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QUARTERLY INVESTMENT OUTLOOK 
SEPTEMBER 2015 

 

SUMMARY 

 In a highly indebted global economy where producers are trying to capture a larger piece of a 

smaller pie, no country can tolerate an overvalued currency for long. 

 

 During the last three years we have witnessed successive devaluations in all major currencies i.e. 

Euro, Yen, Aussi dollar, loonie, rouble, Brazilian real and, most recently, China's remnimbi.  The 

U.S. dollar could be next! 

 

 3Q GDP is tracking at 1.3 percent according to the Fed Atlanta Bank's tracking model.  Should 

growth slow to 1-2 percent, we expect that employment gains will register sub 200K per month. 

 

 We believe financial markets are rioting and beckoning Fed policy makers to reflate.  A fed rate 

hike is highly unlikely over the balance of 2015 and QE4 is possible. 

 

 Gold is breaking out to the upside and other commodities may follow suit. 

 

 China needs to step up its reflation efforts. 

 

 U.S. bonds will outperform equities, until the reflation trade is discounted by a recovery in the 

EM currency markets. 

  

MACRO TRENDS 

Since long-term yields peaked in early June at 2.48%, the market has discounted a lower probability of a 

Fed rate hike in September and/or December.  With the recent rise in credit spreads, the breakdown in 

equity prices, and a sharp decline in EM currencies, the global markets are sending a strong signal to the 

Fed: this is not the time to raise rates.  

 

U.S. employment at 5.3% is signaling that labor markets are tight and that wages are set to accelerate 

upward, but the labor force participation rate is stuck at 62.6%, which is stubbornly close to its cyclical 

low point.  Moreover, there are an estimated 6 million part-time workers that would rather be fully 

employed.  As such, wage pressures should remain muted around 2%. 
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The chart below highlights that core personal consumption expenditure inflation is running at 1.29%,  

 

 

source: dshort.com 

 

which is well below the Fed's 2% target.  The Fed expects the inflation rate to move higher based on the 

Phillipps Curve, where lower unemployment yields higher inflation, but inflationary pressures remain 

benign.  We believe this is partly due to global economic weakness and the outsourcing/automation of 

service sector jobs. 

 

The U.S. dollar (chart below)  has broken down technically from a classic symmetrical triangle  

 

 

source: stockcharts.com 
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formation.  According to BCA Research, the dollar had reached an overvalued level as measured by 

both purchasing power and real effective exchange rates.  Several multi-national companies noted in 

their 2Q15 earnings release that the dollar had a significant negative impact on both revenue and 

earnings due to the translation effect.  Of course, it also negatively impacted many energy/materials 

producers whose commodities are priced in dollars.  The strong dollar also exerted downward pressure 

on many emerging markets currencies at the same time that growth slowed in their respective markets.  

Those countries most vulnerable to a continuing slowdown are running current account deficits, having 

borrowed heavily in dollars.  Countries like Brazil are vulnerable due to political instability and years of 

wasteful spending on social programs while investment lagged. 

 

A weaker dollar would benefit commodities.  Gold under $1100/oz. was sending a strong signal to the 

Fed that liquidity conditions were too tight.  This is reflected in the lethargic growth of the adjusted 

monetary base.   

 

source: Federal Reserve Bank of St. Louis 

 

The monetary base is the source from which money supply is created. As shown in the chart (above) , 

the base has contracted at a -3.2 percent rate over the past twelve months.  It is encouraging that the 

growth rate turned positive in May and has grown at a 7.1% annual rate since June 24, 2015.  

Noteworthy is that the growth rate of this "high powered money" is directly influenced by the Fed, and 

the rate picked up significantly concurrent with the sharp selloff in the Chinese stock market.  Perhaps 

the Fed was paying attention after all. 
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U.S. dollar weakness is bullish for commodities as many are priced in dollars.  Gold, copper, and oil are 

all trading beneath their production costs.  Marginal producers can't sustain operations and will be 

forced to curtail unprofitable projects.  With weak global demand for both copper and oil, and supplies 

abundant, a classic supply response is long overdue.  Important is that global demand for goods, while 

slow, is still in an uptrend.  For  example oil demand in China is still expanding at 3% yoy.  This should 

be sustained as long as the Global Leading Economic Indicator maintains its cyclical uptrend.  

Accommodative monetary policies in the Eurozone, Japan, China and the U.S. auger well for continuing 

cyclical recovery, despite the slow pace of expansion in the Global LEI.   

 

 

source: OECD 

 

THE STOCK MARKET - Fundamental Trends 

At the time of this writing, the S&P 500 is trading down 11% from its high and 8% from its close last 

year.  In 2010 earrings recovered to 83.75, virtually the same level recorded in 2006.  Over the next four 

years, earnings grew to 117.20 in 2014, at a compound annual growth rate of 8.8%.  According to 

FactSet, S&P 500 earnings are estimated at 119.65, a 2.1% gain from 2014.  This seems reasonable to us 

as revenue per share is expected to decline -3.3%.  However, next year earnings growth is estimated to 

be 6% on 10% revenue per share growth.  For 2015 an implied margin of 10.5% would represent a peak 

over the past 10 years.  Next year we expect some margin compression due to higher wages, corporate 

interest, and depreciation. Sales per share should rebound as the dollar weakens.  Our preliminary 

earnings estimate is $121 for 2016.  At 16X the S&P 500 fair value would be 1936.  A range of + 5% 

yields 1840-2030. 

 



 

INVESTMENT OUTLOOK SEPTEMBER 2015               
   

5 

The U.S. equity markets have been driven higher by an expansion of Fed liquidity.  With zero interest 

rates, the Fed has experimented with unconventional policy in order to stoke domestic growth.  Still, the 

U.S. economy is struggling to grow at 1-2%.  Capital investment has lagged as corporations chose to 

buy back shares and increase dividends.  The Fed will not accept below potential growth and sub 200K 

employment gains.  At some point, we would not be surprised to witness QE4 with high grade corporate 

bonds showing up on the Fed's balance sheet.  Were this to occur,  we would have to revise our S&P 500 

target level to (17X and e.p.s. of $130) 2210 for 2016. 

 

CHINA: KEEP CALM AND CARRY ON 

The recent global market rout has been blamed on China's: 

1. Removal of the loose USD-RMB currency peg, which led to a depreciation of the RMB. 

2. Over indebtedness and failure to maintain a suitable growth rate during a period of weak global 

growth. 

We believe that recent policy actions, like allowing market forces to price the RMB, are attempts to 

loosen monetary policy to advantage businesses and encourage sustainable growth. 

 

On the slide below, the graph on the left depicts the relative strength of the RMB v. the USD over the 

previous decade.  The real performance of the RMB over that time was an appreciation of over 40% 

whereas the USD appreciated by about 15%.  The majority of the dollar's gains occurred since 2014. 

 

 

 

source: Legg Mason global macro research presentation 
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The RMB's appreciation has deflated producer prices for the past few years, which caused the Chinese 

Real 1-year official lending rate to jump to 8%.  These interest rates are too high for an economy to 

move from a command market, whose debt is primarily held by state owned enterprises and backstopped 

by the federal government, to a capitalistic market where individuals and small businesses are the parties 

taking on debt obligations.  Therefore, decoupling the RMB from a strong USD allows for a reflationary 

impulse within the economy that should benefit producers. 

 

Moreover, China remains the only major global economy that has the capcaity to stimulate via 

traditional monetary policy.  The Fed Fund's Rate is still at the zero bound, while Japanese and 

European short-term rates are negative.  This stands in stark contrast to China, who cut its one year 

deposit rate this week by 25 bp today to 1.75% (below).   

 

source: investing.com 

It also dropped its one-year lending rate by 25 bp to 4.6%, which was the fifth cut this year (below).  

 

source: Bloomberg 
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With an earnings growth rate of 12%, a price-to-earnings reading of 9.87, and a price-to-book ratio of 

1.39 we maintain exposure to the Chinese investable market. 

 

RISK FACTORS 

 Fed commits a policy mistake by raising rates 

 U.S. dollar remains overvalued 

 China policy makers need to lower real rates 

 

 

John Cooper, CFA 

Jason Cooper, 2015 Level III CFA Candidate 

September 2015  
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

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.  


