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Reaching financial success is a marathon, not a sprint. 
Slow and steady wins the race.

Investment Strategy

• Fundamental disciplined investment style with focus on the long term;

• Quality companies at a reasonable price. In other words: buy above 
average companies at below average prices;

• Companies earning consistent good returns on equity, while having 
little or no debt on their balance sheet;

• Companies with high free cash flows have the ability to return cash to 
shareholders via share buybacks and dividends or to pay down debt.

• Companies that have a steady history of increasing dividends over 
time.



It may not be a great report card, but it beat the street expectations…



The Recent Case for Optimism, Life is Good

Reduction of corporate taxes

Tax holiday for the repatriation of foreign 

profits, part of it will be used for dividend 

increases and share buybacks

Rolling back of excessive business regulations, 

incl. Dodd-Frank

Fiscal stimulus expectations.

Infrastructure investments: $1 trillion over 10 

years

Animal Spirits rise and companies start 

investing, creating jobs

Higher expected economic growth and 

earnings, could justify the elevated valuation 

of the stock market 



Gallup’s Economic Confidence Index hits another new high





Sentiment is bullish 

Sentiment is bullish and the market is getting 

frothy. The market is being driven by 

momentum. It is not always about the 

fundamentals.

Investors Intelligence shows bulls at 63.1% of 

respondents, the highest reading since 1987. 

In last 14 weeks the number has been over 

55%, what II dubs ‘the danger zone.”

Bears were down to 16.5%, the lowest figure 

since July 2015. 

Assets often flow into stocks near market tops 

and exit at the bottom – exactly the opposite 

of what investors should be doing. 

Bulls are piling into the market’s elevator car. 

When the doors close, they may hear, “Going 

down.” 

Warning of legendary market watcher Richard 

Russell



S&P 500 Price-to-Sales Ratio is at highest in 2 decades





Margin Debt is hanging over the market

Margin debt is up, but as a share of the stock market’s value it has remained steady. 

In the dot-com bubble, it shot higher.  

Margin debt is the loans banks and brokerages make to investors, using their stock-

and bond-holdings as collateral. In November, it neared an all-time high of 

$507 billion and has hovered close to that level since. 

As the market falls, investors get margin calls on their loans and have to sell 

stocks to maintain their margin-debt minimum. 

The problem with margin debt is it causes a cascade effect in a down market. 

It exacerbates a bear market. 



Volatility is unusual low at the moment

The CBOE volatility index (VIX) persists at the very bottom of its range 

in the 10s and 11s (versus a lifetime average in the 19s).

Investors expect a mean reverting shock is just around the corner 

that will send the VIX higher, but …

Low volatility can stay low for a long time. 



What a difference a decade makes ……



One big change since Dow crossed 10,000 in '99: 

far fewer families directly own stocks.





Risks

Sentiment is overly bullish; Margin Debt at highs

2017 European Elections

Higher than expected inflation, leading to much higher interest rates. 

High government debt

Protectionism leads to trade war

Restrictive immigrant policy undercuts efforts to attract talent 

Foreign policy crisis with countries like North Korea, Iran, Russia, China

The market is complacent and does not discount the above risks



“We have two classes of forecasters: Those who don’t know 

and those who don’t know they don’t know.”  

John Kenneth Galbraith

Polling failed miserably in 2016

People underestimated the groundswell of  national, populist, anti-establishment and 

anti-insider sentiment.

Polls were wrong about Brexit in June.

Polls were unanimous in saying Hillary Clinton would win in November and in the 

unlikely case of a Trump win, it would be very bad for the stock market.



2017 European Elections

Political Uncertainty

Populist parties with national tendencies could be on the verge

of overtaking more traditional political parties across Europe.

March 15 – The Netherlands – 81 parties                      NEXIT?

April 23 – France; with May 7 the 2nd vote                   FREXIT?

The far right candidate Marine Le Pen has threatened

to pull France out of the Euro zone

September 24 – Germany 

Greece?? GREXIT?



Monetary Policy less accommodative  

The elephant in the room is the Fed, which is 

tightening policy. 

Economic conditions are improving beating 

forecasts both here and abroad. 

FOMC Meeting on March 14, 15

Increase in short-term interest rates a near 

certainty.

Conditions are in place for the first of the three 

25 basis point increases the FOMC predicted 

for 2017. 

Janet Yellen on March 2: “A further 

adjustment” in the fed-funds rate would be 

appropriate at the coming meeting. 

The Fed has met its two official objectives in 

terms of full employment and inflation. 

Unemployment rate at 4.8% and inflation at 2-

2.5%. 

The dollar is more likely to firm than to weaken 

on rising interest rates.

The dollar is already overvalued and both 

President Trump and Fed Chair Yellen recently 

voiced strong dollar concerns. 



Inflation

Reagan compared inflation to a mugger and an 

armed robber. 

The consumer price index is up 2.5% from a 

year ago. The direction is clear.

Some worry that Trump’s desire to stimulate 

the economy via tax cuts and $1 trillion of 

additional infrastructure spending could ramp 

up inflation, thanks in part to a labor force that 

has relatively few available workers. 

Higher inflation could be bad news for stocks, 

bonds, real estate, and the economy in 

general. 

The Fed might have to raise rates much higher 

than expected to choke off inflation and that 

could hurt economic growth. 





Fiscal stimulus will be less powerful than expected

Whatever we do on the fiscal side, it has to be revenue neutral, and that’s going to be difficult.

Once you breach a government debt to GDP ratio of 60%, 

the impact of fiscal stimulus subsides dramatically.

We have net debt to GDP ratio of 80% and the deficit is 3% of GDP. 

This is the highest debt ratio we’ve had in a peacetime economy. 

This is going to constrain the effectiveness of fiscal policy. 

At these levels, much of the stimulus gets saved and not spent. 

We’re not cutting spending and it’s next to impossible because a large part

of the spending is in entitlements – a ticking time bomb. 

Higher interest rates will make debt servicing costs burdensome. 



Bull markets don’t die of old age, but from 

euphoria

This week, on March 9, this bull market, the 

second longest in modern times, will be 8 

years old. 

The longest bull market was the near decade 

run from October 1990 to the top of the tech 

bubble in March 2000. 

The average bull market length is 54 months, it 

is now at 96 months.

The current market P/E-ratio on next 12 

months earnings is 18x, not cheap.

Higher expected economic growth and 

earnings, could justify current valuations, but a 

lot has to go right, and not much can go 

wrong.



Market View

It is time in the market that counts, not timing the market. 

Jumping ship limits your long-term savings potential. 

Long term: bullish

We’re just beginning to see big flows of money out of fixed income into equities

Short term: cautious, overbought, raise some cash. 

There will be better buying opportunities this year. 

Are we going into a bear market? No

Sectors I recommend: Financials, Health Care, Technology, Energy, Industrials

Avoid / Reduce:  

Bonds are expensive and the Fed is poised to continue raising short term interest rates.  

Bond substitutes like utilities and telecoms

Consumer cyclicals like retail 





“Fair Trade” is never fair

The government adjusts the scale of 

commerce in favor of domestic businesses that 

can’t or have difficulty succeeding any other 

way. Local consumers pay higher prices for 

trade barriers. 

The reason the U.S. long ago abandoned 

protectionist trade policies is because they not 

only don’t work, they actually leave society 

worse off.

One positive interpretation of Trump’s 

protectionism is that he doesn’t want to shut 

out world trade but instead wants fair trade. 

He wants to renegotiate trade deals on a 

bilateral basis and not on a multilateral basis. 



Border Adjustment Tax (BAT)

The BAT is the answer to corporate tax reform 

as it is expected to raise $1 trillion in tax 

revenue.

A BAT rewards exporters (they get a rebate) 

while penalizing importers. It is basically trade 

protectionism and could lead to a trade war. 

Benefits will be partially offset by currency 

adjustments.

There is no broad agreement on the BAT.

The GOP holds a razor thin majority in the 

Senate.

I doubt any lawmaker in Wal-Mart’s backyard 

will ever vote for legislation that penalizes 

those who import goods. 



The ghost of Smoot-Hawley

The Smoot-Hawley Tariff of 1930 started as a 

bill to protect farmers from foreign 

competition, but lobbyists expanded it to 

include a lot of other products.

Henry Ford called the bill “an economic 

stupidity,” but President Herbert Hoover 

signed it anyway.  

The stock market had begun to slip in the fall 

of 1929 already, while the Senate was debating 

the tariff bill. The market swung from greed to 

fear and the tariff is arguably one of the causes 

of the Great Depression.

Foreign trade was only 5% of U.S. gross 

domestic product (GDP) in 1929, but 30% now. 

From Q1 1930 until Q1 1931, the volume of 

trade – exports plus imports – had fallen by a 

third. 

Thomas Donlan, Barron’s, March 6, 2017


