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Stocks Start to Churn: Our Monthly
Survey of the Economy, Interest Rates, and Markets

Asset markets are a sea of contradictions at present.
Lately, global and domestic stock markets have shifted to-
ward economy-sensitive equities. Yet the bond market is in
hunker-down mode as if the economy were falling down
around our heads. Since mid-February, investors have gen-
erally swung toward riskier asset classes. Yet as the accom-
panying sector discussion makes clear, both year-to-date and
month-over-month sector momentum has been unpredict-
able and all over the map, with risk-on and defensive sec-
tors sharing leadership – and with risk-on and defensive
sectors also at the bottom of the sector performance heap.

As the midpoint of April nears, stocks find themselves
at a technically important crossroads. Stocks have so far
held near-term trend-line support, based on gains banked in
the rapid run-up between mid-February and mid-March. The
market has not broken through any major support points,
but the S&P 500 began the 4/11/16 trading week dancing along
its 20-day support line. The S&P 500 has been above this line
since mid-February. Failure at the 20-day might signal flag-
ging near-term market enthusiasm and momentum.

As we go to press, the first batch of 1Q16 earnings
reports are crossing the wire. Our 1Q16 earnings forecast is
better than consensus, but still assumes a slightly negative
year-over-year performance; the weight of currencies and
commodities is simply too much to allow positive EPS
growth. We believe investors will nominally be paying at-
tention to EPS releases, but will be much more tuned into
2Q guidance and what that says about the economy, earn-
ings, and ultimately stock valuation.

THE ECONOMY, INTEREST RATES, AND EARNINGS
The final tally of 4Q15 GDP growth was 1.4%, double the
0.7% initially reported and also a tick up from the 1.0%
preliminary estimate. Still, 1.4% growth is less than ideal
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and continues to reflect weakness at global trade partners
and well within the domestic industrial economy.

The final 4Q15 GPD reading was consistent with the
challenges facing the U.S. economy since the period of weak
energy and commodities and strong dollar began nearly one
and half years ago. Positives for GDP growth in the quarter
included a 2.4% gain in personal consumption expenditures
and a 10.1% jump in residential construction. Also, imports
declined in line with still-falling oil prices; imports subtract
from GDP, so a negative imports reading was additive. On
the downside, non-residential fixed investment, a proxy for
corporate capital spending, slipped by 2.1%; and exports
declined 2.0%. Exports are additive to GDP, so their nega-
tive reading subtracted from growth.

For all of 2015, real GDP increased 2.4%, similar to
the growth rate attained in 2014. Growth of 2.4% is not opti-
mal, but also not sharply below trend line. The U.S. economy
created over 5.5 million jobs in the past two years, its fastest
pace of two-year growth ever. But many of these jobs are
low-quality; wage growth is glacial; and huge swaths of the
citizenry can’t find jobs. The U.S. consumer economy is the
strongest part of the global economy, but it cannot go it alone
indefinitely. Recent stabilization in currencies and commodi-
ties must hold, or the global industrial economy will remain
stalled.

We are certainly encouraged by the trend in oil and
commodity prices in 2016, which would seem to signal both
acceptance of the “new normal” in currencies and commodi-
ties as well as firming global demand trends. But many econo-
mies are far from out of the woods; this includes many key
trading partners. We continue to look for GDP growth for
2016 in the 2.3%-2.5% range. Even to get to that less-than-
optimal growth rate, we will need to see continued stabiliza-
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tion in global currencies and commodities and some recovery
in resource and emerging economies.

For 2017, our preliminary GDP growth forecast is in the
1.9%-2.1% range. This forecast is based on expectations for
slightly less robust nonfarm payroll growth as the U3 unem-
ployment rate begins to hit natural limits near 4.0%. We also
look for stable-to- declining dollar and a slight uptrend in com-
modities and energy. These positives could be countered by an
equally gradual rise in interest rates as the Fed continues to
tighten monetary policy.

During March and April, stock market leadership swung
decisively toward economically sensitive and risk-on and away
from defensive and income-oriented. Economic data trended
toward the positive, with continued good job growth and posi-
tive GDP.

Yet the bond market is behaving as though the economy
is contracting. The Treasury 10-year yield declined from 2.3%
at the end of 2015, to a low of 1.64% in mid-February. The
long yield has since inched higher, but at 1.75% remains at
levels last seen in the February-April 2015 timeframe. Oddly,
rates across the board are even lower compared with one month
ago, with particular month-over-month weakness in the two-
and five-year yields.

Intuitively, when the economy and jobs are growing, in-
vestors and economists would expect interest rate to rise. Why
is there a disconnect between interest rates and economic ac-
tivity? We see several reasons, led by the fact that central banks
everywhere but here are engaging in actions – including cur-
rency devaluations and QE – designed to stimulate growth by
pushing down interest rates. Additionally, U.S. interest rates
are impacted by global recession fears; a safe-haven trade in
Treasury debt in an era of major European terror events; and
scarcity as the U.S. deficit (Treasury issuance) is “only” $400
billion, or one-quarter peak deficit levels.

In December 2015, The Federal Reserve Bank enacted
its first rate hike in a decade; the path forward to more hikes
seems inexorable. But the Fed is in a negative feedback loop.
Any talk of more restrictive U.S. rate policy causes the dollar
to spike, which panics emerging economies, which then leads
the fed to pull back from rate-hike plans.

Yet the Fed can’t abstain from doing its job indefinitely.
Rising employment and wage growth in the U.S. along with
rising consumer and producer prices create inflation risks.
Regardless of the global response to our rate policy decisions,
the Fed’s job is to prevent inflation from running away.

We thus believe the Fed will need to raise rates at least
two more times the year. A likely scenario would be a rate hike
in July or August followed by another hike in December, thus
“book-ending” the November elections. We think the path of
interest rates is inevitably higher, but right now rates are kick-
ing and screaming to stay low.

ECONOMIC & MARKET COMMENTARY (CONT.)

We have revised down our earnings expectations for
2016, given the overhang of weak commodity and oil prices
on the materials and energy sectors; collateral damage to
commodity-sensitive sectors such as industrials; and the
dampening effect on top-line growth and margins from strong
dollar across nearly every market sector. Our new estimate
for S&P 500 earnings for 2016 is $125, down from a prior
$132.

The final reading on 2015 EPS, according to Argus
Institutional Partners, was $118.15 – slightly under our re-
vised forecast of $119.75. After fractional growth in 1Q15
EPS, earnings declined year-over-year in the remaining quar-
ters of the 2015 year, capped by a 3% decline in 4Q15 EPS.

Argus Chief Investment Strategist forecasts a slight
3% annual decline in 1Q16 EPS; that is better than the 9%
decline forecast by the consensus of market watchers. Argus
believes the consensus has not sufficiently adjusted models
for the significant upward move in oil and commodities and
the recent weakness in the dollar vs. key currencies. We look
for a low-single-digit gain in 2Q16 EPS year-over-year. We
then look for average 12% annual growth in the back half of
the year, with 9% growth in 3Q16 followed by 15% growth
in 4Q16. Note that our 4Q16 EPS estimate, while up sharply
from 4Q15, would be up more moderately from 4Q14. Al-
together, we look for 6% EPS growth for 2016, down from
our prior forecast for 10% growth.

Our preliminary EPS forecast for 2017 S&P 500 earn-
ings is $137.50, reduced from our initial projection of $140.
Emerging economies, which were a key element of S&P
earnings growth early in the recovery, have underperformed
over the past one and a half to two years. We are now mod-
eling 10% growth in 2017 EPS, based on expectations for
accelerating growth in the emerging economies along with
more moderate growth in mature economies.

DOMESTIC AND GLOBAL MARKETS
Since posting a closing low of 1,829 on February 11, 2016,
the S&P 500 has rallied about 10%. Trouble is, we could
have said roughly the same thing a month ago. Following
the robust recovery off the mid-February lows through early
March, the stocks market has moved erratically in the past
30 days and now trades close to mid-March levels.

Over the past month, the strongest recovery has been
in sectors with lots of smaller-cap and growth-oriented
names. The Nasdaq has halved its loss year-to-date in just
the past month. The Russell 2000 has also shaved its loss,
though not as dramatically as the Nasdaq.

Blue chip remains in vogue. Both the S&P 500 and
DJIA are positive for the year; one month ago, only the Dow
among major U.S. equity indexes was in positive territory.
Wilshire Large Cap growth is very close to breaking even
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ECONOMIC & MARKET COMMENTARY (CONT.)

for the year, while value continues to lag.
The Lehman bond index remains the only domestic in-

dex in our tracker that is up year to date. The Fed has not backed
away from its commitment to enact more restrictive monetary
policy. But the timing of the next Fed hike has certainly come
into question. Right now, bond believers have to be feeling
pretty good.

Defensive sectors continue to rule the market, including
gains of 15% for telecom services and 14% for utilities. These
income-rich sectors have again caught fire because of their
sensitivity to the trend in interest rates. Given semi-fixed dif-
ferentials between income equities and Treasury yields, the
decline in interest rates has pulled down equity yields in these
two equity sectors. Barring a change in dividend payout, the
only way for that to happen is for stock prices to rise.

The third-through-fifth best performing sectors are en-
ergy, industrials and materials – sectors that comprised the
bottom three for almost any month during 2015. Another sec-
tor that really struggled last year? Utilities. For asset manag-
ers, the turnover in sector leadership truly argues for a counter-
market rebalancing strategy.

The worst performing sector year-to-date is financial ser-
vices, which has traded places with last month’s biggest loser,
healthcare. This formerly bulletproof sector has been hurt by
rhetoric from the Presidential election – promised drug-price
caps from the left and the promised dismantling of Obamacare
from the right – along with continued risk aversion toward
biotech in the wake of Valeant’s meltdown. In financial ser-
vices, trading volumes continue to drift lower, hurting the
money centers, while low rates hurt the regional banks. With
rates under pressure and with policy now a negative for
healthcare, it is hard to see how these sectors get back on the
leaderboard this year, at least before mid-year.

The recovery in the stock market from the February lows
has been accompanied by steady shifts toward riskier assets
including economically sensitive stocks. Economy-sensitive
sectors – including Consumer Discretionary, Technology, and
Diversified Industrial - picked up meaningfully in the back
half of the first quarter. But risk-on in general had a terrible
time in January and February. Economy-sensitive sectors and

stocks will need huge outperformance in coming months to
catch front-running defensive sectors by year-end.

On just a month-over-month basis, from February-end
to March-end, Technology picked up 40 bps of market
weight, while energy picked up 20 bps. On the downside,
Healthcare continues to lose market weight. Healthcare had
a 14.3% weighting at the end of March 2016, down 40 bps
compared with the end of February and down 60 bps year-
over-year. Consumer Staples lost 30 bps month-over-month,
but is up 70 bps year-over-year, as confident consumers shift
from generic brands back to name brands.

Compared with a year ago, sectors that have gained
weight are a mix of risk-on and risk-off: Technology, Staples,
Discretionary, Utilities, and Telecom. Sectors that have lost
weight year-over-year are an equally diverse lot: Financial
services, Healthcare, Energy, Industrial, and Materials.

While the market follows its own logic, we are assum-
ing that the monthly trend is the better indicator of near-
term sector momentum. At some point, continued weakness
in healthcare will create an attractive overweight opportu-
nity; for now, healthcare remains market weight.

Interest rates may be flashing caution, but global stock
market performance is clearly signaling that resource and
emerging economies are cycling back into style. The strongest per-
formance is in resource-sensitive nations. Our aggregate of Rus-
sia, Brazil and Canada is up nearly 13% year-to-date.

Next up style-wise is emerging economy. The major
stock markets in the BRIC nations are up 6% year-to-date,
as Russia and Brazil counter moderate weakness in India
and China.
Mature markets in general are back to lagging their growth-
oriented and less mature rivals. Mature markets are down an
average 5% year-to-date in 2016. The three major North
American markets of U.S., Canada and Mexico are up about
3% year-to-date.

At this time a year earlier, mature markets were up 7%
year-to-date. Also a year ago, both BRIC and resource
economy stock markets were lagging. In general, global stock
market performance is suggesting that risk-on has returned
in a sustainable way.

Jim Kelleher, CFA,
Argus Director of Research
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