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DISCLAIMER

Hedgeye Risk Management, LLC (“Hedgeye”) is a registered investment advisor, registered with the State of Connecticut. Hedgeye is not a
broker dealer and does not provide investment advice to individuals. This research does not constitute an offer to sell, or a solicitation of an
offer to buy any security or investment vehicle. This research is presented without regard for individual investment preferences or risk
parameters; it is general information and does not constitute specific investment advice, nor does it constitute or contain any legal or tax
opinions. This presentation is based on information from sources believed to be reliable. Hedgeye is not responsible for errors, inaccuracies
or omissions of information. The opinions and conclusions contained in this report are those of the individual expressing those opinions or
conclusion and are intended solely for the use of Hedgeye’s clients and subscribers, and the authorized recipients of the content. In
reaching its own opinions and conclusions, Hedgeye and its employees have relied upon research conducted by Hedgeye’s employees, which
is based upon sources considered credible and reliable within the industry. Neither Hedgeye, nor its employees nor any individual
expressing opinions, conclusions or data are responsible for the validity or authenticity of the information upon which it has relied.

TERMS OF USE
This report is protected by United States and foreign copyright laws and is intended solely for the use of its authorized recipient. Access
must be provided directly by Hedgeye. There is a fee associated with access to this report and the information and materials presented
during the event. Redistribution or republication of this report and its contents are strictly prohibited. By joining this call or possessing
these materials, you agree to these Terms. For more detail please refer to the appropriate sections of the Hedgeye Services Agreement and
the Terms of Service at https://www.hedgeye.com/terms_of_service.

Legal
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The Investment Landscape Has Evolved Tremendously

3Data Source: ICI, ETFGI, Blackrock, JPM

Assets invested in ETFs and ETPs listed globally surpassed $5 trillion by mid-2018. Moreover, BlackRock anticipates ETF/ETP AUM to more than double to $12 trillion over the next 5 
years. Regardless of whether or not you agree with this projection, you have to agree that the proliferation of factor-based index investing and the growth of platform-oriented, 
market-neutral hedge fund strategies has made financial markets more sensitive to Macro risks than ever before. For example, JPM estimates systematic trading accounts for 
over 90% of US equity trading volume. Are your investment processes equipped to compete for alpha in this new regime?

Skate To Where The Puck Is Going Within Asset Management
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…So We Evolved Alongside It
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Macroeconomic Research and Global Macro Risk Management are two very 
different fields. We specialize in the latter, incorporating key lessons from 
behavioral finance such as Prospect Theory and Bayesian Inference into our 
analysis. We don’t “feel” anything with regards to the markets or the 
economy; if we can’t contextualize it with math, we don’t have a view on it.

Rate of change accelerations and decelerations are facts, not opinions, and 
our process is focused on contextualizing these facts, rather opining on the 
validity of absolute levels of growth, inflation, and/or policy. This focus helps 
us consistently spot inflections in the performance of key factor 
exposures, across asset classes, 3-6 months ahead of investor consensus.

WE ARE DIFFERENTIATED FROM THE HERD …BECAUSE WE FOCUS ON THE FACTS
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Both Dalio’s research and our own findings have proven that the two most important factors for investors to solve for are the marginal rates of change in 
growth and inflation, as policymakers typically respond to subsequent levels on a lag. #TheMachine is aware of this too.

Our Research Process is REPEATABLE
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US Real GDP YoY Forecasts

6Data Source: Bloomberg

We use two distinct models to forecast the 
YoY growth rate of real GDP and the 

combination of the two allows us to develop 
both a highly accurate real-time view of near-

term growth momentum, as well as a high-
probability scenario for where growth is likely 

to trend over the NTM.

Intra-quarter, we employ a stochastic 
nowcasting framework employs nonlinear 

techniques to interpolate the implied 
marginal rate of change of the weighted 

factors embedded in our predictive tracking 
algorithm back to GDP. In out-quarters where 

high-frequency data has yet to be reported, we 
employ a Bayesian inference process that 

adjusts each of the preceding forecasted base 
rates inversely and proportionally to the 

marginal rates of change in the base effects. 
The 2Y average growth rate in the comparative 

base period backtests as having the most 
forecasting validity.

All told, our US GDP model has an average 
absolute forecast error of 27bps and an 88% 

success rate in terms of accurately projecting 
marginal the rate of change.
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US Real GDP QoQ SAAR Forecasts

7Data Source: Bloomberg

One differentiating factor of our forecasting 
process is that we aim to solve for cycle (i.e. 
where growth is trending to on a YoY basis), 

rather than trying to identify super short-term 
economic momentum. A rigorous study of 

financial market history suggests the latter 
growth rate to be little more than noise in the 
context of making accurate intermediate-to-

long-term investment decisions. 

As such, we interpolate our QoQ SAAR 
forecasts from what is being implied by our 

forecasted YoY growth rate. 

For discussion’s sake, we typically backfill a 
supporting narrative on why our model 

suggests growth is likely to come in higher or 
lower than consensus estimates by 

highlighting recent economic developments 
that we view as having a high probability of 

continuing based on our analysis of the 
distinct cycles throughout the various sectors 

of the economy, keeping in mind that we’re 
discussing a residual value, not the 

underlying driver of cross-asset returns.
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US Headline CPI YoY Forecasts

8Data Source: Bloomberg

We use two distinct models to forecast the 
YoY rate of change in headline CPI and the 

combination of the two allows us to develop 
both a highly accurate real-time view of near-
term inflation momentum, as well as a high-

probability scenario for where inflation is 
likely to trend over the NTM.

Intra-quarter, we employ a stochastic 
nowcasting framework employs nonlinear 

techniques to interpolate the implied 
marginal rate of change of the weighted 

factors embedded in our predictive tracking 
algorithm back to CPI. In out-quarters where 

high-frequency data has yet to be reported, we 
employ a Bayesian inference process that 

adjusts each of the preceding forecasted base 
rates inversely and proportionally to the 

marginal rates of change in the base effects. 
The 2Y average growth rate in the comparative 

base period backtests as having the most 
forecasting validity.

All told, our US CPI model has an average 
absolute forecast error of 17bps and an 83% 

success rate in terms of accurately projecting 
the marginal rate of change.
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A│B Testing Process: TRADE/TREND/TAIL Risk Management Overlay

9Data Source: Bloomberg

Core to the process of 
selecting our preferred macro 
factor exposures is whether 
or not the ticker screens well 

from the perspective of 
Keith’s proprietary risk 

management process, which 
employs PRICE, VOLUME and 

VOLATILITY as discrete factors 
in the calculus of levels that 

backtest well as critical 
momentum thresholds. 

Assets where last price is 
greater than all three (in 

ascending order) are said to 
be in a “Bullish Formation”

and all dips should be 
bought, insomuch that 
assets in the converse 

“Bearish Formation” should 
be repeatedly shorted on 

strength.
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A│B Testing Process: Quantify Investor Consensus 

10Data Source: Bloomberg. Closing prices as of 11/1/19.

Monitoring Sector and Style factor Performance allows us to quantitatively map the evolution of our current macro themes while the CFTC data provides an 
important sentiment backboard against which we can measure and fade consensus.  
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3-factor model: PRICE, VOLUME, and VOLATILITY

A│B Testing Process: The Volatility Factor
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A│B Testing Process: Measure & Map The Volatility of Volatility

12Data Source: Bloomberg. Closing prices as of 11/1/19.
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Q4 2019 Macro Themes

Was the TTM lesson in Full-Cycle Investing just another mid-cycle slowdown or was it a harbinger of recessionary 
quarters ahead? In the presentation, we’ll detail the myriad of downside risks associated with our baseline 
projection of a narrow inflection into #Quad2 in 4Q19E for both the US and global economies. We’ll also provide 
investors with a playbook for how to risk manage the uncertainty associated with these divergent-but-not-
disparate regimes.

13

After a decade of waiting for Godot on wage growth, we’re finally at a point in the domestic business cycle where 
the relationship between labor and profits starts to matter, big time. In the presentation, we’ll detail the downside 
risks to the consensus 4Q19E/2020E EPS recovery narrative. 

As you can probably tell by now, our confidence in stochastically driven projections for recoveries in both the US 
and global economies is low – as is our faith that Wall St. is going to be right on corporate profits meaningfully 
recovering in short order. Where we do have conviction, however, is in the return of inflation over both the 
intermediate and long terms. After a year in which it has paid to take on duration risk in every asset class, we now 
think the consensus portfolio is under-positioned for a phase transition in inflation expectations. 

#Quad4, Then #Quad2 Or #Quad3?

EPS #Slowing

#InflationAccelerating 
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This Is What 3yr Comps Looks Like

14Data Source: Bloomberg
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If It Was, Then We’re Still Lapping Those Distortions 

Data Source: Bloomberg 15

2yr comps call for an rebound in the mainland 
Chinese economy

… while 3yr comps call for persistent deceleration 
through 1Q20E
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China Can’t Come To The Rescue This Time – At Least Not Yet

Data Source: Bloomberg 16

In broad, trade-weighted terms, the USD recently surpassed 
the highs seen throughout the late-90s/early-00s EM crises

… and a strengthening US dollar indirectly perpetuates 
Quantitative Tightening vis-à-vis the PBoC’s balance sheet
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China Can’t Come To The Rescue This Time – At Least Not Yet

Data Source: Bloomberg 17

The Chinese financial sector has become 
increasingly short of US dollars in recent years

… and that shortage is causing liquidity 
conditions to dry up on the mainland
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In Order For Beijing To Bail Us Out, The Fed Has To Capitulate

18Source: Bloomberg
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Multiple Expansion supported by the effervescent hope for CB intervention and the ubiquitous “back half recovery” has singularly propped domestic 
equities YTD as EPS revision trends have tumbled. 

Remember: Equities = A 2019 FOMO Story
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… But the 2H19/2020 Hope Thesis is cracking

20Data Source: Bloomberg

2020 growth revisions remain negative and NTM earnings estimates for small caps continue to crater while SPX FOMO is beginning to flirt with a 
breakdown
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And …Drumroll, CAPEX Is Already in Contraction 
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With Aggregate Nominal Wages growing faster than Nominal GDP, Labor’s share of national income will continue to increase.  Of course, the other side of a 
rising share of income to labor is a falling share to Business (i.e. margins ↓).

Labor Share of Income ↑ = Corporate Margins ↓
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USD ↑ + Demand ↓ + Labor Costs ↑ + Peak Comps = #EPS Slowing
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… But “Secular Growers” Are Not Immune To #TheCycle

Data Source: Bloomberg 24

Software investment likely to continue slowing… … same goes for spending on R&D
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Alongside secular evolution in the economy, Energy and Software have effectively traded weights in the SPX.  This can result in outsized price effects when rotations occur 
as long-term, one-way flows reverse, reflexively (“secular growers”) or if large-scale rotational flows start to chase a smaller amount of total cap (energy).  

This Probably Won’t Ever Fully Mean Revert… But It Doesn’t Have To
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For more information, contact:

mmoran@hedgeye.com
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