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SUMMARY 
 

• The 2-10 year Treasury spread has flattened by more than 50% since yearend 2016 to 
approximately 60 basis points (bps).  Core personal consumption expenditure inflation (PCE) at 
1.45% is struggling to trend higher and inflation expectations remain soft, despite wage inflation 
increasing 2.6% yoy.  The Fed could make a policy error by raising the Fed funds rate once in 
December (probability currently > 90%) and once more in March (probability currently > 60%), 
reinforcing market sentiment that inflation is unlikely to return to 2.0%. 
 

• We ultimately expect lower business taxes and expensing of capital equipment to survive a 
resolution of the House and Senate.  With the US economy operating at full employment, 
additional fiscal stimulus is likely to be inflationary to the extent that it is funded by increased 
deficit spending.  There may be some productivity benefits, but most businesses will use the 
increased cash flow to pay down debt or to increase shareholder returns via share buybacks and 
dividends. 
 

• In Germany, the 10-year bund yields a paltry 35 bps, which coupled with the strength of the 
economy and headline inflation at 1.80%, leaves financial conditions excessively easy.  
Effectively, the real 10-year bund yields -145 bps.  The average spread between the US and 
German 10-year yield is historically 40 bps.  The current spread of 200 bps is unsustainable 
and should narrow in 2018, leaving the US dollar with further room to decline. 
 

• Our analysis of recession risk indicators (the rate of change in the Leading Indicator Series) 
continues to support the notion that the business cycle is unlikely to turn down over the next 
six months.  However, other measures of growth such as the ISM Manufacturing Index and the 
U.S. Economic Surprise Index are at elevated levels.  This is typically followed by a decrease, 
which may signal a slowdown in economic momentum.  This does not indicate a recession, but 
rather a decrease in the rate of growth over the next six months. 
 

• The US equity market is significantly overvalued.  The CAPE-10 P/E Ratio stands at twice its 
historic mean and median levels.  While valuation metrics are not good market-timing tools, they 
do suggest that real forward returns are likely to be nominal when viewed over a 10-year period. 
Market leverage is excessive and could exacerbate selling should prices drift significantly lower. 
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• Preservation of capital is now paramount and value securities still trade at a significant 
discount to their intrinsic value and to the market. Our domestic equity holdings are geared 
towards late-cycle value plays, such as energy, financials, industrials, and miners.  Select foreign 
markets continue to offer relative-value and are better positioned to benefit from the global 
synchronized recovery. 

 

MACRO TRENDS 

A Capex Boom 

Corporate earnings growth of 20% in 2017/18, coupled with the Trump tax reform package (lower 

corporate tax rate and immediate capital expensing of equipment purchases) has put business spending 

on an upward trajectory.  This is evidenced by the 8.1% yoy increase in nondefense capital goods new 

orders ex aircraft (chart below).  This metric is a proxy for capital expenditures.  The last time this level 

of order flow occurred was in 2010 when the economy exited the Great Financial Crisis.  It was driven 

by President Obama's $850 billion infrastructure investment (fiscal stimulus). 

 

 
            Source: dshort.com 

 

In 2010 economic growth was weighed down by excessive leverage, an output gap estimated at 8% of 

GDP, and an unemployment rate of 10%.  As such, the impact of Obama's fiscal stimulus on economic 

growth and inflation was muted.  With the economy presently operating at full employment and with a 

zero output gap, we expect capital spending coupled with fiscal stimulus to be to lead to higher inflation.  
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Inflation Trends 

Core PCE prices have decreased from 1.8% at midyear to 1.45% in November.  The Fed cited the 

declining prices of wireless and healthcare services as having had an outsized negative impact on core  

inflation.  However, Chairperson Yellen recently expressed a deeper concern that the depressed readings 

may be due to something apart from transitory factors.  This begs the question as to whether the Phillips 

Curve, which describes the relationship between unemployment and inflation, is still a valid tool for 

predicting inflation.  Technological improvements coupled with globalization have probably caused the 

curve's relationship to flatten, which would ultimately require a lower unemployment rate to facilitate an 

uptick in inflation.  Alternatively, the lag between low unemployment and higher inflation could be due 

to the slow growing economy (2.1% real growth in the post-GFC era) or the decline in money velocity 

(GDP/M2) induced by lower credit demand. 

 

Nevertheless three trends support our contention that inflation will be a headline theme in 2018.  First is 

the impact that an increase in capital spending will have on money velocity.  Given the fact that capex is 

funded by bank credit, a credit infusion will temporarily result in an increase in total output, which is the 

numerator in calculating money velocity.  An increase in the money velocity leads to an increase in the 

price level, since more money must compete to buy the same supply of resources. 

 

Second is the rising trend in the Employment Cost Index, a measure of total compensation (wages plus 

benefits) in the private economy (chart below).  Computed as a yoy change, this measure has steadily 

risen from 1.9% as of 3Q2015 to 2.5% as of 3Q17.  Typically wage inflation makes up roughly 70% of 

the cost of goods and services.  Therefore, an increase in wages should lead to an increase in COGS, 

which will either be passed on to consumers via higher prices or eaten by the company via lower profits. 

      

      

         Source: St. Louis Federal Reserve 
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The third factor relates to the trend in import prices, which are growing at 5.0% yoy as of October 2017 

(chart below).  The weakness in the trade weighted dollar (-9.0% in 2017) should increase the price of 

imported goods and services over the foreseeable future.  Although the dollar has halted its recent 

decline (bottomed at 91 on the dollar index in September), the current advance is not strong and we 

expect the dollar to weaken into 2018. 

 

 
         Source: St. Louis Federal Reserve 

 

It is possible that the Fed will make a policy error by prematurely tightening monetary conditions.  The 

November core PCE inflation reading at 1.45% missed analyst's estimates of 1.6%.  If the Fed continues 

to tighten monetary policy while inflation underperforms analyst estimates, then the market may begin 

to question whether the Fed is adhering to its dual mandate of maximizing employment while 

maintaining price stability.  Instead the market may suspect that the Fed is targeting the level of asset 

prices.  This is supported by the New York Fed's Underlying Inflation Gauge, which captures sustained 

movements in inflation from information in a broad set of price, real activity, and financial data.  This 

gauge, which is weighted for the level of asset prices, eclipsed the Fed's 2.0% target in September of 

2016 and has since trended to 2.96%.  When measured against this index, it makes sense that The Fed 

accelerated its tightening cycle in December of 2016.   

 

Conversely the market's inflation outlook, proxied by the breakeven inflation rate discounted in the 10-

year Treasury curve, remains approximately 50bps shy of levels that have coincided with core PCE 

inflation returning to 2.0% (chart to follow).  Moreover, the 2-10 Treausury spread has collapsed, 

decreasing by 50% to approximately 60bps in 2017.  A flattening yield curve decreases the incentive                      
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of investing as capital allocators can receive a comparable return at a shorter maturity.  A 

sustained tightening cycle targeting asset prices poses a significant risk to the stock market and to 

the business cycle.  We will continue to monitor inflation expectations, the 2-10 Treasury spread, and 

core PCE to determine if the bull market is at risk of being "murdered by the Fed". 

 

 
          Source: St. Louis Federal Reserve 

 

The Tax Bill 

We expect that tax reform will pass in early 2018.  The largest impacts will be a significant reduction in 

the corporate tax rate, expensing of capital equipment, and a decrease in itemized deductions.  

Reforming itemized deductions will negatively impact states with high property taxes and large upper-

middle classes, such as the Democratic-leaning states of New York and California.   

 

The decrease in the corporate tax rate and the immediate expensing of capital equipment will act as a 

source of fiscal stimulus.  In accordance with Keynesian economics, fiscal stimulus is timed to coincide 

with periods of economic weakness, effectively stimulating an economy that is operating below 

potential.  The current bill, which is set to increase the federal deficit by approximately $1.5 trillion over 

the next decade, is set to pass when there is no excess slack in the economy.  The unemployment rate 

stands at 4.1%, which is approximately 0.5% below Fed's non-accelerating inflation rate of 

unemployment.  The GDP growth rate of the economy has exceeded 3% for the past two quarters, while 

the potential growth rate of the economy is estimated to be closer to 1.8%.  The number of job openings 

currently stands at 6.1 million, which eclipsed the 2007 peak of approximately 4.7 million.  This further 

indicates that there is a lack of skilled workers available to fill job openings, which is inherently  
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inflationary.  Corporate tax cuts are unlikely to make these jobs any easier to fill.  Moreover, deficit-

financed stimulus during a period of economic strength will leave the government with fewer policy 

tools available in the next recession.  This could be exacerbated if the Federal Reserve is unable to 

meaningfully increase the Fed Funds rate in the current tightening cycle. 

 

We expect the biggest beneficiaries of the tax bill to be domestically-oriented corporations and ultra-

high net worth individuals, who have a higher propensity to save.  Similar to the Bush-era repatriation 

tax window, we anticipate that most businesses will allocate their tax savings towards the repayment of 

debt, share buybacks, and special dividends.  A decrease in the corporate tax rate would only serve to 

make less productive investments attractive by artificially increasing the after-tax investment rate 

of return.  Businesses may withhold investment in capital equipment until the bill is passed in order to 

ensure that they recognize the full deduction.  This could result in a one-time spurt of investment early 

next year.  As a result, we do not expect that the tax cuts will sustainably stimulate the economy, 

but they are currently stimulating the equity market. 

 

THE BOND MARKET 

Monetary policy in the United States, Europe, and China is tightening in a synchronized fashion for the 

first time in this economic expansion.  Bond yields are depressed on a global basis with the 10-year 

German bund yielding a paltry 37bps. In November, German headline inflation increased to 1.8% from 

1.5% in the prior month.  This indicates that the real interest rate in Germany is -143bps, which is 

incredibly stimulative given that the economy is operating at greater than its potential.  As the ECB 

begins the process of tapering its asset purchases, we expect yields to rise.  Sydney Homer's tome A 

History of Interest Rates highlighted that sovereign debt yields of developed nations trend in unison.  

Therefore, an increase in European yields should be mirrored by an increase in US Treasuries.   

 

The spread between the 10-year bund and the 10-year Treasury is historically wide at 200bps,  compared 

to an average spread of 40bps.  As the spread begins to narrow, we believe that the real yield in Europe 

will increase at a faster rate than in the United States, weakening the dollar. 

 

We expect that yields will rise in the United States, but not as dramatically as in the Eurozone given the 

higher starting point of the 10-year Treasury at 2.4%.  The increase in the yield will be geared to an 

increase in the inflation component of the term structure as explained in the "Macro Trends" section.   
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An increase in inflation should have a greater impact on the yield of longer-dated maturities, 

which should cause the 2-10 spread to widen.  Again, this is a key metric to monitor in evaluating 

whether or not our inflation hypothesis will ultimately be accepted by the market.  This is negative  

for fixed-income products on an absolute basis and we continue to recommend a below-benchmark 

duration position with an overweight allocation in Treasury Inflation Protection Securities, which 

benefit during inflationary episodes. 

 

STOCK MARKET OUTLOOK 

The stock market is historically overvalued based on traditional valuation metrics such as the Buffet 

Indicator, the 10-year CAPE multiple, and the Hussman CAPE multiple.  The 10-year CAPE multiple 

(chart below) currently trades at 32x cyclically-adjusted earnings, which is approximately double the 

mean and median readings recorded since 1880.  It was only higher during the dotcom bubble. 

 

 
          Source: www.multpl.com 

 

Stocks are still cheap when compared to bonds, but if our forecast of a resurgence in inflation proves 

correct we will see higher yields.  This would eventually increase the opportunity cost of holding stocks 

relative to bonds, resulting in a correction or at least inhibiting the advance of the market index. 

 

High absolute valuations are a cause for concern, but are not useful in determining the short-term price 

movements in the markets.  The fragility of the market becomes more apparent when you couple 

valuation with leverage.  Market leverage has been increasing since 2009.  NYSE investor credit, 

calculated by the sum of free credit cash accounts and credit balances in margin accounts minus margin 

debt, stands at an all time high (chart to follow).  In other words, investors' cash levels are dwindling and  
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they have borrowed unprecedented sums to invest in the market.  In fact, investor credit today stands at 

over $250 billion, which is twice the level that existed when the dotcom bubble peaked. Investor 

leverage creates an inherent instability in the market as price declines eventually result in margin calls 

(forced selling).  This tends to create a waterfall culminating in the collapse of asset prices.  This is 

supported by the inverse relationship between the price of the S&P500 and NYSE investor credit. 

 

 
               Source: dshort.com 

 

Interestingly, margin is now being applied to increasingly speculative securities.  Cryptocurrencies such 

as Bitcoin and Ethereum, which have outperformed the S&P500 post-GFC bull market in less than one 

year, are now being bought with credit card debt.  Retail investors are under the assumption that they 

can buy the currencies now and sell them to pay their bill in less than a month, while recouping 

significant profits.  The record sale of a $450 million dollar painting that is believed be a da Vinci, 

record inflows to passively managed products at historically rich multiples, and the hedge-fund 

sensation of shorting the VIX, are signs of irrational exuberance. 

 

To protect against these risks in our portfolios we continue to hold late-cycle value stocks in the 

financial, industrial, mining, and energy sectors.  Value securities have dramatically underperformed 

growth this year, but we may have recently witnessed a technical reversal (chart to follow). 
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               Source: stockcharts.com 

 

Our value holdings are priced at less than 70% of their intrinsic value when calculated in our Stuyvesant 

Earnings and Dividend Discount Model, while the Dow30 is priced at a 7% premium.  Moreover, 70% 

of Dow30 securities are overvalued when run through our proprietary model.  It is possible that we are 

in the early stages of a rotational correction, in which value stocks begin to appreciate in price while 

growth stocks correct. 

 

We continue to favor select foreign markets such as Europe, Japan, China and Vietnam, which trade at 

steep valuation discounts relative to our market and are more geared to the synchronized global 

economic expansion.  

 

ENERGY 

Last year Stuyvesant hypothesized that the OPEC's output reduction would begin to lower oil 

inventories toward their five-year moving average, which would result in an increase in the price of oil.  

The continuation of OPEC's restraint through December of 2018 should continue to bring oil inventories 

closer to their five-year moving average.  A historical analysis indicates that as comparative inventories 

approach their five-year average, the price of crude oil trends higher at an accelerating rate (see chart to 

follow): 
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      Source: Arthur Berman 

 

Despite crude oil's price increase and the positive fundamental trend in the price of oil, energy stocks 

have lagged the broad market YTD, are down on an absolute basis, and currently represent a historically 

low 6.1% of the S&P500 on a market-cap weighted basis.  We took advantage of this underperformance 

and increased our allocation to the sector.  Our twelve month outlook is for  WTI to trend towards 

$65.00, with significant risk to the upside.  Over a longer time horizon, we believe that the market is 

overestimating the ability of shale oil producers to continue increasing their production. 

 

An analysis by commodity investors Goehring & Rozencwajg highlighted a technique developed by    

M. King Hubbert to predict a field's peak production by relating daily production divided by cumulative 

production to cumulative production.  His work in the late 1950s showed that conventional crude oil 

production in the Continental US would peak in the 1970s and trend lower: 

 

 
      Source: EIA & Goehring & Rozencwajg 
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His predictions have thus far proved accurate and his analysis has subsequently forecasted oil's peak 

production in countless fields.  Goehring and Rozencwajg produced the Hubbert curves for the Eagle 

Ford, Bakken, and Permian plays: 

 

 
       Source: EIA & Goehring & Rozencwajg 

 

The Hubbert curves indicate that two-out-of-three major US shale fields are already past peak 

production.  If production adheres to the curves, then we could have a decrease in output from today's 

levels by 2020.  We believe that this analysis is valid given its methodology and evidence that oil 

producers are clustering their investment in the prolific Permian Basin.  However, if global growth is 

mirrored by an increased demand for oil, then the market may be setting itself up for a significant supply 

deficit given the lack of investment in non-shale oil plays.  To benefit from this trend, we have 

accumulated positions in oil producers with long-lived fields outside of the US and those that have 

significant assets in the Permian Basin.  

 

 
RISK FACTORS 
 

1. Fed tightening monetary policy into a flattening yield curve. This has the potential to 
prematurely end the business cycle, which is typically accompanied by Bear markets. 
 

2. A spike in volatility causing the hedge-fund "short vol" trade to implode.  The illiquidity in the 
VIX contracts would force hedge funds to short a more liquid contract in order to protect against 
losses.  The most liquid contract is the contract on the S&P500. 
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3. China reforms its SOEs and financial system too quickly, while credit growth wanes.  This could 
act to decrease the growth rate of the global economy at a time when global assets are priced for 
a continuation in the synchronized expansion. 
 

4. US valuation and leverage is underappreciated by passive investors.  This could continue to fuel 
the market, causing valuations to further expand. 

 
 
John Cooper, CFA 
Jason Cooper, CFA  
January 2018  
 
 
 
 
 
 
 
 
 
 
 
 
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.  


