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The surprise of the year was a Trump victory.  Going into October, his forecasted probability of winning was 

around 30%.  A lesson in probability analysis: Even though the chance is low, it can still happen.  The key is how 

much do you want to emphasize low probability events?  If you are extremely risk averse, you may protect 

against those.  

It will be late 2017 or early 2018 before we know how much of Trump’s key policy issues will become clearer – 

infrastructure, corporate taxes, immigration, ISIS, trade and Obamacare. 

A Review of Our 2016 Calls 

 Global growth was modest.  

 Crude oil did drop below $30.00.  

 China’s growth was around 6%, but the numbers are suspect.  

 Emerging markets did continue to struggle.  

 Europe was in better shape for growth.  

 Fed tightening would put risk assets in jeopardy.  (In fairness, the Fed backed off quickly.) 

 U.S. profit margins appear to have peaked  (kind of). They looked to have recovered in 3rd quarter 

but were still lower year-over-year. 

That is all well and good to get the economy mostly correct, but that doesn’t mean it will translate into 

exceptional investment returns.  More on that in our asset and portfolio sections. 

U.S. 

Growth continues to be underwhelming while employment continues to improve. We now are technically at 

full employment as reported by unemployment numbers.  There still are some lingering underemployment 

issues, but for the most part expect wage pressure in 2017.  This has already been showing up.  

Wage strengthening should keep the U.S. economy growing modestly, but structural headwinds will keep a lid 

on growth rates. The key to the economy will be as spare capacity is absorbed, companies must invest – but 

they have been reluctant to do so. The strong dollar probably shaved off 1% of GDP growth and will keep GDP in 

check for 2017.  Demographics and debt levels will also be an impediment to above recent-average growth 

rates.   
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The yield curve and employment levels suggest there is no sign of a U.S. recession in 2017.  Last year we 

discussed the possibility of one in late 2016, but global central bank policies have been accommodative.  

Unfortunately, those policies have failed to encourage higher growth rates.  This is a longer-term issue we will 

discuss in subsequent reports related to thematic drivers that steer our tactical asset allocations. 

 

 

 

 

 

 

 

 

 

 

China  

Expect 5% - 6% growth in China, but again the numbers are 

suspect.  Debt levels along real estate price levels are 

unsustainable in the long run.  The Bank of China (BOC) 

became restrictive in 2015 as real estate prices rose and 

speculation increased.  As the economy cooled and asset 

prices corrected, they backed off.  Eventually China will have 

to manage their current stop-and-go process.  The banking 

system is largely state owned so recapitalizing banks will be 

easier, but stubbornly high debt levels and real estate prices 

are a problem.  Trade with the U.S. may come into play in 

2017, but China is less dependent.  

Euro Area 

This is a tale of two cities so to speak.  Germany is at full 

employment and risks overheating if the ECB keeps their 

foot on the monetary gas pedal.  In the “Club Med” 

economies – Greece, Spain, Italy and Portugal –

unemployment stands at 15% plus.  The Euro banking system 

remains an issue with nonperforming loans still around € 1.0 

trillion of which only half have been provisioned for.  

Structural problems such as demographics, a weak banking 

system and substantial geopolitical issues suggest growth will be constrained.  This appears to already be 

priced in stocks.  More on this shortly.  There has been an improvement in the business climate as reported by 

the European Commission. The ECB will continue quantitative easing in 2017. 
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Japan 

The forgotten economy has been in over two decades of near-zero interest rates and has barely been able to 

get above 1% real GDP growth, and deflation rather than inflation has been the norm.  I bring up Japan mainly 

because it is the fourth largest economy in purchasing power parity, and the U.S. and Europe look a lot like 

Japan 20 years ago.  An aging population and declining work force are structural problems that look to be 

systemic.  Government finances are a train wreck with gross government debt at 250% of GDP and no end in 

sight.  There are some differences in the Japanese debt because it is held domestically as opposed to the U.S. 

debt that is held globally.  Poor productivity and an aging population is a recipe for continued stagnation.  

 

 

 

Conclusion 

Interest rates are still close to zero in Europe and Japan while the rates here in the U.S. have shot up on the 

heels of recent Fed statements.  China remains an unbalanced economy where policy makers still have some 

levers.  Inflation here in the U.S. is set to accelerate as wage pressures begin to mount.  The offset to this is a 

strong dollar so the inflation increase will likely be below 2.5%.  The strong dollar will shift some of the growth 

from the U.S. to Europe and Japan, two economies badly in need of some growth.  All in all, we expect modest 

growth again.  Over the last several years, growth estimates (from the IMF) have consistently missed their 

mark and had to be revised downward.  We think this will change this year as estimates are already at very low 

levels.  Real growth estimates for developed economies are in the 1.8% range, while China is at 6% and emerging 

economies ex-China are at 5%.    
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“A Trump victory could ultimately be positive for risk assets to the extent that he follows through with 

some fiscal pump-priming. Nonetheless, the knee-jerk market reaction will be negative if Trump manages to 

break above Clinton in the opinion polls in the coming weeks.” 

– a quote from a well-known research firm in September 2016  

What are three things that are short-lived? 

1) Dogs that chase cars. 

2) Basketball teams that can't shoot free-throws. 

3) Day traders timing the market. 

 

Shiller CAPE was 28 in 1997, ultimately rsing to close to 44, and currently it is above 28 rising to where? We 

must sound like a broken record by now in discussing why we have been underweight U.S. stocks since June of 

2015.  While we did mention in our last report that we felt conditions were right for a melt up, that is not a 

position we would take as long-term investors.  It takes a great deal of discipline and patience when in the 

short run things are going against you.  It appears U.S. stocks will turn in a solid 12% gain for 2016, with almost 

all this coming since the first of November.  Foreign stocks have been mixed, with the Euro area basically flat 

for the year, emerging Asia up about 5%, and emerging Latin America up 24%.  Canada looks like the top 

performer at around 25%. 

Stocks 

Rankings of Equity Markets Based on Cyclically Adjusted Price-Earnings Ratios 
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This reminds me of a period when a great investor’s process was challenged and the thought was he had lost 

his touch.  My article in Forbes ( http://chasefield.co/articles-2/ )  talked about Warren Buffett’s comment on 

valuations – “When they are rich, zip up your wallet and go away for a couple of years.”  The operative phrase 

is “a couple of years,” not weeks or months.  His performance from ’97 to ’00 was a full 6% annually under the 

S & P 500.  That is a full three years of underperformance.  I’m guessing most don’t have that kind of 

commitment to their process. We do.  For the record, our tracking error from our tactical process won’t even 

come close to that. 

Going forward, we will still underweight U.S. large cap with collective underweights to stocks in general.  

Expected returns based on Shiller CAPE and our quantitative model suggest 10-year forward annual returns are 

now below 4% here in the U.S. and around 6% in foreign markets.  Europe and Japan again appear to be the 

most attractive given valuations and monetary policy.  Structural headwinds and demographics further support 

the idea of a tough earnings environment globally.  

 

Japanese stocks appear to have fully 

priced in their decades of low growth 

and interest rates.  

Profits and corporate balance sheets 

in the U.S. continue to deteriorate, 

though earnings get a lift in third 

quarter 2016. 

http://chasefield.co/articles-2/
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https://analytics.bcaresearch.com/charts/DIN-20161220-090212
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We declared earlier this year that the long-run decline 

in interest rates is over.  Why?  First we have to 

distinguish between secular and cyclical trends.  

The secular outlook for bonds looks bearish here in the 

U.S. as inflation begins to stabilize and even 

accelerate.  This is mainly due to wage pressures from 

over a decade of subpar wage performance and a 

shrinking output gap.  At the same time, some of the 

structural factors contributing to deflation are slowly 

morphing into factors that could ultimately generate 

inflation. Consider the example of productivity 

growth, which has fallen sharply in many economies. 

At the outset, slower productivity growth is 

deflationary: Diminished productivity gains dull the 

incentive for firms to invest; and weak productivity 

growth also reduces consumption, as households 

react to the prospect of lower real wage increases. 

The result is lower aggregate demand and a larger 

output gap. Over time, however, weak productivity 

growth will cause the economy to bump up against 

supply-side constraints, helping to fuel inflationary 

pressures.  In other words, capacity will shrink enough 

from structural demand problems to cause supply 

pressure.  

Calling for the end of a secular bull market in bonds 

does not mean a quick rise in rates or a cyclical bear 

market in bonds.  It does mean that the contribution 

that bonds have provided in portfolios over the last 

generation will be absent.  This is a big deal for 

portfolio construction and the traditional 60/40 

portfolio.  For the further information on this topic, 

please refer to our Thematic Drivers piece published 

January 2017. 

Stronger inflation, rising short rate and the possibility 

of fiscal stimulation suggest rates will be higher in the 

next year.  However, it won’t take much of a rise to 

slow the economy with high debt levels and real wage 

growth being low for so many years.  Real yields on 

average are still relatively low.  This is the difference 

between bond yields and inflation.  There is room for 

them to move higher.  In fact, valuations of bonds still 

look troubling from our perspective.  This creates quite 

a conundrum from a portfolio standpoint. 

Bonds 
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We discussed that there was the possibility of a melt up in stocks as the Fed continued to very accommodative. 

Valuations would just become even more expanded under that scenario. 

What about this portfolio problem if valuations across the board don’t look appetizing? The first step then 

from our perspective is to reduce collective risk and expect difficult returns.  For how long?  As long as it takes 

for opportunities to create themselves. There is always the risk of being wrong of course. In fact, a long time 

respected analyst used to say “I reserve the right to be wrong.”  It is part of our industry and if you have no 

process and use heuristic analysis, you are sure to capitulate at the first sign of being incorrect.  If, however, 

you are grounded in process and data; you are sure to produce gains for your clients.  

“Dumping TINA for LISA.”  

– BCA research December 2016, Lenka Martinek’s analysis of investors’ justification for owning stocks. 

 We couldn’t think of anything that says it better: “TINA – There Is No Alternative” to LISA – Let’s 

Invest Somewhere, Anywhere.” Large cap equities are up over 5%, mid and small cap are up close to 

15% since the election.  We pulled back equity exposure a bit more in late December.  We also have 

shortened duration on our bond portfolio.  With short and long rates moving up in unison, this has not 

been as productive as we would have liked.  Our portfolio stance has been to get more conservative 

by adding to short-term treasuries and reducing equity exposure.  Why?  The chart below is a series of 

average 5-year rolling returns taken from daily returns since 1950.  If you examine these returns 

closely, you will see that in 2005 5-year compounded annual returns were negative – Shiller PE 44 I 

2000. By examining the Shiller PE and then the subsequent year returns, you will see lower returns 

come from periods of high valuations.  

 

Conclusions and Portfolio Concepts 

Source: Chasefield Capital 
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Our conclusions on long-term portfolio management are a bit more constructive as we realize the 60/40 

portfolio is in jeopardy of not being productive.  With long-run portfolio returns looking to be in the 4% - 5% 

range before costs, you can see the issue. Recall that high valuations tend to translate into lower returns while 

low valuations tend to translate into higher returns. The returns of the last three months are just noise around 

high valuation conditions essentially across all markets. We continue to wait for the market to digest the 

current valuation environment allowing us a more attractive entry point into risk assets. 

Ignoring the risk characteristics of your portfolio and focusing on the short term return issues never ends well. 

By passively ignoring the risk, the portfolios are subject to drawdowns to as much as 40%, but by actively 

engaging in the risk management issues (i.e. using valuation driven models) there is the opportunity to reduce 

those drawdowns. The idea is simple, but the execution is not. Large drawdowns take a large number of years 

to recover from, whereas with small drawdowns the recovery period is much shorter. If an investor is 

successful at rebalancing portfolios when valuations are more attractive, one can shorten the time frame even 

more. This is what we strive for at Chasefield Capital.  

  

Source: Robert Shiller, Yale University  
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Disclosure 

______________________________________________________________________________________________________ 

The views expressed represent the opinion of Chasefield Capital LLC. The views are subject to change and are not intended 

as a forecast or guarantee of future results. This material is for informational purposes only. It does not constitute investment 

advice and is not intended as an endorsement of any specific investment. Stated information is derived from proprietary and 

nonproprietary sources that have not been independently verified for accuracy or completeness. While Chasefield Capital 

LLC believes the information to be accurate and reliable, we do not claim or have responsibility for its completeness, accuracy, 

or reliability. Statements of future expectations, estimates, projections, and other forward-looking statements are based on 

available information and the Chasefield Capital LLC’s view as of the time of these statements. Accordingly, such statements 

are inherently speculative as they are based on assumptions that may involve known and unknown risks and uncertainties. 

Actual results, performance or events may differ materially from those expressed or implied in such statements. Investing in 

equity securities involves risks, including the potential loss of principal. While equities may offer the potential for greater 

long-term growth than most debt securities, they generally have higher volatility. International investments may involve risk 

of capital loss from unfavorable fluctuation in currency values, from differences in generally accepted accounting principles, 

or from economic or political instability in other nations.  

The information published herein is provided for informational purposes only, and does not constitute an offer, solicitation 

or recommendation to sell or an offer to buy securities, investment products or investment advisory services. All information, 

views, opinions and estimates are subject to change or correction without notice. Nothing contained herein constitutes 

financial, legal, tax, or other advice. The appropriateness of an investment or strategy will depend on an investor’s 

circumstances and objectives. These opinions may not fit to your financial status, risk and return preferences. Investment 

recommendations may change and readers are urged to check with their investment advisors before making any investment 

decisions. Information provided is based on public information, by sources believed to be reliable but we cannot attest to its 

accuracy. Estimates of future performance are based on assumptions that may not be realized. Past performance is not 

necessarily indicative of future returns. 

_______________________________________________________________________________________________________ 


