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The Big Bounce-back: Our Monthly Survey
of the Economy, Interest Rates, and Markets

After an August and September period that constituted
the worst one-two punch this bull market had suffered since
July-August of 2011, stocks were positioned for at least a
mean-reversion bounce last month. What investors got in-
stead was a gain of over 8% on the S&P 500 in October
2015, constituting the best single-month performance since
the 10%-plus gain in (you guessed it) October 2011.

Can the momentum continue in November? For all
their to-and-fro this year, stocks are pretty much where they
started at the beginning of the year. Given that earnings have
not moved much, valuations are also close to year-opening
levels. If you thought the market was fairly valued in Janu-
ary, why would you think differently now?

One big difference, however, is the prospect for more
favorable comps in coming quarters. We are now moving
beyond the one-year anniversary of the peak in oil prices
and the trough in the value of the dollar. Beginning in 4Q15
and even more meaningfully in the early quarters of 2016,
earnings comparisons in energy, materials, and dollar-sen-
sitive sectors will become increasingly apples-to-apples. We
think prospects for earnings to (finally) move foreword again
can get stocks going late this year and into 2016.

THE ECONOMY, INTEREST RATES, AND EARNINGS
After posting solid 2Q15 GDP growth of 3.9%, the advance
reading on 3Q15 GDP showed tepid growth of 1.5%. But
the weakness primarily reflected drawdowns in inventories.
U.S. inventories in 3Q declined by about $60 billion, the
largest such contraction since the third quarter of 2011. The
change in inventories subtracted 1.4 percentage points from
growth, the most since 2012. We believe that replenishment
of depleted inventories will combine with end demand to
accelerate growth in coming quarters.

The rest of the 3Q15 GDP report showed solid trends
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in consumer and business activity. Personal Consumption ex-
penditures were up 3.2%, led by 6.7% growth in durable
goods and not much behind 3.6% in 2Q15. In a positive sign
for future consumer spending, disposable personal income
grew at a 3.5% pace in 3Q15, better than 2Q’s 1.2% growth.

Non-residential fixed investment, a proxy for capital
spending, grew at a healthy 2.9% rate in 3Q. Spending on
housing grew, as did spending on technology equipment.
While exports were negative, weak imports canceled that
effect. The federal government and state governments are
spending again.

On a trailing six-quarter basis (2Q14 through 3Q15),
U.S. GDP growth has averaged 3.0%. The GDP outlook re-
mains challenging as dollar strength and reduced demand in
struggling economies impacts exports. But don’t count out
the U.S. consumer.

Given the step-down in 3Q15 GDP, we now expect to-
tal GDP growth for 2015 to come in around 2.3%, or at a
stretch, 2.4%. That represents a reduction from our earlier
2.5%-2.6% projection. Averaging 2.3%-2.4% for 2015 is
predicated on growth in the 2.8%-3.0% range in 4Q15.

We look for quarterly GDP growth in the 2.5%-3.0%
range to carry over into 2016. Our preliminary GDP forecast
for 2016 calls for 2.6% growth. After expansion in the 3%
range in next year’s first half, we look for a gradual modera-
tion in growth as higher interest rates begin to bite in the
second year of the Fed’s rate-tightening cycle.

Following the blow-out jobs number for October, Trea-
sury yields surged across the boards. The yield curve appeared
to be shouting, “Get ready for a December rate hike.” But we
would not put it past this ultra-cautious Fed to push out the first
hike to March – or even skip it altogether, if raising rates be-
comes too politically freighted in a presidential election year.

(continued on next page)
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The U.S. dollar surged on the strong payrolls gain, par-
ticularly the euro and yen – in other words, the currencies of
nations or regions in the midst of accommodative policy or
outright quantitative easing. But the most dramatic moves were
in interest rates. The 10-year Treasury yield increased sharply,
from 2.25% heading into jobs day to 2.33% at Friday’s trading
close. The 30-year also spiked. But the most interesting trade
may have been in Fed Futures. According to the CME Group’s
Fed Watch futures, the probability of a Fed rate hike jumped
12 percentage points, to the 70% range, from a 58% likelihood
reading on the prior day.

For one of just a few times in 2015, current interest rates
across the yield spectrum are higher than their respective rates
one year ago. The two-year note, yielding 0.86%, is over 30
points higher than the two-year rate in November 2014. At the
higher end of the spectrum, the yield premium narrows out.
But the clear direction in interest rates is upward, and we think
the 10-year Treasury yield could challenge 2.4% or even 2.5%
before year-end.

Argus Chief Investment Strategist Peter Canelo expects the
first hike by the Fed to occur in March 2016. The October jobs
report may give the Fed other ideas. We think the market would
benefit from clarity either way from the Fed.

Earnings for calendar 3Q15 are down 2%-3% year-over-
year on a simple average basis, and about flat excluding en-
ergy. Earnings are up 4.5% on a market-cap-weighted basis,
suggesting larger firms like Apple are preserving earnings
growth better than smaller and midsized firms.

Backing out energy from market-cap-weighted compari-
sons, earnings for 3Q are up 10%. Strong dollar impacts on
foreign demand and negative earnings comparisons in the en-
ergy & commodities sectors are the primary drivers of our lower
estimate. Backing out energy earnings, we expect full-year
earnings to increase in high single digits for 2015. Energy prices
have somewhat normalized; 3Q15 will be the worst compari-
son quarter, and the impact from tough comparisons in the en-
ergy sector will begin receding in 4Q15. Energy earnings comps
will be fairly neutral beginning in 1Q16.

The decline in commodity prices has been more pro-
longed, but materials make up less than 3% of S&P 500 sector
weight. Beyond commodity-sensitive sectors, dollar strength
hurts earnings via unfavorable revenue repatriation and loss of
competitiveness for all companies doing business overseas. We
expect the worst of the repatriation negatives to be anniversaried
in 3Q15, with this impact receding in 4Q15 and rolling off
altogether early in 2016.Reduced competitiveness is an “ever-
green” problem as long as the dollar is strong. We expect this
negative to impact U.S. multinationals for several more quar-
ters.

We look for a 10% earnings recovery for 2016, to $132
in S&P 500 earnings. Our forecast is predicated on easier EPS
comps, as strong dollar and weak-oil impacts are anniversaried,
and on stabilization and recovery in the emerging world.

ECONOMIC & MARKET COMMENTARY (CONT.)

DOMESTIC AND GLOBAL MARKETS
U.S. major indexes bounced back strongly in October. While
recovery was across-the-board from late-September lows, the
themes that have prevailed all year continued to dominate.
Given the patterns of past trading years, we would expect
what has worked from January through October to work even
better in November and December; and what has lagged in
the first 10 months will likely lag even more in the year’s
final two months.

Relative to a year ago, the biggest reversal is the swing
back to 8.4% appreciation of the Wilshire Large Cap Growth
index, compared with a 1.4% decline for the Wilshire Large
Cap Value. In November 2014, Value was out in front of
growth by over 200 basis points.

The Nasdaq, up nearly 9%, remains out in front of the
S&P 500, up about 3%, and DJIA, up less than 2%. Although
growth is a winning theme, small-cap growth continues to
lag, based on the fractionally negative year-to-date perfor-
mance for the Russell 2000.

The Lehman bond index was clinging to positive terri-
tory as of a few days ago, but our snap-shot did not capture
the post-payrolls response in the bond market. We expect
bonds to struggle ahead of the Fed’s first rate hike.

When we tally up this year’s winners at the sector level,
the leaders are fairly predictable sectors levered to the strong
U.S consumer. The more interesting exercise is to see which
sectors have lost momentum relative to last year.

We begin most notably with Healthcare. In November
2011, Healthcare was running a victory lap based on a 28%
year-to-date gain. This year, healthcare is limping around
the track with a 5% gain, which puts it in third place. Any
other sector would be happy with the bronze medal, but
healthcare has been in leadership position for most of the
bull market since 2009.

Healthcare has not fallen nearly as hard as Utilities,
which were up 25% at this time a year ago but are currently
down 8% year-to-date in 2015. The difference in yields across
the yield curve can be measured in just a few basis points in
most instances. But the inevitable rise in rates is pressuring
the income-dependent utility investor.

A year ago, energy was already in a 5% hole based on
the collapse in energy prices between summer 2014 and late
summer 2014. Energy is down another 12% in 2015, bring-
ing up the rear in a not very good year for stocks.

The markets’ wild roller-coaster ride – featuring the
late-August plunge, the September failed rally and low re-
test, and the October recovery surge – have rearranged the
cards somewhat in the sector deck. Two sectors sensitive.to
consumer spending – consumer discretionary and technol-
ogy – have added to the overweights. The tech sector, with a
20.8% weight, continues to push past the upper bounds of its
historical 15%-20% range. With holiday gift-giving around
the corner, no one is asking for another sweater, and every-



- 3 -

ECONOMIC & MARKET COMMENTARY (CONT.)

one wants an iPhone, a GoPro, or a Kindle eReader. We look
for tech to continue growing its market weight, maybe some-
where in the low or even mid-20% range. Consumer discre-
tionary is now 13.2% of the index, well above its historical
7%-12% range. With wages and job growth positive, and gaso-
line still cheap, we look for this sector to continue adding
weight.

Financial Services retreated over the past month. With
investors moving to the sidelines, Financials’ weighting fell
to 16.2% from 16.5%. And, in what threatens to become a
trend, formerly invincible Healthcare continues to shed the
pounds. The sector was down just slightly and, at 14.6%, is
still bigger than it was a year ago at 14.3%. But the big comps
are gone. And if investors’ love affair with biotech is over or
at least on hiatus, Healthcare likely continues to lose weight.
Defensive sectors including staples and utilities also declined.

Many of the countries in our basket of a dozen global
indexes – meant to capture emerging growth, resource
economy, mature economy, and other themes – rebounded in
line with U.S. averages during October. But in a very in-
teresting development, the average year-to-date gain for
the group is 3% - unchanged from a 3% year-to-date gain
one month ago.

What happened is that mature economy stock markets
did better. The DJ World Index, the Eurozone, Japan and the
S&P 500 are now up an average 7.7% year-to-date, compared
with a 3.1% year-to-date gain as of this time one month ago.
Meanwhile, less mature markets did worse. BRICS are now

up 1.5% year-to-date, after being up 4.6% a month ago as
Russia backed down. And resource economies are up just
1.9% year-to-date after being up 6.7% a month ago.

As noted in our earnings discussion, beaten-up com-
modity-sensitive and emerging economy themes could be-
gin to report better comparisons as soon as 4Q15. But with
investors in the habit of buying what worked in the first 10
months over the final two months, these themes are likely to
be better pursued in 2016 than in the remainder of 2015.

CONCLUSION
We are as guilty of anyone in promoting “data hysteria” –
treating every economic release, even the most mundane, as
major market movers. The hype gets most intense around
payrolls Friday, when each monthly jobs number is treated
as the key to the future.

Caveat thus dispensed, get ready for our data hysteria
on the October jobs number. While it may not reverse the
world’s orbit, the 270K-plus surge in new hires, along with
a shrinking U3 unemployment rate and rising wages, may
be just enough to get the Fed out of its endless talk mode
and into action.

Whenever the Fed finally does decide to move, we
think stocks can take it. In past, stocks – even income stocks
– have done fine through much of the typical Fed rate cycle.
We believe the Fed would be well-served to get its first rate
hike behind before the Presidential cycle heats up in earnest
early in 2016.

Jim Kelleher, CFA,
Director of Research
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