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Equity Rally Fades On Economic, Supply Glut Concerns

The spring rally appears to be faltering. The rally,
which ran from mid-February to mid-April, began with the
S&P 500 at a two-year low of 1,829. The S&P 500 gained
nearly one hundred points in less than a week out of that
low, then settled into a nearly two-month period of steady
gains.

On 3/11/16, the index got back above its 200-day
trendline. On 4/23/16, the 50-day simple moving average
on the S&P 500 climbed back above its 200-day SMA, end-
ing its “death cross” period (the second in nine months) in
about 3.5 months. But by 4/23/16, the S&P 500 has already
reached its interim closing peak of 2,102 on 4/20/16.

The spring rally was born first of mean-reversion bar-
gain buying (that first mid-February week). But most of the
rally was driven by weakening in the dollar and related
strengthening in energy and commodity prices.

The dollar continues to weaken, recently hitting a fresh
1.5-year low against the Japanese yen. But commodity prices
appear to be wavering on negative economic data flow from
China. And oil prices are softening on concerns about
OPEC’s inability to taper production and fears that another
supply glut is looming.

We are not ready to toss in the towel on this spring
rally. Institutional selling has been heavy, typically a
contrarian buy sign. But in the absence of a positive earn-
ings season, the market sorely needs a near-term catalyst
and few are in sight.

EARNINGS ARE NOT HELPING
With about two-thirds (64%, or 320 companies) having re-
ported, calendar first-quarter 2016 earnings for the S&P 500
are down 7.9% year-over-year, based on Bloomberg data.
Excluding financial companies, earnings are down about
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6%; and excluding energy companies, first-quarter 2016 earn-
ings are down about 2.5%.

While energy is plainly a drag on overall performance,
the low-single-digit decline for everything else signals the
anemic state of the overall earnings environment. Argus Chief
Investment Strategist Peter Canelo believes that many com-
panies may be taking advantage of the soft environment to
restructure, realign, and otherwise tighten operations to cre-
ate a more rigorous operating apparatus.

Buried beneath the soft EPS data are a few encourag-
ing signs. Revenues have declined less than earnings in the
calendar 1Q16 EPS season. Companies are reporting less of
a currency headwind. Additionally, the percentage positive
earnings surprises in 1Q16 (74%) is higher than in 1Q15
(67%), suggesting that investors and analysts were too nega-
tive heading into the reporting period.

Continuing a trend we discussed last week, sectors with
some of the worst earnings performances (energy & materi-
als) have been strong since mid-February, while some of the
better-earning sectors (healthcare & consumer staples) have
been subject to profit-taking. Plainly, investors are anticipat-
ing a stronger time ahead for commodity and energy compa-
nies. On that score, we would have to say the picture is mixed,
with commodities currently in a more favorable trend than
energy.

COMMODITY PRICES
CONTINUE TO STRENGTHEN
The Commodity Research Bureau index of raw industrial
prices (CRB RIND) spent nearly all of 2015 in decline. From
the 492 level at the beginning of 2015, CRB RIND hit bot-
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tom late in November 2015 at the 397 level. While the index
headed more or less straight down last year, it has headed more
or less straight up from that November low. The index hit a
recovery high of 458 late in April and is currently consolidat-
ing in the 450s.

The CRB spot metals index (CRB METL) has a broadly
similar chart. This index saw a collapse in prices in February
2015 and then extended weakness across year-end and into Janu-
ary 2016. From a January 2015 high of 826, CRB METL bot-
tomed at 539 on 1/7/16. The index has moved steadily higher off
that low to the 680 level at present.

The turn-up in commodity prices reflects both dollar
weakness (nearly all commodities are priced in U.S. dollars on
a global basis) but also recovery in demand from emerging
and industrial economies. Signs of the dollar impact can be
seen in Agricultural commodities, which until recently sat out
the industrial commodity rally. Lately, corn, rice and wheat
prices have joined the upward price movement. There may be
some El Nino effects on ag commodities, as the unusual weather
system is producing droughts in parts of Asia. Still, the price
trend in ag commodities is another sign of demand percolating
beneath the earnings gloom.

ENERGY PRICES WOBBLE
Presumably, weak dollar should have the same effect on oil as
it has on commodities. But WTI futures have come off their
recent peak, partly on supply/demand concerns and partly on
usual wrangling associated with the old oil cartel. WTI Fu-
tures made a low, at $26.21 on 2/1/16, coincident with the low
in the stocks market. Since then, WTI has trekked fairly steadily
higher, with only a brief hitch in mid-April interrupting a run
to $47 late in April.

But WTI has now backed down to $43, and Brent is
around $45. Production reports from Saudi Arabia and Iraq are
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in a rising trend; and Iran has said its production is nearly 2
million barrels per day (mbpd), up from about 1 mbpd when
sanctions were eased at the beginning of the year.

At the same time, the Markit PMI for China declined
in April, marking a 14th straight month of contraction. While
this data point hit commodity prices too, prospects for weaker
Chinese demand amid rising Middle Eastern production
slammed energy prices.

CONCLUSION
At the 4/20/16 high, stocks enjoyed a very brief stay above
2,100 on the S&P 500. Over the past year and a half, the
S&P 500 has had only limited periods in which it traded
consistently above 2,100, most notably in the April-July 2015
timeframe and, before that, for a brief spell in February 2015.

The S&P 500 index level is little changed in the past
year and a half, after having to contend with the collapse in
energy & commodities, the surge in the dollar, the end of
QE and the first rate hike in a decade, and distress in emerg-
ing and resource economies.

Investors would have liked to see stocks in better stand-
ing coming into May, which has a fearsome reputation among
investors. If you decide to “sell in May,” however, you can
hold out until just before Memorial Day and be none the
worse for it. Between 1980 and 2015, May averaged 1.5%
capital appreciation on the S&P 500 – a better than average
monthly performance.

The “go away” portion of this adage is well-earned.
June through September gets you a scant 1.0% all-in on the
S&P 500. We will be inclined to disregard the calendar this
summer as long as commodity prices continue to rise. But
energy prices must avoid another collapse for our short-term
bullish thesis to remain intact.

Jim Kelleher, CFA,
Argus Director of Research
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