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QUARTERLY INVESTMENT OUTLOOK 
MARCH 2017 

 
 
SUMMARY 

• We continue to expect a grinding cyclical recovery with an upward bias to bonds yields.  
However in the near term:  equity markets are extended, momentum is rolling over, and 
sentiment is elevated, pointing to a period of consolidation/correction.  Bond yields are 
correcting their 4Q16 advance and could test 2%, at which point we intend to move to below 
average duration. 

 
• The slowing growth in non-farm hours worked, lack of upward momentum in non-defense 

capital goods orders, and the elevated level of Economic Surprise Index makes us skeptical of 
analysts' earnings forecast of 10% growth in 2017. 

 
• Monetary policy is set to tighten over the next two years.  The forward 12 months  p/e ratio at 

18x is at a decade high.  Eroding margins and rising interest rates will limit further multiple 
expansion. 

 
• CBO budget projections forecast that deficits/debt should trend higher over the next ten years, 

reflecting increases in both health and retirement benefits.  This assumes modest growth and no 
recession, which most analysts, including ourselves, believe is far too optimistic.  As of this 
writing there is little clarity regarding Trump's fiscal plans, including the extent to which they 
will be deficit neutral.  In the end, tax relief and infrastructure spending are pro-growth.  
However they could be largely offset by a border tax and/or targeted tariffs.  Tariffs can be 
implemented by executive order and would represent a potential roadblock to our cyclical 
recovery thesis, and a continuing bull market in risk assets. 

 
• The equity market is fully valued as shown in our proprietary earnings and dividend discount 

model. 
 
 
MACRO TRENDS 
According to the Fed Atlanta Bank GDP Now Tracker, 1Q17 growth is forecasted to be  1.8%, hindered 

by recent real personal consumption expenditure growth.  Since 2010, Real GDP growth has been 

trending between 1% and 3%.  With the Leading Indicator series trending higher, and solid purchasing  
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manager surveys for both manufacturing and services, we expect growth to test the 3% upper boundary 

of the past 10 year range.  However, this could be a story for the second half of 2017.   

 

              

As shown in the chart below productivity has contributed to recent strength in output, rising to 1% yoy 

in 4Q16 from below zero in 1Q16. 

 

The recent weakness in aggregate hours worked, which has been steadily declining from 2.9% yoy in 

2014 to 1.1% yoy as of 4Q2016, is concerning.  As the economy reaches full employment (4.8% 

unemployment rate), employment naturally slows.  There is a mismatch between labor supply and 

demand, which is evidenced by strong job openings.  Applicants appear to lack the necessary skill set.  

In addition, the labor force participation rate at 62.8% has trended lower in the post GFC years, but has 

at least stabilized since 2014.  The baby boomers are scheduled to reach their peak retirement in 2026.  

As such, we should expect downward pressure on the participation rate for at least another ten years.  

Any restrictions in immigration, particularly limiting   H-1B visas, could exacerbate the problem of 

finding enough skilled workers. 



 

INVESTMENT OUTLOOK MARCH 2017               
   

3

As shown in the chart below, courtesy of Yardeni Research, there is a strong correlation between S&P 

500 earnings and aggregate weekly hours.  With the evident weakness in hours worked cited above, we 

remain concerned that analysts earnings forecast of 10% growth for 2017 will be met. 

 

Finally, we are concerned that the U.S. Economic Surprise Index, which had trended up since last fall to 

the 50 level, has peaked and is currently trending lower below 40.  This means that at the margin actual 

high frequency economic data are falling short of analysts' estimates.  Weakness in the Surprise Index 

can be a signal that the U.S. economy is vulnerable to a period of underperformance. 

 

 

TRACKING TRENDS IN U.S. EQUITY VALUATION 

The Stuyvesant Earnings and Dividend Discount Model uses real-time economic data, analyst's 

estimates for forward earnings provided by FactSet, and corporate-specific data from The Value Line 

Investment Survey to calculate the price-to-present value of stocks.  The price-to-present value metric 
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compares the current price at which a security trades to its present-value that is determined by 

discounting future shareholder returns at the prevailing market rate of interest, adjusted for firm-specific 

risk.  Averaging the price-to-present value of the Dow30  provides us with a market proxy and allows us 

to determine whether the market trades at a premium or discount to its intrinsic value.  Moreover, since 

the projected shareholder returns are estimates aggregated from institutional investors, our model 

reflects Wall Street's valuation of the market.   

Value exists when the Dow30 trades at a discount to its intrinsic value.  As you can see from the trend 

below, the market currently trades at a premium to present value, which indicates that it is expensive. 

 
 
The overvaluation is broad-based, given that 17/30 or approximately 57% of the firms trade at a 

premium to their intrinsic value. 

 
 
Interestingly, the sum of the projected future earnings for the Dow30 has actually decreased from $253.2 

in April 2015 to $242.9 for the month ended February 2017.  Despite the decrease in projected earnings, 

analyst estimates for the appropriate price-to-earnings multiple for the Dow30 over the business cycle 

has increased. 
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This indicates that the valuation of the market has been driven by multiple expansion and dividend 

growth.  Dividend growth, however, will prove unsustainable if earnings projections are unable to rise to 

fund the payout.  The market would currently trade at 106% of present value had the multiple remained 

constant. 

The model suggests that the market is currently fully valued and that market participants have assumed 

greater risk.  However, we pointed out in the January Investment Outlook that the stock-to-bond ratio 

was attempting to break out into its fifth and final wave of the market cycle, which came to fruition at 

the end of 2016. 

 
The final wave has a typical duration of between one and two years, with a stock-to-bond relative return 

of 40%.  The wave appears to have bottomed on 2/06/2016 and has already advanced approximately 

30%.  The advance that takes place in the fifth wave is usually highly concentrated and is marked by 

excessive optimism. 

It is possible that valuations continue to expand in the months ahead as investors' risk-seeking behavior 

intensifies.  However, Stuyvesant will continue to focus on value in an attempt to minimize risk.  Our  

core equity holdings currently trade at 83.7% of present value, a discount of nearly 20% to both the 

market and their intrinsic value.  They also have a significantly lower price-to-earnings multiple of 

13.8x.  Moreover, we advocate a barbell portfolio with equal allocations to cyclicals and defensives.  
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Cyclicals have significantly outperformed defensives on a relative basis over the last 52 weeks as 

evidenced by the chart below. 

 
It appears that a reversion to the mean is in progress, which should support subsequent outperformance 

of defensive sectors. 

 

THE BOND MARKET 

Since yearend, bond yields have diverged from stock prices.  The ratio of SPY:TLT, chart to follow, has 

rolled over as denoted by the decline in its weekly coppock curve.  It is signaling that bonds can 

outperform stocks on an intermediate-term basis (3-6 months).  This is in line with a brief hiatus in 

economic growth.   

 

   

Reflecting this weakness, the 2-10 year treasury spread has narrowed to 117bp from 124bp at yearend.  

While this in and of itself doesn't appear significant, at 12/31/13 the same spread was 256bp.  At 
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12/31/14 it narrowed further to 150bp, and was 128bp at 12/31/15.  This is perhaps the most significant 

leading indicator of the business cycle.  Its narrowing is a clear signal to investors that monetary 

conditions are tightening. 

It is noteworthy that despite weakness in the 2-10 treasury spread, credit spreads (Baa-10 year treasury) 

have narrowed to 220 basis points from 323 as of 12/31/15.  We are somewhat conflicted by this credit 

spread compression, as it is occurring during a period of flattening in the treasury curve.  Any widening 

in credit spreads would signal that economic weakness would likely become even more pervasive. 

At this juncture, we are maintaining a slightly above average duration in our fixed income risk profile.  

Any dip in yields beneath 2% would necessitate a reappraisal of our risk appetite.  Should it develop 

along with a clearer picture of the timing of Trumps' fiscal package of tax cuts and infrastructure 

spending, a short duration would be warranted.  The caveat to this would be the implementation of 

negative trade policies, such as targeted tariffs aimed at China. 

The chart below, courtesy of Haver, depicts the global credit impulse.  Credit impulse is the second 

derivative of bank credit.  It tends to lead economic growth and global PMIs by roughly six months.  At 

zero impulse, it is suggesting that global growth is at risk of a slowdown. 

 

RISK FACTORS 

1. The Fed raises rates prematurely causing stock prices to react negatively. 

2. A rise in gold above 1265 (200 day ma) would confirm the beginning of a risk off period. 

3. Trump's trade policy morphs into targeted protectionism. 

 
John Cooper, CFA 
Jason Cooper, CFA  
March 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.  


