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Triple Frown: Our Monthly Survey of the Economy,
Interest Rates, Markets and Sectors

The place to be late Saturday afternoon, unless you were inside Belmont Park race-
track in Queens, NY, was glued to the TV and watching American Pharoah break the 37-
year Triple Crown drought. Grumps will attribute the thrilling win to a weak field, but
you could equally credit the runaway finish to the dyslexic spelling of Pharaoh.

Stock market chart-watchers, often in the grump camp, may feel like tearing up
their $2 tickets, if the past is a reliable precedent. In the three previous years that hosted
a Triple Crown winner, stocks have struggled. In 1973, Secretariat – arguably the greatest
of this select set – won in a runaway; the S&P 500 came up lame with a 14.5% decline that
year. Seattle Slew won in 1977, and the S&P finished out of the money with a 7.2% pullback.

Only Affirmed among recent pre-Pharoah winners won the crown in a positive
market year, as the S&P 500 claimed a 6.6% gain in 1978. All told, the S&P has averaged
a 5.1% decline for the last three Triple Crown years. This year is off to a weak start, with
the S&P 500 struggling to remain in positive territory early in the year’s worst market
month (June).

Beneath the surface, however, some positive trends are coming up the rail. Stock
leadership belongs to growth-oriented small- and mid-cap names, a sign the market is
favoring economy-sensitive stocks over defensive stocks. The surge in the long bond yield is based on investors’ perception
that the first Fed rate hike is coming, which in turn is predicated on second-half recovery from the winter-impacted first quarter.

THE ECONOMY, INTEREST RATES, AND EARNINGS
The preliminary GDP report showed that the U.S. economy contracted by 0.7% in the first quarter of 2015. While that is worse
than the 0.2% gain initially reported in the “advance” release, many investors were happy it was not worse, given the enormous
headwind to trade created by the strong dollar – and given that the economy contracted by 2.1% in the winter-impacted first
quarter of 2014.

Among the factors driving the falloff from 2.2% growth in 4Q14 were weakness in real personal consumption expendi-
tures and downturns in exports, nonresidential fixed investment, and state and local government spending. Real personal
consumption expenditures rose 1.8%, down from 4.4% growth in 4Q14, as spending on services and durable goods weakened
and spending on non-durable goods rose fractionally. The consumer retrenched, though the lower spending on non-durables
was influenced by cheaper gasoline prices.

(continued on next page)
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Trade subtracted 1.9 percentage points from GDP
growth in 1Q15. Real exports declined 7.6% after grow-
ing 4.5% in 4Q15, while real imports rose 5.6%. While
federal spending was fractionally higher, state and local
spending declined 1.8%. In the silver lining department,
real gross domestic purchases – which include spending
by U.S. residents on goods produced here and abroad –
was up 1.1%. This positive reading suggests that U.S. shop-
pers are benefiting from lower prices on goods produced
in weak-currency nations.

We still look for roughly 3% growth in the remain-
ing quarters of 2015, which given the 0.7% decline in 1Q15
would drive something like 2.0%-2.2% growth for all of
2015. But a few things are required to change the narrative
from the weak first quarter. We have already seen a more
favorable trade balance number, as the April trade deficit
improved 20%. This potentially suggests that U.S. multi-
nationals are adapting to the strong dollar era, which should
make net imports less of a drag. Good jobs growth and,
equally important, rising wages for existing jobholders
should revitalize consumer spending. With the Presiden-
tial election about 15 months away, we would look for a
typical cyclical ramp in government spending as both par-
ties seek to hone their “can-do” reputations.

Netting out the negative 1Q15 with stronger growth
in remaining quarters, we look for GDP growth in the 2.0%-
2.2% range for 2015. Similar to what happened in 2014,
growth in the middle quarters of this year must bounce
back sharply for full-year GPD to reach toward the 2.5%
level. Our preliminary forecast for 2016 calls for 2.6%
growth, featuring a gradual moderation in growth across
the year as higher interest rates begin to bite in the second
year of the Fed’s rate-tightening cycle.

Even given the turbulence that we have come to ex-
pect in the bond market, the surge in yields in the past month
has been highly noteworthy. Finally, domestic investors
appear to be acknowledging the inevitability of a hike in
the Fed funds rate. The data has not been fully cooperat-
ing, and was particularly spotty during the winter-impacted
first quarter. And while Fed officials are indicating that the
first hike will happen in 2015, their vagueness on timing
had caused many investors to push out expectations until
December.

But with the improvement in economic reports this
spring, the market appears to have moved first-rate-hike
expectations up to October or even September. And the
10-year yield is galloping higher in anticipation. Since
bottoming at 1.63% in February on weak domestic eco-
nomic activity, the 10-year Treasury yield has moved up
jerkily to the 2.4% level at present. That puts the 10-year
yield at its highest level since October 2014. The chart
shows that one year ago, the 10-year was 2.6%, down from
3% at the beginning at 2014.
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Higher long yields a year ago were the result of the
taper tantrum. There is no more tapering, and actual higher
rates lie ahead. We can see that reflected in the two-year
yield, which at 0.68% is more than twice the level of the
two-year yield at this time last year. We think the Fed may
enact its first rate hike in September, but will likely pro-
ceed with great caution.

The final tally of 1Q15 earnings shows that energy
was a significant drag on total economy earnings. Includ-
ing energy, S&P 500 earnings were up less than 2% in
1Q15. Excluding energy, earnings rose more than 8%.

While the strong dollar remains a headwind for U.S.
multinationals, these companies are also benefiting from
lower costs for operations conducted overseas. As such,
the hit to S&P 500 revenue growth in 1Q15 was worse
than the hit to operating earnings. And most companies
outside the oil patch benefit from weaker energy costs in
their COGS line.

Even though the endless Greek drama is drawing the
bulk of headlines, the weak euro appears to be helping
Eurozone competitiveness. Eurozone GDP is likely to fol-
low a positive first quarter with slightly better growth in
2Q15. In China, the government is now gradually reduc-
ing rates as it seeks to stimulate growth. Stock investors
are certainly betting on recovery in Europe and China, based
on spikes in those stock markets.

We have made no further changes to our 2015 EPS
outlook, after cutting our target in March to $126 from an
earlier $131. Although 1Q15 EPS growth was tepid, earn-
ings were certainly better than the consensus call for a 5%
contraction. On that basis, we will likely see full-year con-
sensus EPS growth estimates inch higher.

We expect EPS growth to be back-end-loaded in
2015, netting out to approximately 6% growth. Off the re-
duced base, we look for EPS growth of 10% for 2016, to
about $139. Our 2016 forecast could be negatively impacted
by the timing of the Fed monetary policy, particularly if
the Fed raises rates aggressively and frequently. Still, we
think our earnings growth forecast can withstand up to two
percentage points of higher rates, from the current Fed funds
level of zero.

DOMESTIC AND GLOBAL MARKETS
The domestic stock market is tumultuous, and it may seem
like it is going nowhere. But as the year moves along, the
market is starting to divide along lines defined by size and
style. In a nutshell, growth and small- to mid-cap are win-
ning, while defensive, blue chip and mega-cap are losing.

Our survey of domestic equity indexes is up an aver-
age 3.8% year-to-date. Indexes doing better than average
include Nasdaq, up nearly 8%; Russell 2000, up about 5%,
and Wilshire Growth, up about 5%. Indexes doing worse
than average include the S&P 500, with total return of about
2.5%; the Dow Jones Industrial Average, up about 1%; and

Wilshire Value, also up about 1%.
The Lehman U.S. Aggregate Bond index has slipped

back into negative territory and is now down about half a
percentage point for the year. With the first Fed rate hike
coming in as little as three months, pressure on bond re-
turns will likely remain intense. What is frustrating for stock
investors is that fixed income holders exiting bonds do not
appear to be reallocating money into large-cap and blue
chip names. The grand rotation out of bonds remains a
potential source for significant reallocation into stocks, but
so far we have seen little of that happening.

An analysis of full-year sector performance can be
misleading, because it does not capture recent sector lead-
ership shifts. While growth and risk-on are generally on
top, the market could suddenly shift to defensive and high
yield particularly if economic growth weakens and the Fed
contemplates pushing that first rate hike out to 2016.

Much as the gains in domestic equity indexes are now
beginning to vary deeply by style and size, sector perfor-
mance is also becoming highly differentiated. As the chart
shows, we are mainly seeing big winners and big losers at
the sector level as the year progresses.

Healthcare continues to lead, as it has done for sev-
eral years, with a nearly 9% gain in 2015. After that prima-
rily defensive sector, Consumer Discretionary follows with
a nearly 7% gain, while Technology is next with a 5% gain.

Energy has now slipped to negative for the year, al-
though its 2.2% decline is much more muted than the 2014
sector decline. At the other end of the spectrum, one of last
year’s winners is now getting crushed. Utilities are down
nearly 9% year-to-date, tracking the spike in bond yields.

Consumer Staples has slipped into negative territory,
hurt by dollar sensitivity overseas and price-savvy con-
sumers. Industrials are also negative year-to-date. While
markets are inherently unpredictable, our sense is that these
prevailing trends will continue to play out, with the rich
getting richer and losers falling further.

The rally in energy that dominated trading through
April is clearly on hiatus. Although actual per-barrel crude
oil prices have not declined substantially, the Street con-
sensus is that rising supply amid very little demand growth
will inevitably result in another round of falling energy
prices. The timing of any such decline is tough to predict,
given the imminent summer driving season. The more the
Street embraces this gloomy scenario, the more doubtful
we are that it will actually happen.

In any event, the sector weight in Energy has pulled
back 50 basis points in just the past month. Healthcare re-
bounded in May after consolidating in April. Few other
groups moved much, although Technology and Financial
Services ticked higher. As of the end of May, Technology
with a 20% weighting and Healthcare with a 15% weight-
ing were at the top of their historical bands. We could see
both sectors getting bigger, as technology becomes more
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ubiquitous in our lives, and as demographic trends and
policy such as ACA spur continued growth in the healthcare
apparatus.

On a year-over-year basis, long-standing trends are
intact. Energy is 240 basis points lower than it was a year
ago. Technology is 130 basis points higher, and Healthcare
is up about 180 basis points.

We have made just two adjustments in our recom-
mended sector weightings this month. We have raised En-
ergy to Market-Weight from Under-Weight and lowered
Consumer Staples to Under-Weight from Market-Weight.
Both moves were based on valuation compared with growth
prospects. We believe rising interest rates signal underly-
ing strength in the economy. Our recommended sector
weightings continue to favor economy-sensitive and risk-
on sectors including Technology, Consumer Discretionary,
Healthcare, and Materials.

The bloom is off the rose for some of the most appre-
ciated markets in our international survey. On a month-
over-month basis, our composite of foreign markets is little
changed. But investors moved cash out of riskier markets
in the past month, particularly Russia. While maintaining
leading positions, China and Europe also surrendered some
of their year-to-date gains.

After years of leadership, the U.S. stock market is
back of the pack. As we noted last month, nations that cut
interest rates and engage in quantitative easing have the
best stock markets. For the near term, QE dynamics have
made the U.S. stock market less attractive to global inves-
tors than it was three or four years ago. Other markets in

this hemisphere are not doing much better. Americas mar-
kets in our composite are up just 4% year-to-date, with
Brazil currently best-of-the-bunch.

While leading global markets did give back across
May, stock gains in China, Russia, and the Eurozone are
substantially ahead of the U.S. market. Eventually, market
leadership can become a self-fulfilling prophecy. If the U.S.
market does not close the gap with leading foreign stock
indexes by late summer, relative underperformance by U.S.
equities could intensify into year-end.

CONCLUSION
For the first time in eight years, the Fed is ready to hike
rates. The last time around, the Fed engaged in a long and
steady pattern of rising rates in steady increments. From
June 2004 through June 2006, the Fed increased the Fed
funds rate 17 times, each time by 0.25 percentage points.
Cumulatively, that brought the Fed funds rate up from
1.25% in June 2004 to 5.25% by June 2006; and the dis-
count rate from 2.25% to 6.25% over the same span.

We still believe the U.S. Federal Reserve will enact
its first rate hike in September or possibly soon after; and a
quarter-point hike is most likely. This time around, how-
ever, we expect a very go-slow approach to additional hikes,
with the Fed funds rate likely to end 2015 still below 1%.

And: all hail Pharoah! On that theme: The economy,
which looked like a broken-down nag in the first quarter,
is showing some thoroughbred muscle near the halfway
mark, but will need to accelerate into the home stretch to
carry stocks into the winners’ circle.

Jim Kelleher, CFA,
Director of Research
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ARGUS RATING SYSTEM
Argus uses three ratings for stocks:  BUY, HOLD and SELL.  Stocks
are rated relative to a benchmark, the S&P 500.

A BUY-rated stock is expected to outperform the S&P 500 on a
risk-adjusted basis over a 12-month period.  To make this determi-
nation, Argus Analysts set target prices, use beta as the measure
of risk, and compare risk-adjusted stock returns to the S&P 500
forecasts set by the Argus Market Strategist.

A HOLD-rated stock is expected to perform in line with the
S&P 500.

A SELL-rated stock is expected to underperform the S&P 500.
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