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QUARTERLY INVESTMENT OUTLOOK 
MARCH 2019 

 
SUMMARY 

• The December 2018 selloff provided buying opportunities in stocks relative to bonds, and 
cyclicals (energy, basic materials, technology, and industrial sectors) relative to defensives 
(utilities, consumer staples, and healthcare sectors).  The last time that a selloff of this magnitude 
occurred was at the beginning 2016, a period that warrants further examination due to the many 
historic parallels that can be drawn between then and now. 

• The selloff was dramatic in volume.  The ensuing rally has been strong and broadly-based.  
However the average active manager did not re-enter the market and has excessive holdings of 
cash. 

• Leading economic indicators that we track signal a continuing domestic economic expansion.  
Given that ninety-five percent of bear markets occur during a recession, we have a high degree 
of confidence in forecasting the continuation of the current bull market over the next twelve 
months. 

• Technical and fundamental analysis, however, indicates that we are in the late stages of both the 
investment and business cycles.  Historic trends support overweight positions in stocks and 
commodities and underweight positions in fixed income securities. 

• The Federal Reserve has changed their outlook for the future level of the Fed Funds rate and 
their balance sheet runoff.  The dramatic scaling back of expectations for Quantitative 
Tightening supports our thesis that the Fed will be forced to monetize the federal debt.  Past 
episodes of debt monetization have resulted in an periods of higher inflation. 

• The airline industry has undergone a significant consolidation that has provided the big four with 
immense pricing power.  We initiated a position in Delta Air Lines, Inc. (DAL) to take 
advantage of this trend. 

 

LESSONS FROM 2016 

During the fourth quarter of 2018 the S&P 500 generated a total return of -13.51%.  This was the third 

major correction since the bull market began in March 2009.  It is difficult to consistently time market 

corrections.  Investors who are lucky enough to sell before prices decline often fail to buy back their 

positions and are left chasing the market higher.  Our strategy was to use the brief reaction in prices as a 

buying opportunity.   
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The final capitulation occurred Christmas week on immense volume. In fact, the magnitude of the 

decline can be observed in Stuyvesant's Stock-to-Bond and Cyclical-to-Defensive models.  These 

contrarian models look at the relative price performance of competing asset classes and signal when 

certain assets have underperformed to a statistically significant degree. 

 

For example, in late December the price of stocks underperformed the price of bonds by more than 2 

standard deviations on a trailing quarter-basis.  Assuming normal distribution prices only trade at this 

discounted level approximately 2.1% of the time. 

 

source: Stuyvesant Capital Management Corp. 

Similarly, the price of cyclical stocks (energy, basic materials, technology, and industrials) 

underperformed the price of defensive stocks (utilities, consumer staples, and healthcare) by more than 

1.5 standard deviations.  Prices of cyclicals are only this cheap approximately 6.5% of the time 

assuming a normal distribution. 

 
source: Stuyvesant Capital Management Corp. 

 

These models had comparable selloffs at the beginning of 2016.  There are multiple similarities between 

early 2016 and late 2018 that warrant further discussion. 

 

Buy stocks signals 

Buy cyclicals signals  
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In December 2015 the Federal Reserve hiked the Fed Funds rate for the first time in this economic 

expansion.  At the time their dot plot projected that the members of the Federal Reserve Board expected 

to increase interest rates four additional times in 2016.  Due to weaker than anticipated growth and 

inflation readings, however, the Fed was forced to the sidelines and raised rates only  once in December 

2016.  Similarly the Fed hiked interest rates in December of 2018 and guided that an additional two to 

three rate hikes would be appropriate in 2019.  Less than a month later the Fed capitulated.  Not only has 

the market forecasted that an interest rate cut is more likely than an interest rate hike in 2019, but the 

Fed has signaled that it will likely prematurely end its Quantitative Tightening program.  In both 

situations the Fed responded dovishly to market corrections. 

 

In the first quarter of 2015 the growth rate of GDP peaked at 3.8% and substantially decelerated 

throughout 2016.  The US economy only expanded at a rate of 1.5% for 2016, which was below the 

Fed's estimated potential rate of economic growth.  The domestic growth rate peaked at 4.2% in the 

second quarter of 2018, then fell to 3.4% in the third quarter, and 2.6% in the fourth.  The New York 

Fed Staff Nowcast model predicts a 1.4% growth rate for the first quarter, which is lower than the 

estimated potential growth rate of 1.8%.  We believe that this year's domestic expansion will undershoot 

analyst expectations, similar to what occurred in 2016. 

 

The Chinese authorities undertook significant fiscal stimulus at the beginning of 2016.  These 

stimulative measures were primarily geared towards the manufacturing and infrastructure sectors.  At 

the beginning of this year the Chinese government signaled that it would again increase fiscal stimulus.  

Moreover, it appears that China and the US are likely to announce a resolution to their trade spat.  

Already consumer confidence in China has increased to the highest level in over a year and credit is 

expanding.  We expect that the Chinese economy will shift from a headwind to a tailwind just like in 

2016. 

 

If these economic similarities are mirrored in the markets then we would expect that cyclical 

equities will continue to outperform defensives, international equities will outperform domestic 

(especially the emerging and frontier markets), stocks will outperform bonds, and value stocks 

will outperform growth. 

 

DID THE SELLLOFF CATCH INVESTORS OFFSIDE? 

The market rebounded by approximately 20% from December's low.  The rally has been broad as 

evidenced by the New York Stock Exchange advance-decline line, which plots the daily difference 
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between the number of stocks on the NYSE that are advancing versus those that are declining.  This 

technical indicator recently made a new high, demonstrating that the rally has been stronger for the 

average stock than the one that occurred in mid-2018. 

 
source: www.stockcharts.com 

 

Periods of heightened market volatility provide unique opportunities for active managers to take 

advantage of irrationally priced securities.  This begs the question: was the cash that was raised in 

December's high volume selloff reallocated to undervalued securities? 

 

The recent Bank of America Merrill Lynch 

Global Fund Manager Survey for February  

2019 shows that cash is the most statistically 

over-allocated asset class.  In fact, based on the 

reported z-score, funds only have this level of 

excess cash on hand 11.5% of the time.  

Contrarily equities were the most under-

allocated asset class in the survey with a z-score 

of -0.9.  This means that funds are only 

underweighting equities to this degree 18.4% of 

the time.   

 

Investors are positioned underweight equities and overweight cash.  Given the speed and 

magnitude of the recent equity advance, we believe that this is a contrary bullish development.  

There is an increasing risk that the fund managers will be forced back into the market as they 

underperform their benchmarks.  We believe that this decreases the probability of a material 

correction and would expect any pullback to be shallow as excess cash is redeployed. 
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LEADING ECONOMIC INDICATORS POINT TO AN ECONOMIC EXPANSION 

We believe that we are in the late stages of the business and investment cycles.  Ninety-five percent of 

bear markets are associated with recessions, which historically last an average of nine months.  Since 

1950 the average drawdown during a bear market has been 35%.  We monitor several indicators that 

have strong predictive power in identifying recessions.  Our favorite is the Conference Board Leading 

Economic Index.  The Index for December 2018 was 111.7, down slightly from 111.8 in November.  It 

has been roughly flat for the past four months.  The Conference Board press release containing the LEI 

data noted the growth of the index in the second half of 2018 was in line with a 2% growth in the real 

economy.   

 

The chart below transforms the LEI into a momentum indicator by calculating the 12-month moving 

average of the 12-month rate of change.  The latest reading at 5.96% signals continuing growth in the 

U.S. economy with no imminent threat of recession.  The change in the index from positive to negative 

is a recession signal and ranges from a lead time of 9 months to a lag of 5 months since 1960 (average 

lead time at 1 month).  This metric continues to signal a healthy expansion. 

 

source: www.dshort.com 

 

RISK ASSETS AND THE BUSINESS CYCLE 

Dr. Martin Pring, an acclaimed Technical Analyst, developed a schematic for integrating investments 

with the business cycle.  As shown in the chart to follow, the business cycle is depicted as a sine wave 

and divided into six stages. 
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source: Pring Turner Capital Group 

 

We believe that we are currently in the fourth stage of the business cycle.  During this period investors 

are advised to avoid bonds, with preferred risk assets being commodities and stocks.  Our investment 

strategy is overweight equities with a particular emphasis on certain commodity equities. 

 

This belief is supported by the strength in the labor market.  The chart below shows the inverse of the 

U.S. Civilian Unemployment Rate. We believe the unemployment rate is the best tracker of the business 

cycle.  It is derived from the monthly household survey, which includes both agricultural workers and 

the self-employed.  It excludes government agencies and is taken from approximately 60,000 eligible 

households.  We believe that stage four begins when the unemployment rate declines beneath the non-

accelerating inflation rate of unemployment (NAIRU).  Below this level of unemployment the inflation 

rate begins to accelerate. 

   
source: FRED 

 
The Fed believes that the NAIRU rate is roughly 4.6%.  With the current rate at 4%, the US economy is 

deemed to be at full employment.  As long as this condition exists, expect wages to rise and inflation to 

accelerate.  Each business cycle is unique and will rarely, if ever, be a perfect sine wave as shown in the 

Pring Turner Model.  The current cycle is almost ten years old, roughly twice as long as the average.  

Moreover the labor force participation rate (ages 25 to 54) has been rising since 2016 and is presently at 
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82.1% (see chart to follow).  This may be contributing to recent upward pressure on the unemployment 

rate, which would normally be viewed negatively.  However, in the current cycle more entrants into the 

labor force should be considered a positive factor as it may indicate that the potential rate of growth that 

can be derived from the labor is underestimated. 

 

source: www.dshort.com 

CAN THE FED TIGHTEN? 

Past Investment Outlooks have examined the US fiscal position.  We have hypothesized that due to the 

increase in the ratio of Federal Debt-to-GDP that the Federal Reserve will become the buyer of last 

resort for Treasuries and monetize the federal debt.  Recent actions taken by the Federal Reserve lead us 

to believe that the Fed never truly believed they would be able to renormalize their balance sheet.  The 

January FOMC minutes indicated that members, "widely favored ending the runoff of the central bank's 

balance sheet this year while expressing uncertainty over whether they would raise rates again in 2019," 

(Bloomberg).  We are naturally curious about their motivation behind this decision; however it becomes 

more understandable when you analyze trends in Treasury purchases. 

 

The chart to the right depicts total ownership of U.S. 

debt held by foreigners and US investors.  There has 

been a major divergence in the behavior between these 

groups.  Foreign investors maintained their absolute 

exposure to Treasuries since 2014, which indicates that 

their relative exposure (Treasuries as a percent of total 

investments) is declining.  By contrast US investors 

have increased their Treasury purchases at a constant 

rate. 
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If Treasury yields begin to rise then US investors are unlikely to continue to allocate capital to a 

depreciating asset class.  The lack of buying from both domestic and foreign investors could put 

additional upward pressure on Treasury yields, which would be exacerbated by the growing deficit 

(greater supply).  We believe that the Federal Reserve is attempting to mitigate this risk by reversing 

their hawkish policy.  If we are correct then we would expect to see the Fed's balance sheet begin to 

expand over the next twelve to eighteen months. 

 

It is noteworthy that gold prices have risen by over 

$100/ounce to $1330/ounce for a +8% gain.  Gold is 

sensitive to changes in inflation, especially when 

those changes are driven by debt monetization.  In 

fact, while foreign investors have been decreasing 

their exposure to US Treasuries, they have been 

substantially increasing their gold purchases.  Central 

bank demand for gold in 2018 was the highest that it 

has been since Nixon closed the gold window in 1971 

(chart to the right).  As a result we are comfortable 

maintaining our short duration, long Treasury Inflation Protection Securities, and overweight 

gold miner positions.  All of these securities should benefit immensely if these trends continue.  We 

will continue to monitor these trends and report on important developments. 

 

PORTFOLIO ADDITIONS 

We manage separately managed accounts so our clients have different risk tolerances, guidelines, and 

restrictions.  As a result, not all portfolios are managed in the same manner and do not contain the same 

securities.  We hope that you find the following investment rationale insightful. 

 

Delta Air Lines, Inc. (DAL): provides scheduled air transportation for passengers and cargo in the 

United States and internationally.  It is part of the Airline industry, which is part of the Industrial sector.  

The firm completed a merger with Northwest Airlines in 2008 and operates hubs in Amsterdam, Atlanta, 

Boston, Detroit, London-Heathrow, Los Angeles, Minneapolis-St. Paul, New York-LaGuardia, New 

York-JFK, Paris-Charles de Gaulle, Salt Lake City, Seattle and Tokyo-Narita.  Moreover, they maintain 

a 60% share in the four American interior hubs of Atlanta (rapidly growing metropolis), Minneapolis, 
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Detroit, and Salt Lake City, which provides them with a local monopoly, allowing them immense 

pricing power. 

 

In his book The Myth of Capitalism, Jonathan Tepper highlights that 

unprecedented consolidation in the domestic airline space has 

created an oligopolistic marketplace.  He highlights that, "All US 

airlines consolidated into four major: American, Delta, United, and 

Southwest," which has resulted in extra charges associated with 

flying increasing by 264% from 2010 to 2017.  The lack of 

competition provides these companies with ample pricing power, 

which has resulted in Buffet's Berkshire Hathaway taking at least a  

5% position in all of the US major airlines, further incentivizing 

decreased competition via horizontal shareholding.  The lack of 

competition extends to the global stage where the domestic carriers have formed major joint ventures 

with their international peers.  For instance, Delta has JVs with the following companies: Air France-

KLM (10% equity stake, Europe), Grupo Aeromexico (49% equity stake, Mexico), Virgin Atlantic 

Airways (United Kingdom), Virgin Australia Airlines (Australia), Korean Air (Korea), China Eastern 

(3% equity stake and a joint marketing agreement, China).  This has resulted in a consolidation of 

international flight options. 

 

We believe that Delta Air Lines is the best managed company in the industry with a clean balance sheet.  

It has an attractive adjusted Free Cash Flow yield of approximately 15% and a 2.8% dividend yield, the 

best in the industry.  Moreover, it consistently reports the best operating performance of all of the 

airlines, which should garner customer loyalty. 

 
RISK FACTORS 

• The Fed reverses its easy money bias and continues to tighten monetary conditions. 
• Trade tensions flare between the United States and China or the United States and Europe. 
• European growth is impacted by Brexit or Italian budget negotiations with the EU. 
• US growth decelerates faster than we anticipate. 

 
John Cooper, CFA 
Jason Cooper, CFA  
March 2019  
 
The information set forth herein was obtained from sources that we believe reliable, but we do not guarantee its accuracy. Neither the information, nor any opinion expressed, 
constitutes a recommendation by us for the purchase or sale of any securities.  
 
Discussions and calculations regarding potential future events and their impact are based solely on historic information and Stuyvesant’s estimates and/or opinions, are provided 
for illustrative purposes only, and are subject to certain limitations.  No guarantee can be made of the occurrence of such events or the actual impact such events would have on any 
investment’s future performance.  


