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SUMMARY 
 

• The treasury yield curve has flattened from 140 basis points (2/10 year spread) at year end 2015 
to 96 basis presently.  Historically, a flat yield curve has been positively correlated with slower 
GDP growth.  See chart on page 2. 

 
• Despite the fact that short rates are rising faster than long-term rates, causing the U.S. dollar to 

rise 3.8% from its May low, the Fed minutes released on 5/18 gave a strong indication that a 
June Fed funds rate hike is probable. 

 
• In December of last year, despite evidence the U.S. economy was slowing, the Fed hiked rates by 

25 basis points.  The result was a 13% decline in stock prices into mid-February.  In our opinion, 
another risk off trade would take a June hike off the table. 

 
• Global growth appears to be converging.  U.S. growth is slowing, evidenced by employment 

trends which have averaged 192K during the first four months of 2016, down from an average of 
248K in the final four months 2015.  Meanwhile, growth in Japan and Europe have shown 
positive trends in the first quarter.  The growth outlook in China is set to improve, with their 
economy benefitting from a weak RMB, tax cuts, a recovery in their property markets and 
increasing infrastructure spending. 

 
• Having risen roughly fourteen percent from the February low, the S&P 500 has been trending 

sideways since early April.  On a positive note, the market's 20-week exponential moving 
average has risen above its 50-week moving average.  In addition, the percentage of stocks on 
the NYSE trading above their 200-day moving average has been above 60%.  These positive 
technical trends were confirmed by a recent new high in the NYSE advance/decline line.   

 
• The latest Conference Board Leading Economic Indicators (LEI) for April increased 0.6 to 

123.9.  The latest six months witnessed an increase in the LEI at the annual rate of 1.1%, down 
from 1.3% annual rate in the preceding six month period.  Of the 10 indicators, only consumer 
expectations declined.  Noteworthy, the series is approaching its all time high of 129 in 2007.  
Our conclusion is more of the same for the U.S. economy i.e. slow growth but low probability of 
recession. 
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MACRO TRENDS 
Once again the U.S. dollar is taking center stage.  A stronger currency effectively tightens monetary 

conditions.  In a zero interest rate bound global economy, where the monetary transmission mechanism 

is broken, changes in currency values act as the main driver of monetary stimulus.  A strong dollar can 

also wreck havoc upon emerging economies that have large dollar denominated debt.  It also tends to 

impart a deflationary impulse, largely through lower commodity prices, to the global economy.  As a 

reserve currency (an estimated 62% of world revenues are dollar based) the majority of global cross 

border trade is ultimately settled in dollars.  As such, the importance of a stable dollar shouldn't be 

underestimated. 
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Since 2006, when the current account was in deficit approximating $220 billion, it has generally trended 

lower reaching a deficit of $80 billion in 2014.  A stronger dollar over the past 18 months pressured the 

current account deficit which totaled $125.3 billion in 2015:Q4.  However as shown in the chart below, 

the current account deficit has remained relatively stable as percent of GDP, trending between 2% and 

3% since 2009. 

 

 

 

However, deficits are usually financed through debt issuance.  Foreigners own approximately $6.2 

trillion, or roughly 32% of our national debt.  This compares with $2.5 trillion owned by the Federal 

Reserve.  Of the foreign component, China owns $1.246 trillion, with Japan holding $1.123 trillion.   
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Starting a trade war with Asia might not be in our best long term interest.  China's foreign currency 

reserves approximate $3.2 trillion, of which roughly one-third are invested in dollar denominated 

securities.  Having such a large percentage of dollar reserves effectively links China's currency to ours.  

On the flip side, Chinese companies hold an estimated $1.1trillion in dollar denominated debt.  This 

incentivizes the PBOC to prevent any sharp downward adjustment in the RMB.  Also, the Chinese 

government wants the RMB to attain reserve currency status, another reason to maintain currency 

stability.  A strong dollar has resulted in an increase of roughly 30% in the Chinese RMB.  Producer 

prices in China are deflating at a 3.4% yoy rate, which has simultaneously pressured China's industrial 

profits.  Profits rose 7.2% in the first quarter of 2016, ending a string of seven consecutive monthly 

declines.  A strong dollar has also depressed S&P 500 profits, which have been negative for four 

consecutive quarters. 

 

 

It is imperative for a U.S./China profit recovery that the U.S. dollar remain stable and/or weaken.  This 

is our base case.  We look for a profit recovery beginning in the 3Q2016.  Our current estimate for the 

S&P 500 profits is $117, roughly flat with last year.  Therefore, at 17.4x our estimate the market's price 

earnings ratio is roughly 22% above its historical average of 14.3x.  Given a 3% inflation rate, 17.4x 

appears "fairly valued." 

 

There is plenty of monetary stimulus in the system.  M2 money supply growth has risen at an 8.3% 

annual growth rate since 12/28/2015.  This compares favorably with a 6.5% yoy growth rate.  

Commercial and industrial loan demand is running at a 9.1% annual rate over the past thirteen weeks, 

while mortgage applications are trending higher.  Moreover our fiscal budget deficit estimated at 2.5% 

of GDP should begin expanding next year. 
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THE 2016 ELECTION AND ITS IMPLICATION FOR INVESTMENTS 

The 2016 election should be dollar bearish regardless of the outcome.  Marko Papic, geopolitical 

strategist for BCA Research, recently argued that subpar economic growth, high debt and lack of real 

income expansion in Anglo-Saxon economies, are the principle reasons for the political rise of 

populism.  The upcoming Brexit vote in the U.K. is a prime example.  In the U.S. it explains the 

attractiveness of candidate Sanders, a socialist.  In Papic's opinion, regardless of who wins the general 

election, either candidate will be pushed to the left of center. 

 

What implication does a political shift to the left have for investments?  First, more aggressive use of 

debt, possibly by monetization and or "helicopter drop," would be inflationary.  Commodities should 

benefit, along with commodity equities, while such policies would be bearish for bonds.  Second, real 

interest rates would remain negative as inflation increases faster than nominal rates.  Core personal 

consumption expenditure inflation yoy is increasing at a 1.6% yoy rate.  With two-year treasuries 

trading at 85 basis points, real short term rates are -75 basis.  In Europe forty percent of sovereign bonds 

trade at a negative yield, while the Japanese ten-year is at -10 basis points.  At zero bound interest rates, 

there is no incentive for investors to hold cash.  This makes gold an ideal investment.  We believe gold 

has entered a long-term bull market.  The outlook for gold miners is also bullish.  At their lows last 

December, the miners traded at 10% of the bullion price.  We expect the HUI Index (gold bugs index) to 

recover to possibly forty percent of the bullion price.  This would imply an index price of 500 at 1250/oz 

gold.  The miners index currently trades at 213.  Should gold rise to 1900, its 2011 high, the HUI index 

would trade at 760. 
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Third, higher wages and corporate taxes would be the cornerstone of a less business friendly 

environment.  Rising bond yields and declining profit margins would limit equity returns, as investors 

would demand a higher equity risk premium.  Stock selection will take on greater importance.  Emphasis 

on the value investing style should emerge.  In this election year we are remaining in a defensive equity 

position.  This means owning essentially recession resistant industries i.e. pharma, telecom, utilities, 

software, soft drinks along with energy producers, a selected cyclical industry, which together should 

generate positive alpha. 

 

Fourth,  Foreign equities should benefit from better relative valuations.  We continue to favor Spain and 

Japan.  Our core holding of China H shares is a bet that Xi Jinping's reform agenda will gradually be 

implemented.  State owned banks will be recapitalized, and credit will be channeled into private 

industries which are service oriented, in line with emphasizing consumption versus the old economy 

industries, which are plagued by overcapacity and declining demand. 

 

 

RISK FACTORS 

• The Fed turns hawkish prematurely raising rates 

• China's stimulus falls short in driving demand 

• Oil spikes to over $70/bbl. setting the stage for a recession 
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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.  


