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INTRODUCTION
Kevin C. Smith, CFA Chief Executive Officer & Portfolio Manager Mr. Smith is the owner and
founder of Crescat. He is the chief investment officer and has been the portfolio manager of
Crescat’s investment strategies since inception in 1999. He holds the Chartered Financial Analyst
designation. Prior to Crescat, he worked as an auditor at Ernst and Young, an equity analyst at
Zacks Investment Research, and an investment executive at Kidder Peabody. He earned an MBA
from the University of Chicago, Booth School of Business with a specialization in finance and
concentration in statistics. He holds an undergraduate degree in economics and German studies
from Stanford University.
Otavio Costa has been an analyst on Crescat’s investment team for more than five years with a
focus on global cross-asset research and built Crescat’s macro model that identifies the current
stage of the US economic cycle through a combination of 16 factors. His research has been
featured multiple times in financial publications such as Bloomberg, The Wall Street Journal. Tavi
is a native of São Paulo, Brazil and is fluent in Portuguese, Spanish, and English. Before joining
Crescat, he worked with the underwriting of financial products and in international business at
Braservice, a large logistics company in Brazil. Tavi graduated cum laude from Lindenwood
University in St. Louis with a B.A. degree in Business Administration with an emphasis in finance
and a minor in Spanish. Tavi played NCAA Division 1 tennis for Liberty University.

WHY DO I CARE?
This week’s episode is a continuation of our recent markets coverage, with a particular focus on
specific indicators that could validate a bear market hypothesis.
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It has been difficult not to feel anxiety and trepidation while looking out across the Value-Price
Continuum during the last few years. Many of us understand that our economy no longer functions
as advertised. Financialization of the US economy over the past four decades has skewed the
relationship between price and value in favor of price, specifically in favor of higher prices. The
unprecedented support that monetary authorities provided financial intermediaries and asset
holders during the last bear market has created noticeable price distortions and has raised serious
questions about the usefulness of traditional indicators in assessing asset values. It is also unclear
how meaningful traditional economic data like GDP and unemployment are in the face of everhigher nominal public/private debt levels and aging populations.
We have experienced three intermediate corrections during this secular bull market. Most notably,
the periods between the summers of 2011 – 2012 and 2015 – 2016, which proved to be head-fakes
for investors who were expecting the market to enter bear territory. With the S&P 500 and Nasdaq
Composite climbing above their all-time closing highs yesterday, will this last year’s declines prove
similarly inconsequential, leading us ever higher in an unusually prolonged bull-market?
As we have already explored over so many different episodes, the reason why it is impossible to
make market forecasts with consistently high accuracy is because markets are complex dynamic
systems whose inputs consist of our individual guesses about each other’s future decisions and
guesses. Many educated investors can look at any batch of indicators and say that the market is
undervalued or overvalued by historical standards, but history’s greatest lesson is that it is not a
promise of things to come but only a guide to what might be.
***Contrary to what is often said in the press, the longest bull market in US recorded history lasted
twelve years, from December 1987 to January 2000. Likewise, the longest economic expansion on
record lasted from March 1991 to March 2001. We are less than two months away from breaking
the later record

BULLISH SIGNS?
-

-

Retail sales were up 1 percent in March
seasonally adjusted from February and up 0.8
percent unadjusted year-over-year, according
to the National Retail Federation.
The S&P 500 has advanced 17% this year,
putting the index off to its best start to a year
since 1987, with cyclical sectors tied to the
health of the U.S. economy having powered
stocks in 2019. Technology, consumer
discretionary and industrials--among the
hardest hit groups in the fourth-quarter selloff-are the top three sectors driving the broader
market higher this year, each up at least 22%.

BEARISH SIGNS?
-

Industrial production unexpectedly slipped in
March, down 0.1% vs an expected gain of
0.3%.
Auto production fell 2.5%. For the first quarter,
auto production was down at a 12.8% annual
rate, the biggest decline in almost 8 years.
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THREE HIGHEST-CONVICTION MACRO IDEAS BY CRESCAT
US Equities: The market is damaged and finally breaking down from truly record valuations while
US profit growth has peaked. Crescat’s hedge funds remain tactically net short US stocks identified
by our model.
China: China is in a historic credit bubble that is now bursting. We believe it will be globally
contagious. We expect China’s currency to soon enter a full-blown crisis. Crescat Global Macro
Fund is positioned to capitalize on a yuan devaluation.
Precious Metals: Gold is an extremely undervalued haven currency today. Precious metals mining
stocks offer deep value. All Crescat strategies are positioned to benefit from the early stages of a
new secular bull market in precious metals.
*** The Crescat macro model is only 2 percentage points from record overvalued levels. The team
at Crescat believes that the US business cycle has likely peaked and that once the breakdown
occurs that we have a long ways to go before hitting bottom.
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Global M2 and central bank assets are both
contracting. According to Crescat, liquidity is
not the driver of this rally, “hope is.”

2-yr yields falling after re-testing multi-decade
resistance line! Be wary when credit markets
price in rate-cuts at the peak of the cycle.

Policy divergence between the Fed and the
ECB is at its widest level in history and
probably near its peak.

Bear markets and recessions typically follow
hikes late into a business cycle, especially at
full valuations. Reversal further confirmation.
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The widest drop in CCE vs. Present Situation
since Tech Bust. Every other cyclical decline
of past 50 years led to recession.

3 and 5 year yields dipped below Fed funds
rate for the first time since the GFC and tech
bust. Crescat believes this is bullish for Gold.

Gold-to-S&P 500 ratio re-testing a multi-year
resistance line similar to 2007. Crescat thinks
we may have put in higher lows for the VIX.

60% of US yield curve is now inverted across
30-yr to overnight rates, as high as it was at
the start of the tech and housing busts.
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US government budget and current account
imbalance is now close to 8% of GDP.

Utilities vs. Treasuries “sounds alarms” when
correlations turn negative in a “battle of safehavens,” according to Crescat.

China’s banking bubble is bigger than that of
the US and Europe ahead of the GFC and
the European Sovereign Debt Crises.

The Chinese economy is likely to contain the
largest credit bubble in all of human history.
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Crescat believes that the RMB devaluation is likely to be the next development to unfold
globally. Chinese major banks required reserve ratio has tracked the RMB-USD exchange rate
remarkably closely. As China’s economy stumbles into contraction, Crescat believes further
domestic stimulus will only hurt its currency.
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The correlation between Chinese stocks and the renminbi is at its highest level in history. New
PBoC stimulus is unlikely to be positive for both stocks and currency. Cresnet believes that gold
in RMB terms may be the macro trade of the year and that it is setting up right now.
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Fund History and Personal Bios ― Maybe we can start with a history of the fund, as well as your
own backgrounds. Q: Kevin, let’s start with you; what is your background in this business and when
did you launch Crescat? Q: How about you Otavio? What is your background and when did you
get involved with Crescat?
Summary Outlook ― Listeners to this show are familiar with the bear market case. My prior guests
have been making it for two years, and yet, markets have continued to rise steadily, with the S&P
500 up roughly 10% year-over-year since we started the show. Q: What is your outlook for global
asset markets? Q: How long have you held this view? Q: How long have you invested in line with
this bearish thesis?
Just Another Correction? ― Q: Are you concerned at the ferocity and speed with which this
market has rebounded from the December 2018 lows? Q: What would it take for you to turn bullish
or at the very least, to question your thesis that last year’s drop was not just another correction
within a larger bull market similar to what we saw in 2011-2012 and 2015-2016?
Disconnect Between Economy & Markets: Structural or Cyclical? ― As I wrote in my opening
comments, “it has been difficult not to feel some anxiety and trepidation while looking out across
the Value-Price Continuum during the last few years. Many of us understand that our economy no
longer functions as advertised. Financialization of the US economy over the past four decades has
skewed the relationship between price and value in favor of price, specifically in favor of higher
prices. The unprecedented support that monetary authorities provided financial intermediaries and
asset holders during the last bear market has created noticeable price distortions and has raised
serious questions about the usefulness of traditional indicators in assessing asset values. It is also
unclear how meaningful traditional economic data like GDP and unemployment are in the face of
ever-higher nominal public/private debt levels and aging demographics. Q: Do you feel that the
financialization of the US economy over the past four decades and the ever lower interest rates we
have experienced during every subsequent business cycle pretty much since the recession of the
early 90’s along with the increasing use of forward guidance to calm expectations and smoothen
volatility has dulled the effectiveness of traditional economic indicators as tools for predicting
recessions? Q: In other words, we normally think of the relationship between price and value as
being cyclical, but how much of it has become structural in favor of ever-higher prices, driven by
decades of financialization and ever-lower interest rates?
Macro Model ― In a year where the hedge fund industry saw its biggest loss since 2011, according
to some numbers I’ve seen, two of your funds – Global Macro Fund and Long/Short Fund –
generated 41 and 32 percent returns respectively. Q: What are some of the indicators you look at
in determining whether or not markets are overvalued and how do those indicators express
themselves through your model? (CCE vs. Present Situation, Yield Curve Inversion, P/E Ratio, Fed
hikes late and recent reversal, etc.) Q: How many of your indicators are timing indicators and how
many are valuation indicators?
Trade of the Century ― I’ve heard you describe going long gold and short stocks is the current
“trade of the century.” Q: Does that mean you are forecasting a prolonged stagflation like what we
saw during the 1970’s? Q: What do you mean by “going long in gold in renminbi terms?” Q: How
are you investing in gold (allocation to miners, ETF’s, futures, physical, etc.)?
Debt Deflation? ― You have expressed concern about the mounting levels of debt in the US as
well as around the world, but you seem to feel rather confident that central banks will be able to
reflate asset values yet again, and that this could finally lead to a breakout in consumer price
inflation. Q: What makes you think that western central banks, by lowering the cost of capital, even
below zero, are going to be able to generate inflation in consumer prices? Q: Isn’t the problem that
with every cycle, and increasing percentage of American households come out of the last recession
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with zero to negative net worth and more, not less, financial insecurity? Q: How are these people
going to generate the type of spending needed to see a rise in the CPI and in wage growth? Q:
Does your analysis require or take into effect a commitment to fiscal spending that we did not see
in the aftermath of the last downturn? (e.g. talk of MMT, green new deal, job guarantees, UBI, etc.)
Corporate Valuations & Debt ― One of the more stunning characteristics of this bull market have
been some of the valuations we’ve seen with so-called “unicorns,” some of which are now public
companies like Lyft and Tesla. Lyft investors, fortunately, seem to have provided us some hope for
humanity, but Tesla’s stock performance has defied all principles of financial gravity. It’s stock
seems impervious to what would normally constitute “bad news.” The overreliance of companies
(not just in the US, but globally) on debt financing in order to sustain operations is a source of
concern should we enter another recession or if we see spreads begin to widen? Q: What accounts
for the prolonged available of cheap capital to the corporate sector? Q: Is this a reflection of
investors willingness to lend despite understanding the risks, simply because they need the yield?
Fed to Resume Tightening? ― Q: What do you think we would need to see in order for the Fed
to resume its tightening? Q: Do you expect them to cut preemptively? Q: What would it take for
them to cut? How would a change from neutral to accommodative impact your stance?
Drop in Global M2 and Central Bank Assets ― Q: What is the state of global liquidity?
What Could be the Catalyst? ― Q: What is the consensus view on China?
Canadian and Australian Housing ― Q: I understand your 2018 performance was, in part, a
result of short positions you
have taken in Canadian
companies. How much of
your negative view on
Canada and Australia is a
result of your larger,
bearish view on China’s
economy?
Expressing Themes ― Q:
How
are
you
guys
expressing your positions
on some of these themes?
Long UST, Short Bunds
― Q: Are you going long
UST and shorting German
Bunds?
Long Gold in Yuan ― Q:
How are you going long
gold in Yuan terms?
Consumer Confidence ―
Q: Let’s discuss the
relationship of consumer
confidence
to
present
situation. This is not an
indicator that is often
discussed. What is its
significance in your view?
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