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One Quarter Down, Three to Go: The Outlook from Here

The first quarter of 2015 had its own dynamics and drivers, including volatile but
low oil prices, multi-year highs in the dollar and lows in the euro, and an accelerating
wave of M&A deals. From a stock market perspective, performance lagged the historical
average, much as it did in 1Q14.

For the first quarter of 2015, the S&P 500 recorded capital appreciation of 0.5%,
compared with a year-earlier gain of just 0.1% for 1Q14. Since 1980, the first quarter of
the year has averaged capital appreciation of 2.66%. The lagging performance in the first
quarter of consecutive years is indicative of investor uncertainty. Investors are uncertain
about the age of the bull market, the health of the U.S. economy, prospects for the global
economy, and the sustainability of earnings growth.

BULL MARKET IS MATURE, NOT ANCIENT
All these uncertainties have piled up at the ankles of a bull market that suddenly looks
old. The current bull market entered its seventh year during June. That makes it the fourth-
oldest of the 12 bull markets since World War II. Bull markets, which have averaged 72
months since the 1870s, have a longer average duration of 96 months since 1940. Aver-
age bull market return since 1949 has averaged over 230%; given the roughly 200%
return to date, the current bull market looks mature but not ancient.

Bull markets do not tend to die of old age. Bull-killing culprits include recession, inflation, or popping of asset bubbles.
We see little recession risk. The U.S. economy is operating at a high level and in some places accelerating, as we detail below.

Inflation is not a credible threat. Persistently low U.S. long yields and global accommodative policies, in the form of the
quantitative easing programs from the European Central Bank and Bank of Japan, suggest slack in those significant economies.
The only asset bubble may be in bonds; but U.S. bond prices are supported by safe-haven demand, scarcity, and low global rate
of interest.

FED RATE CYCLES DO NOT STOP THE ADVANCE
The implementation of more restrictive policy by the U.S. Federal Reserve Bank in and of itself will not stop the bull market.
Since 1980, the fed has engaged in five separate rate-tightening cycles: in 1983, 1987, 1993-94, 1998-99 and 2005-06. The
average rate cycle lasted 17 months; the average amount of tightening has been 310 basis points. And since 1980, stocks have
risen before, during & through rate cycles.
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From six months before the start of the Fed’s rate
cycle, the S&P 500 has averaged capital appreciation of
6.1%. From the start of the cycle through the first six
months, the S&P 500 has averaged a 4.7% gain; that trans-
lates to an annualized 9.4% advance, not much off the long-
term average of 10.1% on the S&P 500 since 1980.

Performance lags the average, however, across the
entire cycle. From the start of the rate cycle to the end, the
S&P 500 has averaged capital appreciation of 9.2%. Given
average 17-month duration, that works out to an annual-
ized 6.6% gain – well off the 10.1% average since 1980.
The Fed typically starts hiking rates near the peak of the
economy’s power. A year and a half later, the economic
engine may be starting to sputter; the bull market is even
older; and investors begin to lock in gains.

EARNINGS POWER THE BULL MARKET
The chief driver of bull markets, superseding impediments
related to simple maturity of the advance, is earnings. The
S&P 500 has appreciated about 20% annually since the
bull market began in 2009. Earnings growth from 2009
through 2014 has averaged approximately 17% per year.
Given the deep valuation lag at bull inception, stocks have
reached all-time highs without valuations becoming dan-
gerously stretched.

Earnings growth was predictably strongest out of re-
cession. But earnings growth was not mainly in the early
years. S&P 500 earnings grew a solid 8% in 2014.
Based on dollar strength and commodity disruption, we
recently reduced our 2015 EPS forecast to $126 from $131.
Our revised forecast implies 6% growth, which is still above
consensus. For now, we are reiterating our 2016 forecast
of $139, which implies 10% growth.

DOLLAR IMPACT ON EARNINGS
IS REAL BUT MISUNDERSTOOD
For the full year, the Street has dialed down EPS growth
expectations to 2% from an earlier 7.5% consensus. Why
is Argus so much more “aggressive” than consensus? We
believe the Street is misinterpreting dollar movements,
particularly as it relates to our historical (but no longer
dominant) trading partners.

The dollar index of major trading partners (MTP) is
up over 20% since late 2014. Euro and yen dominate this
dollar basket. But in terms of trading partners, the Eurozone
represents just 16% of our overseas trade, while Japan rep-
resents about 7%. Together they are only 23% of our trade.

The Other important trading partners (OITP) dollar
is up 9% since late 2104. The nations whose currencies are
represented in OITP are a higher percentage of our trade
than the nations represented in the MTP index. While dol-
lar repatriation impact is real, it is likely overstated.
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For U.S. Multinationals, loss of competitive position
related to dollar strength is another real risk. Over time,
however, European and Japanese trading partners, bedeviled
for too long by an over-strong currency, should begin to en-
joy increased business activity as a weak-currency benefit.

WHILE GDP HAS BACKED DOWN,
THE U.S. ECONOMY IS STRONG
The key driver of S&P 500 earnings remains the U.S.
economy. The data are generally very good, as we detail
below. The upside of weak energy prices is that flush con-
sumers are benefiting from a second quarter of cheap gaso-
line. But the concerns are equally real. Weighing on the do-
mestic outlook are the continued downswing in the oil patch,
which could impact employment and capital spending; ane-
mic materials and financial services earnings, and the possi-
bility that global recovery could not quite materialize.

Recent economic data paint a mixed picture. Several
indicators, ranging from LEI to existing homes to GDP,
missed pre-reporting consensus expectations. Yet many of
these indicators have recently backed down from multi-
year highs, and most still show the domestic economy op-
erating at high levels.

GDP growth of 2.2% for 4Q14 includes 4.2% growth
in real personal consumption expenditures (PCE), actually
higher than real PCE growth of 3.2% in 3Q14. Real gross
domestic purchases – which measure consumer and busi-
ness spending regardless of whether goods were produced
here or abroad – expanded 3.6% in 4Q14 and was little
changed from 4.1% in 3Q14.

Housing appears to be waking from its winter nap in
time for spring, based on surprising pending home sales
and new home sales data. On balance, we believe robust
trends in GDP, employment, and overall domestic economic
data will significantly offset strong-dollar and weak-com-
modity-price impacts on the global economy and corpo-
rate earnings.

VALUATION STILL FAVORABLE
Given all the inputs, we have moderated our earnings
growth outlook. But earnings remain at high levels, sup-
porting current index readings without a dangerous stretch-
out in valuations.

As the first quarter of 2015 came to an end, the S&P
500 was trading at 16.5-times our 2015 EPS outlook and
at 15.0-times our 2016 outlook. The two year forward av-
erage of 15.7-times is above the trailing five-year P/E of
14.3-times, but well below the past end-of-bull P/E peaks
above 20- or even 30-times.

A better EPS view across the cycle comes from nor-
malized earnings, which reach three years back and two
years forward. Based on normalized earnings of $120,
current index level of 2,080, and earnings yield of 5.8%,
we regard the S&P 500 as 5%-8% undervalued at cur-
rent levels.

Fair value is a moving target in that it will continue
to move higher as long as earnings continue to grow. Thus,
our valuation model can accommodate 9%-10% appre-
ciation in the S&P 500 in 2015 without any sign of over-
valuation. Maturing bull markets tend to push higher
after earning stop growing, resulting in premiums to
calculate fair value. Valuation overshoots of 10% or
more are common.

To wrap it all up, the bull market is mature but still
vital. Bulls do not die of old age; neither are they stopped
by pending Fed rate cycles. While the dollar has hurt earn-
ings, its impact is likely misunderstood; meanwhile, cheap-
energy inputs have likely not been fully factored into the
earnings equation. Earnings growth has almost paced mar-
ket appreciation across the bull market, preventing an un-
healthy valuation premium from building up.

In summary, the stock market has room to advance
in 2015 without reaching overvaluation levels.

Jim Kelleher, CFA,
Director of Research
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ARGUS RATING SYSTEM
Argus uses three ratings for stocks:  BUY, HOLD and SELL.  Stocks
are rated relative to a benchmark, the S&P 500.

A BUY-rated stock is expected to outperform the S&P 500 on a
risk-adjusted basis over a 12-month period.  To make this determi-
nation, Argus Analysts set target prices, use beta as the measure
of risk, and compare risk-adjusted stock returns to the S&P 500
forecasts set by the Argus Market Strategist.

A HOLD-rated stock is expected to perform in line with the
S&P 500.

A SELL-rated stock is expected to underperform the S&P 500.
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Netflix Inc NFLX  - HOLD 3/26/15

IHS Inc IHS   BUY HOLD 3/26/15
Kraft Foods Group Inc KRFT  HOLD SELL 3/26/15

Tesla Motors Inc TSLA  - HOLD 3/27/15
Delta Air Lines Inc (DE) DAL   - BUY 3/30/15

Altera Corp ALTR  BUY HOLD 4/1/15

Stock Raised to BUY

Symbol On this date

Delta Air Lines Inc (DE) DAL   3/30/15


