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 2016 - A Year of Extremes,              

Ring Out the Old 
As we ring out the old and bring in the new, it is safe to say that last year was 
indeed one of extremes.  You may recall that last January saw the Dow Jones post 
its worst opening week ever and by February 11th it was down 10.13%.  A 
perceived slowdown in several key world economies and a collapse in oil prices 
were blamed for the poor start.      

West Texas Intermediate (WTI) crude oil prices began trading in 2016 at $37.13 
per barrel.  The price soon collapsed and would bottom at $26.19 a barrel, a 
decline of 29.5%.  It’s interesting to note that WTI and the Dow Jones traded in 
tandem in the first six weeks of 2016.  Evidence of this is that WTI prices 
bottomed on February 11th of last year just as the Dow Jones did.   

US interest rates, as measured by the 10 year Treasury, declined by 27.2% by 
February 11th as investors were concerned about the deflationary effects of lower 
commodity prices, especially in the oil patch.  It should be noted that interest 
rates were at or near new all-time lows (they still are) which magnifies any move 
up or down when measured by percentages.  That being said, any short term 
move of 27.2% tends to get one’s attention.  Further, the 10 year Treasury would 
not bottom until after the mid-year Brexit vote when it traded at a low of 1.37%.   

As our chart on the next page illustrates, these moves down would be reversed 
by year end.  When measured by 2016 low prices to 2016 highs, the Dow Jones, 
WTI and the 10 year Treasury would reach their 2016 year highs by December 
and post swings of 27.55%, 102.33% and 89.78%, respectively.  It helps to 
remember that the Dow Jones had its worst start ever, WTI reached a 15 year low 
in February 2016 and interest rates were at or near all-time lows.  In that context 
a recovery was a reasonable expectation.  However, I am reminded of a cartoon I 
saw many years ago showing a person with their feet in a block of ice and their 
head in a furnace.  The caption noted that absent the extremes, things were 
normal.   

http://www.armorycm.com/
http://www.armorycm.com/
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Bring In the New 

There were three occasions in 2016 when the stock market declines were most noteworthy.  The first was the 
aforementioned January to mid February correction of 10.13%.  The market would recover all of those losses by the 
end of the first quarter.  The second was the post Brexit vote when the Dow Jones traded down 5% immediately 
after the vote.  The index would recover from this interim low within 10 trading days and go on to post new highs.  
The third occasion was late on election night and early into the following morning.  As a Trump victory became more 
and more likely, US stock market futures indicated a decline of over 800 points (equal to a 4.7% decline) on 
Wednesday morning.  When the markets opened in New York, the Dow Jones quickly swung to the upside and 
ended the session with a 256.95 point gain.  That swing from the indicated open of minus 800 points to a close of a 
plus 256.95 points equates to a positive reversal of 5.7%.  These three occasions are noteworthy because, as we 
have said many times in the Buttonwood, stock market corrections in a secular (long term) bull market are 
historically very quick and severe.    

As we look forward to 2017, we remain cautiously optimistic that the bull market in stocks that began in March of 
2009 will continue.  You may recall that this bull market is now the second longest in history and for some that is 
cause for concern.  It helps to remember that bull markets do not die of old age, they die when underlying economic 
fundamentals weaken.  Typically these various fundamentals weaken to a point where the economy slides into a 
recession.  At this point we don't see the level of deterioration in these fundamentals that would be necessary to 
end this bull run.            

RBC has provided an updated recession graph.  You may recall seeing this chart in past Buttonwoods.      

          

 

At this point, none of the indicators are signaling that a recession is imminent.  Pre-election GDP growth was 
forecast to grow at 2% in 2017.  If the new administration can deliver on tax cuts and regulatory reform GDP would 
likely grow at a faster non-inflationary pace that approaches 3%.   

Start of Yield ISM Inflation Capacity Housing Avg Weekly 

Recession Curve Mfg Trends Utilization Starts Hours 

Dec-69 Recession Recession Recession Recession Recession Recession 

Nov-73 Recession Recession Recession Recession Recession Recession 

Jan-80 Recession Recession Recession Recession Recession Recession 

Jul-81 Recession Recession Expansion Expansion Recession Expansion 

Jul-90 Recession Recession Recession Recession Recession Recession 

Mar-01 Recession Recession Recession Recession Neutral Recession 

Dec-07 Recession Recession Recession Recession Recession Neutral 

Present Expansion Expansion Neutral Neutral Expansion Expansion 

Source: RBC Capital Markets, Haver Analytics, US Census Bureau, ISM, BLS, Federal Reserve, NBER, S&P   

DJ, Oil, TSY Low Date High Date Change % Change  2 12/30/2016 

DJIA 15,660.18 2/11/2016 19,974.62 12/20/2016 4,314.44 27.55% 19,762.60 

Crude Oil  1 $26.19 2/11/2016 $52.99 12/31/2016 $26.80 102.33% $52.82 

10 Yr TSY 1.37% 7/5/2016 2.60% 12/16/2016 1.23% 89.78% 2.45% 

 1  https://fred.stlouisfed.org/series/DCOILWTICO/download data, WTI    

 2  % change  measured  from yr  low to yr high not 12/31/16     
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While there is likely to be some political wrangling in Washington regarding regulatory reform, tax cuts, and other 
agenda items that the new administration has proposed, remember that some of what is being discussed, tax cuts in 
particular, have long been proposed by both sides of the aisle.  We feel it is a safe assumption that 3% GDP growth 
would certainly keep the US economy from sliding into a recession any time soon. 

 

Inflation & Interest Rates are a Must Watch 

When the Federal Reserve raised rates for the first time in almost a decade in December of 2015, it was widely   
forecast that there could be 3 or 4 increases in 2016.   Not only did that did not occur, as there was only one rate 
increase in 2016, but there is not a similar forecast for 2017.   The consensus view is that the Federal Reserve will be 
very slow to raise rates in 2017 and the foreseeable future.  This translates into a slow cycle for rate increases vs. a 
fast cycle.   A slow cycle is one in which the Fed is not raising rates after every meeting and we have not seen a slow 
cycle since the 1970s.  The financial markets can do well in a slow cycle environment because there is a lack of     
significant core inflation (inflation that excludes food and energy) and no evidence of an overheated economy. 

The bond market has already anticipated higher rates.  Evidence of this is the move in the 10 year Treasury from 
1.88% just before the election to a level of 2.42% in early 2017.  The 10 year traded as high as 2.54% on December 
14th the day the Fed announced a rate hike.  Other areas to watch include health care costs which are projected to 
rise by 4% to 6% for employer plans and 9% for Obamacare exchange plans, according to Kiplinger.  Prescription 
drug price inflation is expected to remain at a 5% level for 2017.  A tighter labor market may increase wage inflation.  
The Fed has previously suggested that a slack labor market was a significant reason for not raising rates.    

Certainly none of the aforementioned examples are enough to cause interest rates and inflation to spike in the     
extreme in 2017.  However, it is becoming increasingly evident that that there are some variables in the “inflation 
and higher rate” equation that must be watched.  Also it helps to remember that we are coming off of secular lows 
with respect to rates and inflation and there may be a compensating period of time when each of these spikes more 
quickly that the consensus estimate. 

 

It Always Comes Down to Fundamentals & Valuations 

For quite some time, monetary policy (lower rates) has been the catalyst for recovery and tepid economic growth.  
Since the election you may have heard about how "animal spirits" have driven the markets higher.  The phrase 
"animal spirits" was coined by John Maynard Keynes in his 1936 book The General Theory of Employment, Interest 
Rates and Money.  Keynes used the phrase to illustrate how human emotions and confidence can drive investor 
behavior.  There can be no disputing the fact that the markets have done well since the election.  How much of the 
market’s performance is a result of animal spirits is subject to debate.   

As we have stated many times, at the end of the day, markets trade on fundamentals.  Therefore, we need to assess 
where we are from a fundamental perspective.  Since the recession the Federal Reserve has been the driving force 
for economic recovery and growth.  As we mentioned above that growth has been slow and as a result the Fed has 
been the target of criticism.  That criticism is unwarranted in our opinion.  The Fed was dealt a very tough hand and 
did what a central bank should do to pull the US economy back from the fiscal cliff.  Because of the severity of the 
recession, the pace of recovery and growth was going to be slow.  At this juncture the US economy must look to the 
consumer to drive future economic growth. 
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Experts have long stated that the US economy is consumer driven.  That statement is true as the consumer makes up 
about 70% of our GDP growth.  The question becomes, is the consumer back from the most severe economic downturn 
since 1929?  In a recent Forbes article Tim Worstall said "the consumer, that backbone of the economy which is        
consumer demand, is back".   Worstall supports his claim by saying that "steady hiring and emerging signs of solid pay 
increases have made Americans more confident to spend".  We look for consumer spending to lead the US economy 
into the next leg of economic recovery.            

Finally, we looked at where S&P earnings might be with respect to current inflation levels.  Recently Charles Schwab 
suggested that a jump in S&P earnings of 12% for 2017 was not an unreasonable forecast.  As the chart below            
illustrates, on forward 12 months earnings estimates the S&P is at a multiple of about 17.  With current inflation data 
showing an inflation rate of slightly over 2%, stocks are not overvalued from a historical perspective.   

   

  

       

As we mentioned above, inflation and interest rates are critical to stock market performance in 2017.  While we see an 
uptick in both inflation and interest rates, we don't see increases that will derail the economy or the bull market in 
stocks.  Bonds could face some significant headwinds as rates rise, but ultimately that will lead to better opportunities.  
We feel that the bull market in stocks has a good chance to continue.  While we might not see returns as good as last 
year we are encouraged by the new administration's tax cut rhetoric, proposed reduced regulation, consumer           
confidence, reasonable valuations and a slow increase in interest rates.   

We are hoping 2017 will be a good year to "Get Rich Slow".           

 

  1958 - 2016   

Inflation Average P/E Highest P/E Lowest P/E 

0 - 1% 16.3 20.9 11.7 
1 - 2% 17.0 20.6 13.1 

   2 - 3% * 17.6 26.7 10.8 
3 - 4% 16.0 20.7 10.1 
4 - 5% 14.0 21.0 9.5 
5 - 6% 14.9 20.2 8.2 
6 - 7% 11.6 17.9 7.2 
7% + 8.4 11.5 6.6 

* We are here Source: Schwab, BLS, FactSet, as of 11/30/16, P/E based on forward 12 months. 
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GUESS THE DOW CONTEST 

It is undeniable, that in this day and age, Wall Street affects us all.   

Think about it for just a minute...your 401(k), taxes, entitlements, 

deficits, etc.  - Wall Street is a big part of our lives.  Since it is, we at 

Armory Capital Management have decided to have some fun with it.   

You are invited to take part in the Annual Guess the Dow Jones    

Contest.   Invite a friend to join you!  Here are the rules: 

 Entries must be submitted via email by Friday, January 27, 2017 

at 11:59 p.m.  No entries will be taken after that time. 

 Email your guess to Matt Abbott at mabbott@armorycm.com. 

 The winner is the person who guesses the closing value of the 

Dow Jones Industrial Average (or comes the closest) on             

December 31, 2017. 

 

http://www.armorycm.com/about/team
http://www.armorycm.com/about/team
http://www.armorycm.com/
http://www.armorycm.com/


 

 

 

 

 

 

 

 

 

 

Patient Investing. Steady Returns. 

Successful investing is an elusive realty for many people.  It 

should not be that way.    

Investors who are willing to embrace a long-term time horizon, adhere to a          

conservative investment philosophy, and seek proper guidance will be rewarded.  In 

the short run, the markets may seem volatile, in the long run, the trend is favorable 

for those willing to hold quality investments over time.  

At ACM we believe that the underlying principles of sound investment should not 

alter from decade to decade.  The likelihood for success is overwhelmingly in your 

favor if you have the required patience and proper guidance. 

Please call us, we’d like to help you Get Rich Slow. 
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7 Key Tenets to Successful Long-Term Investing 
 

At its core, we believe that successful investing requires a consistent investment philosophy and 

discipline.   We believe that buying and holding quality investments over a long period of time is 

the foundation for a successful investment program.  Here are our beliefs for successful investing: 

1. Get Rich Slow 

2. Belief in Capitalism, Free Enterprise, & America 

3. A Disciplined Investment Philosophy is Critical 

4. Don't Overpay For Underperformance 

5. Compare Performance Correctly 

6. Taxes Are Important 

7. Managers Manage 

For more information about our investment philosophy and approach, please 

visit www.armorycm.com. 


