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Sell in May? Maybe You Shouldn’t Go Away

With the year more than one-third done, the market is still looking for traction —
and the dangerous “Sell in May” period is underway. Once June hits, the stock market
pretty much goes to sleep. Since 1980, the S&P 500 has averaged just a 1% gain in the
period from June 1 to October 1. That’s a five-month span of dead money. Of course
there are plenty of years in which excessive selling drags down on the average. Since the
millennium turn, the market has suffered two major bear markets, in 2000-2002 and
2007-2009.

On that basis, the June-September period since 2000 has averaged a 1% decline.
“Sell in May” has not been so fearsome, however, during the bull market that got under-
way in 2009. During that bull, the June-September period has actually averaged a gain
of 4.1%.

May itself is often a month in which investors cash out early-year gains in anticipa-
tion of a dead-money summer season for stocks. However, the S&P 500 has quietly ad-
vanced 2.0% during May 2015 as oil and the dollar show signs of stabilizing and inves-
tors breathe a sigh of relief over the not-bad 1Q15 earnings season.

Between 1980 and 2014, May averaged a gain of 0.6% on the S&P 500. In the
years over that span in which the S&P 500 declined in May, the average decline was
3.2%. Summers following down Mays are also downers, with the S&P 500 shedding an additional 2.4% over the June-
September period.

Up Mays, by contrast, have been positive precursors for the overall market across both the summer and the full year. The
11 up Mays on the S&P 500 since 1980 have averaged gains of 5.2%; and these have been followed by average gains of 4.7%
over the June-September period. Moreover, up Mays on the S&P 500 since 1980 are associated with full-year gains on the S&P
500 of 22.1% – better than 10.3% average capital appreciation on the S&P 500 for all years since 1980.

THE STOCK MARKET OUTLOOK FROM HERE
We would not be counseling staying fully invested if we did not have a generally positive outlook for the stock market.
The slow start to the year for the economy and the stock market has prompted a high level of anxiety, given the multi-year run
in stocks. Although the economic expansion and the bull market are very different things, some investors are wondering if both
are drawing to a close.

(continued on next page)
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In our view, the slow start is attributable to several
one-off factors that have been difficult to overcome. These
include bad winter weather, the West Coast port strike,
strong dollar impacts on competitiveness, and weak oil
impacts on the Energy sector employment, capital spend-
ing and earnings.

THE ECONOMY:
THE CONSUMER VERSUS THE OIL PATCH
We saw similar winter impacts last year in 1Q14, but we
saw the economy rebound and become much stronger in
the second and third quarters. The dollar and oil show signs
of stabilizing. Positive impacts from cheap energy costs
are offsetting weak capital spending and hiring trends in
the oil patch.

As for the market, yes, we are at year seven in the
bull market; and historically that is a longer than the aver-
age bull market. Returns for this bull have also been higher
than average. But valuations are still reasonable, in our
view, given prospects for continuing earnings growth and
still-low bond yields even after the recent spike in yields.

Our confidence that the economy can bounce back
after some recent weak data points begins with the con-
sumer, who represents two-thirds of the economy. The con-
sumer is more employed than at any time since 2007. Home
prices are on the upswing; stock market gains are feeding
both personal wealth and 401(k) retirement savings.

Low energy prices should also benefit the consumer
and U.S. industry. While the strong dollar has cut into ex-
port activity, for the long term a strong dollar and weak
euro appear to finally be improving Europe’s competitive
position. Asia’s economies are also generally strengthen-
ing, in some cases picking up the slack from a struggling
China.

We also expect to see strengthening in government
spending as the country heads into an election year. All
told, we look for GDP growth of 3% or better for the final
three quarters of 2015.

INTEREST RATES: NOT IF BUT WHEN
Many investors remain firmly on the fence because of un-
certainty around interest rates. The two key questions that
equity investors are asking are: Is the Fed going to hike
this year? And if so, can the stock market survive rising
rates? We say yes, and yes, and we’ll consider those two
questions one at a time.

As regards the likelihood of a first rate hike this year,
we believe the chances are high and partly reflect political
calculation. We believe Fed Chairperson Janet Yellen wants
to start the Fed’s rate-hiking campaign before the presi-
dential political campaigns kick off. The Fed does not want
to be perceived as providing fuel to either fire by either
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withholding a rate hike in 2015 (perceived to favor the
incumbent party) or launching its first rate hike during the
active presidential campaign (perceived to favor the chal-
lenging party).

The tricky part will be timing the Fed. In deciding on
when to begin hiking rates, the Federal is beholden to a
dual mandate based on unemployment and inflation. But
the data is uneven. Inflation has been running below the
Fed’s 2% target rate, though lately has perked up along
with modest wage growth. In terms of unemployment, we
would pay less attention to the headline rate and more at-
tention to U6 unemployment; this measure captures both
marginally attached workers (not actively looking for work)
and those working part-time while wishing to work full
time. U6 unemployment is down from 18% in 2010. But
at 10.4%, it has not quite gotten below the 10% level that
the Fed wants to see.

Our expectation is that the Fed hikes rates in quarter-
point increments beginning in Fall 2015. We expect that
the Fed funds rate will be 1.25%-1.50% at the end of 2016.
Does that mean the end of the bull market, or at least a
slowing in stock market gains?

THE STOCK MARKET:
RATE HIKES NO PROBLEM, AT FIRST…
We believe the stock market can withstand higher rates, at
least initially. The Fed has engaged in five periods of more
restrictive monetary policy (rate hikes) since 1980. The
five Fed rate-hike cycles have lasted an average 17 months;
and the cumulative increase in rates has been 3.1%.

Generally, the stock market keeps going immediately
after the Fed starts hiking, at an annualized 9.4% rate for
the first six months. For one thing, rate hikes will reflect a
strong economy – which is good for earnings, the lifeblood
of any bull market. By the second and third year of the
cycle, however, the economic expansion is likely getting
winded; and sometimes the Fed has gone too far. On aver-
age, the market has gone up 9.2% over that 17-month cycle,
for a below-average but still positive annualized gain of
6.6%.

There has been so much talk of the Fed’s pending
rate cycle, dating all the way back to the first “taper tan-
trums”, that we sometimes need to be reminded that the
Fed has not yet begun to hike rates. Given that stock-gains
are front-loaded to the beginning of the cycle, we are po-
tentially about to hit that sweet spot.

THE DOLLAR AND OIL:
STABILIZATION, OR HEAD FAKE?
The strong dollar remains both a consideration for the Fed
and an impediment to global top-line growth for U.S. mul-
tinationals. However, we think the dollar is at an inflection
point; we expect the dollar to stabilize or even head lower
over the next 12-24 months. Based on our analysis of fair

value in the dollar since 1970, we regard the dollar as cur-
rently overvalued. On the two other occasions when the
dollar showed similar over-valuation levels, in both cases
the greenback retreated. Already, the euro is rising; and we
expect the yen will as well. In short, fear of dollar strength
is overplayed in the market.

The recovery in energy prices, much like the price
collapse that preceded it, was poorly predicted and not much
understood. We see energy prices, similar to the dollar, as
being at an inflection point. But there are a different set of
fundamentals at play. The dollar strengthened on rising de-
mand, while oil prices slumped on over-supply. And, like
all trading markets, currencies and commodities are sub-
ject to pendulum swings high and low. In the fall from
$100 per barrel, oil at $40 per barrel was at the low end of
fair value, based on production costs.

Oil at $100 is not returning anytime soon, and $70
per barrel is the new high end. WTI is now back to $60,
which may be a modest overshoot of its own. We are mod-
eling $55-$60 on average for 2015. We believe U.S. pro-
ducers can make money at this level, while U.S. industry
can still benefit from sourcing energy inputs at a substan-
tial discount compared to the prevailing cost one year ago.

EARNINGS: FOOL ME ONCE…
There is no doubt that two of the key earnings drivers in
1Q15 were oil and the dollar. Neutral “comps” for both
asset classes are still a few quarters away. But time and
again, companies showed that they were able to overcome
these headwinds during the first quarter. Investors went
into 1Q15 expecting 5% EPS contraction, and came out
with a 2%-3% gain.

We went into 1Q15 expecting a bit of growth, and
our earnings outlook for the remainder of 2015 is similarly
above consensus. We believe that as the economy recovers
and the dollar stabilizes, earnings growth can average 5%-
6% for 2015 and 9%-10% for 2016.

Earnings growth will be for naught if the market is
severely overvalued. When the recession began to wane
and streamlined companies first displayed their earnings
power, we calculated that the market was severely under-
valued – about 3 standard deviations from normal. With
the bull market having run for several years, the market is
not as undervalued. At the same time, earnings have con-
tinued to grow across the entire bull market. Stocks are
still undervalued according to our model. On the S&P 500,
our current fair value target is 2,265. Bull markets usually
run past fair value. In 2000, stocks climbed 50% above
fair value; in 2008, stocks got to be at least 20% above fair
value.

CONCLUSION
We think stocks can go higher, but further gains are depen-
dent on further earnings growth. Risks in the outlook should
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The S&P 500 remains at an all-time high, but skepti-
cism toward the durability of the advance remains intense.
Stocks inch ahead to record levels while hardly making
any progress. On the perception that economic expansion
has slowed or even reversed, economy-sensitive and risk-
on names were hit recently.

Technically, the S&P 500’s advance is positive —
but it is undercut by thin volume. Are we in the dead zone?
Maybe not.

Investors can’t be faulted for remaining cautious
about stocks given the numerous cross-currents buffeting
the market. Turbulence in currencies, commodities and
interest rates has prompted many investors to park on the
sidelines.

But perhaps the perception is worse than the reality.
May is rarely a good market month, and is often one in
which investors cash out in anticipation of a dead-money
summer. But the S&P 500 has quietly advanced 1.8% dur-

ing May 2015 as oil and the dollar show signs of stabiliz-
ing and investors breathe a sigh of relief over the not-bad
1Q15 earnings season.

Between 1980 and 2014, May averaged a gain of
0.6% on the S&P 500. In the years over that span in which
the S&P 500 declined in May, the average decline was
3.2%. Summers following down Mays are also downers,
with the S&P 500 shedding an additional 2.4% over the
June-September period.

Up Mays, by contrast, have been positive precursors
for the overall market across both the summer and the full
year. The 11 up Mays on the S&P 500 since 1980 have
averaged a gain of 5.2%; followed by 4.7% over the June-
September period. As well, up Mays on the S&P 500 since
1980 are associated with average full-year gains for the
index of 22.1% — better than 10.3% average capital ap-
preciation on the S&P 500 for all years since 1980.

Jim Kelleher, CFA,
Director of Research

TECHNICAL TRENDS COMMENTARY

not be ignored. We are always concerned about asset
bubbles, although the usual suspects (housing, bonds, and
stocks) are all innocent until proven guilty. The usual geo-
political concerns include Russia & Ukraine, the Mideast,
and ever-present Greece. We are less concerned that bipar-
tisanship can crash the market, as it did in July 2011; that
uneasy truce can change in an eye-blink. As always, we
remain concerned about moves that on the surface don’t
fully make sense, such as the plunge in oil or the surge in
the dollar.

Not every sector or stock rises even in a broadly ris-
ing market. We continue to focus on what we regard as
durable themes that should last across this bull cycle. Our

key investment themes include the Confident Consumer,
which should benefit staple and discretionary consumer
stocks; Energy Independence, a long-term boon to indus-
trial stocks; and Innovation, expressed in aggressive R&D
investment and a natural way to play Pharma & Biotech
names.

Another key theme is dividend growers, which en-
ables investment across multiple sectors. When it comes
to activist investing, we would pay attention to 13D filings
to see where the action is headed. Finally, one of the most
important emerging themes is investing around the
millennial generation, which is changing our world ev-
ery day.

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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