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llliquidity Fear Enters the Markets

CHANGING INSTITUTIONAL FLOWS

Complacency is finally and inevitably beginning

to shift to nervousness! Chart 2: YTD cum. flows by client type ($bn)
Institutional Fund Managers are beginning to 4 -

see something that actually bothers them. It

certainly isn't overvaluations and many of the 2 -

market internals we have been talking about for

some time. It is something that the big players 0 -

must always keep an eye on - it’s LIQUIDITY.

Losing someone else’s money is not something SMART MONEY

that bothers them. Having loses larger than 4 - MAKING THEIR
someone else however can cost you your job! MOVE

Nimbleness and being able to exit large 6 -

positions is critical. Stop loses must be able to 12/29/14 01/29/1502/28/15 03/31/1504/30/15 05/31/15

be filled and sophisticated trading Algos must
be able to function. Everything changes when
liquidity enters the equation.

e Hedge Funds e |nstitutional
e Private Client

Source: Bank of America Merrill Lynch

Bond and Repo Market liquidity has begun to
frighten them and they are moving quietly towards the exits.

Chart 1: Cumulative flows ($bn) by client type,

January 2008-present B
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The adage that the Fed has your back may not play out because it is not a shortage of cash but rather a
shortage of high quality collateral. The Fed can't fix this except for doing something unprecedented like
stepping in and guaranteeing it. Precisely what we expect during the coming market scare

"DON'T FIGHT THE FED" MANTRA - SOON TO BECOME “"DON'T FIGHT THE MARKETS!”

Here is what the Smart Money Sees:

= Real growth expectations are flat to falling.
= Inflation expectations are rising.
= Capital is flowing away from the US and back to international markets and economies.
= Credit markets are starting to get worried.

=  Europe does not appear to have changed any economic policy sufficiently to affect their long term

growth arc.

= Japan is improving but only slowly.
=  Most people seem to think that China has a stock market bubble that will end badly.
=  Australia, Canada and most of Latin America are dependent on China.

It seems best to trust what the market is saying. So, forget the Fed. Don’t fight the market.

RISK ADJUSTED RETURNS DON’'T PASS INSTITUTIONAL RISK MITIGATION STANDARDS

Investors whose strategy is to
follow the Fed - in the belief that
stocks will advance as long as the
Fed does not raise interest rates -
are free to place all their eggs in
Janet’s basket. On the other hand,
for investors whose strategy is
historically informed by factors that
have reliably distinguished market
advances from collapses over a
century of history, John Hussman’s
suggestion is to consider a stronger
defense. His greatest successes
have been when ohis investment
outlook was aligned with valuations
and market internals, and his funds
greatest disappointments have
been when it was not. Both factors
are unfavorable at present, and his
and other smart money is aligning
accordingly.

The following is only one of many
examples:
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e Cumulative S&P 500 total return restricted to periods of Fed easing (67% of history)
—Fed easing and S&P 500 above 200-day average (48%)

~ S&P 500 above 200-day average (71%)

w Market return/risk classification strictly positive (61%)

—— Market return/risk classification matches 6/19/15 and Fed easing (6%)

~——— Market return/risk dassification matches 6/19/15 regardless of Fed stance (8%)




Gordon T Long

Market Research & Analytics www.GordonTLong.com

$140 Billion Bond Fund Goes To Cash As It "Braces For Bond-Market Collapse" 06-22-15 ZH

Recently, it's become readily apparent that some of the world’s top money managers are getting
concerned about what might happen when a mass exodus from bond funds collides head on with a
completely illiquid secondary market for corporate credit.

Indeed, bond market illiquidity is the topic du jour and has almost become something of a cliche
among pundits and mainstream financial media outlets years after we first raised the issue in these
pages. But just because something has become fashionable to discuss doesn’t mean it’s not worth
discussing and indeed, we're at least pleased to see that the world is suddenly awake to the fact
that a primary market supply bonanza catalyzed by rock-bottom borrowing costs and yield-starved
investors could spell disaster when paired with shrinking dealer inventories.

For illustrative purposes, here’s a look at turnover in corporate credit...
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Chart: Barclays

...and a snapshot of shrinking dealer inventories and ballooning bond funds...


http://www.zerohedge.com/news/2015-06-22/140-billion-bond-fund-goes-cash-it-braces-bond-market-collapse
http://www.zerohedge.com/sites/default/files/images/user92183/imageroot/2015/06/BarclaysIGHYLiquidity.jpg
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Problem with rising rates — MF assels too large But there are other investors — corporate holdings
vs. dealer inventory by investor type
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Figure 7: Market depth in 10y US Treasuries
5-day average of tightest three bids and asks eact

What all of these charts show is that day, measured in $mn for 10y US Treasuries
whether you’re talking about corporate
credit or “risk free” government debt,

liquidity simply isn’t there and as was on

...and finally, here's UST market depth...

full display last October, wild swings in 600 1
illiquid markets will be exacerbated by
the presence of parasitic HFTs. 500 -
Meanwhile,

400 1

e Treasury market participants
are shifting to futures and,

e Corporate bond fund 300 1
managers are using ETFs to
offset “diversifiable” outflows,

e A phenomena which prove
investors are actively avoiding
credit markets by resorting to 100
derivatives, a practice which
only serves to make the
underlying markets still - -
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http://www.zerohedge.com/news/2015-06-15/investors-ditch-cash-market-futures-treasury-liquidity-evaporates
http://www.zerohedge.com/news/2015-06-13/how-fund-managers-use-etf-phantom-liquidity-avert-meltdown
http://www.zerohedge.com/sites/default/files/images/user92183/imageroot/2015/06/DealerInventories.jpg
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A SCARE COMING WHICH WILL FORCE CENTRAL BANKS TO THE NEXT LEVEL

OUR BIG PICTURE
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3-3-5 EXPANDED FLAT
MULTI-DECADE CORRECTION

DRILLING DOWN

There is major support at the converging Long Term Trend Channels
In Q3 2015 annotated by the red circle.

Channel 2
2011 - current
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YOUR READING HOMEWORK:

1. THE ILLUSION
= Don’t Fight The Market 06-21-15 Alhambra Investemtn Partners
= All Their Eggs in Janet's Basket 06-22-15 John Hussman
2. THE EQUITY MARKET PROBLEM - One of Them
= "Debt Gone Wild" - Debt Funded Stock Buybacks Soar 06-22-15 Lance Roberts
= The Long Expansion 06-22-15 Ed Yardeni
3. THE BOND MARKET PROBLEM
= -$140 Billion Bond Fund Goes To Cash As It -Braces For Bond-Market Collapse 06-22-15
TCW Group / JP Morgan via ZH
4. NERVOUSNESS
= The "Smart Money" Just Sold The Most Stocks In History 06-23-15 BOAML via ZH
=  Pop Goes The Bubble 06-23-15 Dmitry Orlov via ClubOrlov blog,
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Gordon T Long is not a registered advisor and does not give investment advice. His comments are an expression of opinion only
and should not be construed in any manner whatsoever as recommendations to buy or sell a stock, option, future, bond, commodity
or any other financial instrument at any time. While he believes his statements to be true, they always depend on the reliability of his
own credible sources. Of course, he recommends that you consult with a qualified investment advisor, one licensed by appropriate
regulatory agencies in your legal jurisdiction, before making any investment decisions, and barring that you are encouraged to
confirm the facts on your own before making important investment commitments.

© Copyright 2015Gordon T Long. The information herein was obtained from sources which Mr. Long believes reliable, but he does
not guarantee its accuracy. None of the information, advertisements, website links, or any opinions expressed constitutes a
solicitation of the purchase or sale of any securities or commodities. Please note that Mr. Long may already have invested or may
from time to time invest in securities that are recommended or otherwise covered on this website. Mr. Long does not intend to
disclose the extent of any current holdings or future transactions with respect to any particular security. You should consider this
possibility before investing in any security based upon statements and information contained in any report, post, comment or
suggestions you receive from him.
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