a five percent return on a ten-year Treasury?
That being said, I think the first two options or scenarios that play out could
be positive for stocks. What we have to be concerned about is either the
market or the Fed deciding that they want this to change quickly.

Catherine: Right. I think of both commodities and equities as the tail, and
the head of the dog is wagging them.

Chuck: Absolutely.

Catherine: I just wanted to mention a couple of other things. One of the
points you brought up that really has been reverberating throughout my cos-
mology ever since you said it was the fact that so few people outside of the
United States own equities. In Europe or in Japan it’s really an institutional
investment. It’s not a retail investment. We are going through a very long
term, unprecedented growth of a middle class in the emerging markets. The
big question is, will that group be equity investors or not?

[ put up a recent survey that was very small (so I think far from representa-
tive) asking mobile phone users who were using their phone for financial
transactions in the emerging markets which they trusted more: their bank,
their local property market, or the stock market, or virtual currencies. They
all said their bank. But in most countries, after their bank, it was virtual cur-
rencies before the local property market. Then the stock market came in

dead last.

Well, if something should happen that would cause the emerging middle
class to become equity investors, globally, then I think we could see a shift. 1,
for one, think about this alot. I don’t see politically how you can manage a
global economy if everybody’s invested in debt instead of equity. Equity is a
way to build cooperation globally over the long term. To me, we're going to
have to get in an equity model somehow. The question is are we going to do
it nice or rough?

Chuck: Exactly.

Catherine: Right. The way to get there rough is everybody goes bankrupt,

you mark all the debt down, and you have a mess. After the war is over every-
body clears the deck and says, “Okay. I guess we’re going to have to get the «| don’t see politically how you can manage
economy being productive again.” Templeton said, “Don't believe the three a global economy if everybody’s invested in

words. It’s different this time.” debt instead of equity.”

The one thing that is different is for the first time since 2011, we’ve had 500
million people get on the Internet through smart phones or tablets. There is
no doubt that you have the payment systems and more and more financial
transactions in all markets moving on to this platform, and that’s very new.
We've got 1.2, 1.3 billion people—70 percent of all the people who related to
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financial transactions globally online, ready to do transactions through their
phones. So what is that going to do, what is that going to mean? Idon’t
think anybody knows, but I think it’s very new.

Chuck: Yes. I'd go back to the lack of emerging market equity investors, and
I think back, is that a cultural thing, like Japan? Japan is really more debt ori-
ented, their investors tend to be that way. But I think you bring up another
thing, which was that Internet, even if it is cultural, if anything can change it,
and the ability of this technology to be able to change things. Using Japan,

they’re so entrenched in the way they are.

But the emerging markets are so ahead in terms of what they’re willing to ac-
cept to be able to take into consideration. The possibility of them changing,
if it is a cultural thing, is very, very high. I don’t know whether it will hap-
pen, but I do think that we’re in an environment that it could happen.

Catherine: Well, I talk a lot about using apps to reengineer healthcare and
other things. When you have that kind of creative destruction going on
you're going to see big changes in the underlying economy. Even though the
Fed and the central banks have tremendous power, those changes are going to
make a difference over time.

So, to me, the economy can be very divergent in ways that I don’t think we
understand. On one hand, they’re going to be trying to make it look like the
stairway to heaven, underneath the carpet. Yes, there are some pretty creative
things that are going to go on and very divergent. There are some of us who
would say, “Listen, if I can get five percent, I don’t want to think about it.”
There are others who'd like to say, “You know, looking under the carpet, I
think that I could make a lot of money.” So there will be equity and fixed in-
come investors, come what may.

Chuck: Well, just to wrap this up, I did want to touch on one last thing.
We talked about bonds being the 800-pound gorilla. There’s one more
large, 800-pound animal in the equity party room, and it’s an elephant.

To me, this is one thing we have to be really, really concerned about.
We’ve kind of summarized what bonds have an effect on with regards to
corporations, and that’s corporate profits. Take a look at chart number 13.
It’s my last chart, I promise.

This is a chart of corporate after tax profits as a percentage of GDP. So that’s
in blue, then subsequent four-year annual profit growth in red. So really
what it tries to do is it tries to plot what corporate profits do and then the
subsequent returns that you would see on those equities. So simply put, to
summarize this thing is that high profits over GDP, or high profits as a per-
centage of GDP, are associated with weak subsequent profit growth. Right?

So the higher you have beyond the mean, what you have is you have a rever-
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sion to the mean here. It’s pretty interesting because the mean there is about
six percent. What you see is that every single time that you get somewhere
stretched, it’s usually two percent, you've had a mean reversion and it snaps
back and it falls back down. Each time you've had that snap back, what
you've seen is a real decline in corporate earnings.

So look at where we are today, that massive growth just beyond the eight per-
cent level, which is two percent above the mean in 2005, 2006 area. Then we
had the snap back in 2008 and 2009, and look at where we are today. We're
at an unprecedented level.

Catherine: Right. If you look at the numbers on dividend payouts and then
you add the buybacks, the corporations, you're paying out about 80 to 90
percent of their profits. They’re not reinvesting. They are paying out.

Chuck: Right. How much more can that continue to expand?

Catherine: Well, if you just look at the percentage numbers, what you're say-
ing is these corporations don’t think they have any. Basically they’re reengi-
neering their labor down, and then they’re reengineering their financial side
of their balance sheet. But it’s as though they don’t believe they have any fun-
damental economic opportunities. Now, with the S&P this high, I was as-
suming that mergers and acquisitions could kick up, with companies in the
developed world trying to buy as many in the emerging markets as they
could.
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I’ll tell you what's interesting is one of the leading indicators I try and watch
is financial institution staffing. When the investment banks, as we’ve seen at
the end of the fourth quarter, are laying off an enormous number of people in
their fixed income divisions, what you can tell is—and this is partly the
Dodd-Frank bill—the party in fixed income is over. So they’re getting ready
for leaner times on the fixed income side. Now what you have is indications
that they’re expecting more profits in IPOs and mergers.

But we have yet to really see that develop. If they don’t make the money back
on the equity side, then you're going to have a real big question mark in the
financial sector. They’re clearly not planning on doing it in the fixed income
side. So the question is can they shift it to the equity? And that’s going to be
IPOs and mergers.

Chuck: Yes. They’re going to have to make it up somewhere. Well, just to
close the thing out, because you know I tend to analyze these things when-
ever I can find a way to squeeze in some math here, I have. Right now we’re
80 percent over the historical norm average. That is, as you can see on this
chart, unprecedented. But what it’s telling us, and this is the part that both-
ers me the most, is that if history is any guide and you do get a snap back to
even the mean, what you're expecting going forward—this is just an esti-
mate—is that it says that a 22 percent annualized contraction in profits over
the next coming four years is expected.

I think what can be expected is something more like a high single digits or
low double digits. Regardless of the exact amount, what it’s telling us is that
you should expect a reversion of the mean back to normal levels of profits.
As we know, part of the reason why stocks rise or fall is dictated by the level
of profits. Because of this, we kind of have to ask ourselves—going back to
the Fed and profits combining them all together—if the Fed continues to un-
wind the P/E, which they have begun this month, are the profits going to
continue to rise? Or are they going to revert?

The second thing is that if the profits can’t continue, how are the markets, in
this case the stock market, going to react to it?

Catherine: So if the P/Es have gone up this much, it’s hard to imagine
that higher-than-normal P/Es would remain if earnings snapped back to the
median.

Chuck: Absolutely. That’s what you have to be concerned with. But you
brought up some really good points of why it could potentially happen. At
some point in time, the expansion of P/Es can continue, as long as you have
fewer alternatives—remember, the bond market is twice the size. All it takes
is a small amount of money moving out of bonds that could fill that void of
earnings and expand P/E.
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Catherine: Part of what the story is going to be, and I don’t know what it is
going to look like in terms of price levels, is just divergence. One of the most
important charts you showed tonight was, yes, the US market was up
strongly, but when you dig inside and you look, you have many sectors that
had terrible years. So it was very unevenly distributed. That’s what I see driv-
ing around the country as well. In the economy, you have some places that
are booming and other places that are in a Great Depression. There’s extraor-
dinary divergence. That’s what I continue to expect — divergence.

Chuck: Yes. In that kind of environment, it takes a unique ability to under-
stand and recognize those areas that have strength, and those that don’t. So
one has to be very, very careful. For example, if you had invested a good por-
tion of your money in REITs last year, you would’ve done very poorly, versus
healthcare. So I'm just using that as an example. We are getting that diver-
gence. Not only within regions of the world, but also within a single region,
like the United States. Capitalizing on it and making profits on that is some-
thing that makes it a real challenge.

Catherine: Right. So if you were in utilities in North America, you lost 16
percent. If you were in Venezuela, you were up 480 percent. Go figure.

Well, Chuck, it’s been great. It is always fascinating to understand how much
we have to be nervous about.

Chuck: I really did want to present a positive thing. But looking at where
we are in today’s market, we do have to be objective and say, “What if ?” and,
“If something happens, how am I going to react?” So I just don’t anticipate
anything negative, but we also have to not be so ignorant to the fact and stick
our head in the sand that this thing can continue on forever.

Catherine: Well, right. I think in everything the intervention makes for
many, many more possible scenarios going forward. We have to be able to en-
vision no matter which scenario it is. We have to be able to find the pathway
and the opportunity in that scenario, because these things are going to hap-
pen. Yes, this year was stairway to heaven, but it can be rock n’ roll at any
time. For those of us who were in precious metals, it was rock n’ roll until we
got on the stairway to heaven.

Well, I can’t thank you enough. Chuck, have a wonderful quarter, and we
look forward to having you back on The Solari Report for the second quarter
equity report.

28

ebay = — —

$99.95 MONSTER INSPIRATION
NOISE ISOLATING HEADPHONES l

D ... deals

“What I see driving around the country...
[is] you have some places that are booming
and other places that are in a Great Depres-
sion. There’s extraordinary divergence.”
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