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Investment Outlook

Bad news is good news; at least for stocks and bonds.  In the mind of 
the market, weaker economic data has lowered the probability that the 
Fed will raise rates in the spring, as they had earlier insinuated.  In other 
words, bad economic news has been good news for investors. We remain 
in a Goldilocks environment where economic activity is not too hot, not 
too cool, but just right to sustain earnings growth while keeping the Fed 
at bay.  

Equity Markets

After a rough 2014 for small cap, midcap, and international investments, 
they all outperformed the S&P 500 in the 1st quarter of 2015. Part of the 
outperformance can be attributed to a general reversion to the mean, 
but this is also consistent with historical return trends in a strong dollar 
environment for small and midcap stocks.  The conundrum is the rebound 
in international assets, which typically lag when the dollar rallies.

For Q1 2015, the S&P 500 increased by 2.6%, the Russell 2000 Small Cap 
index increased by 4.3%, and the MSCI All World index increased by 5.0% 
(see Bloomberg chart below).  

Last quarter we discussed the collapse in energy and commodity prices 
caused by soft demand and an enormous increase in production volumes 
over the past 15 years.  The decline has had an impact on S&P earnings 
growth as estimates have collapsed along with the price of oil, from 8% in 
December to a 1.7% increase most recently. We expect earnings to grow 
slightly faster than that as consumers presumably redirect their energy 
savings into other purchases.  

Equity Indices - Bloomberg



The Economy

The pace of economic 
activity slowed in both 
the 4th quarter of 2014 
and the 1st quarter of 2015. 
GDP for the 4th quarter 
missed estimates with 
a growth rate of 2.4% 
versus estimates of 3.0% 
and prior period growth 
of 5.0%. The 1st quarter 
seems to be continuing 
on a slowing trajectory 
as evidenced by both the 
Conference Board Leading Economic Indicators, which increased by 0.2% for Q1, and the Bloomberg 
Economic Surprise Index, which measures positive versus negative surprises of major economic releases. 
It is now in negative territory for the first time since early 2009 (see Bloomberg chart above).    

The Dollar

The dollar has rallied about 25% since the middle of 2014 (see Bloomberg chart below), resulting in 
mixed impacts on the US economy.  A stronger dollar makes imported goods, including oil, cheaper for 
US consumers.  As we detailed in our last couple of commentaries, we feel this is a positive development 
in the consumers efforts to battle stagnant wage growth.  There is a negative impact which occurs at the 

corporate level, whereby 
exported goods, especially 
those without any marked 
competitive advantage, be-
come more expensive for 
foreign buyers and therefore 
creates earnings pressure on 
US companies.  

We are fans of the stronger 
dollar as we feel the benefits 
to consumers outweigh the 
negative impact on certain 
companies.  

The Fed and Fixed Income

As we like to say, something happened to the 10-year treasury on its way to hitting 3.5%—it took a pit stop 
at 1.93%.  Global bond yields continue to be weak and, as we have discussed in the past, it is our contention 
that the drivers required to drive rates higher are unlikely to unfold in the current economic environment.  
In other words, rates will continue to be low.  While we have not taken an aggressive stance in relation to 
yields, always cautious that they may reverse and rise rapidly, it is our view that yields could continue to go 
lower and possibly hit 1.25% for the 10-year treasury before year-end.  
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What could drive rates up? There are a handful of key factors we feel could reverse the trend in yields.  
First, and most importantly, would be an acceleration in the economy. Second would be a rebound in 
Europe.  Given the Euro has been very weak and German 10-year bonds are yielding under 0.10%, the 
US treasury has become extremely attractive to investors.  A reversal in European economic activity 
could change this dynamic.  Third, a currency collapse of the US dollar would also drive rates back up as 
investors would demand higher returns to hold US securities.  

Oil

We’ve discussed the drop in energy prices as the world is awash in oil. California has seen an increase of 
over $1 per gallon since bottoming out last fall, due to limited refinery capacity and special blends, while 
the rest of the country enjoys the benefits of lower gasoline prices. California hasn’t approved a new 
refinery since the 1970s even though the state’s population has increased from 21.5 million in 1975 to 38.2 
million in 2010 and is expected to reach 60 million by 2050.  

Why is refinery capacity in California so important? California has adopted special gasoline blend 
requirements that are only sold here in the State.  Most refineries don’t produce this blend, with virtually 
all of it being produced by California-based refineries.  Exacerbating the lack of capacity are planned 
and unplanned closures of facilities for repairs and 
upgrades.   These closures are increasing in frequency 
as the age of refineries continues to increase.  These 
closures create temporary shortages of gasoline and 
typically result in price spikes. 

We have been looking for a seasonal bounce in 
oil prices during the spring months, and then a 
continuation of the downturn in prices. We feel that 
any deal with Iran will increase the supply of oil in 
the market and, when combined with US production 
of 9.4 million barrels per day, will exacerbate the 
oversupply condition. While rig counts have been 
declining, US production has continued to hit new 
highs.  US crude inventories are now over 460 million 
barrels and climbing rapidly, well above the 1991 
record of 380 million barrels and the 2004 low of 
260 million.  

It Never Fails

It never fails that near the end of every bull market a 
new scheme arises to squeeze out the final vestiges 
of profits from the market. We recently came across 
a penny stock transaction structure being used to 
take advantage of companies already on the edge of 
disaster.  Without getting into the details, which you 
can review in the Bloomberg diagram to the right, 
suffice to say that this is another canary in the coal 
mine, of which we highlighted many in last quarter’s 
Investment Outlook.
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PennyCorp., trading at $0.05 
a share, needs cash. A lender,
DeathCo, gives it a $100,000 
loan, convertible to stock 
at a 50 percent discount.

DeathCo must wait 
six months to convert. 
The shares have 
dropped to $0.03. 
Doesn’t matter: The 
lender converts 
$50,000 into stock 
at 1.5¢ a share, 
as much as it 
thinks it can sell 
right away.

DeathCo’s dumping 
pushes the stock 
down more.

DeathCo converts 
$30,000 more into 
stock at a 50 percent 
discount to the new, 
lower price.

How do you make money investing 
in falling stocks?

$0.0000000005

Lender’s
Profits

Stock Price
$0.05

Up to $100K

$0.03

$0.02

$0.01

DeathCo converts the last part 
of the loan. Even though the 
price is below a penny, it still 
makes money because of  
the discount.
Data by Bloomberg
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www.cbbank.com/CitizensTrust

Wealth Management
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During 2014, we estimated that the economy had a 5% chance of entering a recession, the lowest measure 
we have in our models.  Near the end of 2014, we raised the probability of a recession occurring in late 2015 
or early 2016 to 20%.  As the economic data around the globe and in the US continues to soften, we have 
bumped that estimate once again to 25%.  This is not our preferred scenario, and we are looking and hoping 
for signs that the economy reaccelerates in the second and third quarter.  Should this reacceleration occur, 
we will be happy to lower our probability of recession.  We are hopeful that the disinflationary pressures 
created by the stronger dollar will continue to stimulate consumer spending, pushing economic activity over 
the 3% barrier.  

As always, we wish you and your family well, and hope that we are doing what it takes to earn your business 
and confidence every day. We look forward to speaking with you and serving your financial needs.

“On a long enough time line the survival rate for everyone drops to zero”

-Tyler Durden
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