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QUARTERLY INVESTMENT OUTLOOK 
JANUARY 2015 

 
SUMMARY 

• U.S. real GDP growth is tracking at 2.2%, which is roughly in line with real income less transfer 

payments.  This is close to estimated potential GDP growth of 2% (.5% from labor force plus 

1.5% labor productivity). 

• Bloomberg consensus growth estimates for 2015 are 3% for the U.S. economy.  This seems high.  

Nevertheless, growth should get a boost from an accommodative Fed, modest fiscal drag, low 

interest rates and the recent decline in oil prices. 

• The Eurozone will continue to struggle under the weight of high debt/GDP in the peripheral 

countries, which may be exacerbated by the ECB’s inability to initiate QE.  However, following 

the Asset Quality Review, banks should be more willing to extend credit to small businesses and 

households.  Low interest rates and oil prices should also buoy aggregate demand, coupled with 

the lagged effect of a weaker euro.  Eurozone equities remain cheap as they trade at roughly a 

50% discount to the U.S. on a cyclically adjusted price earnings ratio.  The bar for a period of 

outperformance is low.  The European Economic Surprise Index has bottomed and is moving 

higher.  Spanish banks look attractive! 

• In Japan, Abenomics (code word for massive yen devaluation), has generated a yoy inflation rate 

of 0.9%, with the country still mired in recession.  Unfortunately the "third arrow" (consisting of 

structural reforms) is nowhere to be found. Other Asian nations have seen their currency weaken 

recently, so it's unclear whether Japan's strategy is working. 

• A recent PBOC decision to lower policy rates in China has boosted investor confidence. The 

Shanghai Composite has broken out of a seven year bear market.  Borrowing costs remain high 

for small businesses, which has resulted in a lack of credit demand.  More stimulus will be 

needed! 
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• The above average strong performance of long duration U.S. treasuries is getting "long in the 

tooth."  Early in 2014 few investors were concerned with deflation.  Most expected yields to rise 

and maintained fixed income portfolios that were short duration.  The collapse in oil prices, due 

largely to a supply shock, has caused bond investors to panic into treasuries, extrapolating that 

the decline in inflation expectations will lead to a decline in general price level inflation.  We 

take this as a contrarian signal and expect to dial down our risk profile and reposition fixed 

income portfolios to average duration on future market strength. 

• While modest U.S. growth and stable inflation is positive for U.S. equities, at 16x forward 

estimates the S&P 500 has already discounted this "goldilocks" environment.  However, 

valuations have rarely been a good market timing tool.  With the Fed on hold, possibly for all of 

2015, the market could witness a classic melt-up.  We intend to continue de-risking our client's 

portfolios and have officially adopted a cautious investment strategy.   

 

MACRO TRENDS 

 This section will be attenuated due to the inclusion of an analysis of the outlook for oil and the 

energy sector. 

 Virtually all of the key indicators which measure the health of the U.S. business cycle, support 

our outlook for modest growth in 2015.  Doug Short, noted economic historian and business cycle 

analyst, follows what he calls "the big four economic indicators."  These important measures of the 

economy were deemed "key indicators" by Dr. Geoffrey Moore, founder of the National Bureau of 

Economic Research. 

 As shown in the table below, the "big four" have expanded through October 2014, albeit at a 

slow pace.  Only industrial production, a volatile series, registered negative growth. 
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 Viewing the indicators on a yoy basis can capture the cyclical strength/weakness.  As an 

example, the yoy change in real income less transfer payments shows a +2.3% gain.  Real retail sales 

expanded at a yoy rate of +2.6% in October, 2014. 

 We also monitor the growth in commercial and industrial loan demand, an important indicator of 

business credit demand.  Over the thirteen weeks ended 11/19, loan demand has slowed and is virtually 

unchanged.  However, the yoy change of +11.1% continues to show strength.  Business borrowing 

usually reflects changes in inventory levels.  It will be important to see a pickup in loan demand over the 

intermediate term.  The slowdown over the past thirteen weeks could reflect weakness in tradable goods 

prices.  Should business come to expect lower prices, they would be less inclined to hold inventory.  

However, the U.S. economy is still largely leveraged to services where there is little evidence of price 

deflation. 

 Other economic indicators suggest that 2015 should be another year of growth.  These include 

the yield curve, M2 growth, unemployment claims, railcar loadings, truck tonnage and electric power 

output.  The Citibank U.S. Economic Surprise Index remains above zero, which suggests that recent 

economic results have on balance exceeded analyst expectations. 

 

 
                   Courtesy:  Yardeni.com 

OUR TAKE ON OIL 

 The Energy Sector has been a long standing recommendation.  We continue to believe that oil 

consumption will grow in the 1-2% range over the next several years, boosted by growth in China, 

where per capita consumption is less than 5 barrels per year.  As China's urbanization continues, growth 

in auto sales and housing support our optimistic demand forecast. 

 It is estimated by the Energy Information Agency (EIA) that global supplies exceed demand by 

roughly 600 thousand bbl/day.  Presently, OPEC production is 30.6 million bbl/day.   This supply glut 
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has pressured the benchmark Brent crude price downward by 35% to $70/bbl.  We believe OPEC has 

the means to reduce production to balance the market.  However, the lack of discipline, particularly 

among the non-Gulf States producers, resulted in the November 27th decision to maintain their official 

30 million bbl/day quota.  With only Kuwait and Qatar able to balance their fiscal budgets at today's 

lower price, we expect pricing discipline to return to the market.  The old adage of "nothing will cure 

lower prices like lower prices" still prevails.  We estimate 5% of U.S. production will be shut in.  

Already, the U.S. oil rig count has declined in 4 of the last 6 weeks.  We expect Gulf States producers to 

cut by 300K barrels and the remaining OPEC members, ex-Libya, to cut by 300,000 barrels.  This 

combined should balance the market.  According to Yardeni Research, U.S. production is already down 

by 500,000 barrels to 9.1 million bbl/day from September 12th through November 14th. 

 The Bakken shale, located in the NW North Dakota, produces roughly 1.1 million bbl/day of 

crude oil, up from 200,000 bbl/day in 2007.  It has been the primary engine of U.S. petroleum 

production growth.  The basin lacks an adequate pipeline system.  Therefore, roughly one-half of the 

crude produced is shipped via rail tank car to refineries on the East coast and down to the Gulf. It is also 

shipped west to the Puget Sound.  The added transportation costs, as well as the long journey the oil 

must travel, has resulted in significant discounts to the WTI price, as much as $20/bbl since 11/28.  

Bakken oil is estimated to cost $40/bbl to produce.  Therefore, many producers are probably losing 

money and generating negative free cash flow, given present discounts.  As such, we believe U.S. 

production growth estimates of 1.1 million bbl/day in 2015 could be significantly reduced, given the 

importance of the Bakken to overall U.S. production.  

 There are those who contend OPEC is out to destroy U.S. shale producers.  We believe this is 

untrue.  OPEC needs to counter balance U.S. shale production.  Should the U.S. lose a substantial 

portion of its production, risks to OPEC would rise dramatically.  The last thing OPEC needs is a price 

spike!  This would only serve to hasten the death of fossil fuels as an energy source, encouraging the 

development of alternative energy technologies. 

 As for Energy equities, the recent decline resulted in a test of the 2009-14 trend line (see chart to 

follow).  Sentiment surveys reflect heavy pessimism, with roughly 20% of investors bullish, a positive 

sign going forward.  Meanwhile, futures traders are heavily short as a percent of open interest, a 

potentially bullish setup.  Also, the June 2017 futures Brent price has declined by $19 bbl versus $35 for 

the spot price.  In short, the market doesn't believe the current price weakness will last.  We are 

maintaining our core energy position.  Energy equities are traditionally a late cycle performer, and are 

ranked the "best performing sector" twelve months prior to the Fed rate increase, according to BCA 

Research. 
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           Courtesy: Finviz 

THE STOCK MARKET-Fundamental Trends 

 Various measures of equity market valuation show that stocks are fully valued.  We will examine 

several that are widely used by analysts.  The cyclically adjusted price earnings ratio, which smooths 

earnings over a ten year period (adjusted for inflation) stands at 25x.  This measure is commonly 

referred to as the Shiller P/E, named after its founder Robert Shiller or the p/e 10.  Since 1981, the p/e10 

has had a mean of 16.6x.  At 25x, the current p/e 10 is in the upper quintile of historical valuation data, 

and stands at 51% above its mean.  Adjusted for the long-term market trend (using regression analysis) it 

is 40% above trend valuation. 

 

  

 The second popular valuation measure, called the Buffet Indicator, relates corporate equities to 

quarterly GDP.  This measure stands at 131%, higher than at the market peak in 2007.  Only at the all 

time peak of 153.6% in 2000 was the indicator higher than its present level.  The mean valuation since 

1950 was 68.8%. 
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 Our third favorite measure of valuation compares the inflation adjusted S&P 500 Composite 

Index with a regression to the trend since 1871.  The latest observation, across over 14 decades of 

market history shows real stock prices to be 93% above trend.  To be fair, this period of excessive 

valuation has lasted for two decades. 

 

 

  

 Valuation measures are most useful as they offer investors historical perspective.  Also, the 

cardinal rule of investing comes into play i.e. the more overvalued a market becomes, the lower the 

expected future returns.  As such, we continue to de-risk our client's portfolios emphasizing 

domestic/defensive sectors/industries.  Should zero interest rates remain in effect through 2015, stock 

prices could enter "bubble territory," much as they did in 1987. 

 We are of course aware that years following mid-term elections generally produce positive 

returns.  Also, years ending in "5" tend to be the strongest years of the decade i.e. 2005, 1995, 1985, 
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1975, 1965 etc.  However, history suggests there is also a tendency for stock prices to peak every "7" 

years i.e. 1980, 1987, 1994, 2001, 2008, 2015? 

BOND MARKET 

 We have maintained an above average duration position in 2014.  This enabled us to outperform 

the Barclay's Credit Government Index.  Entering 2014, most investors were positioned for higher 

yields.  We were concerned that many economists were too optimistic regarding global growth, as there 

were signs that emerging markets were slowing, led by China.  In July, inflation breakevens peaked at 

2.28% (ten year maturities) and declined steadily to the present level of 1.8%.  This coincided with a 

peak in oil prices as WTI crude peaked at 107/bbl in June and declining to 68/bbl.  This is a decline of 

36%.  Raw industrial prices peaked in early August at 130.5(JOC Index) declining to 117 presently, a 

decline of 10%. 

 This wide disparity between the performance of oil when compared to the index of industrial 

prices, suggests that the former was more influenced by overproduction.  Viewed on a yoy basis, crude 

is down 27% with industrial commodities down 4.7%.  With a pervasive slowdown in global growth in 

2014, there has been some demand driven weakness.  However, the sharp decline in oil versus other 

industrial commodities, suggests most of oil's weakness was supply rather than demand driven. 

 In the end, commodity prices are an important component of inflation.  Nevertheless, over time, 

the correlation between commodities and general price inflation is less clear.  This is due to the fact that 

general price inflation is largely effected by services, such as health care, insurance, housing etc.  As 

such, the bond market is geared to the trend in general price inflation.  As shown in the chart below, 

both common measures of general price inflation, the CPI and PCE deflator, show that inflation trends 

have been stable in the 1.5%-1.7% range over the past six months, albeit well below the Fed target level 

of 2%. 

 
         Courtesy:  Yahoo Finance 
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 We believe that bond investors have come full circle in 2014.  Early in the year there was little 

concern about deflation.  Now everyone is voicing concern over the possibility that the global economy 

may be trapped in a deflation, which has recently been made worse by the collapse in crude prices.  We 

disagree for reasons discussed above. 

 Now that deflation is on bond investor’s radar screens, and investors have positioned themselves 

accordingly, moving from below average to average duration versus their benchmark, we are dialing 

down our duration risk profile a notch from above average to average duration.   

 

RISK FACTORS 

• The Fed raises interest rates prematurely 

• An asset bubble in equities pops in 2015 

• European periphery experience another debt crisis 

• A collapse in oil prices could elevate geopolitical risk 

 

 
John Cooper, CFA, Jason Cooper 
January 2015  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
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.  


