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Encouraging Signs on the Industrial Economy

The defining event of the past two years has been the
decline in energy prices. Yes, the fall in commodities and
the surge in the U.S. dollar are significant, as well as inter-
connected with each other and with energy. But the energy
price trend has been paramount because it pushed an al-
ready improving consumer economy into prosperity, while
simultaneously driving the U.S. industrial economy down
almost into negative territory.

Energy prices in general and oil in particular have re-
covered off their lows. Current sub-$50 per-barrel readings
in WTI futures are less than half the level of the $100-plus
oil seen most recently in 2014. More important than oil’s
actual rise, however, is that the pace of change in oil prices
has moderated. Oil prices, along with industrial commodi-
ties and even most currencies including the dollar, are mov-
ing into a more stable range.
This is creating the “new normal” necessary for industrial
companies to resume their production planning with some
confidence in expected input costs. Additionally, while capi-
tal spending has not yet returned to the oil patch and may be
slow to return, at least the pace of project shut-down and
cancellation has abated. Portions of the industrial economy
with less sensitivity to oilfield capital projects, such as di-
versified machinery and manufacturing, are showing encour-
aging signs.

When it comes to the two kinds of economies, con-
sumers in one nation share a common currency and can live
in a kind of bubble, unaffected or at least less affected by
global fund flows. But the industrial economy is a global
affair. Real recovery in the global industrial economy re-
quires more than a “new normal” of stable currencies, com-
modities and energy. It also requires participation both by
mature economies, which are slow to grow, along with the
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recently absent emerging world.
We have been encouraged by recent data from the in-

dustrial economy, which has rebounded nicely off winter lows
while not yet returning to peak levels. Interestingly, the con-
sumer economy remains robust; the two are not always in
sync. While the industrial economy has a long way to go, the
trend is in the right direction.

FAVORABLE INDUSTRIAL DATA
AMID ONGOING CHALLENGES
As has been well-documented, the U.S. economy grew just
0.5% in 1Q16, the slowest growth pace in two years. Argus
Chief Investment Strategist Peter Canelo has long argued that
given the unpredictability in weather patterns, the seasonal ad-
justors (managed by the BLA within the Commerce Depart-
ment) may be sending false signals regarding the economy’s
real growth track.

Even acknowledging some seasonal misalignment, the
first quarter was weak. Real personal consumption expendi-
tures slowed to 1.9% in 1Q16. Besides the consumer-driven
residential construction number, there was little to cheer in
the 1Q16 GDP report. Non-residential fixed investment (a
proxy for capital spending) experienced an overall 5.9% de-
cline, while exports were down 2.6%.

Ultimately, the GDP report is a lagging indicator. Weak-
ness in 1Q16 was well-anticipated, given trends in consumer
spending, factory orders, trade balance, and even corporate
profits. The stock market has partly responded to soft GDP
trends in recent quarters by largely standing still. The impor-
tant market drivers going forward will come from forthcom-
ing data.

(continued on next page)
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Recent indications from purchasing managers are posi-
tive. While final spending activity by industrial executives will
be impacted by real time events, the Institute for Supply
Management’s (ISM) purchasing managers’ index, or PMI,
historically has proven to be a fairly reliable of forthcoming
activity levels. In the U.S., this series has recently shown some
of the most favorable trends in months, particularly in relation
to levels seen around the time of the stock-market and energy-
price lows experienced across late January into mid-February.

ISM provides diffusion indexes, or surveys; in a diffu-
sion index, readings below 50 signal contractions, while plus-
50 readings signal expansion. ISM’s Manufacturing PMI
slipped below 50% in the first quarter of 2016, but has been
back above in recent months. The April Manufacturing PMI
cooled to 50.8, down 100 basis points from March.

Factory payrolls sank for a fifth consecutive month, ac-
cording to the ISM survey. But new orders were a healthy 55.8%
in April. And factory inventories declined; industry watchers
attribute some of the sector’s lethargy to the overhang of un-
sold stockpiles.

In this post-industrial economy, ISM’s non-manufactur-
ing PMI covers a much broader swath of the workforce. The
April non-manufacturing PMI topped expectations and rose to
55.7 from the prior month’s 54.5. This was the highest reading
in this series since December 2015, before the oil-induced
swoon. New orders were very strong at 59.9; even though busi-
ness activity moderated month-over-month, it remained high
at 58.8. Unlike in the manufacturing PMI, the employment
component rose sharply.

The trade balance, once intensely monitored amid bal-
looning fiscal deficits, has become a back-burner statistic in
our better-balanced economy. The trade gap for February shrank
14% month-over-month to $40.4 billion, its lowest level since
February 2015. Unfortunately, most of the movement was on
imports, which were down sharply on low crude and refined
product prices as well as cautious demand. Exports in Febru-
ary were down 0.9%, signaling that demand for U.S. goods
overseas continues to be hurt by strong dollar and weak eco-
nomic activity among developed and emerging trade partners.

Most U.S. workers work at small companies, and strength
in this area is vital to a rebound in second-quarter GDP. The
National Federation of Independent Businesses (NFIB) main-
tains a Small Business Optimism index and releases results
monthly. The NFIB index increased to 93.6 for April, up 100
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basis points from March and at its highest level since Janu-
ary. Among the components of the optimism index, employ-
ment-related indexes saw the biggest improvement, includ-
ing plans to hire and workers’ compensation. More small
businesses plan to expand, but the percentage (8%) is still
painfully small.

Total industrial production in April rose 0.7% month-
over-month. Factory output, which makes up 75% of pro-
duction, rose 0.3% in April, its first increase in three months.
Output at utilities jumped 5.8% in April, its biggest incre-
ment in nine years, as demand normalized after a balmy
March.

CONSUMERS STILL FEELING GOOD
Retail sales in April increased by the most in a year, rising
by 1.3%. Eleven of 13 major retail categories showed growth.
Core sales, which back out autos, gasoline and building
materials, rose 0.9%, the most since March 2014; core sales
are a component used in the GDP calculation. Argus Strate-
gist Canelo points out that while the gains were broad-based,
the place to buy is increasingly shifting away from brick-
and-mortar locations, particularly department stores, and
toward eCommerce.

With jobs rising and wages finally inching higher, con-
sumer sentiment topped expectations in May. The Univer-
sity of Michigan’s preliminary consumer sentiment survey
for May came in at 95.8, its highest reading since June 2015.
Virtually every component in the survey improved, includ-
ing current conditions and six-month expectations.

Housing starts in April reversed March weakness, con-
tinuing an up-and-down pattern that nonetheless reflects
higher lows and higher highs. Residential starts increased
6.6% month-over-month to a 1.17 million seasonally ad-
justed annual rate (SAAR). March and February starts were
revised up. While starts are in a see-saw pattern, they re-
main above the crucial 1.0 million SAAR.

CONCLUSION
Usually, the consumer and industrial economy are on sepa-
rate tracks; when one is rising, the other is often in descent.
If the U.S. consumer economy can maintain its acceleration
while the industrial economy revs up, the U.S. could return
to steady-state 3%-plus GDP growth by midyear or the third
quarter.

Jim Kelleher, CFA,
Argus Director of Research
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