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WE HAVE MOVED!
Same building, new suite.
Come see us!

T

he stock market continued its
assault on the record books in
the 3rd quarter. After a brief June
swoon, the S&P 500 bounced to an historic closing high by July 11th. It went on
to set 9 more record closes before the
end of the quarter.
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by minimizing risk while adding value through superior
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find this report useful.
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It seems the only thing able to interrupt
or possibly derail the market’s ascent is
a credible threat of an interest rate hike
by the Federal Reserve. Every sell-off
since last summer, no matter how brief
or shallow, has been precipitated by
growing expectations of a rate hike.
Once the fear dissipates, the market
moves on.
The lone instance of an actual rate increase, which occurred last December,
was met with such a stock market tantrum that the Fed was rendered unwilling to repeat the move thus far in 2016.
When several speeches by Fed members in late Spring and early Summer
indicated a willingness to hike rates, the
market experienced the June swoon.
Seemingly fearful of another market
correction like the one that followed
the December hike, Fed members
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worked quickly to assuage the market
and made public comments that indicated a reversed course.
With confidence restored, stocks found
themselves free to go higher again.
And higher they went. The S&P 500
finished the 3rd quarter up 3.85%, good
for a 7.84% year-to-date gain.
All the while, corporate fundamentals
have continued to deteriorate. Earnings
for the S&P 500 have declined for 7
consecutive quarters through June of
this year. Estimates indicate that this
trend may well be over after earnings
are tabulated for this quarter, and this
has provided a further dose of optimism to stock investors.
However, even if earnings do grow as
projected this quarter, they will only
return to the level they first attained 3
years ago! Think about that for a second. Earnings haven’t grown in 3 years?
Then why is the S&P up almost 30%
over that time frame?
On September 30, 2013, the first time
(Continued on page 4)
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All performance figures, charts and
graphs contained in this report are derived from publicly available sources
believed to be reliable. Tandem makes
no representation as to the accuracy of
these numbers, nor should they be construed as any representation of past or
future performance.

M

ost traditional indicators suggest the stock market could
be poised for a fall. Most traditional indicators might not matter.
It seems that the old rules no longer
apply. The market takes its cues now
from Central Bank policy more than it
does corporate and economic news. If
policy continues to point toward stable
or lower interest rates, stock prices rise.
If the stock market senses that interest

rates could go higher, stock prices
suffer. A slow growth economy is the
elixir stocks oddly crave because it
means Central Bank policy will keep
interest rates low.
It wasn’t always this way. Slow economic growth has historically meant
lower corporate profits. And corporate
profits have always been the biggest
driver of share prices.
(Continued on page 2)
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The chart to the right shows an
obvious correlation between
stock prices and earnings - until
now, that is. Earnings for the S&P
500 peaked in 2014, but prices
have yet to trend lower.
Another common measure of
valuation is the market’s PE ratio.
Since the end of 1988, the S&P
has enjoyed an average PE of
18.75, with a low of 11.51 and a
high of 29.55. At the end of September, the PE for this market stood at 21.22. Not outrageously high, but still well above the norm.
Some economic factors that have proven to be worthy
indicators in the past also seem less predictive in this
new Central Bank economy. The direction of the unemployment rate has generally been a reliable signal to
the market.

As indicated in the chart below, stock prices move in
the opposite direction of the unemployment rate. As
unemployment has fallen since its peak in 2009, stock
prices have rallied considerably. But it appears that unemployment may have begun to bottom. Typically
within months of a change in the direction of unem(Continued on page 3)

Stock Market Peaks and Troughs Occur within Months of Unemployment Rate Reversals
Unemployment peaked

July, 1992

S&P 500 bottomed

Unemployment bottomed

April, 2000
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S&P 500 bottomed

February, 2009

Unemployment peaked
Unemployment bottomed
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the yield spread indicates there is no cause for alarm.

ployment rates the stock market reverses course as
well.

And if we go even further back in time, as we have
done in the chart at the bottom of this page, the yield
spread indicates stocks are actually cheap. Before our
Federal Reserve became so experimental, yield
spreads were actually positive! Said more clearly,
Treasury yields were greater than earnings yields. In
2002, that flipped.

This makes sense. Stock prices are generally considered to be a good economic indicator. If unemployment is falling, the economy is improving, so stock prices rise. But if unemployment rates have now bottomed,
the improvement is over. Yet stock prices have continued to rise.
In this new world, interest rates drive stock valuations.
Fundamentals don’t. As we have discussed before, the
lower rates go, the more investors are driven to things
other than interest-paying investments. In some places
in the world, rates are actually negative. So investors now value stocks based on rates, not fundamentals. At least for now.

When we limit our time period to when yield spreads
are negative, stocks are fairly valued. But when we include periods of time when rates were “normal”, we get
an entirely different valuation picture for stocks. The
chart at the bottom indicates that stock valuations can
go a lot higher given today’s historically low interest

One way to compare stock valuations to interest
rates is by measuring the difference between
rates and corporate earnings. Corporate earnings
can be viewed as a yield, in a sense. To do this,
we take the S&P’s earnings and divide them by
the S&P’s price, creating an earnings yield. We
then measure the difference between the 10-year
U.S. Treasury Bond and the S&P earnings yield.
The chart to the right shows this difference, or
“spread”, since 2002. Subtracting the earnings
yield from the Treasury yield determines the
spread. The red line across the middle of the
chart indicates the average spread over this time
period. A spread above average indicates stocks may
be overvalued, while below the average line indicates
stocks are relatively attractive compared to bonds.
This chart seems to indicate fair valuation for stocks, as
the spread is essentially at its historical average. Unlike
the fundamental indicators that suggest overvaluation,

rates.
In this market, valuation relative to interest rates contradicts valuation by more traditional means. Does this
mean that Central Bank policies trump (no pun intended) fundamentals? Yes it does.
Fundamentals no longer matter as long as Central Banks continue their current experimental
policies. Think about it this way: the worse things
get, the lower interest rates will go, making stocks
relatively more attractive!
And then one day, the insanity will cease. We
have no way of knowing when that day will come.
As long as investors are comfortable using this
type of yield spread analysis to justify higher
stock prices, stock prices will remain higher. But
eventually markets will challenge Central Banks
and send rates higher in spite of policy. When that
happens, fundamentals will matter again. Since
we cannot know when that time will come, we
prefer to continue to value fundamentals, even if
we get lonely doing it.
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MARKET COMMENTARY (CONTINUED)

(Continued from page 1)

S&P earnings were at this level, the PE for the S&P was
16.45. On September 30 of this year, when earnings
were projected to reach the same level again, the PE
was 21.26. Clearly stocks were a lot cheaper in 2013
than they are today. So again, why the record prices?
As is the case in the late stages of nearly every bull
market, corporate fundamentals are not driving the
bus. Something else is. Something else that the market
believes to be so significant that fundamentals become
irrelevant.
As we near the end of the 8th year of the current bull
market, Central Banks like our Federal Reserve are still
employing the same playbook they used to spur recovery in the aftermath of the financial crisis. They seek to
inflate asset prices, thereby creating what is called a
Page 4

wealth effect. If we all feel wealthier because our assets have increased in value, maybe we will spend
more and generate more economic growth.
By forcing interest rates to zero or below, Central
Banks are certainly inflating asset prices. That part of
their plan is an unqualified success. Whether the policy
is creating economic growth is far less certain. Policy
could just be creating another bubble.
If you take a look at the chart above, you can plainly
see that wealth (Net Worth or Asset Prices) and economic growth (GDP) are closely correlated. That makes
sense, of course. Economic growth should lead to
greater wealth from greater asset values.
However, every once in awhile, asset prices get ahead
of themselves and a bubble develops. It happened after the tech bubble and again after the real estate bub(Continued on page 5)
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ble. Now we could be looking at a Central Bank bubble.
Time will tell.
For now, however, with interest rates historically low
around the world, stocks will continue to be attractive.
Whether for their dividends or their growth, investors
will continue to see stocks as one of very few investment options likely to produce positive returns. Until
they don’t.

Central Banks won’t burst this bubble. They want to
keep inflating it. The markets themselves will bring an
end to this era in their own time. At some point investors will conclude that Central Banks will no longer be
able to keep the game alive. When that happens, fundamentals won’t matter much then either, as markets
always over-correct. But one day, fundamentals will
most definitely matter again. We can’t know when that
will be. But we do know that at Tandem, we will ALWAYS pay attention to fundamentals. There are still
individual stocks worth owning. Fewer than other times
perhaps, but we can still enjoy the ride!

5 Year Annualized Dividend Growth for Tandem’s Holdings by Strategy
from Q3 2011 to Q3 2016
Large Cap Core 5Yr. Annualized
Dividend Growth
Company
Abbott Laboratories
AbbVie, Inc.

Dividend Growth
NA
NA

Accenture Plc
AptarGroup, Inc.
Bank of the Ozarks
Becton, Dickinson

19.57%
6.40%
27.49%
9.99%

Brown & Brown
Brown-Forman Cl B
Coca-Cola
Costco
CSX Corporation

8.90%
9.77%
8.29%
13.40%
8.45%

Dominion Resources
Ecolab Inc.
Expeditors International
Intercontinental Exchange

7.28%
14.87%
9.86%
NA

ITT
J. M. Smucker
Microsoft
National Retail Properties,

NA
9.34%
17.61%
3.40%

NextEra Energy
NIKE, Inc. Class B
QUALCOMM
Republic Services
ResMed

9.61%
15.60%
19.78%
7.78%
NA

SCANA
Scripps Networks
Stryker
T. Rowe Price

3.46%
20.11%
16.12%
9.69%

TJX Companies
Tractor Supply
United Technologies
W.W. Grainger

22.31%
31.95%
6.58%
13.07%

Wabtec
Walgreens Boots Alliance
Waste Connections
Average

46.14%
10.76%
14.09%
14.06%

Companies not paying a dividend on
9.30.2011 are NA. Abbott Labs and ITT
restructured and are also listed as NA.

Equity 5 Yr. Annualized
Dividend Growth
Company
AbbVie, Inc.
Abbott Laboratories
Accenture Plc
AptarGroup, Inc.
Bank of the Ozarks
Becton, Dickinsson
Brown & Brown
Brown-Forman Cl B
Cerner
Coca Cola
Cognizant Technology
Costco
CSX Corporation
Ebay
Ecolab Inc.
Expeditors International
Intercontinental Exchange,
ITT
Mednax
Microsoft
NextEra Energy
NIKE, Inc. Class B
O’Reilly Automotive
PayPal
QUALCOMM
Republic Services
ResMed
Scripps Networks
Signature Bank NY
Stryker
T. Rowe Price
TJX Companies
Thermo Fisher Scientific
Tractor Supply
United Technologies
W.W. Grainger
Wabtec
Walgreens Boots
Waste Connections
Average

Dividend Growth
NA
NA
19.57%
6.40%
27.49%
9.99%
8.90%
9.77%
NA
8.29%
NA
13.40%
8.45%
NA
14.87%
9.86%
NA
NA
NA
17.61%
9.61%
15.60%
NA
NA
19.78%
7.78%
NA
20.11%
NA
16.12%
9.69%
22.31%
NA
31.95%
6.58%
13.07%
46.14%
10.76%
14.09%
15.32%

Mid Cap Core 5 Yr. Annualized
Dividend Growth
Company
AptarGroup, Inc.
Bank of the Ozarks

Dividend Growth
6.40%
27.49%

Becton, Dickinson

9.99%

Brown & Brown

8.90%

Brown-Forman Cl B

9.77%

Cerner

NA

Cognizant Technology

NA

Dollar Tree

NA

Ecolab Inc.

14.87%

Expeditors International
Fiserv

9.86%
NA

ITT

NA

J. M. Smucker
Mednax

9.34%
NA

National Retail Properties,
O’Reilly Automotive
Republic Services
ResMed

3.40%
NA
7.78%
NA

Ross Stores
SCANA

19.67%
3.46%

Scripps Networks
Signature Bank NY

20.11%
NA

Stryker

16.12%

T. Rowe Price

9.69%

Thermo Fisher Scientific

NA

Tractor Supply

31.95%

W.W. Grainger

13.07%

Wabtec

46.14%

Waste Connections

14.09%

Yum Brands
Average

12.97%
14.75%

The list of holdings above for Tandem’s
3 strategies are as of 9.30.2016. These
lists do not constitute investment advice, nor do they represent performance
of any Tandem investment product.
FactSet is the data source for the above
calculations.
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KEY MARKET DATA

YIELD TABLE
Current

3 months ago

1 year ago

3-month Treasury Bill

0.29%

0.27%

0.02%

2-year Treasury Note

0.77%

0.73%

0.71%

5-year Treasury Note

1.18%

1.17%

1.49%

10-year Treasury Bond

1.63%

1.64%

2.17%

30-year Treasury Bond

2.35%

2.45%

2.95%

Prime Rate

3.50%

3.50%

3.25%

Federal Funds Rate

0.40%

0.38%

0.14%

Discount Rate

1.00%

1.00%

0.75%

30 yr Fixed Mortgage

3.46%

3.57%

3.89%

The data used to compile the above tables come from publicly available
sources. Tandem believes it to be reliable, but makes no such assertions.
Such data is not meant to imply past or future performance for Tandem
or any securities market.

9/30/16
Close

% Change
1 Year

% Change
3 Years

% Change
5 Years

S&P 500

2,168.27

12.9%

28.9%

91.6%

Dow Jones Industrial

18,308.15

12.4%

21.0%

67.8%

NASDAQ

5,312.00

15.0%

40.8%

119.9%

Russell 2000

3,110.66

13.7%

16.6%

94.3%

German Xetra DAX

10,511.02

8.8%

22.3%

91.0%

London FTSE 100

6,899.33

13.8%

6.8%

34.5%

Shanghai Composite

3,004.70

-1.6%

38.2%

27.4%

48.24

-4.2%

-42.7%

-44.6%

1,317.10

17.6%

-3.7%

-25.1%

CRB Index

186.32

-3.8%

-34.7%

-37.5%

U.S. Dollar Index

95.42

-0.9%

18.9%

21.5%

1.12

0.6%

-16.9%

-16.0%

Crude Oil
Gold

Euro/Dollar*

* Negative return represents dollar strength, positive return represents dollar weakness. Returns are cumulative, not annualized.

