
- 1 -

ARGUS

A R G U S  R E S E A R C H  C O M P A N Y  •  6 1  B R O A D W A Y  •  N E W  Y O R K,  N.Y.  1 0 0 0 6

W E E K L Y   E C O N O M I C   C O M M E N T A R Y

The Push to New Highs: Our Monthly Survey
of the Economy, Interest Rates, and Markets

Prior to the stunning Brexit results, stocks worldwide
were beginning to rally. But the instability created by Brexit
underscores the interdependence of global asset classes and
the vulnerability of a generally healthy U.S. economy to
collateral damage from overseas. Brexit has also triggered
a flight to safety and sent bond yields worldwide to record
lows. In short, even a healthy U.S. economy cannot hide
from global upheavals.

Yet even as European markets stumble and safe-ha-
ven U.S. Treasury yields sink, the U.S. stock market is at
all-time highs. Our short-term technical indicator moved
quickly from bearish to bullish, with barely a stop at neu-
tral, as momentum and breadth indicators swelled and fear
indices receded.

In the U.S., the stock market advance is oddly unbal-
anced. As we detail below, most of the year-to-date gain in
U.S. equities has come from defensive sectors, with just a
handful of economically-sensitive sectors contributing. The
usual leading sectors in a run to new highs — Technology,
Financial and Healthcare, which together comprise about
half of S&P 500 sector weight — are all at or near year-
opening levels.

Macro events tend to interfere with any market; but
the increasing interconnectedness of global finance and trade
has amplified that tendency. Every time we think U.S. stocks
can make a balanced run higher, something like Brexit slams
into the rally. We’re not sure where the next macro side-
swipe will come from, but it’s hard to believe we’ll escape
the year without another one.

THE ECONOMY, INTEREST RATES,
AND EARNINGS
First-quarter 2016 GDP was revised higher, to a final 1.1%
growth rate. GDP was revised up from a preliminary 0.8%
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and an advance reading of 0.5%. In its final iteration, 1Q
GDP data was a double-edged sword. Personal consumption
expenditures, the best quarterly measure of consumer spend-
ing, was up just 1.5% in the final tally, the weakest level in two
years and down from 1.9% in the preliminary GDP report.

The upside of a weaker consumer was slightly better
indications from other areas. Business spending on intellec-
tual property surprised with a 4.4% surge, suggesting com-
panies are investing in future projects. The trade deficit was
narrower than expected, and exports were slightly positive
after being reported as down in the earlier readings.

Pre-tax corporate profits rose 1.8% from the prior quar-
ter, after earlier being reported down quarter over quarter.
While pretax corporate profits were still negative year over
year, this may be setting the stage for the first swing to posi-
tive comps since 2Q15. Helped by better corporate profits,
gross domestic income (GDI) rose 2.9%. The 1.8 percent-
age-point gap between GDI and GDP is uncommon and could
be a positive harbinger for GDP, as these indicators tend to
converge over time.

The data from 2Q16 was healthier, particularly in June.
Both manufacturing and non-manufacturing purchasing man-
agers’ indexes shot to multi-month highs in June; and the
non-farm payrolls report exploded to 287,000 jobs. Oil and
commodities are at “sweet spot” levels, neither too high to
crimp consumption but high enough to restore some activity
to the oil patch and supporting industries. At the same time,
the U.S. has had to contend with weak overseas trends and
most recently the Brexit shock.

We still look for GDP growth for 2016 around 2%; but
where we were biased toward possibly sub-2% GDP, we now
see a better chance that full-year growth will exceed 2%.

(continued on next page)

®



- 2 -

Our expectations were revised down last month from 2.3%-
2.5% based on the weak start to the year. Even to get to that
less-than-optimal growth rate, we will need to see continued
stabilization in global currencies and commodities and some
recovery in resource and emerging economies.

For 2017, our GDP growth forecast is 2.2%-2.3%. We
have effectively pushed out our economic growth timeline for
the U.S. economy, which has also had the effect of pushing out
our expectations for Federal Reserve rate policy. As curren-
cies and commodity prices continue to stabilize across 2016
and into 2017, the environment should become more favor-
able for growth. At the same time, monetary policy will not
become meaningfully restrictive until well into next year — if
then.

The long yield reached historical lows following the
Brexit vote. Although stocks had bounced from the weak May
non-farm payrolls report, bond prices remained strong and bond
yields remained low. To recap, the 10-year Treasury yield
cratered from 1.83% early in June (prior to the May jobs re-
port) to 1.68% (right after the weak May payrolls report). Then,
after the Brexit results came in late in June, the U.S. 10-year
treasury yield crashed to an all-time low of 1.34%. The 10-year
has crawled back only to the 1.37% level, even though stock
prices have shown renewed strength.

Rates across the yield spectrum followed the 10-year
lower, with only the three-month yield continuing to mirror
the prevailing fed funds rate. The two-year yield has dropped
to 0.58% post Brexit, after dropping to 0.75% on the May pay-
rolls report from 0.89% late in May. The five-year note now
yields 0.92%%, down 30 bps since our last all-client call one
month ago. The 10-year yield at around 1.37% is off over 30
bps in a month, while the 30-year yield of 2.12% remains at its
all-time low.

As long rates come in, the falling yield curve bears watch-
ing as it speaks to investors’ expectations for future economic
health. Normally, rates rise as the domestic economy acceler-
ates, and the economy has lately shown signs of strengthen-
ing. Yet the disconnect between healthy U.S. economic data
and falling treasury yields continues to widen. We think the
reason for that lies overseas.

U.S. interest rates are impacted by global recession fears
and the safe-haven trade in Treasury debt. Scarcity is also fac-
tor as Treasury issuance is running at about one-quarter peak
deficit levels. Global central banks are accommodative, which
pushes down global rates. Investments in negative-rate sover-
eign debt now total in the trillions of dollars.

Given the pressures on U.S. yields from overseas, we
have lowered our outlook for domestic rates across the two-
year to 30-year spectrum. Our six- to 12-month rate forecast is
now below to the rates prevailing a year ago, when at the time
we thought rates would only move higher from there.

For U.S. investors at least, Brexit is about to be pushed
out of the summer headlines by the 2Q16 EPS season. Most
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analysis firms, including Bloomberg, FactSet and Standard
& Poor’s, anticipate that 2Q16 EPS for the S&P 500 will
decline in the 5% range from 2Q15 earnings. Excluding
Energy, the broad consensus expects earnings to decline in
low single digits, with Bloomberg forecasting a decline of
1.9%.

Argus is modeling a more-moderate decline of 2%-
3% for all S&P 500 earnings in 2Q16, and a slight uptick for
EPS excluding Energy. The consensus, in our view, has not
fully captured the underlying strength in U.S. economic ac-
tivity. Although emerging economies drove S&P 500 EPS
growth up through the 2013-14 period, the U.S. has been
the best market and the best earnings driver over the past
year and a half. Additionally, analysts are too prone to take
on faith low-ball guidance issued by CFOs who would rather
under-promise and over-deliver rather than hit their forecast
on the head.

The danger is that the consensus is already pricing in
accelerating EPS growth for the second half. Argus and con-
sensus prognosticators are forecasting mid- to high-single-
digit growth in 3Q and low-double-digit growth in 4Q.

Against this backdrop of heightened expectations, guid-
ance for 3Q earnings had better be good. Otherwise, the
market could be in for another rough July-August period for
the third time in six years.

Given the negative first half giving way to late-year
growth against easier comparisons, we look for 3% EPS
growth from the S&P 500 in 2016, to $122 per share. For
2017 we continue to look for 10% growth to the $134 range.
To get to double-digit EPS growth in 2017, we need stable
currency, commodities and energy prices; we also need the
emerging economies to resume their growth role.

DOMESTIC AND GLOBAL MARKETS
Our broad basket of domestic equity and bond indices is up
1.9% year to date as of early July. A year ago at this time, the
market was also up 1.9%, right before the July softening led
into the brutal August selloff. This year, the Lehman Bond
index is out front with a 5% gain, followed by 4% for DJIA
and 3% for S&P 500.

Last year, leadership through May 2015 was focused
on riskier and smaller-cap names, led by a 6.5% gain in the
Nasdaq. Pride went before the fall, and the Nasdaq has never
really recovered from the twin body blows delivered in Au-
gust-September ‘15 and January-February ’16. Year to date
in 2016, the Nasdaq is down 3.1%.

The Russell 2000, which one month ago was up nearly
4%, is down to a 1% YTD gain. Wilshire Large Cap Growth
and Wilshire Large Cap Value are now dead even with match-
ing 1.7% YTD gains.

The Lehman U.S. Aggregate Bond index built on its
leadership and remains in front with a 5.2% total return.
Oddly, even as rates are cratering, the market has not fully
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ruled out the potential for at least one rate hike this year, which
if it comes at all will likely be announced after the 2016 elec-
tion results are in.

Defensive sectors ruled the market earlier in the year.
Through spring into mid-year, it appeared as though economi-
cally sensitive sectors were taking over. Then came Brexit,
along with horrific terrorist attacks that drove a return to safe-
haven investing.

The big wins for defensive sector are even more dra-
matic when contrasted with where these sectors were in mid-
2015. A year ago, Utilities were down 9% for the 2015 year
to date; now they are up 24% for the 2016 year to date. Con-
sumer Staples and Telecom Services sectors were barely
break-even a year ago; now they are up in double digits.

The fall from grace for risk-on sectors has been equally
dramatic. From a leadership position and a 10% YTD gain in
mid-2015, Healthcare is barely breakeven this year. Financials
were not great last year; but with rates at historical lows, the
sector is down 6% YTD. Technology (with its cloud and
analytics and mobile data) promises to transform the world
— but the sector is down 1% this year, after a 2015 in which
it barely moved the needle.

The simple average of winning sectors in 2016 is a gain
of 14% — but we know that is not real. The reality is that
13% of the market (Telecom, Utilities, Staples) is having a
great run, and all the traditional winners (Healthcare, Tech-
nology, Financial) are struggling.

The stock market has remained in rally mode, but this
is an uncommon rally to say the least. Defensive stocks have
reclaimed the mantle of leadership; defensive stocks tend to
relatively outperform when bonds rally, which they have been
doing.

On the defensive side of the ledger, Utilities now repre-
sent a 3.6% market weight, which is a multi-year high. That
is a gain of 80 bps year over year, an enormous move for so
small a sector. Telecom Services has moved from 2.3% of
total S&P 500 sector weight a year ago, to 2.9% at present –
proportionally, an even stronger move than Utilities have
made

But several economically-sensitive sectors are now also
in rally mode, and that is causing some notable sector-weight
shifts. Energy, at a 7.4% market weight, is still down 50 bps
from where it was a year ago. But it is up 30 bps in just a
month. Moreover, Energy is about to start delivering positive
comps on a year-over-year basis, as the sector got all the way
down to 6.7% of S&P sector weight (a multi-decade low).
The Industrial sector, so heavily levered to the shale boom of
the past decade, has also gained sector weight as energy prices
avoid steep sell-offs in the wake of the Brexit outcome.

The biggest sector-weight losers on a month-over-month
basis are traditional risk-on sectors, including Financial Ser-

vices and Technology. Consumer Discretionary is down but
has down relatively better than other economically sensitive
groups, given the undeniable strength in the housing and
automotive economies.

The market mood is in flux. Investors first shrugged
off Brexit and are now in rally mode following strong employ-
ment and industrial economy data. Even if the Fed is not along
for the ride, the risk-on market is back in business.

We have noted that U.S. stocks have mainly been able
to shrug off Brexit but have done so with an unlikely coali-
tion of defensive stocks and risk-on sectors such as Energy
and Industrials. The U.S. gain of 3.3% is exactly in line with
our international composite gain; but much differentiation
lurks beneath the surface.

Mature markets are underperforming, down a net 2.2%
YTD. Japan is flailing as its safe-haven currency surges,
hurting its export-driven economy. To reverse the old maxim,
while the U.S. caught a cold from Brexit, Europe caught
pneumonia. Oddly, the spurned suitor in Brexit, Europe, is
doing worse than the runaway bride known as England. UK
stocks are up slightly, while the EU index is down in mid-
single digits.

The commodity nations seemingly did not pay much
attention to Brexit; our Commodity composite is up nearly
16% year to date, reflecting the recovery in oil, gold, and
industrial materials. BRIC is up 8%, but perennial laggard
China continues to drag down BRIC performance. The
Americas major indexes — including U.S., Mexico, Brazil
and Canada — is up a healthy 10%; the “new world,” after
all, remains a source of global commodities.

Europe has a lot of sorting out to do; Japan is being
hurt by strong yen; commodity and energy appetite contin-
ues to improve. In short, we have little reason to believe that
the year-to-date performance pattern for our international
equity “baskets” will change much in coming months.

CONCLUSION
The keys to the U.S. equity market moving higher, in our
view, are U.S. economic growth, global stability, and posi-
tive earnings growth. With at least two of those three factors
indicated positive, Argus forecasts that U.S. stocks are posi-
tioned to move higher across 2H16 and finish 2016 at or
near their high point for the year.

We continue to view the U.S. equity market as both
attractively valued and positioned for average to above-av-
erage total return, given prospects for accelerating EPS
growth. Given global instability, we believe investors will
favor high-quality U.S. equity holdings over shares from
riskier and immature small-cap companies, high-beta names
and stocks from risk-beset nations.

Jim Kelleher, CFA,
Director of Research
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