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Thanks for Not Much: The Market at Half-Year

* When the bull celebrated its six-year anniversary in March, we talked about the risks
this bull market faced entering its seventh year. Why has the market stalled this year?
* The negatives were in place as the year opened. They include a too-strong dollar hurt-
ing exports and competitive positioning overseas; and weak energy prices reducing En-
ergy sector employment and capital spending.
* Even as the economy softened in the first quarter, Fed governors and FOMC members
elevated their language regarding an imminent fed-funds tightening cycle. The markets
have been beset with rate jitters all year long.
* Greece represents about 2% of the Eurozone economy, but its exit from the euro currency
could have a much larger impact. Greece’s bloated bureaucracy is a huge problem. But
austerity has not helped as Greece’s economy has declined by 25% since austerity began.
* U.S. investors are sensitive to the Greek drama because debt default would lead to tighter
lending standards, in turn stressing credit markets and threatening the fragile global recovery.
* If the final outcome should be Eurozone exit, re-issuance of the drachma could result in
deep currency devaluation that would instantly price the capital stock of Greece about
50% below its value in euros. That would shake the system even more.
* Finally, investors in recent years have followed the money into QE nations. Global
fund flows that helped U.S. stocks during three rounds of U.S. QE have now gone to Europe and to China.
* We are not counting on global fund flows to reverse and help U.S. stocks in the second half of the year.

Should investors be concerned that the market is not making much progress in 2015?
* The problem with this barely appreciated market is that it is about to hit the half-year mark, and most good years have good
first-halves. There is not enough time left for a good first half.
* So-so first-halves tend to lead to so-so years, while bad first-halves are trouble for the market.
* We took the years 1980 to present on the S&P 500 and sorted them into three categories: first-halves with 5% or greater
capital appreciation; first-halves with 0%-5% appreciation; and negative first-halves.
* In those years in which the S&P 500 gained more than 5% in the first half, the market generated average 20.9% full-year
capital appreciation – better than the 35-year average of 10.1%.
* In years in which the first half was positive but gained less than 5%, the market on average appreciated a so-so 9.3%.
* And in years with a negative first half, the market averaged a 3.2% decline for the full year.

(continued on next page)
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So we have strong dollar, weak Energy sector, immi-
nent Fed tightening, Greek crisis, and more attractive
foreign markets. Given all that, is there any reason to
believe the U.S. stock market will do better in the sec-
ond half?
* We continue to expect the U.S. market to rise in upper
single digits to possibly lower double digits.
* Despite the negatives, there are several significant posi-
tives in the picture.
* The main reason for our optimism is the U.S. consumer.
In the final revision of U.S. first-quarter GDP, real per-
sonal consumption expenditures were up 2.1%. Spending
on durable goods, non-durables and services were all up
1%-3%, despite the harsh winter weather.
* Nearly every measure of consumer well-being is improv-
ing. More people are working, job openings are increas-
ing, and wages are rising.
* The NFIB (small business) index hit 98.3% in May, above
its 42-year average of 98% for just the second time since
the recession began. Small businesses create about 70% of
all U.S. jobs.
* The most important takeaway about consumers is that
they are using new job wages, wage growth and gasoline
savings for big-ticket items.
* Most impressive is the housing data. Existing home sales
for May rose 5.1% sequentially to a more than five-year
high of 5.35 million annualized units, the highest level since
2009 and up more than 9% year-over-year.
* May new home sales were at a seven-year high, rising
2.2% to a 546K SAAR. While new homes are only about
10% of the housing market, each new home sale sets off a
chain of existing home sales.
* Median home prices are in the $228K range, rising
steadily rather than spiking. Millennials, long absent from
the market, are now the fastest-growing home-buying de-
mographic.
* Rising home prices have two benefits. They lure overdue
sellers into the market, which expands supply and restrains
runaway prices; and they lift more homes out of the under-
water category, which restores consumer creditworthiness.
* U.S. new vehicle sales are running at a healthy 16.5 mil-
lion SAAR. Forecasts for this number to top out have been
common, but Alix Partners forecast U.S. new vehicle
SAAR to hit 17.4 million by 2016.
* Energy prices have climbed from trough levels near the
$40/barrel range for WTI to the mid-$60s. Still, that is well
below peak prices above $100. Lower gasoline and heat-
ing oil costs should remain a consumer tailwind across 2015
into 2016.
* Finally, our analysis supports the view that the stock
market continues to rise in the time preceding the rate cycle;
in the months immediately after the cycle begins; and across
the rate cycle as a whole.
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* It is only late in the cycle, when expansion is losing steam
and higher rates are biting into big-ticket purchases, that
stock market performance lags. We are a long way from
that point.

The consumer is doing well, but what about the indus-
trial economy?
* The industrial economy has been impacted by weak capi-
tal spending and job losses in the oil patch. A worse
headwind is the competitive impact on overseas business
from the strong dollar.
* May durable goods orders declined 1.8%, on the heels of
a 1.5% decline for April. The harshest effects are being
felt by companies within or dependent on the energy in-
dustry. Drilling rigs in operation are at a five-year low, al-
though the pace of decline is now moderating.
* For process and automation companies, the slowdown in
oil & gas infrastructure has been painful. For rails, the for-
merly fast-growing crude-by-rail business has shrunk; and
rail transport of fracking sand, pipe and other equipment
has dried up.
* On the other side, industrial companies which have en-
ergy as a key input cost – such as airlines, shippers and
metals processors – are benefiting from lower costs.
* Most of the U.S. economy is services-based, and any
company with an office thermostat is being helped by lower
heating bills.
* There are signs that the industrial economy is adapting
to the strong-dollar, weak-oil reality. May non-defense capi-
tal goods orders – regarded as a proxy for corporate capital
spending – rose 0.4%, after declining 0.3% in April.
* After huge step changes in dollar and oil late in 2014, we
saw the usual technical retracement of one-third to one-
half of the significant move. We believe companies and
their industrial customers are now adjusting amid signs of
currency and price stability.
* The strong dollar will remain a competitive overhang,
but year-over-year comps for currency should begin to
normalize in 3Q and particularly in 4Q. The same holds
true for energy price comps.
* Normalization of energy and currency comps will be a
meaningful positive for earnings growth in the second half
of 2015.

Speaking of earnings, what is the outlook?
* Argus has long believed that earnings growth is the prin-
cipal driver of stock market gains. While things like ac-
commodative Fed policy or geo-politics can impact the
market in the short-term, long-term performance is highly
correlated to EPS growth for the S&P 500.
* 1Q15 EPS growth was up less than 2% overall, but up
about 8% excluding energy. Maybe it’s no surprise the
market is up 2% year-to-date.
* We expect deeply negative energy earnings and strong

dollar repatriation to impact 2Q15 results, leading to an-
other low-single-digit performance.
* Strong dollar, while negative for U.S. multinationals,
improves competitive positioning for companies in weak-
currency nations. This is particularly true in Europe, where
Eurozone 1Q GDP of 0.4% was better than our 0.2% de-
cline.
* As currency & energy comps normalize and as our trad-
ing partners benefit from their weak currencies, we look
for mid-to-high single-digit EPS growth in 3Q15 and high-
single-digit growth in the fourth quarter. Taken together,
we look for 6% EPS growth in 2015, to the $127 area.
* As the year winds down, we look for rising tax receipts
to translate into rising government spending as the incum-
bent party seeks to “prime the pump” ahead of the presi-
dential election cycle.
* For 2016, we are modeling 10% EPS growth to the $139
level. Both our EPS and GDP forecasts for 2016 are front-
end-loaded, in that we think higher rates could begin to
bite in the second half as the Fed gets to its fourth or fifth
hike.

And what about equity market valuations?
* Our long-term equity market valuation uses an earnings
yield model, along with normalized earnings (a three-year
look-back and a two-year look-forward). Given normal-
ized earnings in the $120 range, earnings yield on the S&P
500 is currently around 5.7%.
* We calculate that, given current levels of real Treasury
yields and inflation, earnings yield should be around 5.3%,
which would be consistent with an S&P 500 level in the
2,275 range.
* We therefore see 7%-8% upside potential in the market.
As normalized EPS continues to grow, our S&P 500 bo-
gey will also rise, presenting room for further appreciation
in years to come.

What are the risks in Argus’s outlook?
* First and foremost is global GDP growth. If the fragile
global recovery begins to unravel, the dollar’s safe haven
status would only increase, making it stronger. Slack en-
ergy demand could trigger a new selloff in energy futures,
perhaps below the prior lows from late 2014 and early 2015.
At that point, even the U.S. consumer economy would be
vulnerable.
* The other risks include geopolitical turmoil in the Middle
East (a price shock in either direction is disruptive); parti-
san divide and paralysis in Washington as the presidential
election nears; worsening deficit spending; erratic price
trends (deflation or inflation would be equally negative);
and finally, loss of competitive advantage by American
firms to overseas companies.
* All of these risks are well-known, which unfortunately
does not guarantee against their coming to fruition. We



The rapidly deteriorating situation in Greece slammed
global markets on the penultimate trading day of June. Al-
ready tiny year-to-date gains in major U.S. indices were
either whittled further or, in the case of the DJIA, erased
altogether.

Selling on 6/29/15 worsened the already negative
trend in fund flows. According to ICI, domestic equity
mutual fund outflows averaged $3.75 billion for the five
weeks ending 6/17/15. Domestic bond flows were mainly
negative as well.

Data on ETF.com confirmed that international eq-
uity ETFs led in inflows in May and the first half of June.
But U.S. investors who in the past month have piled into
overseas stock markets are likely regretting that decision.
European and Asian bourses have been under even worse
pressure as the climax to the Greek crisis draws near. In
this nowhere-to-hide market, an increasing number of in-
vestors are going to cash.

Notably, Europe seems to be “ring-fencing” the Greek
crisis. Yields on Italian and Spanish bonds, which soared
in 2011, are not much higher than U.S. Treasury yields.
Odds are rising that Greece may be cut adrift from the
Eurozone.

Despite the fierce recent redemption of equity mu-
tual funds, individual stocks, and ETFs, U.S. investors have
rarely been so heavily invested in stocks. After a six-year
bull market in which annual total returns have averaged
around 20%, the value of stocks owned by households is
about $20 trillion, according to Ned Davis Research. Ameri-
cans have 41% of total wealth in stocks, a percentage ex-
ceeded only during the internet bubble of the late 1990s.
The stage is not set for a market rout; and bold investors
are looking for bargains.

Jim Kelleher, CFA,
Director of Research
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have seen some stabilization both in currencies and in en-
ergy prices, which should tend to dial down the risk cli-
mate.

Where does Argus see the best intermediate-term op-
portunities going forward?
* Year-to-date, small-cap and risk-on and growth are hands-
down beating large-cap and quality and defensive. There
are now value opportunities in blue chip names, though
we would be selective.
* Much as the gains in domestic equity indexes vary by
style and size, sector performance is also becoming highly
differentiated.
* Our favored sectors are mainly economy-sensitive and
risk-on, including Technology, Consumer Discretionary,
and Materials.
* We also like bull-market leader Healthcare, which has
elements of defensive, economy-sensitive, and policy driv-
ing outperformance.
* Consumer Discretionary and Healthcare are well-insu-
lated from dollar strength, given their domestic footprint,
and are largely beneficiaries of cheap energy costs.
* Technology is a secular favorite, as technology spend

becomes a bigger part of total wallet spend. Materials looks
oversold.
* We would beware of high-yield, given risk of fixed dif-
ferentials for utility stock yields in relation to Treasury
yields. For income investors, dividend growth is our key
theme.

Closing Comments
* Investors will be watching the Fed and simultaneously
keeping an eye on Greek negotiations in the weeks and
maybe months ahead.
* Given the weak year-to-date performance in U.S. equi-
ties, we sense that investors are already getting itchy around
the exits and may be looking for a better place to put their
money.
* While we would still regard any selling as an opportu-
nity for valuation reset and bargain buying, we are also
mindful of the potential for near-term pain.
* As in 2011, however, a weak stock-market year in 2015
amid continued economic growth could rejuvenate the bull
for a few more years.

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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