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 The stock market traded in a narrow but choppy range during the first quarter, as most major averages 

ended the quarter on either side of unchanged.  One of the more significant economic highlights during the 

quarter was the continued strength of the US dollar.  According to the Wall Street Journal, the 20% increase in 

the trade-weighted dollar index over the past year is “unprecedented” and represents the largest upward move 

since data collection began in 1971. While a stable dollar is generally healthy for the US economy and helps 

keep a lid on inflation, the sharp and rapid rise in the dollar versus most major currencies is resulting in 

increasing pressure on corporate earnings. The most impacted companies are multinationals that derive a higher 

percentage of their earnings from overseas operations.   

 Another emerging economic trend that will be a headwind for corporate profit growth is the tightening 

labor market.  Recently, we have been hearing more and more chatter from companies that they are increasingly 

compelled to lift wages and benefits in order to remain competitive. 

Just how much of an impact the strong dollar and rising wages will have on the market will become 

more apparent during the next few weeks as first quarter results are reported. Despite general investor 

bullishness, we are increasingly concerned with the profit growth headwinds ahead. Moreover, economic 

growth continues to be historically subdued despite the unprecedented stimulus from the Federal Reserve’s easy 

monetary policy. The rhetoric from the Fed continues to support the idea that normalization of monetary policy 

will occur at a measured pace. While this could help sustain elevated equity price valuations, we believe that 

stagnant profit growth will discourage investors from pushing stock prices higher.  

 Thus, we are becoming more sensitive to valuations of the stocks we own.  With generally challenged 

profit growth prospects, we will likely be more proactive by selling stocks that we believe have achieved full 

value.  We are entering a market where positive and negative surprises will be increasingly more balanced.  

Thus, we will have a more tactical strategic bent as we enter the next phase of the equity market cycle. 

 

American Eagle: Flying Too High? 

 

 While we do not favor investing in companies that are subject to the whims of consumer tastes, we saw 

an opportunity to invest in American Eagle Outfitters, Inc. (AEO $17.65) several years ago.  The company is 

a major retailer of teen and young adult apparel and accessories. The sector was very hot from the 1990’s 

through the early 2000’s.  But in recent years, a number of factors have pressured growth of all companies in 

the sector.  Mall traffic has been on a steady decline. High teen unemployment has translated into lower 

disposable income for teen consumers. And younger consumers have become more focused on value and are 

increasingly favoring “fast fashion” retailers such as H&M and Forever 21, which sell fashionable apparel and 

accessories at more attractive price points than traditional competitors like American Eagle.   

 We first invested in American Eagle in 2011, when the stock was trading at about 12 times annual 

earnings per share.  At the time the stock was also paying a healthy 3.5% dividend.  To be sure, the company 

has been making progress in “right-sizing” its retail store footprint. And recently the company has seen better 

acceptance of their fashion assortments. Last quarter the company released better than expected performance, 

resulting in earnings well ahead of analyst expectations.  Yet the company now trades at a lofty 20 times fiscal 

year 2015 earnings per share.  

 If we believed that long term growth prospects were back on track, we could perhaps justify holding the 

stock at the current 52 week highs.  But we see the company’s challenges as more secular than cyclical.  We are 

comfortable with the company’s strategy and financial position. But as we noted above, we believe that selling 

stocks that have achieved fair value is a prudent course, given current economic and market conditions.  
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