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Global Equity Allocation during Episodes of Fed Tightening
-John Mullin

A broad variety of equity indicators have provided effective signals for country allocation over the past 30 years.
Our research has identified indicators with strong track records in several categories, including valuation, growth,
risk, interest rate trends, and price momentum. In the valuation category, for example, a hypothetical investor
using trailing price-to-earnings ratios for country allocation could have achieved an average annualized alpha of
4.6% relative to MSCI ACWI during 1989-2018." However, although many indicators have proved effective over
the long haul, their performances have varied considerably over various sub-periods, and stretches of mediocre
performance have not been uncommon.

This note examines indicator performance during the four most recent episodes of Fed tightening: 1994, 1999,
2004-2007, and 2015-Present. We find that the record is mixed. Most investment indicators performed well
during the tightening episodes of 1999 and 2004-2007, but the indicators generated near-zero alpha on average
during the tightening episodes of 1994 and 2015-Present. We conclude the note by discussing the possibility of a
pattern in indicator alphas that hinges on credit conditions prior to the respective Fed tightening episodes.
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'The alphas referred to in this note are calculated gross of any fees or transactions costs. They are based on the back-test
results of the HGA proprietary country allocation model, which overweights and underweights countries on a monthly basis
relative to MSCI ACWI. The HGA model’s overweights and underweights are determined by countries’ relative attractiveness
according to investment indicators (in this case, trailing price-to-earnings).
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The table below shows the alphas associated with 20 different investment indicators during the four Fed
tightening episodes. The table also shows the average alphas over the past 30 years, irrespective of Fed policy.
The bottom row shows averages across the 20 indicators.

Indicator performances were quite mixed during the 1994 Fed Tightening Episode. Most of the valuation

indicators generated negative alphas, with the exceptions of Price-to-Book and Earnings Yield vs. Historical
Average. In the growth category, GDP Forecast Revisions and the Terms-of-Trade Trend turned in strong
performances, but Forecast ROE showed a substantially negative alpha. The risk indicators were also mixed
(although Real Exchange Rate Overvaluation and Current Account/GDP turned in positive performances). The
interest rate indicators had positive alphas, while Year-over-Year Price momentum produced a markedly negative
alpha. On average, the 20 indicators generated a near-zero (0.6%) alpha.

HGA Model Alphas During Fed Tightening Episodes
Single-Indicator Model Alphas (Annual Average %, Relative to MSCI ACWI)

Four Fed Tightening Episodes

Past 30-Years:
Unconditional

Category Indicator 1994 1999 2004-2007 2015- 2018 Average*
Valuation Price-to-Book 7.7 22.0 9.1 -0.3 33
Price-to-Earnings (Trailing) -0.4 16.7 11.2 0.0 4.6
Price-to-Earnings (Forward) -3.7 25.4 12.3 0.2 43
Earnings Yield vs. Historical Average 2.0 8.2 4.2 0.5 1.6
Earnings Yield Gap -3.8 -1.5 6.7 -0.5 3.2
Dividend Yield -2.1 6.1 9.0 -1.5 2.2
Growth GDP Forecast Revisions 2.9 9.6 12.3 -1.5 2.3
OECD Leading Indicator Acceleration 1.1 14.7 3.2 -0.9 2.2
Upward Company Revision Ratio 1.0 4.6 5.5 2.0 3.6
Upward Estimate Revisions Ratio -3.7 4.2 6.2 1.6 3.5
Terms of Trade Change 9.3 16.4 10.5 -0.9 3.2
Forecast ROE -10.5 12.4 9.6 -0.5 3.7
Risk Beta Risk -1.1 -3.2 3.8 0.1 2.3
Real Exchange Rate Overvaluation 4.6 24.1 4.5 -0.9 3.5
Current Acc. / GDP 4.7 12.1 7.3 -0.5 2.3
Excess Domestic Credit Growth -1.5 13.2 7.8 -1.0 3.7
Sovereign Yield Spread Change na na 12.2 -1.3 2.5
Interest Rate Trend Nominal Rate Change 2.3 8.6 9.2 -0.9 3.8
Real Rate Change 6.7 4.8 8.3 -0.1 3.8
Momentum Year-over-Year Price Momentum -5.0 4.5 14.4 -1.9 5.2
Average Across 20 Indicators 0.6 10.7 8.4 -0.4 3.2

Source: Heckman Global Advisors
* Includes both tightening and non-tightening periods.
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Indicator performances were generally strongly positive during both the 1999 and 2004-2007 Fed Tightening

Episodes. With only one exception, the valuation indicators performed extremely well, with Price-to-Earnings
(Forecast) standing out with the highest alphas. All of the growth indicators had positive performances (with
Term-of-Trade Trend putting in the strongest performance across the two tightening episodes). All of the risk
indicators performed well, with one exception: Beta performed poorly during 1999, which makes sense intuitively,
given that 1999 was an unabashed bull market in which one would expect low beta markets to underperform.
Rounding out the list, the interest rate and momentum indicators all posted positive performances during the two
episodes. On average, the 20 indicators generated a 10.7% alpha during the 1999 episode and an 8.4% alpha
during 2004-2007.

The 2015-Present Fed Tightening Episode has been marked by generally muted indicator alphas. Not a single

indicator had an alpha worse than -2% or better than +2.0%. On average, the indicators generated a -0.4% alpha
during the episode.

Overall, the data suggest no simple pattern of indicator performance across the last four Fed tightening cycles.
This raises the question: What can explain the strength of indicator performance during the 1999 and 2004-2007
periods and the weakness of indicator performance during the 1994 and 2015-2018 periods?

One possibility that comes to mind is that the 1994 and 2015-2018 episodes of Fed tightening came on the heels
of U.S. and foreign banking crises. The 1994 tightening came in the aftermath of the late 1980s S&L crisis and the
“Credit Crunch” of the early 1990s. The impact of the U.S. credit crunch can be seen in the chart below, which
shows that U.S. commercial bank credit was shrinking on a year-over-year basis in the early 1990s. At the time,
U.S. banking system weakness coincided with Japanese banking weakness following the crash of the 1980s
Japanese credit-fueled real estate and stock market bubbles.
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The most recent episode of Fed tightening—like the 1994 episode—came in the aftermath of U.S. banking system
weakness and a prolonged and substantial contraction of U.S. commercial bank credit. Also like the 1994 episode,
U.S. banking system weakness dovetailed with non-U.S. financial weakness—in this case, the European financial
crisis.

By contrast, the balance sheets of U.S. commercial banks were arguably more robust at the onset of the 1999 and
2004-2007 episodes of Fed tightening. Granted, global financial markets had experienced significant duress in
1998 due to the Asian Flu (which began with the Thai baht devaluation of July 1997), the Russian devaluation and
default, and the Long Term Capital Management crisis, which came to a head in September 1998. However, the
U.S. banking system weathered this turmoil without a single month of negative commercial bank credit growth.

The interpretation offered here is far from conclusive. But the results suggest that the efficacy of country
allocation indicators declines in Fed tightening periods that come in the aftermath of simultaneous U.S. and non-
U.S. credit difficulties.
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Important Disclosures:

This material has been prepared and issued by DCM Advisors, LLC (DCM), a registered investment advisor, for distribution to
market professionals and institutional investor clients only. This document has been prepared for informational purposes only
and is not a solicitation of any offer to buy or sell any security, commodity, futures contract or instrument or related derivative
(hereinafter "instrument™) or to participate in any trading strategy. Any such offer would be made only after a prospective
participant had completed its own independent investigation of the instrument or trading strategy and received all information
it required to make its own investment decision, including, where applicable, a review of any prospectus, prospectus
supplement, offering circular or memorandum describing such instrument or trading strategy.

This material does not provide individually tailored investment advice or offer tax, regulatory, accounting or legal advice. The
securities discussed in this material may not be suitable or appropriate for all investors. Prior to entering into any proposed
transaction, recipients should determine, in consultation with their own investment, legal, tax, regulatory and accounting
advisors, the economic risks and merits, as well as the legal, regulatory and accounting characteristics and consequences of the
transaction. You should consider this material among other factors in making an investment decision. This information is not
intended to be provided and may not be used by any person or entity in any jurisdiction where the provision or use thereof
would be contrary to applicable laws, rules or regulations. Any securities referred to in this material may not have been
registered under the U.S. Securities Act of 1933, as amended, and, if not, may not be offered or sold absent an exemption
therefrom.

The information contained herein is intended for informational purposes only and has been obtained from sources believed to
be reliable, but is not necessarily complete and its accuracy cannot be guaranteed. The comments contained herein are opinions
and may not represent the opinions of DCM and are subject to change without notice. It should not be assumed that any
recommendations incorporated herein will be profitable, will equal past performance or will achieve same or similar results.
The country allocations recommended herein are solely those of the Heckman Global Advisors (HGA) division of DCM and
may differ from those of other business units of DCM. The countries mentioned herein are covered by our proprietary top-
down country allocation model and are included, together with any rankings and/or weightings, for illustrative purposes only.
The representative countries and related information are subject to change at any time and are not intended as a specific
recommendation for investment. Foreign securities can be subject to greater risks than U.S. investments, including currency
fluctuations, less liquid trading markets, greater price volatility, political and economic instability, less publicly available
information, and changes in tax or currency laws or monetary policy. These risks are likely to be greater for emerging markets
than in developed markets. Certain investments may invest in derivatives, which may increase volatility of its net asset value
and may result in a loss.

Model, back-tested or hypothetical performance information and results do not reflect actual trading or asset or fund advisory
management and the results may not reflect the impact that material economic and market factors may have had, and can
reflect the benefit of hindsight, on HGA’s decision-making if HGA were actually managing client’s money. Any reference to
performance information that is provided gross of fees does not reflect the deduction of management or advisory fees. Client
returns will be reduced by such fees and other expenses that may be incurred in the management of the account.

Advisory fees are described in Part 2A of Form ADV of DCM and its affiliated individuals may, from time to time, own, have
long or short positions in, or options on, any securities discussed herein. Nothing contained herein constitutes an offer to sell or
a solicitation of an offer to buy any security or an interest in any Dinosaur Capital Management LLC investment vehicle(s).
Any chart, graph, or formula should not be used by itself to make any trading or investment decision.

Morgan Stanley Capital International (MSCI) indexes are unmanaged market capitalization-weighted indexes. The indexes do
not reflect transaction costs or management fees and other expenses. MSCI index returns are calculated with dividends
reinvested. Unlike the indices, the strategies described are actively managed and may have volatility, investment and other
characteristics that differ from the benchmark index.

Source: MSCI. Pursuant to our agreement with MSCI, the MSCI information may only be used for your internal use, may not
be reproduced or re-disseminated in any form and may not be used to create any financial instruments or products or any
indices. The MSCI information is provided on an “as is” basis and the user of this information assumes the entire risk of any
use it may

make or permit to be made of this information. Neither MSCI, any of its affiliates or any other person involved in or related to
compiling, computing or creating the MSCI information (collectively, the “MSCI Parties”) makes any express or implied
warranties or representations with respect to such information or the results to be obtained by the use thereof, and the MSCI
Parties hereby expressly disclaim all warranties (including, without limitation, all warranties of originality, accuracy,
completeness, timeliness, non-infringement, merchantability and fitness for a particular purpose) with respect to this
information. Without limiting any of the foregoing, in no event shall any MSCI Party have any liability for any direct, indirect,
special, incidental, punitive, consequential or any other damages (including, without limitation, lost profits) even if notified of,
or if it might otherwise have anticipated, the possibility of such damages.



