
 

INVESTMENT OUTLOOK JANUARY 2016               
   

1

QUARTERLY INVESTMENT OUTLOOK 
JANUARY 2016 

 
SUMMARY 
 

• The Fed is determined to increase the Fed funds rate on 12/16.  Our concern is that they could be 
making a policy mistake.  The expectation of the first rate increase in nine years has pushed up 
the value of the U.S. dollar 19% over the past eighteen months.  Depressed inflation expectations 
could pressure the Fed to pursue a shallower rate path into 2016. 

 
• A rising dollar over the past eighteen months is the equivalent of de facto Fed tightening of 

financial conditions by an estimated 200 basis points worth of rate increases. 
 

• Slowing new orders for capital goods, coupled with tepid growth in credit is signaling economic 
growth may be decelerating.  Both the GDPNOW model and Economic Surprise Index are 
decelerating. 

 
• The stock market expects earnings growth of 8% in 2016.  This may prove too optimistic unless 

the U.S. dollar corrects. 
 

• Maintain a defensive investment strategy favoring bonds over stocks and foreign equities vis a 
vis domestic. 

 
• Commodities are in a secular bear market, but the dollar could correct and decline subsequent to 

the Fed raising rates, which would give commodities a cyclical boost.  Watch Saudi oil 
production for signs the Kingdom wants higher prices. 

 
MACRO TRENDS 

Using the Economist magazine "Big Mac Index", we can get a rough approximation of the degree to 

which the U.S. dollar is overvalued.  One euro equals $1.06.  The average Big Mac sells for 3.7 euro, for 

a dollar equivalent price of $3.92.  Since a Big Mac costs $4.79 in the U.S. the dollar is 22% overvalued 

relative to the euro using the Big Mac Index. 
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Over the past eighteen months the dollar has appreciated by roughly 19% on a trade weighted basis, with 

the euro carrying a 60% weight in the basket of currencies.  We believe this has significantly tightened 

financial conditions in the U.S.  According to a recent IMF study, a 10% change in the dollar is roughly 

equivalent to a 100 basis point change in interest rates.  Therefore, the U.S. has already experienced a 

significant amount of Fed tightening through a change in the value of the dollar.  Classic economic 

theory suggests that once interest rates reach zero bound, the impact of monetary policy on economic 

activity is severely limited.  In order to stimulate growth, fiscal policy must pick-up the slack.  Political 

stalemate exists in the U.S., effectively eliminating the fiscal option.  The country can choose to deflate 

internally (via wages and prices), which is neither politically viable nor the correct policy option, or 

devalue its currency! 

 

According to BCA Research, the value of the dollar historically has risen when the real Fed funds rate 

has been increased.  During the current period of dollar strength, the real Funds rate has remained 

unchanged.  BCA reasons that the driving force behind the rise in the dollar can be explained largely by 

the weakness in the global economy, which caused foreign central banks to lower interest rates, and with 

it their currencies.  With most central banks following easy money policies (the exception being the 

Fed), global growth gets redistributed from the U.S. to EM, euro zone, Japan etc.  Growth is 

redistributed while aggregate demand is unaffected.  M2 money supply growth has slowed from a 6% 

annual rate to a 4% rate over the past four months.  The monetary base, which is the source of future 

money growth, has slowed even more rapidly, from 2.8% annual rate to -6.8% over the latest four 

months.   

 

The demand for credit by business appears to be slowing, although at 11% yoy it is still healthy (see 

chart to follow).  The Fed Bank of Atlanta GDPNOW tracker model is currently estimating real GDP 

growth in the 4Q15 at 1.5% annual rate.  Their forecast (based on real time data flow) has been revised 

downward sharply throughout the month of November.  Citibank's Economic Surprise Index is also 

trending lower.   
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Bottom Line:  Our analysis indicates monetary conditions are tightening, while economic activity is 

slowing.  This is not the ideal time for the Fed to be raising rates.  Perhaps the dollar, which is stretched 

both technically and fundamentally, will soon peak.  The trend in market rates should soon turn lower, 

providing the impetus for a lower dollar.  The gold price should also begin to trend higher.  A weak gold 

price is another signal that Fed policy is too restrictive. 

 

THE STOCK MARKET - Fundamental Trends 

The stock market has struggled to trend higher since December 2014.  It is noteworthy that the market's 

lackluster performance generally coincided with dollar strength, which has imparted a deflationary 

impulse to S&P 500 revenue growth.  Declining oil prices, through their negative impact on energy 

sector, has also impacted market returns.  As such, this is an appropriate time to update our outlook for 

oil prices.  

 

We foresee the international oil market reaching equilibrium by mid 2016.  A rebound in the global 

economy led by China, should take hold, driving oil consumption up by 1.2 million bbl/day to 95.7 

million bbl/day in 2016.  This represents an annual increase of 1.3 percent and is a decrease from 1.8 

million bbl/day added to demand during 2015.  World output, estimated to be roughly 95.7 million 

bbl/day in 2015, could be unchanged in 2016, with an decline of 500,000 bbl/day coming from U.S. 

shale oil (already down by 500,000 bbl/day since peaking in April 2015), offset by Iran adding 500,000 

bbl/day to world supply.  We are estimating flat OPEC production in 2016. 
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OPEC has been incentivized to maintain peak production in excess of 31.6 million bbl/day in order to 1) 

drive out the marginal U.S. producer, 2) since oil receipts are paid in dollars, the strong currency has 

been an indirect support to OPEC's strategy of maintaining maximum production.  A decline in the 

dollar should therefore serve as a disincentive to overproduce.  From a geopolitical perspective, during 

the Saudi's visit to Moscow in October, it was noted in the Wall Street Journal that Putin stated he was 

prepared to see Iran's presence in both Syria and Yemen contained.  Perhaps the Saudis and Russians 

made a deal to cut oil production.  Saudi production has decreased to 10.1 million bbl/day in October a 

reduction of 125,000 bbl/day from June.  The Kingdom is very concerned that global energy 

investments  has been slashed by $200 billion. 

 

Iraqi oil production, which has increased to over 4.0 million barrels/day (3.6 million bbl/day for export) 

as of October 2015, will be hard pressed to hold at current rates into 2016.  The country's budget at 

$99.6 billion for 2016, includes a deficit of $25.8 billion (assuming a $45 price/bbl.).  Central bank 

reserves dropped sharply from $78 billion at the end of 2013, to roughly $59 billion in mid-2015.  As a 

result, the Iraqi Dinar has declined sharply.  We assume the 550,000 bbl/day sharing agreement with 

Kurdistan Regional Government is maintained in 2016. 

 

The major impediment to maintaining production involves a combination of commercial, financial and 

technical problems.  In the south, (75% of the country's production) infrastructure projects are facing 

significant delays.  Export network and storage capacity are insufficient, according to a recent study by  
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Brookings.  Water injection projects are facing significant delays.  Production targets will likely fall 

short of the Ministry of Oil's forecasts in the short-run, and flat production is the likely outcome for 

2016.   

A weak currency is an incentive to overproduce, but it also inhibits payments to international oil 

companies, who effectively are financing working capital shortfalls. Geopolitical risks are elevated with 

Iran's desire to increase production in 2016.  We believe the Iranians have considerable leverage over 

the Iraqi southern production outcomes. 

 

With Saudi oil production at maximum levels and five of twelve OPEC oil states recording production 

declines in 2015, we are assuming flat OPEC production for 2016. 

 

The OPEC meeting in Vienna on 12/04 concluded without any formal agreement to cut production.  Oil 

prices dropped by 2-3%.  Their ceiling was increased from 30 million bbl/day to 31.5 million bbl/day, 

but this is merely a formality.  We believe the reason for maintaining status quo was not simply to 

maximize market share (which has remained relatively stable over the past three years), but an 

affirmation of the fact that, over the short-run, OPEC production simply can't be increased, and could 

well decline.   

 

Latest IEA date shows OPEC production down by -256,500 bbl/day between October/September, with   

-195,400 bbl/day accounted for by Iraq.  Total OPEC production in October was 31.382 million bbl/day,     

versus 31.638 million bbl/day in September.  Saudi production, OPEC's second largest producer was 

down -72,000 in Oct./Sept.  Saudi production has been unchanged since 2Q 2015. 

 

We believe reaching oil equilibrium is 2016 is a distinct possibility.  However our forecast hinges on 

OPEC production being flat, with Iran increasing their production by 500,000 bbl/day.  As the second 

largest OPEC producer, Iraqi production will be the key swing factor.  Production in Iraq has shown the 

greatest growth of any OPEC country since 2011, rising by roughly 2 million bbl/day to just over 4 

million bbl/day in October 2015. 
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As shown in the chart below, S&P 500 earnings are estimated at $127 for 2016.  That could represent a 

gain of 8% from 2015, a year of flat earnings growth.  The market is trading at 16.4x price/earnings for 

2016, above its 10-year average of 14.2x.  Noteworthy, according to Factset is that nine out of ten 

sectors have p/e ratios above their 10-year average, Telecom Services (12.0 vs. 14.7) being the lone 

exception. 

 
          Chart: Courtesy of Factset  
  
We believe the key to the equity market's performance next year will be: 1) whether the dollar corrects, 

or moves sideways.  A continuing advance would be deflationary for corporate profit growth and 

unequivocally bearish for stock prices. 2) continuing recovery in China's economy needs more monetary 

stimulus.  Policy makers are behind the curve.  The Kequiang Index is at multi-year lows.  At  

this juncture, we need evidence of a global recovery before stock prices can move sustainably above 

2100.  Valuations are not cheap, but neither are they excessive, with bond yields at 2%.  Valuations 

would become a problem should a "reflation trade" result in stock prices rising 5-10% from current 

levels. 
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THE STOCK MARKET - Technical Trends 

According to data from Standard & Poor's (Barron's 12/7/15), U.S. value stocks have underperformed 

growth by 10 percentage points YTD.  Since 2007, value has lagged growth by 2.6 percentage points 

annually, the longest period of underperformance since 1926.  Growth has been heavily influenced by 

the FANG stocks.  These include Facebook, Amazon, Netflix and Google.  Add in the biotech stocks, 

which have compounded at 30% over the past three years, and value managers, like ourselves, have 

been "left in the dust." 

 

The market has been exhibiting technical weakness since the average stock peaked in May.  Over the 

past ten trading days, with the market challenging 2100 on the S&P, 77 stocks on average made new 

highs on the NYSE, with 101 on average making new lows.  This is a sign of technical market 

weakness.  The advance/decline line, a measure of market breadth, has trended sideways over the past 

six months, another sign of weakness.  Finally, 36% of stocks on the NYSE are currently trading above 

their 200-day moving average, a sign of severe weakness for the average listed equity. 

 

Add to these signs of technical weakness rising, short-term rates, a strong dollar and lack of earnings 

support, lead us to believe that our defensive investment strategy is fully warranted.  
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THE BOND MARKET 

With GDP slowing, profits weighed down by margin pressure, (rising wages and lack of pricing power) 

and PCE inflation running at 1.3%, bond yields can drift lower into 2016.  Moreover, the surplus of 

global savings is exerting a downward pull on yields.  At the time of this writing, the 10-year German 

bond yields 68 basis points.  The U.S. 10-year spread over bond yields is at 156 basis points.  The Fed is 

set to raise the rates this month at a time when growth, by our reckoning, is slowing.  The U.S. yield 

curve is flattening with short-rates rising and long-term yields drifting lower.  The 2-10 spread has 

declined from 140 basis points to under 130.  The Fed's forthcoming move should accelerate this trend.  

A flatter yield curve is itself a leading indicator of economic growth, and suggests slower growth into 

2016. 

 

 

 

 

ENERGY SECTOR TRENDS 

Shown below in the top window of the chart, is the weekly price of XLE (Energy Sector Spider).  The 

recent decline broke the long term uptrend line extending from early 2009.  It is noteworthy that, while 

XLE appears to be struggling to form a bottom, the coppock curves measuring both absolute and relative 

momentum trends are bottoming.  This may be an early signal of a positive trend change for the energy 

sector.  
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      Courtesy:  Pete Daly, MarkeTrends 

 

RISK FACTORS 

• The U.S. dollar trends higher 

• China's recovery stalls 

• Fed policy mistake slows U.S. economy 
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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.  


