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SUMMARY 
 

• According to market strategist Tom Lee of Fundstrat, stripping out the 10 largest weighted S&P 
500 stocks, would result in a gain of 4% ytd.  This is evidence of how narrow and selective the 
market advance has been.  A tech S&P 500 weighting of 25% has bolstered the returns of these 
10 top gainers, and propelled growth returns of +17.7% over value at +4.7% thus far.  With 
growth overvalued, we believe we are close to an inflection point where value will likely 
outperform, perhaps for the next several years.  This will negatively impact the returns of passive 
investment strategies, similar to what happened in l999 when  the dotcom stocks peaked. 

 
• The Fed should shortly announce its scheduled balance sheet reduction plan.  Initially, they will 

let $10 billion of treasuries and mortgage backed securities mature without reinvestment.  This 
will gradually rise to $50 billion monthly by yearend 2018.  The runoff of investments will cause 
a decline in excess reserves, but is unlikely to negatively impact risk taking.  For many years 
these reserves have been sitting dormant, earning interest but not used by commercial banks to 
increase lending.   

 
• Nevertheless this policy may have unintended  consequences.  A smooth running exit may 

engender "animal spirits," and lead to increase in risk taking.  An increase in borrowing would 
drive interest rates higher, causing the Fed to respond with its usual lag, by pushing up the Fed 
funds to perhaps 2% (FOMC dot target for 2018).  Under this scenario, Treasury yields on 10-
year maturities could hit 3%, a level that would increase volatility in risk assets. 

 
• Oil prices should rise over the months ahead, benefitting from declining inventories and flat 

production, which are offsetting seasonal demand weakness.  Meanwhile, geopolitical risks are 
elevated.  These include possible curbs on Venezuelan imports, a termination of the Iranian 
nuclear deal, and a possibility the Saudis will be forced to act alone, before their scheduled 
November 30th OPEC meeting, by cutting production to stabilize cartel compliance at 70%. 

 
• Ninety-five percent of equity bear markets are caused by U.S. recessions. While valuations are 

stretched, and the Fed is gradually removing liquidity, we see few signs of a recession beginning 
in the next six to twelve months. 
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• As such, equities should outperform bonds, at least through the first half of 2018.  Foreign 
markets offer more attractive value, and should continue outperforming their domestic 
counterparts.  We prefer Europe, Japan (removed currency hedge), China "H" shares, and are 
looking to purchase South Korea on any weakness.  While U.S. tech/telecom are fairly priced, 
SK offers above average exposure to these sectors at more reasonable valu

 

MACRO TRENDS 

Based on an analysis of the Conference Board's Leading Economic Index, we believe there is a low 

probability of a U.S. recession starting over the next twelve months.  During the six months ended July, 

the LEI increased at a 4.7% annual rate, up from 3.1% for the previous six months.  Gains in the LEI 

components were generally broad based, with weakness in housing permits

financial indicators, new orders, and sentiment.

Furthermore, as shown in the chart bel

months in advance of the six month m.a. of the six month r.o.c. in the LEI turning negative.  

 

   
 

equities should outperform bonds, at least through the first half of 2018.  Foreign 
markets offer more attractive value, and should continue outperforming their domestic 
ounterparts.  We prefer Europe, Japan (removed currency hedge), China "H" shares, and are 

looking to purchase South Korea on any weakness.  While U.S. tech/telecom are fairly priced, 
SK offers above average exposure to these sectors at more reasonable valu

Based on an analysis of the Conference Board's Leading Economic Index, we believe there is a low 

probability of a U.S. recession starting over the next twelve months.  During the six months ended July, 

annual rate, up from 3.1% for the previous six months.  Gains in the LEI 

components were generally broad based, with weakness in housing permits

and sentiment. 

Furthermore, as shown in the chart below, since 1960 recessions have started anywhere between 2 to 15 

months in advance of the six month m.a. of the six month r.o.c. in the LEI turning negative.  

           
 

2

equities should outperform bonds, at least through the first half of 2018.  Foreign 
markets offer more attractive value, and should continue outperforming their domestic 
ounterparts.  We prefer Europe, Japan (removed currency hedge), China "H" shares, and are 

looking to purchase South Korea on any weakness.  While U.S. tech/telecom are fairly priced, 
SK offers above average exposure to these sectors at more reasonable valuations. 

Based on an analysis of the Conference Board's Leading Economic Index, we believe there is a low 

probability of a U.S. recession starting over the next twelve months.  During the six months ended July, 

annual rate, up from 3.1% for the previous six months.  Gains in the LEI 

components were generally broad based, with weakness in housing permits offset by strength in 

 

ow, since 1960 recessions have started anywhere between 2 to 15 

months in advance of the six month m.a. of the six month r.o.c. in the LEI turning negative.   

 



INVESTMENT OUTLOOK SEPTEMBER 2017 
 

There were seven recessions during the 1960

measurement, was 6.7 months. 

 

In addition to the LEI, which has historically provided excellent signals of economic contraction, we 

monitor the yield curve (10 year 

funds.  The yield curve spread inverting 

leading indicator of recession.  In fact, it is one of the LEI components.  We also monitor the twelve 

month change in the Fed Funds rate.  Historically, when

monetary policy had tightened to the point where investors could expect a negative impact on economic 

growth.  

 

 

In this regard, the latest reading of 195% should be taken in the context that the Fed funds 

at close to zero for the past seven years, leading up to the first 25 basis point increase in December 2015.  

Therefore, we would not be overly concerned about the Fed following a tight money policy, until the 

rate was raised to 2% (above the 1.8% potential growth rate of the U.S. economy).

 
 
 

 

 

 

 

   
 

There were seven recessions during the 1960-2017 period.  The average lead 

In addition to the LEI, which has historically provided excellent signals of economic contraction, we 

10 year Treasury minus 2 year Treasury) spread and the yoy change in Fed 

inverting (short rates above long-term yields) is usually another excellent 

leading indicator of recession.  In fact, it is one of the LEI components.  We also monitor the twelve 

month change in the Fed Funds rate.  Historically, when this measure rose above 100%, it signaled that 

monetary policy had tightened to the point where investors could expect a negative impact on economic 

In this regard, the latest reading of 195% should be taken in the context that the Fed funds 

at close to zero for the past seven years, leading up to the first 25 basis point increase in December 2015.  
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REFLATION BEFORE INFLATION 

This year has been dominated by a reflationary impulse, resulting from decreases in the price of WTI 

crude oil, the US dollar, and the 10-year Treasury yield:  

 

 12/31/2016 08/31/2017 % Change 

WTI Crude Oil  $51.97 $47.07 -9.4% 

UUP (dollar index) $26.46 $24.03 -9.2% 

10-yr Treasury Yield 2.49% 2.12% -14.8% 

 

This is a powerful combination for increasing real final demand.  Effectively, this serves as a tax cut to 

workers via an increase in real disposable income (decreasing the percentage of household income 

directed towards non-discretionary oil-related outlays); an increase in global demand for our goods and 

services via devaluation of the dollar (a boon to exports); and a decrease in the cost of capital investment 

due to the decrease in funding costs (supportive of fixed capital investment).  In fact, US monetary 

conditions are now easier than they were in December of 2015, when the Federal Reserve embarked on 

its monetary tightening program.  

This is corroborated by Stuyvesant's Reflation Study (top panel), a leading indicator: 
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The Stuyvesant Reflation Study is calculated on a monthly basis as the inverse of an equal-weighted 

index of Z-scores that are computed for oil prices, 10-year Treasury yields, and the US dollar.  Z-scores 

indicate how many standard deviations a data point is from the mean, which is useful for comparing/ 

contrasting multiple data sets.  In this circumstance, it allows us to normalize that deviation for each 

series, which is useful in assigning each series an equal-weight in the Reflation Study. 

 

When this index trends above the zero-bound, it indicates that the economy is undergoing a reflationary 

impulse and when it is below the zero-bound it indicates that conditions are becoming restrictive.  A 

powerful upthrust began in late 2016 and continues through August of 2017 (depicted by the black 

arrow in the top-panel).   This indicates that financial conditions are easy, which should stimulate the 

economy. 

 

Our study has historically been a leading indicator for the US Economic Surpirse Index (bottom panel). 

Citi's U.S. Economic Surprise Index measures the difference between expected economic versus actual 

data, smoothed over the past three months, weighted for the most recent releases.  When data beats 

analyst expectations the index trends up and when data misses the index trends down.  Given the 

propensity of our reflation study to lead the economic surprise index, we expect that the strong 

reflationary impulse will lead to positive economic surprises. Currently, the index has put in a bottom 

and is trending towards positive territory. 

 

STOCK MARKET OUTLOOK 

Perhaps the biggest surprise regarding Q2 earnings was not the fact that earnings growth yoy was 10.2% 

with revenue growing 5.1%.  Rather it was that companies that had positive earnings surprises declined         

-0.3% in price, measured from 2 days prior to 2 days subsequent their earnings release.  Over the past 

five years, companies reporting positive surprises gained +1.4%.  According to Factset, this marked the 

first time since Q2 2011 (-2.1%) that companies that beat performed this poorly.  Noteworthy, is that 

more companies issued positive Q3 2017 guidance than issued negative forecasts.  Perhaps the market, 

which is trading at 16.7x 2018 earnings is getting a bit ahead of itself.  Also of significance was the fact 

that companies with global exposure, benefitting from strong growth and a weak dollar, fared better than 

their domestic counterparts.  A Factset study showed that companies that generated more than 50% of 

sales inside the U.S. grew earnings at 8.5% for Q2 2017.  For companies that generated more than 50% 

of sales outside the U.S. the blended earnings growth rate was 14.0%.   
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At the sector level, Info Tech and Healthcare had the highest number of companies recording earnings 

beats at 86% and 81% respectively.  Telecom Services and Energy had the lowest percentage of 

companies reporting earnings above estimates, at 50% and 50% respectively.  However, Energy 

companies recorded the highest yoy gains in Q2 2017, with average earnings growth of 388.6% and 

average revenue growth of 17.5%.  The recovery in Energy sector earnings reflected net margins of 

3.5% vs. 1.0% last year.  Cost cutting in the Energy sector is at a premium, with prices below $50/bbl.  

We expect margins to continue their recovery into 2018.  The sector is expected to achieve earnings 

growth of 42% next year on a revenue gain of 8%. 

 

Current Factset earnings estimates for the S&P 500 for CY 2017 and CY 2018 are 131.72 and 146.23 

respectively.  Estimates for CY 2018 will likely increase should corporate tax cuts be implemented.  At 

16.7x 2018 earnings, equities appear fairly valued.  However, that assumes next year isn't followed by a 

2019 recession, which would put in a peak for margins and weigh on earnings.  As shown in the chart 

below, S&P 500 Trailing 12-month price/earnings at 21.7x is well above the 16.8x average trailing p/e 

over 10 years.  On this basis the  market is not cheap.  We are closely monitoring our recession 

indicators for signals of potential weakness. 
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OIL PRICE UPDATE-GEO POLITICAL RISKS ELEVATED 

With over one-third of global oil production based in the Middle East, oil prices are always subject to 

risks associated with that region.  In a recent podcast, courtesy of MacroVoices, Joe McMonigle, former 

Chief of Staff of the Department of Energy, detailed several risks which he believes could positively  

impact oil prices in the near term.  First, is the real possibility that Trump will extend sanctions to cover 

the importation of Venezuelan crude.  VZ crude is heavy and is blended with U.S. WTI light.  The major 

reason given for avoiding sanctions is that U.S. refiners would be short heavy crude.  However, 

McMonigle believes the infrastructure is in place to send Canadian heavy oil down to the Gulf Coast.  

However, Canadian crude will still leave U.S. refiners in short supply.  Venezuela exported roughly 

741,000 bbl/day to the U.S. in 2016.  Second, the Iranian nuclear deal is scheduled for a major 

compliance review in October.  There is an increasing probability that Trump will cancel the deal.  This 

would result in a potential shortfall of as much as 1 million bbl/day withdrawn from global supplies, as 

the cancelled deal would likely be replaced with renewed oil sanctions.  Third, the Saudis are counting 

on selling 5% of Aramco in an IPO next year.  It is unlikely that the deal will get done unless oil trades 

between $55-$60 bbl.  Therefore, McMonigle believes there is a strong chance the KSA might act 

independently to insure that OPEC compliance is maintained at 70%, even if it necessitates deeper cuts 

from their production. 

 

THE BOND MARKET 

According to MRB Partners, a leading global macro research firm, a recovery in inflation expectation (5 

year, 5 year forward CPI swaps) to their pre-2014 level, would result in a 50 bps increase in 10-year 

Treasury yields.  Most analysts agree that the 2014 decline in inflation expectations was an overreaction 

to the decline in crude prices.  However, the fluctuation in oil prices should not affect the long-term 

trend in core inflation i.e. the inflation risk premium.  Our contention is that continuing economic real 

growth above 2% will gradually lower the unemployment rate, which according to Fed estimates, is 

already at full employment.  Classical economic theory states that at full employment supply of both 

capital and labor is generally inelastic.  Therefore, increases in output should induce higher 

wages/prices. 
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Since Treasury yields peaked at 2.61% in March, both the real and inflation components declined.  The 

real yield (TIP) declined by 17 b

that oil prices were essentially unchanged since Marc

in Q2.  The core pce deflator slowed on a yoy basis from 1.7% to 1.4%, which may explain the decline 

in yields.  Analysts point to lower health and shelter prices as the major factors influencing core pce

 

 

The Atlanta Fed GDPNow Model, is currently forecasting 3Q real GDP at 3.4% rate.  The

Nowcast Model is forecasting GDP growth at 1.93% for Q3 2017.  Averaging the two models together 

yields a growth rate of 2.65% for Q3.  Our previous discussion 

prices, coupled with an oil market close to balance, could cause inflation expectations to rise over the 

months ahead.  This should drive Treasury yields above 2.5%.  Should Trump's fiscal stimulus plan be 

enacted, the impact on an economy already operating at full employment should be inflationary, thereby 

further pressuring bond yields upward into 2018, perhaps to 3%.

SO LONG TO AN "INDEPENDENT FED"

On September 6, 2017 the Wall Street Journal reported that Gary Co

Economic Council, would not be appointed to Chair the Federal Reserve.  It was speculated that 

President Trump would not reappoint Janet Yellen to head the Board of Governors and would instead 

seek to install someone from the p

position.  The rationale for not appointing Mr. Cohen centers on the fact that he came out against 

President Trump's inadequate response to the hateful incidents that occurred in Charlottesv
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We believe that this is a significant development for the path of US monetary policy.  The Federal 

Reserve was established as an independent organization.  In the past, its independence was respected by 

the three respective branches of our government.  However, President Trump may be signaling that the 

pre-eminent qualification of Yellen's successor is loyalty to the executive branch.  If this is the case, then 

the executive branch of our government will effectively set monetary policy.  President Trump's history 

as a real estate developer and verbal indications that he prefers a weak dollar as well as low interest rates 

indicates that the next Fed Chair will be even more dovish than his/her predecessor.  This represents 

another reason to hedge against higher inflation over the coming years. 

 
 

RISK FACTORS 
 

• Inflation rises too quickly, causing monetary policy to become too tight. 
• Loan growth remains tepid. 
• Oil price spikes on a Venezuelan implosion. 
• A freefall in the U.S. dollar. 

 
 
John Cooper, CFA 
Jason Cooper, CFA  
September 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.  


