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“Back to the Future” 

 

There has been a lot of ink spilt about interest rates this year with varying guesses as to when the Federal Reserve will start raising rates.  Many worry that the 

upcoming rate ratchet will resemble the 2004 to 2007 affair where the Fed raised rates at every meeting taking the fed funds rate from about 1.0% to about 5.25%.  In 

past missives we have discussed why this is probably not Janet Yellen’s style.  She appears to be more of a gradualist, especially given the skein of softening economic 

reports of recent.  Accordingly, in my view, she will likely raise rates by 25 basis points (1/4%) and then wait to see how the markets, and the economy, react.  However, 

with most participants focused on the short term of “will she or won’t she” and “when will she,” we think it’s worth going “Back to the Future” when the last time a 

secular bull market in fixed income ended.  The year was 1949 and it was a good year with the first Emmy Awards, cable TV’s debut, 12 nations signing the NATO 

agreement, and I was born.  In September of that year the 10-year Treasury Note was changing hands with a yield of 1.65%.  Over the next 17 years that yield would 

rise to a peak of 5.51% in August of 1966 for an eye-popping hike of roughly 234%.  Conventional thinking would have it that in such a rising-rate environment the stock 

market would not do very well.  However, that was not the case for the great post-WWII secular bull market began in 1949 with the D-J Industrials at 160.62 and ended 

in 1966 at 1001.11 for a 523% gain.   

Yes, interest rates were going up, but they were going up for the right reasons – the economy and earnings were getting 

better – and that was reflected in the stock and bond markets.  Indeed, earnings were getting better with the S&P 500’s 

earnings increasing from $23.07 in 1949 to $39.60 in 1966, or +71.6%, which does not seem like enough to drive a 523% gain 

for that index, but there you have it.  No, the culprit for the S&P’s surge was an expanding price-to-earnings (P/E) multiple 

that experienced a rise from 6.62x in 1949 to 17.81x in 1966.  Hereto, it is counter intuitive to think that P/Es can expand in a 

rising-rate environment, but that is precisely what happened between 1949 and 1966 and that is what we expect to happen 

going forward.  From 1966 to 1982 the D-J Industrials were basically range bound, trapped between 1000 and 600 with the 

nominal price low coming in December 1974 and the valuation low coming in August 1982.  Studying the chart shows a 

remarkable similarity between the 1966 – 1982 rangy market and the 2000 – 2013 range-bound market when the S&P finally 

broke out of the top side of its 13-year range and began a new secular bull market.  Note that every time this upside breakout 

has transpired, the equity markets have always been in a secular bull market.  We don’t think it is any different this time.      
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Jeffrey Saut 

Every Time the S&P 500 has Broken Out of the Top Side of a Range-Bound Market it 
has been in a New Secular Bull Market 

 
Source: Raymond James Equity Portfolio & Technical Strategy. 
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Jeffrey Saut 

In 1949, the 10-year Treasury Note’s Yield was 1.65% and Would Rise to 5.51% in 1966 
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Jeffrey Saut 

In a Rising-Rate Environment One Does Not Expect the Equity Markets to do Very 
Well, but That was Not the Case as the DJIA Gained 523% Over Those 17 Years  
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Jeffrey Saut 

Price-to-Earnings Drove the Market 

While earnings grew by some 72% between 1949 and 1966, it was a P/E multiple expansion from roughly 6.6x to 
17.8x that drove the secular bull market. 

 

 
Source: Raymond James Research. 
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Jeffrey Saut 

As we enter earnings reporting season, expectations have been notably ratcheted 
down.  One well-known strategist believes the decline in oil prices will lop $6 off S&P 
500 earnings, but she fails to consider the positive effect of low energy prices.  As we 
quoted Fundstrat last time (as written by David Kotok): 

“According to Fundstrat’s estimate, the negative impact on S&P 500 earnings in 2015 will be $4.63.  The positive impact on S&P 500 
earnings will be $10.04.  Thus the net impact is a positive $5.41.  That is, the overall impact of lower energy prices on S&P 500 
earnings in 2015 will be an improvement of $5-plus per S&P 500 share.  Energy prices fall; the Energy sector is hurt; the rest of the 
economy improves; the net effect is positive.  That is the conclusion of Fundstrat.  We agree with them.  . . . Remember that this stock 
market effect is inter-temporal.  There is the immediate down shock and the lag time to the positive outcome is two to three 
quarters.  That is why Barclays is forecasting acceleration of [economic] recovery as the year progresses.  We agree.  Also, how does 
one price this shift of $5 in S&P earnings?  Is it temporary, or is it more permanent?  If temporary, the pricing change is small.  If 
permanent, one could price it at 18-20 times, or a 5% permanent upwards shift in the S&P 500 Index trend baseline.” 

 

And again, as written by me: 

Boy, if that sounds familiar it should because I have argued that according to Ben Graham’s P/E formula, or the Rule of 20’s 
formula, price/earnings ratios (P/Es) should be higher than where we trade currently.  In fact, according to those two metrics, 
the S&P 500’s (SPX/2108.06) P/E should be somewhere between 18.5x and 20.5x, suggesting price targets for the SPX, even 
given (IMO) the overly reduced S&P estimate ($118.70), approaching 2196 and 2433. 
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Jeffrey Saut 

Does the Market See Something Analysts Don’t? 

Clearly analysts’ earnings estimates have come down, but so far the equity markets have ignored that fact, suggesting 
the markets are “seeing” something the analysts are not. 

 

 

Source:  Bespoke Investment Group. 
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Jeffrey Saut 

Analysts’ Earnings Revision by Sector in the S&P 1500 

 

 

Source:  Bespoke Investment Group. 
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Jeffrey Saut 

Positive Future Earnings Revisions 

Plainly, the Energy sector, with 65.7% of the companies having downward earnings revisions, is a drag on the S&P 
500’s overall earnings.  However, if my call that crude oil prices have bottomed proves correct, future earnings 
revisions will come on the upside with positive implication for the overall equity markets. 
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Jeffrey Saut 

“Wedge” Chart Formation 

In the near term, the S&P 500 has worked its way into what a technical analyst would term a “symmetrical triangle” 
or “wedge” chart formation—higher lows and lower highs.  It has also been trapped between 2120 and 2040 since 
the beginning of February 2015.  While no one can consistently time the market, if you listen to the message of the 
market you certainly can decide if you should be “playing” hard or not so hard.  Soon the SPX will resolve its range-
bound condition and hopefully we will be able to recognize it when it does. 

 

 

 

Source: Thomson Reuters. 
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Andrew Adams 

Underlying Strength 

Investors are likely growing tired of this sideways, go-nowhere, market, but under the surface there appears to be 
some underlying strength that could be a sign that we are about to move higher. The NYSE Common-Stock Only 
Advance/Decline Line (top of chart), which is a popular measure of market breadth, has actually gone ahead and 
made new highs even though the S&P 500 (bottom of chart) just now appears to be breaking out of its symmetrical 
triangle on a closing basis (hasn’t broken out when using the intraday highs and lows though). This leads me to 
believe that perhaps this market has been weighed down by a few select issues since it appears that more stocks are 
actually advancing than declining. 

 

Source: Stockcharts.com. 
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Andrew Adams 

Correction is Not the End of the World 

The 1990s were obviously a great time to be invested, but it still had its fair share of downturns. As you can 
see in the chart below, corrections around 10% or greater were quite normal, but once the market recovered 
we went right back up to new highs. This is what happens in a secular bull market, and is worth keeping in 
mind whenever we do hit a rough patch.  

Source: Stockcharts.com. 
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Andrew Adams 

Transports Hanging in There 

Recently, we pointed out that the Dow Jones Transportation Average has been stuck in a very orderly 600-
point range since late October and that it was making a quadruple-bottom around the 8,600 level. Since then, 
it has bounced off of that lower boundary and appears to be making another attempt at the top. Once the 
Transports break out, in either direction mind you, we should be able to use that 600-point range and project 
it above or below the breakout point, giving us an upside target of around 9,800 and a downside target of 
8,000.  

 

Source: TC2000. 
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Andrew Adams 

Secular Bull Markets 

This current bull market broke out to new all-time highs for the first time back in April 2013. This is similar to 
when we first broke out to new all-time highs back in 1982 and 1954. The chart below is a comparison 
between how the S&P 500 has done in the past two years since that initial breakout (orange line) and the two-
year periods following the 1982 (blue line) and 1954 (green line) breakouts. As you can see, we have 
outperformed that 1982 period, but are still lagging the one from 1954-1956. Both of these historical bull 
markets went on to have many more years of positive performance, so please keep that in mind whenever 
you start to think we can’t possibly go any higher. 

 

 

Source: Bloomberg. 
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Andrew Adams 

Small Caps Running into Trouble 

I came into this year expecting small-cap stocks to outperform larger companies due to the strong U.S. dollar 
and the fact that large caps had outperformed for practically all of 2014. The Russell 2000 (small-cap index) 
did, in fact, do better than the S&P 500 (large-cap index) in the first quarter of 2015, but that may be about to 
change. The chart below is of the Russell 2000 since the year 2000, and, as you can see, the index is very near 
two important resistance lines that should make it difficult for small companies to continue their run, at least 
in the short term. The first line is drawn off of the highs from 2000 and 2007, while the other is from the 2009 
and 2011 lows. 

 

 

Source: TC2000. 
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Scott Brown 

Economic Outlook – Key Themes 

Domestic Fundamentals 

 Mixed 1Q15 economic reports (real GDP growth closer to zero) 

 Soft trends (thru Feb) in retail sales, capital goods orders, etc. 

 Adverse weather 

 West Coast port labor issues/delays 

 Negative impact of strong dollar on exports, corporate profits 

 Correction in oil & gas drilling (sharp drop in business structures) 

 Rebound in growth anticipated for 2Q15 

 We should see a pickup in the data for March and April 

 

Federal Reserve  

 Back to “business as usual” in June/less forward guidance 

 That doesn’t mean that the Fed will raise rates in June (September still most likely) 

 Rather, rate decisions will be made on a meeting-by-meeting basis 

 Fed rate path expected to be gradual 

 Key factors: labor market slack, inflation outlook 

 

The Rest of the World 

 Stronger U.S. dollar, despite “less aggressive” Fed policy outlook 

 Softer global growth, but low oil prices and monetary policy should help  

 Greece blinked/Crisis still unresolved 
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Scott Brown 

Job Growth: “Soft” 1Q15 Followed Strong 4Q14 
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Scott Brown 

Fed Officials have been Stressing the Low Labor Force Participation Rate (as a Sign 
of Slack) 
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Scott Brown 

Fed Policy 

In June, the Federal Open Market Committee will begin to consider rate hikes on a “meeting-by-
meeting” basis 

 A June hike seems very unlikely 

 September is still seen as the most likely timing for the Fed liftoff 

 But clearly, it depends… 

The FOMC’s tightening decision will be data-dependent  

 The FOMC needs to see further improvement in the job market 

 The FOMC needs to be “reasonably confident” that inflation will move to 2% 

 

Fed Chair Janet Yellen (emphasis ours):  

The Committee's decision about when to begin reducing accommodation will depend 
importantly on how economic conditions evolve over time. Like most of my FOMC colleagues, I 
believe that the appropriate time has not yet arrived, but I expect that conditions may warrant 
an increase in the federal funds rate target sometime this year… 

The FOMC will carefully deliberate about when to begin the process of removing policy 
accommodation. But the significance of this decision should not be overemphasized, because 
what matters for financial conditions and the broader economy is the entire expected path of 
short-term interest rates and not the precise timing of the first rate increase. 
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Scott Brown 

Fed Policy 

Fed Vice Chair Stanley Fischer (emphasis ours):  

Although the recovery has been slow, there has been significant cumulative progress. An 
increase in the target federal funds range likely will be warranted before the end of the year. 
Liftoff should occur when the expected return from raising the interest rate outweighs the 
expected costs of doing so…  

Discussion of monetary policy needs to begin to shift to the future path of interest rates, and 
thus to the basis on which the FOMC will set interest rates following liftoff… A smooth path 
upward in the federal funds rate will almost certainly not be realized, because, inevitably, the 
economy will encounter shocks. 

 

Fed Governor Jerome Powell (emphasis ours):  

I expect that economic conditions will support the first rate increase later this year. I do 
not expect that such an increase or the associated market reaction will materially 
restrain the progress of the economy. From a macroeconomic perspective, the precise 
timing of liftoff is less important than the path of subsequent additional rate increases. 
My view is that, if the economy continues on its expected path, it will be appropriate for 
a time to increase rates fairly gradually. Of course, if the economy improves faster or 
inflation increases more than expected, it will be appropriate to raise rates faster. And if 
economic performance disappoints or inflation remains lower than expected, it will be 
appropriate to delay liftoff or raise rates more slowly thereafter. 
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Scott Brown 

The Federal Funds Futures Market is Projecting a More Gradual Path of Rate 
Hikes Than Most Fed Officials 
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Scott Brown 

Secular Stagnation 

We may be seeing a secular (long-lasting) slowdown in growth 

 U.S. population growth slowing, labor input slower 

 Labor productivity may be slowing 

 Sustainable GDP growth closer to 2% than 3% 

 That matters a lot over time 

 Slower growth in the standard of living 

 Difficulties in funding government entitlement programs 

 

Difficult to distinguish from lingering effects of the financial crisis 

 Projections of potential GDP growth have come down 

 Hard to gauge impact of technology going forward 

 

Implications for interest rates 

 If secular stagnation, real equilibrium interest rates will be a lot lower 

 Fed should be much less aggressive in tightening monetary policy 

 

Rest of the world 

 Advanced economies were slowing before the financial crisis, worse since 

 Emerging economies now on a slower growth path 

 Slower population growth 

 Catching up to the technology frontier 
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Scott Brown 

The Financial Crisis has had a Long-Lasting Impact 
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Scott Brown 

Economic Indicators 
 

Economic 
Indicator 

Status Comments 

Growth  
Real GDP growth is likely to have been restrained in 1Q15 (weaker exports, capital expenditure 
reductions in oil and gas drilling), but should rebound in 2Q15.   

Employment  
Job growth slowed in 1Q15, from an extremely strong pace in 4Q14.  Job destruction is low.  Hiring 
has been led by small and medium-sized firms (hiring at large firms has slowed). 

Consumer 
Spending  

Job growth is a supportive.  Confidence is improving.  Lower gasoline prices have boosted 
purchasing power.  Consumer spending growth should pick up. 

Business 
Investment  

The pullback in energy exploration is expected to have subtracted significantly in 1Q15.  Trends in 
orders and shipments of capital goods have been weak in recent months. 

Manufacturing  
Mixed across industries.  Softer global growth may restrain exports, but domestic demand is likely 
to strengthen further in 2015. 

Housing and 
Construction  

Sales are constrained at the low end (reduced affordability, tight credit), but we should see a pickup 
in sales and homebuilding activity as we work through the spring. 

Inflation  

The PCE Price Index rose 0.3% over the 12 months ending in February (+1.4% ex-food & energy).  
There is no inflation pressure from commodities, production constraints, or the labor market.   
Inflation expectations remain low. 

Monetary Policy  

In June, the Fed will soon begin to consider interest rate increases on a meeting-by-meeting basis.   
The initial rate hike is likely to be in September, but the timing decision will be data-dependent.  The 
pace of rate hikes beyond that is expected to be very gradual. 

Long-Term 
Interest Rates  

Long-term interest rates should trend gradually higher as the economy improves and the Fed gets 
closer to raising short-term interest rates (expect a bigger impact in the middle of the curve).  
However, long-term rates are likely to remain relatively low by historical standards, held down 
partly by very low yields abroad. 

Fiscal Policy  

Federal fiscal policy is no longer a drag on GDP growth, but not a big plus either.  We could see a 
showdown over the debt ceiling in the late summer or early autumn.  State and local government 
spending is picking up moderately as budget positions improve. 

The Dollar  
The U.S. dollar is expected to increase further, but the speed of adjustment is a concern (sharp 
currency moves tend to destabilize foreign trade and international finance). 

Rest of the 
World  

Accommodative monetary policy and low oil prices should help the rest of the world recover, but 
there are significant downside risks.  Greece is likely to remain a headline issue for the financial 
markets through the spring. 
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Scott Brown 

Key Calendar Dates 

 April 14 – Retail Sales (March) 

 April 15 – Industrial Production (March) 

 Fed Beige Book 

 April 16 – Building Permits, Housing Starts (March) 

 April 17 – Consumer Price Index (March) 

 April 24 – Durable Goods Orders (March) 

 April 29 – Real GDP (1Q15, advance estimate)  

 Fed Policy Decision, no press conference 

 May 1 – ISM Manufacturing Index (April) 

 May 8 – Employment Report (April) 

 June 17 – Fed Policy Decision, Yellen press conference 

 July 29 – Fed Policy Decision, no press conference 

 September 17 – Fed Policy Decision, Yellen press conference 

 October 28 – Fed Policy Decision, no press conference 

 December 16 – Fed Policy Decision, Yellen press conference 
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