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Stumbling Across Summer: Our Monthly Survey
of the Economy, Interest Rates, and Markets

July was positive for most U.S. indexes, but a mess over-
seas. August has already given back a portion of the July gain
in U.S. markets, while strong early-year gains continue to melt
away on international indexes. Now into its final four months,
2015 continues to disappoint bulls. While still hoping for a
strong finish, bulls recognize that patterns tend to harden into
trends as year-end approaches. If the bull is going to make a
stand this year, it had better be soon.

The data has not been bad. Second-quarter GDP was an
okay 2.3%, following an upwardly revised 0.6% gain in 1Q15.
Job growth continues to average above 225K on a monthly
basis. But investors fear the imminence of the first Fed rate
hike. From our perspective, Fed action would strengthen re-
turns by removing uncertainty from the market. China’s wob-
bly economy is another concern, although China will eventu-
ally benefit from the fall in commodity prices.

THE ECONOMY, INTEREST RATES, AND EARNINGS
The advance GDP reading shows the U.S. economy grew by a
slightly below-consensus 2.3% in 2Q15, rebounding from the
weather-impacted 0.6% gain in the first quarter. Note that 1Q15
was upgraded from a 0.2% decline as a result of the annual
revision of the National Income and Product Accounts, or
NIPAs. Also note, however, that GDP growth in prior years
was downgraded to an average 2.0%, from a prior 2.23%, as a
result of NIPAs.

The acceleration in 2Q15 from the first quarter reflected
better exports and weaker imports, acceleration in personal
consumption expenditures, and higher local government spend-
ing. These positive were undercut by lower business spend-
ing, as nonresidential fixed investment declined and invento-
ries contracted; spending on residences also weakened.

Consumers continued to lead the economy in 2Q15. GDP
growth was driven by a 2.9% gain in personal consumption
expenditures; that was up from a revised 1.8% in 1Q15. Spend-
ing on durable goods was up a strong 7.3%. Spending on resi-
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dences rose 6%, but that was down from 10% growth in 1Q15.
The industrial economy expanded moderately. Real ex-

ports rose 5.3% in 2Q15, offsetting 3.5% imports growth. Real
nonresidential fixed investment slipped 0.6%, after rising 1.6%
in 1Q15.

Federal government spending declined by 1.1% in the
second quarter. That decline was partly countered by 2.0%
growth in spending at the state and local level.

Rising consumer confidence and spending stem from job
gains. July nonfarm payrolls rose 215,000, extending the strong
trend of growth in the 225,000 range. After stalling in June,
wage growth accelerated by 0.2% monthly in July and was up
2.1% on a year-over-year basis. We think wage growth keeps
pressure on the Fed to raise rates in September, even as over-
seas data argues for extended easy policy.

Given average GDP growth of 1.5% in the first half, even
after the NIPAs revision, we expect total GDP growth for 2015
to come in around 2.2%. That estimate is predicated on growth
in the 3.0% range in 3Q15 and 4Q15.

Our preliminary GDP forecast for 2016 calls for 2.6%
growth. After expansion in the 3% range in next year’s first
half, we look for a gradual moderation in growth as higher in-
terest rates begin to bite in the second year of the Fed’s rate-
tightening cycle.

Volatility in interest rates remains intense, although the
long yield is holding above 2.0%. The short end of the curve is
clearly picking up steam, suggesting investors are starting to
believe the Fed will hike rates in September. Three-month bill
yields, barely above zero for yields, are not high by any means
at 0.06%; but they have moved up five basis points in a month.
The two-year yield, now at 0.72%, is up 12 basis points in a
month and up 24 basis points year-over-year.

In the middle of the yield curve, we are seeing movement
in the opposite direction. The five-year yield at 1.61% is stable
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month-over-month and lower than it was a year ago. The 10-year
yield at 2.20% is down 12 bps month-over-month and down 44
bps year-over-year. Even more dramatic is the decline in the 30-
year yield, which at 2.87% is down 24 bps month-over-month
and down 60 bps year-over-year.

Short-term rates are rising on rate-hike anticipation, while
long-term yields are retreating on global growth anxiety. The net
effect of rising short-term rates and falling long-term rates is a
flattening yield curve, which is associated with higher risks of
recession. Are we heading toward recession?

We do not believe that is the case. China, currently the chief
cause of global anxiety, will begin to benefit from the near col-
lapse in commodity prices, which will bring down manufactur-
ing costs while boosting margins. As global investors come to ac-
cept strong dollar and higher U.S. rates, we expect a continually
improving tone in 2H15, with particular strength into year end.

On a preliminary basis, 2Q15 earnings are coming in slightly
down to about flat year-over-year for S&P 500 companies. While
not robust, that is a much better performance than the 6.5% de-
cline forecast by strategists and analysts for the second quarter.
Investors baked in the worst possible outcome for dollar strength
and energy weakness, without fully factoring in how those trends
might positively impact consumer-sensitive industries and con-
sumer spending.

In coming quarters, we look for the drag on multinational
profits from strong dollar to subside. With dollar comparisons
less onerous going forward and with GDP growth accelerating in
the back half of the year, we expect EPS growth to be back-end-
loaded in 2015.

We have trimmed our 2015 EPS outlook slightly. We now
look for S&P 500 earnings of $125.00 per share for 2015, down
from an earlier $126.25. Off the final 2014 base of $119.60 per
share, our revised outlook implies 5% growth.

For 2016, we have also cut our outlook based on the lower
year-end 2015 basis. We now are modeling EPS for 2016 of
$137.50 per share, down from $139.00. Next year, we expect
government spending to ramp into the election; the consumer
economy to be in high gear; and China to strengthen on cheap
commodity and energy costs. We continue to model EPS growth
of 10% for 2016.

Our 2016 EPS forecast could be negatively impacted by
the timing of 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. Over the
past 35 years, both earnings and the stock market have been able
to absorb up to three percentage points of higher rates before
weakening.

DOMESTIC AND GLOBAL MARKETS
As of mid-August, the Nasdaq had built slightly on its level from
mid-July. Nasdaq is up about 7% year-to-date. Other indexes sen-
sitive to smaller-cap and risk-on, including the Russell 2000 and
Wilshire Growth, continue to lead the market year to date. The
S&P 500, up just 2% in 2015, held about steady from its month-
earlier level. But the Dow Jones Industrial Average has tipped
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over into negative territory for the year and is at six-month lows.
Value Stocks are also down year-to-date. Generally, mature
large-caps with global ties and dollar sensitivity are faring poorly
amid the modest rally in risk-on and small-cap names.

We see little reason for a disruption in this pattern in the
near term. Should the market rally into year-end, we could see
better mega-cap performance. At the same time, trends tend to
harden and even calcify the closer we get to December.

On a sector basis, the rich got richer last month, while the
poor sectors faded further. The sharp rise in the dollar and the
tumult in China combined to crush commodity prices during
July, resulting in steep selling in energy and materials stocks.
The Energy weighting on the S&P 500 crashed to 7.1%, down
80 bps in just a month; and Materials slumped to 2.9%, down
20 bps in a month. Energy is down by 380 basis points in a
year, from a 10.8% weighting in August 2014, just as energy
prices were starting to fall hard. And Basic Materials weighting
is down 60 bps, from 3.5%.

Where did that weight go? Healthcare continues to rede-
fine its weighting band. Healthcare now represents 15.6% of
S&P 500 weighting, above the high end of its traditional 9%-
15% range. Financial Services, with a 16.8% weighting, is well
below past peaks above 20% - but it is at its highest weighting
since the Great Recession. Technology, at 19.8%, is slightly be-
low peak levels but near the top of its 15%-20% historical range.

While we expect these trends and tendencies to moderate
with time and eventually to normalize, that process could be a
long time playing out. U.S. producers and OPEC show no sign
of further cutting production, making it difficult for crude oil –
now at its lowest level since March – to find a floor. As long as
China remains unstable, it is hard to envision commodity prices
stabilizing. At least into late fall, we would expect commodity-
based sectors to remain under pressure, and other sectors to
gain relative weight.

After being up over 12% just a month ago, and more than
25% at mid-year, China’s main index is down to a 1.2% gain as
of mid-year. Where did those gains go? Mainly to Europe, where
the Eurozone index is now up nearly 20% year-to-date, after
being up about 12% a month ago.
Besides China, other BRIC nations including Russia and Bra-
zil have come down a few pegs. But India remains a market
leader. In Asia, only Japan is doing better.

Commodity-sensitive nations, including Canada and Bra-
zil and Russia, are seeing market gains whittle away but are
still holding a 5% gain for the year on average. The Americas
overall is lagging with just a 1.2% gain for 2015, as investors
continue to focus on Europe and Asia.

CONCLUSION
With Europe’s citizens relocated to the beach and U.S. con-
sumers in flip flop mode, the month ahead should be unevent-
ful. We look for activity to kick back up in September, but until
then we expect to be consulting the cooler more often than the
Bloomberg.
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