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Argus Chief Market Strategist Peter Canelo:
Better Market Outlook for 2016

The U.S stock market sought to stabilize in the trad-
ing week beginning 1/19/16, taking its cue as it has all year
from China’s Hang Seng Index. That leading index, which
slipped into bear market territory during the first weeks of
2016, rallied 2%-3% after China reported 6.8% GDP growth
for 4Q15. While that was the slowest pace of Chinese GDP
growth since 2009, year-to-date stock market performance
suggests investors were pricing in much worse.

Early in January, Argus Chief Market Strategist Peter
Canelo provided his market outlook for 2016. His key con-
clusions are that the global economy does not show signs of
slipping into recession; that the worst of the currency and
commodity comparisons in earnings have begun to fade
away; and that as a result of fierce December-January sell-
ing, the U.S. stock market has gone from close to fair value
to attractively undervalued.

According to Peter, these and other factors suggest
that the U.S. stock market could rise 10% in 2016. Of course,
it must first climb out of the 8%-9% hole dug by the severe
selloff in the first weeks of January.

DOMESTIC ECONOMIC OUTLOOK
Peter’s forecast begins with stronger-than-consensus glo-
bal GDP growth in 2016. He expects U.S. GDP growth to
pick up from 2.2% in 2015 to the 2.5%-2.6% range this
year. Unlike in past years, the U.S. is “importing” growth
not from the emerging economies, but from mature econo-
mies that finished 2015 on a strong note.

In the U.S., dollar strength and crashing energy prices
crimped capital investment in 2015. At the same time, spend-
ing on homes and vehicles drove positive GPD growth. With
the U.S. creating more than 5.5 million jobs in the past year,
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and with wages finally rising, the consumer economy should
continue to drive growth.

Aided by cheap gas and home heating costs, consum-
ers are spending on online retail like never before. At the
same time, business investment should benefit from the sta-
bilization of energy prices and the dollar. Overall corporate
profits should snap back after the huge energy-earnings
headwind (down 70%) in 2015.

The U.S. Federal Reserve has now begun to tighten
rates – just as market panic has become as intense as it has
been since the recession. Nonetheless, in the final year of the
Obama presidency, Peter anticipates significant changes in
both fiscal and monetary policy.

On the fiscal side, federal and state government spend-
ing, a major drag on growth since 2009, should pick up in an
election year. With rising federal income, pressure to enforce
the budget sequester could fade away, particularly as concerns
about terrorism drive calls for increased defense spending.

On the monetary side, the Fed will slowly tighten rates,
but – beginning from a level akin to zero – overall policy
will remain extremely accommodative. Importantly, Peter
believes that Fed policy has been largely discounted in the
currency markets. In the aggregate for all periods of restric-
tive monetary policy since 1950, P/E ratios remain fairly
stable, and stock prices see moderate to good gains.

GLOBAL ECONOMIC OUTLOOK
Overseas, developed economies appear sound. Europe, Ja-
pan and Australia are all benefiting from reduced fuel costs
and global trade gains from cheaper local currencies. Pur-
chasing Managers indices (PMIs) for EAFE (mature) econo-
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mies reached 52.8 in December, accelerating at the fastest rate
since spring 2014. Australia’s new orders hit a 26-month high
in December 2015, while Japan’s manufacturing PMI reached
a 21-month high at the end of last year.

Peter believes that after a turbulent 2015, most emerging
markets (EMs) show signs of stabilizing; that process will be
more painful, however, for resource-dependent emerging
economies such as Brazil. Emerging market PMIs, though still
below 50, are again in a rising trend and reached 49.3 in De-
cember 2015. Energy-consuming EMs will benefit from the
late 2015 step down in energy prices.

The key to GDP growth in both mature and emerging
economies is stabilization in currencies and commodities, includ-
ing energy. According to Peter, developed country currencies,
such as the yen and the euro, already show signs of stabilization.

China’s yuan, however, remains overpriced; its peg to
the dollar was not relaxed in time when the dollar began to
soar out of sight. China’s central bank is deploying its reserves
in an attempt to prevent a precipitous fall in yuan, equivalent
to the plunge in Japan’s yen in 2014-2015. We expect this strat-
egy to enable the yuan to work lower without major disrup-
tions to Chinese trade. Peter expects the yuan to come down a
further 10%-20% versus major currencies.

Even as stock market panic intensified worldwide early
in 2016, key commodity indicators were showing encourag-
ing signs. Peter notes that the CRB raw industrial materials
index hit bottom below 400 in mid-November. Since then,
however, the CRB index has been flat to slightly higher and is
now in the 410 range. Stabilization and improvement in this
key global index would be inconsistent with a world about to
slip into recession.

EARNINGS AND VALUATION OUTLOOK
Despite the difficult start, the year is young, and Peter Canelo
continues to forecast a net 10% gain in stock prices in 2016.
Once again, we believe that stock market appreciation will be
linked to earnings growth.

We see room for an 8%-10% gain in corporate profits in
2016. Our model assumes mid-single-digit annual EPS growth
in the first two quarters of the year followed by low double-
digit growth in the second half.

Negative comps will remain a factor in the energy and
materials sectors early in 2016; together these sectors repre-
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sent about 10% of earnings. Other currency- and energy-sen-
sitive sectors, including industrials and technology, will also
be impacted.

There will be positive offsets, however, from cheap-
energy beneficiaries in the consumer sectors; in financial ser-
vices, which is sensitive to consumer finance; and in other
areas from healthcare to utilities.

Our earnings model for 2016 is subject to two key as-
sumptions. First, we expect the U.S. dollar to be more stable
in 2016 than in 2015, with only one major currency (China’s
yuan) likely to downshift significantly this year. Second, we
expect energy prices to reach a tradable low early in 2016.
We believe that energy markets have largely priced in the
resumption of Iranian oil sales. In any event, we do not ex-
pect a repeat of 2015, when WTI crude prices fell 47%.

While we have confidence in our 2016 EPS forecast,
our valuation calculus is not dependent on a single year. In-
stead, our valuation model is based on five-year normalized
earnings, which includes 3.5-years of historical S&P 500
earnings and 1.5-years of projected earnings. Based on nor-
malized earnings of $121.36 and the S&P 500 at 1,900, the
index is trading at 15.7-times. That multiple is well below
the level indicated by current low inflation and the yield on
triple-A rated bonds (the Fischer model), which justifies a P/
E of about 18.7.

On that basis, we see the U.S. stock market as being
15%-18% undervalued at current levels. Given the forecast
for gradually rising interest rates in the U.S., we see the bond
market as overvalued. That should further help the case for
stocks as fixed-income investors seek to deploy funds from
a declining bond market.

CONCLUSION
Given the severely negative sentiment in the market, any
near-term recoveries will likely be treated as chances to “sell
the rally.” Although the S&P 500 has so far held in the 1,860-
1,880 range that marked the bottom in August and Septem-
ber 2015 (and, incidentally, in October 2014), we would not
be surprised to see stocks challenge 1,800 or even 1,775.

At the same time, we are not looking for the S&P 500
to slide below 1,700, which would threaten bear market ter-
ritory. In our view, global economic fundamentals simply do
not justify a pullback of that severity.

Chief Market Strategist Peter Canelo and
Argus Director of Research Jim Kelleher, CFA
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