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SUMMARY 

• The essence of Trumponomics appears to be 1) a tougher stance on immigration, 2) to  
renegotiate existing trade agreements if possible,  3) implementation of tariffs on Mexico/China 
ranging from 35% - 45%, 4) to reduce marginal personal tax rates from 39.6% to 33%, while 
simplifying the income tax bracket from 7 to 3, 5) to reduce corporate rates from 35% to 15%, 6) 
an increase in infrastructure and military spending, 7) to curb regulation. 

 
• Since 2009 real GDP has averaged 2.1% CAGR.  Measured on a yoy basis, the gain for 2016 is a 

meager 1.7%.  The Federal Bank of Atlanta GDP tracker is currently forecasting Q4 growth of 
2.4%, bolstered by rising consumption, residential investment and equipment purchases.  The 
outlook for increased fiscal stimulus, noted above, could result in GDP growth of 3% in 2017. 

 
• Business confidence feeds off of the consumer.  In this regard it is encouraging that the Michigan 

Consumer Sentiment, a measure of consumer confidence, came in at 93.8 for November, up from 
a forecasted reading of 91.6.  This is a positive development as the initial reaction of the 
consumer to Trump's victory was to express optimism about their personal finances and 
improved prospects for the economy. 

 
• The reaction to Trump's election was immediate and was expressed in higher stock prices, rising 

treasury yields, and a stronger U.S. dollar.  The S&P 500 at 2213 now trades 5.2% above its 200-
day moving average, which indicates an overbought market.  We are concerned that the advance 
has been narrow, with the NYSE Advance/Decline Line, a measure of market breadth, failing to 
confirm the recent new highs in the S&P 500.  In addition, our valuation analysis shows the 
market has already largely discounted expected earnings growth of 9% for 2017. 

 
• Dollar strength is pressuring corporate earnings, which just recorded their first positive yoy gain 

in seven quarters.  Margins are under pressure from rising unit labor costs and nominal revenue 
growth.  Rising interest costs will also pressure forward earnings with corporate leverage having 
risen in the past several years, due to companies buying back shares.  Domestic companies are in 
the best position to benefit, especially those with pricing power.  Oil and gas shale producers 
are our favorite industry choice. 
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• In order to move from a defensive to cyclically biased strategy, we need to see more evidence of 
1) real fiscal stimulus, 2) clear signs of a recovery in global growth, 3) a pause or reversal in the 
dollar's advance, with strength in EM currencies, 4) a steepening in the yield curve, 5) continuing 
advance in the stock/bond ratio.  Preliminary signs point to increasing economic momentum in 
both China and the U.S., which are major drivers of global growth. 
 

 
 MACRO TRENDS 
Trumponomics can be divided into two parts, those that are anti-growth and those which are pro-growth.  

On the Summary page, the first three points listed under Trumponomics are anti-globalization, 

protectionist and generally restrictive of competition.  In economic textbook terms, they inhibit the free 

flow of goods, services, labor and capital across borders.  BCA Research estimates that if these rules 

were to be enacted, U.S. GDP would be roughly 1.2% less over two years, while inflation would be 

higher as foreign companies would retaliate with tariffs on our exports.  Some of the negative effects of 

slower growth would be offset by "onshoring" of foreign production, as companies moved some plants 

to the U.S., like the Japanese auto producers did in the 1980s.  Chen Zhao, chief strategist for 

Brandywine Global, pointed out that any repeal of NAFTA or our exit from the WTO would result in a 

U.S. recession. 

 

Meanwhile fiscal stimulus, highlighted in points 4-6, focuses on tax reduction and increasing 

infrastructure/military expenditures.  For purposes of this analysis, we assume Trump ultimately 

receives 50% of the $6.2 trillion in tax cuts and $1trillion in expenditures that he has proposed over ten 

years.  We also assume a relatively low fiscal multiplier of 0.5.  This results in a gain of roughly 1% per 

annum in GDP.  It is not within the scope of this research to measure the effect of deregulation on future 

economic growth.   It is however, politically significant and will cost Trump little in the way of 

"political capital," as change can be implemented via executive order.  We expect fast and aggressive 

action on regulatory matters such as:  fostering the creation of charter schools, the use of school 

vouchers, revamping carbon emission standards issued by the EPA, expanding oil and gas drilling on 

federal land, increasing offshore drilling permits, promoting LNG exports, restructuring Obamacare, and 

limiting the scope of bank stress tests. 

 

Both the timing and the scope of Trumponomics remains unknown.  However, since the Republicans 

control Congress, we expect action on fiscal stimulus by 2H2017.  The majority of Democrats are 

already in favor of more government spending and tax cuts could be approved as part of a bipartisan 

agreement.  Tax cuts could be partially offset for by repatriation of cash held abroad in corporate 

coffers. 

 



 

INVESTMENT OUTLOOK JANUARY 2017               
   

3

One impediment that could delay the implementation of Trumponomics was recently cited in a WSJ 

editorial.  This involves the potential conflict of interest of Trump serving as U.S. President while also 

maintaining control of the Trump Organization.  Legal experts have suggested he place his controlling 

interest in a blind trust to be supervised by an independent trustee.  It remains to be seen how this 

important issue gets resolved.  Trump was elected President without having to disclose his personal tax 

returns.  As such, he may believe that he can get by without resolving this conflict of interest.  We 

believe this would be a serious lack of good judgment on his part and would "open the door" to a stream 

of criticism from both ends of the political spectrum, potentially serving to delay enactment of his 

economic agenda. 

 

In the end we believe Trumponomics will be approved, although we are concerned its anti-trade 

component could offset much of the benefits derived from its fiscal stimulus.  As such, we are taking a 

"wait and see" approach before upgrading our defensive investment positioning. 

 

Trump's economic agenda features the "borrow and build" strategy.  However, there is no free lunch.  

The U.S. budget deficit is projected at 3.2% of GDP for 2016, up from 2.5% from the previous year.  If 

current laws remain unchanged, the projected deficit will rise to 4.9% of GDP in ten years according to 

the CBO.  Under Trump's program, the Federal debt could increase to $26 trillion over the next ten 

years.  Barron's recently reported that even with zero increase from Trump borrowing, the debt could 

expand to $45 trillion over the next twenty years, due to expansion of Medicaid/Medicare spending.  

Should interest rates normalize to 4% over the next ten years, interest on our debt will exceed $1 trillion.  

U.S. tax revenue for FY 2017 is estimated at $3.64 trillion.  For FY 2016 interest expense totaled $432.6 

billion.  Even with depressed rates, interest cost is currently 11.6% of estimated FY 2017 tax revenue.  

Unless we address entitlements, which Trump says he will keep intact, the debt clock is turning into a 

ticking time bomb.  It seems to us that we are one recession away from a potential debt crisis. 
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ELLIOT WAVE THEORY AND THE STOCK-TO-BOND RATIO: 

The Elliot Wave, first observed by R.N. Elliott in the 1930s, is a technical pattern that has been 

observable in stock charts over many market cycles.  While Stuyvesant is a fundamentally driven firm, 

we do use certain technical measures in concert with our analysis.  It postulates that within phases of the 

market exist repeatable price movements, which can be delineated as impulse/motive and corrective 

waves.  Elliott’s basic five wave impulse sequence is a bullish setup that has been identified in countless 

cyclical bull markets.  It is composed of three impulse waves (1,3,5), which are periods of advancement, 

and two corrective waves (2,4), which are periods of consolidation: 

 

 

(Source: stockcharts.com) 
 
The five waves can be classified based on investor sentiment and policy action.  The first wave (1) is 

broad-based and typically born out of a recession, when overly accommodating fiscal policies have been 

established in an effort to incentivize growth and securities are excessively cheap.  This phase is often 

described as a relief rally.  The second wave (2) is a consolidation phase in which the market digests its 

first round of gains and investors await signs of economic improvement.  The third wave (3) is 

characterized as a lower-conviction rally.  Risk assets outperform as economic fundamentals improve, 

but the market is often more judicious in its security selection.  The fourth wave (4) is another 

consolidation period that is characterized as an unwinding of risk positions.  The fifth wave (5), branded 

as the final up leg or blow off phase, is known for the highly selective buying that occurs. This last wave 

of the sequence often leads to significant performance divergence between sectors and ends with over 

exuberance and monetary tightening. 
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The graph below depicts the current investment cycle on a relative basis, highlighting the  performance 

differential between stocks and bonds (as proxied by SPY and TLT respectively): 

   

 
(Source: generated internally) 

 

The stock-to-bond ratio has acted as a conduit for the basic five wave impulse sequence over many 

market cycles.  The relationship is born out of financial significance since phases 1/3/5 favor the risk-on 

nature of equities and phases 2/4 favor the risk-averse nature of treasuries.    

 

This cycle has been unique in that phases 2 and 4 have occurred over unprecedented periods of time.  A 

study by MRB Partners highlighted that the average duration for the second wave is 115 weeks and the 

fourth wave is 14 weeks.  In this cycle the second wave lasted for approximately 125 weeks and the 

fourth wave is in its 153rd week.  It is hypothesized that these phases have been protracted due to the 

geopolitical instability that has occurred during the prolonged recovery.  For example, the second wave 

may have been negatively impacted by investment uncertainty associated with the Eurozone debt crisis.  

Moreover, investor confidence has recently been impacted by the confluence of events that have 

occurred since the beginning of 2014.  These uncertainties include but are not limited to: the collapse in 

crude oil prices, GREXIT, a Chinese hard landing, BREXIT, and the U.S. Presidential election.  These 

events have elongated the global recovery and depressed investor sentiment, which has resulted in an 

abnormally long bull market. 
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The market appears to be at a critical juncture and it may transition from wave 4 to 5 as economic 

uncertainty abates.  We believe that the stock-to-bond ratio is at a significant resistance level (denoted 

by the red horizontal line) given it has been unable to break out from the last high set in the previous 

bull market, which culminated in a top on November 9, 2007.  Any sustainable cross of this level would 

lead us to conclude that we are in the fifth and final phase of the bull market, and thus assume a more 

aggressive investment position.   

 

Economic uncertainty, however, is still prevalent.  We will continue to monitor the rate at which the 

FOMC intends to normalize its policy rate as well as President-elect Trump's key policies and ability to 

implement them.  At present we believe that a policy mistake could prevent the market from entering its 

fifth wave and, for the time being, remain defensively positioned. 

 

LEADING INDICATORS SIGNAL IMPROVING GROWTH 

CHINA 

China's official data shows that the GDP expanded at a  6.7% yoy rate in the 3Q2016.  The latest reading 

of the Li Keqiang Index, which measures electricity production, rail cargoes, and bank credit was at 162, 

close to its highest reading ever recorded in 2013 at 166.  This was confirmed by the CEMAC-GS 

(China's Economic Monitoring Center-Goldman Sachs) Leading Index, which included industrial 

production, investment in fixed assets, retail sales, imports, exports and industrial profits, M2 money 

supply, financial loans etc. is trending higher at 0.5% yoy.  Moreover, both manufacturing and non-                  

manufacturing purchasing managers surveys are expanding above 51% and 53% respectively. 

                     KEQIANG INDEX      CEMAC - GS LEADING INDEX   
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U.S 

Preliminary U.S. manufacturing Purchasing Manager's Survey for November was 53.9 ahead of 

consensus and up from October's reading of 53.4.  The survey highlighted a rebound in new orders and 

an increase in business staffing.  After declining from the late 2014 peak at 58 through the May 2016 

trough at 51, the index of manufacturing activity has risen steadily.   

 

On 11/18/16 the Conference Board released its Leading Economic Index for October which increased 

0.1% to 124.5.  In the preceding six month period the index increased at close to a 1.5% annual rate,  

more than double the growth of its previous six months.  Strong contributions from the yield spread and 

average weekly manufacturing hours more than offset weakness in the initial unemployment claims and 

the ISM new orders index.  

 

 

STOCK MARKET 

According to FACTSET the latest average of "top down" and "bottom up" forecast for S&P 500 

earnings for 2017 is $131.7.  At 2200, this means the market is currently trading at 16.7x 2017 expected 

earnings.  It represents a gain of 9.1% from $120.7 expected earnings for 2016.  Earnings have been  
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roughly flat over the past three years, so 2017 represents the first year of solid earnings growth since 

2014.  The expected gain of 27% for the energy sector is driving revenue growth.  Noteworthy is that 8 

of the 12 sectors of the S&P 500 are expected to show revenue growth of less than 5%. 

 

The U.S. dollar is expected to rise by approximately 5% in 2017.  This, coupled with rising labor costs 

and interest expense, will pressure margins.  It is unrealistic to expect the S&P 500 p/e ratio to expand 

under these conditions.  It is already at an 11% premium to its long-term average of 15x.  As such, with 

the market trading at 2200, it would appear to be fully valued given an expected 9% gain in earnings for 

2017. 

 

THE BOND MARKET 

A Fed rate increase on 12/14 is pretty much a done deal.  Although the trade weighted U.S. dollar is 

only ahead by 1% since 12/31/15, it has risen by 4.4% since early November.  This represents an 

additional 40 basis points of tightening in financial conditions.  Given U.S. potential GDP growth of 1.5-

2%, this represents a significant tightening in a relatively short period of time.   

 

As shown in the chart below, courtesy of MRB Partners, there are significant differences between the 

current economic backdrop and that which existed last December when the Fed raised rates by 25 basis 

points.  Inflation expectations are rising, concurrent with an increase in raw industrial spot  
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commodity prices (up 21% yoy).  In addition, both China's and the U.S. purchasing managers indices 

are trending higher this year.  Moreover, credit spreads, as measured by the Baa/10 year treasury, are 

narrowing (252 basis points) while the stock/bond ratio has risen above its rising 40-week m.a.  Both are  

signaling the U.S. economy can absorb higher bond yields.  Nevertheless, yields have risen 70% from 

their  2016 lows, and along with surging momentum and bullish sentiment, are probably due for a pause, 

if not a retracement.  However, looking out twelve months inflation could overshoot to 3%, paving the 

way for long-term treasury yields to rise to 4-5%, before the next cyclical peak. 

      

RISK FACTORS 

1. The Fed raises rates faster than expected. 

2. Oil prices spike to $70-80/bbl. 

3. The China property market experiences a deep correction. 

4. Merkel loses her bid for re-election next fall casting new doubt over Eurozone survival. 

 

 

John Cooper, CFA 
Jason Cooper, CFA  
January 2017  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
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.  


