
7/ As presented earlier this year the “Trump/
Reflation Trade” has been pausing, allowing 
better market re-entry during late Q2-early Q3 
2017 

The wide gap between political 
expectation and political 
reality right after Mr. Donald 

Trump´s election as US president 
has narrowed somewhat in recent 
weeks. Stocks enjoyed a three-
month rally following Mr. Trump´s 
election win, but the Republican 
Party´s failure to pass a health care 
bill which replaces Obamacare has 
pricked the balloon of optimism that 
had intoxicated the financial markets. 
That and the rejection of the travel 
ban have been red flags that the 
agenda that Mr. Trump laid out during 
this campaign and in the early days 
of his government will not be simply 
rubber-stamped by the legislative and 
judicial branches. Those failures have 
already taken some toll on equity and 
other risk markets, and have sparked 
a re-appraisal of the meme that «the 
bond bull market is dead,» as bond 
yields retraced lower a good part 
of the rise seen just before the US 
elections. 

Nonetheless, there is still strong 
belief in the markets that the 
Trump administration will be able 
to push through three big initiatives 
-- tax reform, deregulation, and 
infrastructure spending. That 
hope has further extended by the 
presumption that these initiatives 
will succeed in rousing the moribund 
US economy, as well as prop up 
current market valuations.

We believe that the market 
optimism may be misplaced 

in the short-term -- there are more 
«shocks» in the pipeline which could 
further undercut risk asset valuations 

over the next few months. However, 
we do not believe that this weaker-
market episode will permanently 
derail the “Trump Trade.” Although 
a pullback introduces a hump in the 
road, we believe that a fizzle out is 
more likely to be more of a story for 
2018 than this year. 

Conversely, these shocks in the 
near-term could reverse a good 

part of the bond market losses 
stemming from the “reflation» surge 
after Mr. Trump election. In a way, we 
feel vindicated, since current events 
are hewing to the scenario which we 
described in the January edition of 
the Capital Observer in the article 
aptly titled «Inflation is breaking out 
everywhere, but it may not be the 
rewarding strategy to go for reflation 
trades during H1 2017».  This is how 
we put it in the January 2017 article:

«We have several issues with the 
market perception that the Donald 
Trump effect will continue to be the 
most significant market and economic 
driver during H1 2017. The first issue, 
has something to do with the timing 
of the impact of whatever salubrious 
measures the administration of Mr. 
Trump may take in restructuring 
regulations, cutting taxes and 
rebuilding public infrastructure. 
Despite Republican Party control 
of both houses of Congress and a 
majority in State governorships, 
passage of Mr. Trump’s agenda does 
not appear to be a slam dunk insofar 
as Congress is concerned.»

«It (also) appears that problematical 
growth issues that have already 

been “baked in the cake” due to the 
very significant reduction of the US 
budget deficit over the past 4 years. 
We do not really expect a full-blown 
recession, just a “technical” growth 
recession over the next two quarters 
of the new year.»

«Bad as the “baked in the cake” 
growth issues emanating from 
miserly budget allocations, the recent 
Fed tightening of monetary policy, on 
top of a sharply higher US Dollar and 
long term rates added to the long list 
of negative factors which may indeed 
tip the economy over to at least a 
technical growth recession (of two 
consecutive quarterly GDP declines). 
For one, there is a strong negative 
relationship between a strong US 
Dollar and a subsequent growth 
slowdown 2 to 3 months thereafter. 
The transmission mechanism in the 
relationship is probably the next 
exports component of GDP . . . And 
there is indeed a nontrivial risk that 
slower growth will keep inflation 
subdued, an environment which 
suggest that longer term interest 
rates may still revert to the mean and 
could hypothetically sharply retrace 
the recent rise.»

«We believe that if these events do 
come to pass, we should see better 
levels and better timing for reflation 
trades sometime in the second 
quarter of the new year.»

Our early negative outlook 
on the reflation trades was 

significantly out of consensus at that 
time, but the situation has turned 
around recently, confirming our 
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less-than-rosy view of the short-
term course of risk assets. Just this 
week, we have the Financial Times 
(for the first time since the US 
elections) discussing «cracks in the 
reflation trade» harping up on the 
deterioration of growth in the US 
and the coming peak in inflation, 
which of course cast doubts on 
the supposed macro data which is 
said to be empowering a reflation 
trade in the first place. And we are 
further gratified by the assertion of 
DoubleLine Capital CEO Jeff Gundlach, 
the new «Bond King,» that the Trump 
reflation trade has peaked. 

Mr. Gundlach´s narrative was that 
if the reflation trade is over, 

returns from investments that were 
tethered to an expected boost to 
inflation because of President Donald 
Trump´s economic policies may be 
muted. Mr. Gundlach sees inflation 
at %1.85 this year and does not think 
the -10year yield will hit %3. However, 
we differ from Mr. Gundlach view 
that the inflection point of the Trump 
trade has been reached – we see 
a setback as a brief pause, and risk 
assets may thereafter likely to have 4 
to 5 quarters to go before the reflation 
surge fades sometime in mid-2018.
Our own research coincides with 
Mr. Gundlachs’s benign view of CPI 
inflation during the rest of the year. 
Core CPI may be topping out, and 
will likely be heading significantly 
lower by Q3 this year, and remain on 
downtrend until Q1 2018 (see chart 
below).  Mr. Gundlach and us could be 
wrong in our conclusions, of course, 
but he did point out several issues 
which mirror our own misgivings.

First, the Fed seems bent on carrying 
out their forecasts highlighted by 

the so-called «SEP dots», suggesting 
that they will have at least two rate 
hikes this year, but may not stop at 
that -- despite the central bank’s 

promise to implement a tighter policy 
gradually. While there is almost zero 
chance of policy tightening in May, 
June is likely «live.» Fed staff forecasts 
anticipate a US economy finding 
better traction, and so given a non-
disruptive denouement of the French 
presidential election, a June hike is 
likely a go. 

Second, the market focus would 
soon shift as well to fiscal policy, of 

which there are two significant issues 

(a) the debt ceiling, which was 
reinstated March 15; and 
(b) spending authority, which expires 
near the end of April. 

We have been through the vagaries 
of the debt ceiling before, which 
had forced the US Treasury to 
take extraordinary measures. The 
approach of the debt ceiling deadline 
forced the Treasury to reduce 
their operating cash balance from 
significantly high levels going into 
the US presidential elections (which 
we maintain, was a bid to help Mrs. 
Hillary Clinton win the election), to 
an extraordinary low level thereafter, 
in accordance with debt ceiling 
regulations and mechanics -- the 
Treasury is prohibited from keeping 

high levels of cash in the operating 
accounts going into the deadline. This 
has repercussions, as we explained 
in an article in last month´s Capital 
Observer issue:

«The Treasury has had to cut its 
cash balance to $23bn from $400bn 
over the past three months, since it 

is not allowed to hold a buffer going 
into the debt ceiling’s reinstatement. 
Ironically, by using its own cash 
to fund the operating deficit, the 
Treasury allowed the Fed dealers 
to keep the amount (which would 
be used to buy new debt issuance, 
otherwise), and will undoubtedly be 
plowed-back into the markets and 
should help support a rally to an April 
top. 

It is money that is going the equity 
market’s way instead of going into the 
bond market. But the sting is in the 
kicker – as cash holdings disappear, 
the Treasury has to resort to its 
emergency operating procedure: it 
has to borrow from trust funds so it 
can pay for maintenance.»

«When the new budget of the 
Trump administration is approved, 
the Treasury will have to sell debt 
to pay the funds borrowed and to 
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acquire funds to pay for government 
expenditures – to the tune of a 
ballpark number of circa $500 billion. 
And it will be done in a matter of days. 
Government bond dealers will be 
hard-pressed to acquire wherewithal 
to finance the new paper issued by 
the Treasury. It is easy to imagine 
that equities and lower grade assets 
will be sold by the bond dealers to 
accommodate the Treasury.» 

On top of that, there are other 
side impacts -- the boosting of 

cash balances after the debt ceiling is 
removed , in turn, drains the excess 
reserves, which tends to lower short 
term rates and become a drag on the 
US dollar (both after a lag) – and vice 
versa (see graph on right). Trump´s 
budget proposal for the remainder 
of the fiscal year 2017, included 30$ 
bln increase in security (defense and 
homeland security), an 18$ bln cut in 
non-defense spending, and funding 
for the infamous wall on the border 
with Mexico. Even now, President 
Trump´s proposals are running into 
opposition in the Senate. Not only 
have several Republican leaders 
rejected some of the cuts in non-
defense spending proposed by 
Trump, but many Democrats will not 
support spending money on the wall. 
The power to filibuster is still a viable 
parliamentary maneuver on other 
issues, including the budget, even if 
has already been eliminated in the 
case of judicial nominees. 

The key takeaway -- the primary 
market driver will shift from 

monetary policy to fiscal policy for 
at least the next two months, and 
judging from what we seen of the 
Trump administration’s first 100 
days, the next two month’s course 
of fiscal policy will be chaotic.

However, despite a slight pick-up 
in market volatility this week, the 
markets still seem fairly relaxed over 

the prospects of new brinkmanship 
dynamics among the Republicans, 
between the executive and legislative 
branches, and/or with the opposition 
Democrats.

Nevertheless, disputes within 
the Republican Party has already 
blocked the first few items in Mr. 
Trump´s legislative agenda, the 
Trump Administration has been 
forced to govern by executive 
orders, and the judiciary continues 
to block the travel ban. All of those 
have forced market volatility higher, 
so regardless of what the future 

political results will be, the most 
certain about the market structure 
is that there will be higher market 
volatility in the very near future at 
least. 

This means we can expect lower 
Treasury yields as at least in part a 
reflection of doubts about the extent 
of the tax reform and infrastructure 
program being able to boost growth, 
and concomitantly, actual or realized 
inflation. Internationally, there is 
plenty of instability and uncertainty 
in the world.
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The Trump administration has 
just bombed Syria. Russian 

president Vladimir Putin, who was 
supposed to be buddy-buddy with 
Trump is threatening «active war» 
has effectively shut down diplomatic 
relations with the US (although we 
believe Mr. Putin is bluffing – this is 
not the first-time Russia has put the 
US on the mat, and will likely amount 
to nothing). 

Also, a US attack fleet is steaming to 
just off North Korea just days after Mr. 
Trump met with China´s president Xi 
Jinping. Mr. Xi has deployed 150,00 
troops to the border of North Korea 
to prevent a mass exodus from the 
rogue nation to China in case a 
shooting war erupts between North 
Korea and the US. Mr. Xi probably 
believes there is going to be a reason 
for North Koreans to be fleeing hastily 
towards the Middle Kingdom, which 
is by itself alarming.

All of those have effectively pushed 
the VIX higher last week, sent the 
Japanese Yen rising vs all major 
currencies, depressed US bond 
yields lower as capital looking for 
safe-haven flowed to Treasuries, 
which consequently begot a weaker 
US Dollar.We can say that the markets 
may be unduly alarmist, despite 
North Korea declaring that it is ready 
for war with the United States, while 
the US says nothing is off the table, 
suggesting the possibility of using 
military force to deter North Korea 
from pursuing its nuclear ambitions. 
Both countries are likely bluffing, 
but markets do not like this kind of 
brinkmanship, as there is always the 
possibility of miscalculation from 
each side.
 

Finally, the US growth rate is 
moderating. According to the 

Atlanta Fed GDPNowcast, Q1 GDP 
is at 0.63, which could be a surprise 
and embarrassment to Fed Chair 

Janet Yellen if it will indeed be the 
case. Ms. Yellen has made the recent 
tightening episode contingent on 
a stable and moderately growing 
economy.

To make things even worse, 
consumption has likely peaked. 

The US economy is primarily driven 
by consumers via what they earn 
and what they spend, and all these 
account for %72 of GDP. Given that, 
personal incomes and personal 
consumption are slowing down. 

It follows that GDP growth may 
slow down commensurately as 
well. The numbers have been soft 
the past few months, disconnecting 
from confidence numbers, the soft 
data. The hard data is suggesting 
that some short-term sluggishness 
is due. However on more positive 
note, once this soft patch is behind 
we expect a better macro -economic 
and geopolitical outlook as from the 
late Q2 or early Q3 2017.
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