
 

 

 

 

 

 

 

 

 

U.S. equity markets finished 2014 on a positive note.  Early in 
Q4, investors shook off a nearly 7.5% decline in U.S. stocks tied 
in part to worries about softer economic readings as well as the 
spread of Ebola, and the S&P 500 Index gained 4.93% for the 
quarter.  The S&P 500 increased13.69% for the year, which was 
the third consecutive year of double digit gains for the Index.  
Diminished geopolitical worries, increased oil production in the 
U.S. and a rise in the dollar all led to a 50% decline in the price 
of crude oil over the final six months of the year which, in turn, 
contributed to the U.S. stock market rally.   
  
International equities underperformed the U.S., however, with 
muted returns in developed markets like Europe and Japan, and 
sharply lower returns in commodity dependent emerging 
markets like Brazil and Russia.  International equity returns in 
2014 looked even worse in dollar terms as the Euro and Yen fell 
substantially compared to the dollar.  
  
Interest rate sensitive stocks along with long-duration bonds 
managed to perform well in 2014 as long-term interest rates fell.  
This was even as the Federal Reserve (Fed) concluded its asset 
purchase program, commonly known as quantitative easing 
(QE), in October.  As we look ahead to 2015, there will be new 
developments that will shape the environment this year, but the 
most important economic and market trends are likely to carry 
over from 2014 as their fundamental drivers remain in place. 
 
 
 
  
 

Muted Growth and a Strong Dollar 
  
There were wide swings in the quarterly GDP readings in 2014 
triggered by a harsh winter, a jump in defense spending by the 
government, outsized business investment and inventory gains.  
Q1 GDP fell 2.1%, and, at the other extreme, Q3 GDP jumped 
5.0%.  But for all of 2014, it looks like the U.S. economy grew 
close to 2.4%, which would be consistent with the moderate 
2.3% and 2.2% gains achieved in 2012 and 2013, respectively 
(Figure 1).  Even though the pace of growth last year was similar 
to prior years, a number of new trends emerged in 2014.     
 
The U.S. dollar strengthened significantly in 2014 relative to 
other currencies. Stronger economic growth in the U.S. 
compared to other major developed economies like Germany, 
France and Japan was a primary reason.  As a result, capital 
flowed to the U.S. even as the Federal Reserve moved towards 
more conventional monetary policy by ending quantitative 
easing at the same time the European Central Bank (ECB) and 
the Bank of Japan signaled and/or undertook further easing. 
  
We have argued for some time that a stronger dollar could 
weigh on the price of dollar denominated commodities and, 
together with modest global growth, create headwinds for the 
most economically sensitive sectors of the S&P 500.  That 
played out in 2014.   
 

Q4 2014 
Economic and Market 

Commentary 

1    |          WestEnd Advisors          |          (704) 556-9300          |         www.westendadvisors.com           |          4064 Colony Road, Suite 130, Charlotte, NC  28211 

Growth and the Dollar: The Beat Goes On 
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Figure 1: U.S. Real GDP Growth 

Source: Bureau of Economic Analysis, WestEnd Advisors 

Slow-to-moderate global growth and a strong-dollar environment will likely persist in 2015.  In the 
U.S., sectors of the market like Consumer Discretionary and Health Care look well positioned. 
Commodity-based sectors in the U.S. and overseas economies should face economic headwinds.  

3.2% 2.8%
0.4% 0.0%

-1.6%
-4.1% -5.6% -6.2%

-8.6%

-36.3%-40%

-30%

-20%

-10%

0%

10%

%
 C

ha
ng

e 
(A

pr
il 

20
14

 to
 D

ec
. 2

01
4)

Figure 2: Cumulative revisions to S&P Sector 
Full Year 2015 EPS Estimates

Source: Thomson Reuters, Morgan Stanley, WestEnd Advisors 
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Inflation, the other mandate of the Fed, should remain 
troublesomely below the Fed’s 2% target as lower energy prices 
weigh on both headline inflation and to a lesser degree on core 
inflation through lower input costs.  
 
At the same time, deflation should be less of a concern in the 
U.S. than abroad because the one-time-fall in energy prices will 
be offset in part in the inflation numbers by higher imputed rent 
costs and a pickup in wages and salaries, both of which are 
bigger factors in price changes than oil prices. 
  
Progress in the labor market together with a stable inflation 
picture indicates that the Fed is unlikely to step in to ease 
monetary policy any time soon and, in turn, rescue the most 
economically sensitive sectors of the market.  And we see this 
as a key shift from years past when the Fed was ready take 
action at the first sign of softer economic data.  
  
Consumer Strength 
         
Another development at the end of last year was the 
outperformance of consumer-related stocks.  The Consumer 
Discretionary Sector was the second best performing sector in 
the S&P 500 in the fourth quarter, and that performance was led 
by the Retail Industry Group which gained 11.26%. 
 
We expect the improved consumer spending that helped drive 
these returns will carry over to this year and that consumer 
spending will be one of the highlights of the U.S. economy in 
2015.  Stronger income growth along with a positive wealth 
effect from strong equity and fixed-income returns in recent 
years should benefit spending by the wealthy – the group that 
accounts for the majority of consumer spending.   
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The Energy Sector, which was down 7.78% in 2014, was the 
only sector that had a negative return last year. The Materials 
Sector was the third worst performing sector for 2014.  Figure 2 
highlights how analysts have cut forecasts for Energy Sector 
companies’ 2015 earnings by over 36% since last May.   
 
Carry Over 
  
We believe the fundamental drivers behind this slow-to-
moderate global growth and a strong-dollar environment will 
persist in 2015. The recent above-trend U.S. GDP readings are 
unlikely to repeat as boosts from inventory gains and defense 
spending by the Federal government are likely to reverse.  Plus, 
the pickup in business investment we saw in early 2014 looks to 
have slowed, evidenced by durable goods shipments which are 
on pace to decline for the first time in six quarters.  And that is 
before the impact of a slowdown in capital expenditures by 
energy related businesses.  In addition, housing continues to be 
a mixed picture with year-over-year growth in residential 
construction turning negative in recent months for the first time 
since the first half of 2011.  These factors will impact corporate 
earnings, and while we expect another year of continued 
modest corporate profit growth on average in the U.S, we also 
will see areas of significantly higher than average earnings 
strength in certain sectors of the market.     
  
U.S. exports continued to grow in the low single digits last year, 
and this unexciting growth was a product of sluggish 
international economic growth.  And while labor markets abroad 
generally remain in good condition – unemployment rates in 
Germany and Japan are at cyclical lows – industrial production 
for these export oriented economies weakened in 2014.  The 
Bank of Japan took action in Q4 to stimulate growth and 
confront low inflation with an expanded Japanese version of 
quantitative easing.  The ECB has signaled it is also prepared to 
pursue unconventional measures in an effort to boost growth 
and push inflation up towards its 2% target.  
  
Not So Easy at Home 
  
Actions by the Bank of Japan and the ECB should put pressure 
on their respective currencies relative to the U.S. dollar 
especially with the Fed on a path to raise short-term rates.  In 
prior years, the Fed may have been alarmed by dollar 
appreciation because of its potential negative impact on U.S. 
exports and growth, but given the progress in the overall 
economy, and especially in the labor market, we see the Fed 
reluctant to pursue additional easing.  The improvement in the 
labor market includes a drop in the unemployment rate from 
8.0% at start of 2013 to 5.6% as of December 2014.  In addition, 
Figure 3 illustrates that the Labor Market Conditions Index, an 
aggregation of employment indicators closely followed by Fed 
Chair Janet Yellen, has also improved substantially.   
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Figure 3: Labor Market Conditions Index               
(LMCI) and Fed Funds Rate 
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Source: Federal Reserve, WestEnd Advisors 
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Neither equities nor fixed income as a whole look compelling 
given our outlook.  There are, however, segments of each asset 
class that we believe are attractive.   
 
In our view, U.S. equities, for example, should be emphasized. 
In particular we believe overweights of Consumer Discretionary, 
Information Technology and Health Care stocks are warranted.  
Strong and improving fundamentals, like accelerating income 
growth and elevated job security, should lead to improved 
consumer spending.  Increased patient volumes and new 
products should support health care stocks, and continued 
investment by businesses to boost productivity and earnings 
should benefit technology firms.  
 
We believe portfolios should continue to underweight the most 
economically sensitive sectors in the U.S. including Energy, 
Materials, Industrial and Financials given our outlook for 
moderate growth and a strong dollar that will impact earnings in 
those parts of the market.  We also contend an underweight of 
international equities is warranted, but we continue to see 
selective opportunities in emerging Asia where economic growth 
is stronger. 
 
The timing of higher long-term interest rates remains uncertain, 
but we believe the risk to interest rates is to the upside and thus 
investors should emphasize short-duration bonds over long- 
duration bonds.  It is also warranted, in our view, to avoid 
Utilities and Telecom Sector stocks in the U.S since these areas 
of the market will face headwinds when long-term interest rates 
eventually normalize.   
 
 

Rob Pharr, Chief Investment Officer 

Fritz Porter, Portfolio Manager 

Ned Durden, Portfolio Manager  
 
January 15, 2015 
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Risks and Positioning  
  
There are risks to our outlook, however, including an oil price 
rebound that could be triggered by a geopolitical event or a cut 
in production by a major oil producing country.  If the price of oil 
does jump, we anticipate it will be temporary, and modest global 
economic growth and strong dollar will undermine the move up.  
The most likely scenario for oil, in our view, is that the price 
increases modestly in 2015.  
  
Another risk is that European and Japanese economies achieve 
sustained traction with quantitative easing, and that global 
growth accelerates.  These outcomes would be different from 
previous rounds of QE both in the U.S. and abroad.  The 
principal impact of these follow-on rounds of unconventional 
programs has been on currency and financial markets, rather 
than on economic growth.  More QE is unlikely to spur sustained 
above-trend global growth, but these policies could very well 
lead to a shrinking of the gap between the performance of 
international stock markets and the U.S. stock market.    
  

This report should not be relied upon as investment advice or recommendations, and is not intended to predict the performance of any investment.  These 
opinions may change at anytime without prior notice.  All investments carry a certain degree of risk including the possible loss of principal, and an investment 
should be made with an understanding of the risks involved with owning a particular security or asset class.  While every effort has been made to verify the 
information contained herein, we make no representation as to its accuracy.  The Standard and Poor’s 500 Stock Index includes 500 stocks and is a common 
measure of the performance of the overall U.S. stock market.  An index is unmanaged and is not available for direct investment.  
  
  
  
 

 

 

 

 

 

 

 

 

 

 

In addition, spending should be supported by a strong sense of 
job security among workers with layoffs essentially at a multi-
decade low as illustrated in Figure 4.  And all this is before a 
benefit, albeit marginal, from lower energy prices.   
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) Figure 4: Initial Jobless Claims

Source: Federal Reserve, WestEnd Advisors 
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