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May Jitters: Our Monthly Survey of the Economy, Interest Rates, and Markets

We recently backed down from our short-term bullish
stance on stocks to a short-term Neutral reading. Our more
cautious stance was based on deterioration in numerous
NYSE stock indicators, which trace actual equity market
movements, and CBOE options indicators, which provide
color on institutional hedges and sentiment. Our intermedi-
ate-term technical indicator, which contrasts market internals
(U.S. markets) with externals (foreign markets, along with
bonds and currencies), remains stuck in Neutral.

As we detail below, stocks are suffering this year from
some post-shock syndrome. Those shocks were adminis-
tered in August-September ’15 and January-February ’16
with correction-level intensity. Investors are now so skit-
tish that they are inclined to sell gains the moment any na-
scent rally shows signs of stalling or turning over.

May is the month for marriages. But the market had
its honeymoon phase from mid-February to mid-April. The
rally appears over, and now the honeymoon jitters are set-
ting in. The timing is not good. As May winds down, the
least-favorable season for stocks – from June through Sep-
tember – will be settling in.

If the rally in energy prices and commodities can be
sustained, and if the dollar continues to weaken, we will
tend to disregard the calendar this summer. But if commod-
ity and energy prices start to falter, investors may decide to
sit the summer out.

THE ECONOMY, INTEREST RATES, AND EARNINGS
The U.S. economy grew just 0.5% in 1Q16, the slowest
growth pace in two years. Certainly, the first quarter has
been the weakest quarter in recent years, and revisions tend
to push the final number higher. But revisions won’t help
much and weather only explains so much. The U.S. economy
showed troubling signs in 1Q16, some of which reflect glo-
bal trends but some of which are home-grown.
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Real personal consumption expenditures slowed to
1.9% in 1Q16 from the 3% range for the preceding three
quarters. Housing rose in double-digits and government edged
higher, but after that the GDP report mainly showed minus
signs. Dragging on GDP in 1Q were a nearly 9% decline in
spending on IT equipment, within an overall 5.9% decline in
non-residential fixed investment (a proxy for capital spend-
ing) and an overall 3.5% contraction in domestic private in-
vestment. Exports were down 2.6%; inventory destocking
was also a drag, as stockpiles declined over 30%.

The price index for gross domestic purchases was up a
skimpy 0.3%, and up just 1.4% less volatile components such
as food and energy. Disposable personal income was up 3.2%
or faster than GDP, but that won’t keep up if the industrial
economy remains anemic.

For all of 2015, real GDP increased 2.4%, similar to
the growth rate attained in 2014. 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-qual-
ity, wage growth is not keeping up, and we see signs that
jobs growth has topped out and could slow.

We now look for GDP growth for 2016 around 2%,
down from 2.3%-2.5% range based on the weak start to the
year. Even to get to that less-than-optimal growth rate, we
will need to see continued stabilization in global currencies
and commodities and some recovery in resource and emerg-
ing economies.

For 2017, by contrast, we have bumped up our GDP
growth forecast to 2.2%-2.3%, from a preliminary forecast
in the 1.9%-2.1% range. We have effectively pushed out our
economic growth timeline for the U.S. economy, which has
also had the effect of pushing out our expectations for Fed-
eral Reserve rate policy. As currencies and commodity prices
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stabilize later in 2016 and into 2017, the environment should
become more favorable for growth. At the same time, mon-
etary policy will not become meaningfully restrictive until well
into next year.

In December 2015, the Federal Reserve Bank enacted its
first rate hike in a decade. That seems like a long time ago. The
three-month yield has actually edged lower, which suggests
the market believes another rate hike is growing less likely in
the near term.

The three-month yield has slipped to 0.18%, from 0.20%
a month ago and 0.25% right after the first hike. Note the stark
difference between last year’s rates and current Treasury rates,
particularly at longer maturities. While the two-year yield is
close to last year’s level, the five-year yield is 38 basis points
below the comparable five-year Treasury yield in May 2015. The
10-year yield is down nearly 50 basis points year-over-year.

Some of the yield pressure at the upper end of the curve
reflects economic fundamentals, but some is related to global
macro-economic forces impacting U.S. central bank policy.
When the economy and jobs are growing, investors and econo-
mists would expect interest rate to rise more than they have.

U.S. interest rates are impacted by global recession fears
and the safe-haven trade in Treasury debt. Scarcity is also fac-
tor as Treasury issuance is running at about one-quarter peak
deficit levels. Most important, central banks everywhere but
here have highly accommodative monetary policy, which is
pushing down global rates.

The Fed is in a negative feedback loop where 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. At the same time, rising em-
ployment and wage growth in the U.S. along with rising con-
sumer and producer prices create inflation risks.

The Fed’s job first and foremost is to prevent inflation
from running away. Although it’s getting late early, as Yogi
Berra used to say, we still believe the Fed will raise rates two
more times this 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. At the same time, if
we get another weak GDP reading in 2Q, that would likely
change our rate-hike forecast.

First-quarter earnings were neither as bad as the Street
expected nor as not-bad as Argus expected; no one was look-
ing for a good earnings season. With over 80% of companies
having reported, total calendar 1Q16 earnings for S&P 500
component companies were down 7.9%. Backing out finan-
cial service companies, the decline was closer to 5%. And back-
ing out energy companies, first-quarter earnings declined 1.8%.

One reason overall earnings were negative is that com-
panies which grew EPS did so nicely – up an average 15% -
but companies that posted lower earnings posted really lower
earnings – down 33% on average. This encompasses lots of
energy and materials companies, along with a large smattering
of financial services and some industrial companies.

ECONOMIC & MARKET COMMENTARY (CONT.)

In April, we revised down our earnings expectations
for 2016, given the overhang of weak commodity and oil
prices on the materials and energy sectors; collateral dam-
age 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 esti-
mate for S&P 500 earnings for 2016 is $125, reduced from
a prior $132. S&P 500 EPS for 2015 was $118, down $2
from 2014.

Argus Chief Investment Strategist Peter Canelo is
modeling that negative EPS comparisons in 1Q16 will give
way to a slight EPS growth in 2Q16. We then look for high
single to low double digit annual growth in the back half of
the year, with the strongest growth in 4Q16.

Altogether, we look for 6% EPS growth for 2016. Our
preliminary EPS forecast for 2017 of $137.50 assumes 10%
growth. To get to double-digit EPS growth in 2017, we need
stable currency, commodities and energy prices; we also need
the emerging economies to resume their growth role.

DOMESTIC AND GLOBAL MARKETS
A year ago in May 2015, most equity indexes were up for
the year, and investors may have been anticipating a posi-
tive year for stocks. That happy time seems like ancient his-
tory, given the harrowing corrections experienced in Au-
gust-September 2015 and January-February 2016. Investors
are now extremely skittish and prone to exit the market at
the first whiff of selling. Accordingly, the gains won as of
the recovery peak on April 20 have been melting away for
the past two weeks.

In this turbulent market year, investors are plainly
gravitating toward quality, safety, and blue chip. Though
none is specifically included in our survey, equity income
strategies tend to be leading the market in 2016. Among our
survey indexes, the DJIA is up nearly 3% year-to-date, put-
ting it more than 750 basis points ahead of the Nasdaq Com-
posite. The S&P 500 is above break-even year-to-date, with
the bulk of that gain coming from index dividend income.

From a style perspective, growth and value are both
slightly negative year-to-date. Once again, the winner is
bonds, with the Lehman bond index up nearly 4% year-to-
date. With earnings season over, jobs growth slowing, and
summer coming on, odds are that the current index pecking
order will be relatively similar in the months to come.

Defensive sectors continue to rule the market on a year-
to-date basis, including gains of 14% for telecom services
and 13% for utilities. But, similarly to what we saw last
month, the most intense recent action has been in weak-
dollar beneficiaries. These include Energy and Materials.

In just the past month, Energy shares have roared ahead
by almost 500 bps. And Materials gained 340 bps since last
month. As a result, Energy and Materials are now ranked
No. 3 and No. 4, respectively, in year-to-date sector perfor-
mance on the S&P 500.
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In the process, these two sectors leapfrogged Consumer
Staples, now in the No. 5 position. Other sectors that are posi-
tive year-to-date include Industrials, up 5%, and Consumer
Discretionary, up 2%.

Year-to-date sector losers include two former market
leaders, Healthcare and Technology, along with Financial
Services, which has been a predictable laggard throughout
the seven-year-old bull market. We don’t see things getting
much better for financial services investors until interest rates
begin to move up, and it is hard to say when that might hap-
pen.

The recovery in the stock market from the February lows
has seen a shift toward economically sensitive stocks, but not
all are faring equally well. In particular, Technology has been
thumped in the past month in response to some poor headline
numbers during earnings season. As a result, Technology sec-
tor weight on the S&P 500 has come down a full 110 bps, to
19.7% of the index from 20.8% a month ago.

From February-end to March-end, Technology picked
up 40 basis points of market weight; now it has given all that
away, and more. As we always ask, where did all that weight
go? The biggest month-over-month sector gainers were Fi-
nancial Services, Healthcare and Energy. Weight gain by for-
merly starving Energy is consistent with the pattern that has
held for the past three months, with Energy tracking oil price
higher as the dollar backs off early-year highs.

The turnaround in the Financial and Healthcare sectors,
on the other hand, is a new phenomenon. In both cases, we
think investors sensed an opportunity to buy in oversold sec-
tors. But the backdrops are different. Financial sector earn-

ings remain anemic, and that is true across money centers,
regional banks, insurers, and diversified. As long as interest
rates remain suppressed, sector EPS will be impacted.
Healthcare earnings in 1Q16, on the other hand, were gener-
ally better than anticipated. And, after a raucous political sea-
son, investors are beginning to believe that neither candidate
is likely to rock the boat too much on healthcare policy.

Other sectors that gave a little ground in the past month
are more defensive in nature and include Staples and Utilities.
Over the past year, Energy has lots the most ground, about
120 basis points, and Staples has gained the most, about 70
basis points. In coming months, these outsized comparisons
begin to run off and by mid-year, the current Energy weighting
should be in line with Energy weighting at this time a year ago.

Much as leadership has moved around among U.S. sec-
tors with sometimes surprising speed this year, leadership
among world indexes is equally unstable. Resource econo-
mies, which were slammed in 2015 and early 2016, are now
among the strongest performers. Our commodity trio of Bra-
zil, Russia, and Canada are up an average 15% year-to-date,
even though the economies in Russia and Brazil remain under
extreme duress that two months of commodity price recovery
won’t solve.

That performance has lifted BRIC overall by 7%, even
though the non-commodity nations of China and India are
down in mid-single-digits year to date. Our basket of mature
economy markets is down 5% year-to-date, after outperform-
ing the global average a year ago at this time. Finally, markets
in the Americas are up 5%, largely on the strength of gains
north and south of U.S. borders.

Jim Kelleher, CFA,
Argus Director of Research
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