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SUMMARY 
 

• Stronger domestic growth is needed to validate the expansion in p/e multiples since year-end, 
which is our base-case given 2Q17 growth is projected to be 3%. 

 
• Inflation rates and breakevens have declined in 2017, but we view this condition as temporary.  

Despite a moderation in U.S. economic growth, financial conditions remain accommodative and 
global activity has gained momentum.  Brexit talks could be contentious. Weighing all of the 
above, we see little reason for the Fed to alter its rate hiking path.  We continue to expect one 
hike in June to be followed by another in December.  The September meeting could feature 
preliminary discussions on downsizing the balance sheet. 

 
• A rebound in economic growth and inflation will depend on an improvement in money velocity.  

We are somewhat encouraged that the momentum of velocity is slowly improving.  An increase 
in business borrowing would accelerate this trend.  Loans and leases in all commercial banks are 
expanding at 3.9% yoy. 

 
• We expect any correction to be brief, possibly to the 2250 level on the S&P 500, and to be 

followed by a resumption of the cyclical bull market.  Looking out into early next year, we see 
some potential dark clouds on the horizon.  Specifically we are concerned about the Fed's desire 
to reduce its $4.5 trillion balance sheet.  Should this result in a reduction in excess reserves, it 
would lead to a significant tightening in financial conditions.  Stay tuned! 

 
 
MACRO TRENDS 

"Inflation is always and everywhere a monetary phenomenon."   

This quote by the late Nobel Laureate Milton Friedman is famous for defining inflation as the residual of 

money supply over the quantity of goods and services produced.  Undoubtedly, Professor Friedman 

would attribute today's low inflation rate (1.5% as measured by core pce) to the slowdown in M2 

growth.  As the chart on page 2 shows, M2 yoy percent change has declined from a peak of close to 8% 

last Fall to under 6% currently.  It is our opinion that this roughly 25% reduction in M2 growth was the 

primary factor depressing core pce inflation by roughly 20% since yearend 2016. 
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Slower money growth... 

 

...leads to slower core inflation  

 

 

 

A slowing in the growth of money supply can also put downward pressure on the real economy, which 

grew at a meager 1.2% annual rate during 1Q17.  The link between money supply growth and economic 

activity is through money velocity.  This economic hypothesis was explained in Irving Fischer's famous 

equation of exchange, i.e. MV = PT.  Money supply grows through velocity, as bank credit is created.  

The creation of bank credit results in the formation of additional deposits via the money multiplier.  As a 

result the increased supply of deposits less reserves form the basis of new money supply, expanding the 

monetary base.  In monetary theory, this is known as multiple deposit expansion.  The right side of the 

equation of exchange denotes economic activity i.e. prices times transactions.  Through algebraic 
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transformation we learn that V = PT/M, or that money velocity equals GDP divided by M2. The velocity 

of money can also be thought of as the number of times that credit is exchanged for a good / service, or 

the turnover in money.  In this respect it is easy to comprehend why an increase in velocity leads to an 

increase in economic output. The increase in transactions corresponds to an increase in demand for 

goods /services! 

 

Money velocity, as shown in the chart below, has been in a long-term decline since the late 1990s.  

Unsurprisingly, the decline accelerated during the recessions of 2000-3 and 2008-9. 

 

However upon further analysis, by computing the yoy change in velocity, we note an improving trend 

since 2Q2016.  At that juncture velocity was declining at a -4.0% yoy rate.  Through the 1Q17, while 

still declining, its rate has improved to -2.3% yoy.  This means that it is currently taking less of an 

increase in money supply to produce a given change in GDP.  In other words, the monetary transmission 

mechanism is finally beginning to normalize.  This reflects significant deleveraging in the household 

sector since the GFC.  The outcome should be stronger GDP growth, beginning in 2Q17, and rising 

interest rates, as inflation moves higher. 
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Should the momentum of money velocity turn positive, inflation, which has remained below 2% for 

several years, could move above 2%.  This could result in a new floor for inflation being established, 

which would inevitably necessitate tighter monetary policy, ultimately sowing the seeds of the next 

recession.  Maybe the Phillips Curve (explains the relationship between inflation and unemployment) is 

alive and well! 

 

Implication For the Longer Term Inflation Outlook 

We believe we are in the early innings of an era where inflation will dominate the economic landscape.  

Interest rates are close to 35 year lows, despite the fact that headline CPI inflation has risen from zero to 

2.2%.  Excluding food and energy, core CPI inflation is at 1.9%.  Meanwhile, 2 year Treasury yields at 

1.29% are sporting negative inflation adjusted (real) yields.  With the Fed funds trading within a 0.75% - 

1.00% range, commercial banks are able to borrow from the Fed at bargain yield levels. 

 

The U.S. unemployment rate is at 4.4%.  It has recently fallen below the NAIRU rate of 4.7%, a level 

that represents maximum labor utilization that is considered non-inflationary.  By this measure, the U.S. 

economy is currently operating at full employment.  Despite this, inflation as measured by the Fed's 

favored core pce prices have eased from 1.9% to 1.5% yoy.  Our analysis suggests this respite in 

inflation is temporary.  We expect money velocity, driven by improving loan demand, will continue to 

gain momentum.  After nine years of recovery, the economy is gradually using up slack resources.  This 

is evidenced by the rising trend in the Atlanta Federal Reserve Bank's Wage Growth Tracker, which is at 

3.5%. 

 

 

Some analysts contend that U-6 unemployment rate at 8.6% is evidence that there is still a large 

available pool of labor.  We question this assumption.  Many workers who are working part time, but 
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would rather have full time jobs, are simply unqualified.  They either lack the requisite  skills or the jobs 

are becoming less labor intensive.  According to a recent study by BCA Research, we are at the 

beginning of a major robotics revolution. 

 

The chart below depicts the ratio of gold to treasury bond prices.  When gold, the ultimate inflation 

barometer, outperforms bond prices it signals that the financial markets are more concerned with rising 

inflation expectations.  Since bottoming in late 2016, the ratio has been trending higher as evidenced by 

the rising 50-week moving average.  This latest period follows several years where gold lagged treasury 

bond prices.  It is evidence that we could be in a new era where the forces of inflation dominate the 

economic landscape. 

 

 

 

Is the Fed About to Make a Major Policy Mistake 

The chart to follow, courtesy of Brandywine's Global Chief Strategist Francis A. Scotland, shows the 

U.S. 10-year bond yield (red line) plotted against excess reserves of depository institutions (blue line).  

The shaded areas denote periods of quantitative easing:  QE1, QE2 and QE3.  Scotland points out that 

bond yields rose during periods of QE, as the purchase of treasuries/mortgages resulted in an increase in 

excess reserves (reserves held in excess of those required).  Once QE ended, excess reserves declined 

along with bond yields.  The removal of liquidity caused bond investors to downgrade their economic 

outlook. 
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Since the end of QE3 excess reserves peaked at roughly $2.5 trillion and have trended down by roughly 

$400 billion.  Bond yields have also trended lower with economic growth averaging 2.3%.  The latest  

twelve month growth rate dipped to 1.9%.  The challenge for the Fed will be to reduce their balance 

sheet ($4.5trillion) without undercutting the level of excess reserves.  Scotland recommends the Fed 

time the balance sheet reduction with a pickup in loan demand.  This would minimize the reduction in 

reserves, which is tantamount to tightening liquidity. 

 

Scotland warns the risk for the financial markets is a tightening of liquidity, followed by an economic 

slowdown and decline in bond yields.  This unintended consequence is not a desired outcome and is 

a significant risk for the financial markets looking out into 2018.   

 

STOCK MARKET OUTLOOK 

The 1Q17 was characterized by weak domestic growth, but strong corporate earnings.  Current data 

implies that the economy expanded by 1.2% for the first three months of the year, down significantly 

from 4Q16 print of 2.1%.  Economic data peaked at the beginning of the year when the Citigroup US 

Economic Surprise Index had an extended print of 60.  This index is a weighted measure average of the 

deviation between economic data and economic data forecasts.  A reading above zero indicates that the 

economy is performing above analyst's expectations, while a reading below zero indicates that the 

economy is underperforming expectations.  Recently, the index has plunged to -38.8, indicating that the 

economy is performing below expectations: 
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This stands in stark contrast to the robust 1Q17 earnings season.  The 91% of S&P500 companies that 

announced earnings reported bottom-line growth of 13.6% on a year-over-year basis.  This is the highest 

rate of year-over-year earnings growth since 3Q11. Moreover, FactSet's 2017 bottom-up earnings 

estimate has trended higher as of late, breaking a multi-year trend of analysts continuously revising their 

earnings estimates downwards as the year progresses.  Positive momentum in earnings tends to herald an 

increase in capital investment, which is funded by borrowing.  This should serve to increase the demand 

for credit, which we expect to sow the seeds for an increase in money velocity and inflation. 

 

Despite the impressive showing of the 75% of corporations that have beaten their mean EPS estimate, 

the market has been in a consolidation phase since early March.  This may be due to the fact that full-

year earnings estimates are still down from January, while the market's forward P/E multiple has risen:   

 

 
Source: FactSet 
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The graph on the previous page may indicate that valuation is acting as a constraint on the market.  This 

is supported by Stuyvesant's Earnings and Dividend Discount Model, which shows that the Dow30 

trades at 98.22% of present value. 

 

At this valuation we expect that the market will need confirmation that domestic growth is strong before 

it continues its uptrend.  Positive economic surprises should materialize within the next month or two 

given the depressed readings from the US Economic Surprise Index and its mean-reverting 

characteristic.  The average of the Federal Reserve Bank of Atlanta's GDP Now Model and the Federal 

Reserve Bank of New York's Nowcasting report predicts that the economy will expand at 3% in 2Q17.  

We expect that improving economic data will bode well for the stock market given that the path of least 

resistance will continue to be up over the ensuing 6 to 12 months.  We remain midway through the fifth 

wave in the stock-to-bond ratio bull market, which is characterized by a powerful and narrow stock 

advance.  The market should become significantly overvalued before we enter the first wave of the bear 

phase:  

 

 
 

 

THE BOND MARKET 

The 10-year Treasury yield fell from 2.45% on December 31, 2016 to 2.24% on May 26, 2017.  This 

decline runs contrary to the market's yearend 2016 expectation that  yields would climb to over 3%.  

Pressure on yields has been driven by both the growth and inflation components.  As noted in the Stock 

Market Outlook, real growth for the 1Q17 was tepid and economic surprises have been to the downside, 

which has resulted in a diminution of expectations for 2017 GDP.  Similarly inflation expectations, the 

leading driver of inflation, have weakened as denoted by the trend in the 5-year, 5-year forward inflation 

expectation rate: 
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We do not expect that these trends will continue.  We anticipate that positive economic surprises, 

coupled with stronger 2Q17 growth, will cause the real yield component to rise.  The increase, however, 

will be less dramatic than the increase that we expect in the inflation component.  As noted in the Macro  

Outlook, changes in the money multiplier and the rate of change in money velocity will be inflationary.   

Moreover, with the U-3 unemployment rate at 4.4%, 0.3% below the Fed's estimation of NAIRU, a 

continuation of real growth over potential growth (1.4%) will cause a greater increase in inflation than in 

real output.  As a result, we remain long Treasury Inflation Protection Securities, where we recently 

reduced our duration exposure. 

 

RISK FACTORS 

• Inflation rises too quickly, causing monetary policy to become too tight. 
• Loan growth remains tepid. 
• Oil price spikes on a Venezuelan implosion. 

 
 
John Cooper, CFA 
Jason Cooper, CFA  
June 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.  


