
- 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

Mid-Year Outlook 2016

QUESTION: We were halfway through a year in which
not much had happened stock-wise, when suddenly the
bull market kicked in. Why does Argus think this is hap-
pening?

ANSWER: We believe there are a few factors that have
awakened bullish sentiment at this time. First, all signs point
to stronger U.S. economic growth ahead. With emerging
economies unsettled, the U.S. is again the primary driver of
earnings growth for publicly traded companies. Second, the
ongoing delay in Fed tightening has caused the U.S. dollar
to back off its highs, enabling energy and commodity prices
to strengthen while creating a more favorable competitive
and repatriation environment for U.S. companies. Third,
after declining for four straight quarters, quarterly earnings
for S&P 500 constituents are poised to swing higher in 3Q16
and possibly in 2Q16. Earnings growth and stock market
appreciation are highly correlated. Fourth, with earnings set
to swing higher, investors are realizing that stocks are not
overvalued and in particular are highly attractive relative to
bonds. Economically sensitive sectors that have
underperformed appear poised to rebound. Given this back-
drop and despite the recent strong performance for stocks, we
see further opportunity in stocks and believe the S&P 500 could
finish 2016 with at least a 10% gain before dividend.

QUESTION: Not everyone agrees that the US economy
is strong; first-quarter GDP grew by 1%. What is Argus
seeing that others are not?

ANSWER: It’s true that 1Q16 GDP rose just 1.1%. Per-
sonal consumption expenditures were up just 1.5%, the
weakest level in two years. 1Q GDP was impacted by enor-
mous turbulence in currencies, commodities and energy.
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Commodities bottomed in fall 2015; oil hit bottom in winter
2016; and the dollar reached its peak against major trading
partners in January. On the upside, 1Q GDP included a 4.4%
gain in spending on intellectual property, reflecting invest-
ments in future projects. The trade deficit was narrower than
expected; and pre-tax corporate profits rose 1.8% from the
prior quarter. Gross domestic income (GDI) rose 2.9% and
could be a positive harbinger for GDP, as these indicators
tend to converge over time. The stunning Brexit vote, which
came at the end of 2Q, initially slammed all asset classes.
Bond yields in many nations reached historical lows; stocks
crashed; and the dollar surged higher. While yields initially
remained depressed and are only now crawling higher, stocks
have come back sharply, along with commodity prices. The
dollar has eased from post-Brexit highs and is now 6% be-
low peak against the MTP (major trading partners) curren-
cies and 4% below its highs against emerging market curren-
cies. Stabilization in currencies and in commodity & energy
pricing creates a more favorable environment for doing busi-
ness. Overall, we are looking for 2Q16 GDP to surpass 2.5%,
and it could easily top 3%, based on the data we saw across
the second quarter.

QUESTION: What data are you seeing that supports the
Argus view of an accelerating U.S. economy?

ANSWER: First, the job market remains healthy. Consumer
spending, which is 70% of the economy, is fueled by jobs
and rising wages. The economy added 5.5 million jobs in
2014-2015, and that has added enormously to consumer
spending power. BLS nonfarm payrolls have slowed, but have
been at least partly impacted by seasonal adjustors. The June
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gain of 287K was probably an outlier, but certainly suggests
little likelihood for a severe near-term decline in jobs creation.
ADP private jobs growth shows less variation. ADP averaged
204,000 monthly job gains in the past year and has increased
at a monthly rate of around 195,000 year-to-date. We believe
the hiring environment remains positive, as JOLTS (job open-
ings and labor turnover) is consistently exceeding 5 million.
Consumer spending is picking up. Core retail sales (which back
out autos, gasoline and building-related) grew at a 5.4% quar-
terly rate ended May, up from 2%-3% for 4Q15 and 1Q16.
Consumers are shifting more and more purchases to
ecommerce, which is disrupting traditional consumption pat-
terns while also contributing to overall spending growth.
Strength in housing and automotive will continue to pace the
consumer economy. But investors have been concerned about
the lag in the industrial economy. We are now seeing encour-
aging signs on that front. ISM’s purchasing managers’ index
(PMI) for manufacturing companies expanded in June at the
fastest pace since February 2015. And the June ISM non-manu-
facturing PMI – which captures much more of the economy
than the manufacturing PMI – jumped to 56.5 in June, its highest
reading since November 2015. This is global, by the way; PMIs
in most major nations excluding Japan were above 50 in June.
New orders were particularly impressive in the U.S. and strong
elsewhere. The turmoil in energy, commodities and currencies
caused durable and capital goods orders to decline for about a
year and a half. Argus believes orders hit bottom around the
end of 2015. Orders are now accelerating. Total durable goods
orders rose at a 9% pace on a quarterly basis through May.
Including defense spending, total capital goods orders were
up over 40% on a quarterly basis through May. While we
are not ready to say this is definitively the end of the U.S.
industrial downturn, the upturn in durable goods orders
suggests companies may be better navigating the “new nor-
mal” of cheaper energy and stronger dollar. If the indus-
trial economy accelerates while the consumer economy is
still strong, we could see a further extension in jobs cre-
ation and GDP growth sustaining in the mid-2% to-3%
range for the next several quarters.

QUESTION: Argus has said that the Federal Reserve’s in-
action has allowed the dollar to weaken, creating a better
operating environment for U.S. companies. Can we count
on this to continue?

ANSWER: The Yellen Fed seems happy to sit on its hands.
After the first hike in a decade in December 2015, the Fed
backed away from a March hike on fears that resulting dollar
strength would slam fragile emerging economies. The Fed
skipped a June rate hike after the weak May nonfarm payrolls
report suggested possible cracks not in emerging economies
but in our own economy. The Brexit vote shot down any chance
for a late summer hike. In the wake of Brexit, global bond
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prices rallied; yields in many nations are still at or near his-
torical lows; and sovereign debt with negative yields is be-
coming more common. If the Fed were to reverse course
and consider a fall hike immediately before the presidential
election, it risks igniting a political firestorm. That leaves a
small window in December, but there is no guarantee the
Fed will open it. Brexit is a slow-speed train wreck that could
take quarters or even years to unfold. The BoE passed on a
July rate cut, but hinted at a possible November stimulus.
Monetary policy is clearly accommodative in Europe, Ja-
pan, and China. The Fed would be fighting the tide if it were
to raise rates in the U.S. while global rates are coming down.
But the Fed must be mindful of both parts of its dual man-
date. Part one, which is to help push unemployment below
6%, is long since accomplished. The Fed’s other role is to
use monetary policy as a tool to prevent inflation from run-
ning away. While citing both foreign and domestic excuses
for not hiking the Fed Funds and discount rate, the Fed may
be ignoring legitimate signs of inflation here in the U.S.
Headline CPI has risen just 1.1% in the past year. But core
CPI is up 2.2% (year-over-year) through May. Median
CPI (which excludes outliers) rose at a 2.5% rate. The
most significant price pressure is furthest back in the pipe-
line, but heading our way. PPI Core Crude Material prices
surged at a 20%-plus rate, albeit off trough levels from
late 2015 and early 2016. ISM Prices Paid are at their
highest level since mid-2011. The Fed cannot ignore in-
flation data forever, even in the interest of trying to make
our trading partners happy.

QUESTION: Let’s pivot from economic data to the earn-
ings outlook. After multiple quarters of down earnings,
why should we assume earnings are now poised to re-
bound into positive territory?

ANSWER: We believe the operating environment is both
more stable and more conducive to earnings growth. Al-
though emerging economies drove S&P 500 EPS growth up
through the 2013-2014 period, the U.S. has been the best
market and the best earnings driver over the past year and a
half. So, health of our economy is paramount. Most analysis
firms, including Bloomberg, FactSet and Standard & Poor’s,
anticipate that 2Q16 EPS for the S&P 500 will decline about
5% from 2Q15 earnings. Excluding energy, these firms ex-
pects earnings to decline in the 2% range. In our view, the
bottom-up analyst estimates compiled by outside agencies
fail to fully accommodate this improving environment. We
also believe that analysts are too prone to take on faith low-
ball guidance issued by CFOs who would rather under-prom-
ise and over-deliver than risk merely matching EPS expec-
tations. Argus is modeling a fractional decline in 2Q16 earn-
ings, and a slight uptick for 2Q EPS excluding energy. We
see several key factors that will drive earnings recovery in
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2H16 and beyond. Currency, commodity and energy comps,
which were huge headwinds, are in the process of swinging
to tailwinds, thanks to dollar moderation and stability. En-
ergy comps will swing to positive beginning in 4Q and be a
strong EPS growth contributor in 2017. Industrial materials
and metals prices, which are both up in double-digits from
lows, are highly correlated with the trend in S&P 500 profits.
ISM new orders, which are also highly correlated with S&P
500 profits, are also in a very sharp upswing. Additionally,
we are modeling GDP growth to be in the mid-2% to-3%
range in coming quarters. All these factors support meaning-
fully more positive EPS growth trends going forward. We
are modeling double-digit growth on average for 3Q16 and
4Q16 EPS. Altogether, our 2016 EPS forecast of $122 im-
plies 3% year-over-year growth from 2015. We are then mod-
eling 10% EPS growth to $134 for 2017. This is actually
slightly more conservative than consensus: off lower fore-
cast bases, S&P is forecasting 17% growth and Bloomberg
12% growth for 2017 S&P 500 earnings.

QUESTION: Since recovering from the Brexit shock, the
stock market has logged impressive gains. Are there rea-
sons to believe further gains lie ahead, or should we be
happy with what we’ve got?

ANSWER: Despite the gains just since mid-year, we need to
keep in mind that prior to early July stocks had not done much
in the past 12 months. Up until mid-July ’16, the prior high
in the S&P 500 was reached in May 2015. It is worth noting
that earnings went nowhere in that period, and accordingly
stocks went nowhere. For our valuation exercise, we use nor-
malized earnings, which is a five-year average going back
3.5 years and modeling forward 1.5 years. Our normalized
“earnings power” number is $121. At a level of 2,150 on the
S&P 500 and given normalized EPS of $121, earnings yield
– which is the inverse of P/E – is around 5.65%. That is also
an indicated P/E of 17.8-times. Given current real bond yields
(near historical lows) and inflation, we calculate that earn-
ings yield should be around 5.11%, with an indicated P/E of
19.6-times. Additionally, using a Fisher inflation-based valu-
ation model, we conclude that long term bond yields are way
too low relative to long-term inflation. The spread between
S&P 500 earnings yield of 5.65% and Moody’s AAA cor-
porate bond yield of 3.29% has risen to 2.38, the highest
spread in favor of stocks since 2013. By our calculation,
the bond/stock mix barometer favors stocks over bonds
by 1.4 standard deviations, one of the most favorable com-
parisons for stocks in three years. Even after recent gains,
the S&P 500 at current levels appears undervalued by as
much as 10%.

QUESTION: Argus and many other firms keeps predict-
ing a sector shift toward risk-on and economically sensi-
tive sectors. But then along comes Brexit or other exog-
enous shocks, and leadership swings back to defensive. Are
there any reasons to think that this time might be different?

ANSWER: As of mid-year, the S&P 500 was up about 3%.
But if you took all 10 sectors and averaged returns for the
year to date, you would see a gain of 14% as of 6/30/16. The
reason for this disconnect is that just 16% of the market –
meaning utilities, telecom services, and consumer discre-
tionary – accounted for the lion’s share of gains in the first
half. Note that these three sectors are highly domestic in
nature, meaning they face limited impacts from currency,
commodity and energy turbulence. By contrast, sectors com-
prising roughly half the market – including information tech-
nology, financial services, and healthcare – were flat to down
slightly at mid-year. Technology has been hurt by tough dollar
comps; financial services is suffering from rate compres-
sion and tight interest rate spreads; and healthcare has suf-
fered from policy worries, as both GOP and the Democrats
promise to slash healthcare costs. Since the post-Brexit re-
bound began late in June ‘16, leadership has clearly belonged
to risk-on sectors of the market. Investors are also moving
back into small-cap, low-yield and high beta names that they
had avoided all year in favor of more stable large- and mega-
caps. Those defensive sector are among the slowest-grow-
ing; and, given their outperformance, defensive sectors also
have some of the highest P/Es. Thus, PEG ratios for defen-
sive stocks often signal over-valuation. As confidence in
economic recovery and EPS growth increases, we believe
investors will increasingly gravitate toward stocks with
strong growth prospects and lower valuations. Those stocks
are mainly concentrated in economically sensitive and risk-
on sectors.

QUESTION: If you could wrap up the Argus outlook in
just a few sentences, you would say:

ANSWER: Despite well documented challenges, U.S. eq-
uities remain attractive based on accelerating economic ac-
tivity & improving earnings fundamentals. From a sector
perspective, defensive areas have likely had their run – and
we’ll admit, we said the same thing in February. Equally
true is that lots of high-quality economically sensitive stocks
trade at depressed valuations that do not reflect their growth
prospects. In the current environment, we would focus on
high-quality, economically sensitive names with leading
market shares, blue chip finances, differentiated products
and strategies, and top tier customers.

Jim Kelleher, CFA,
Argus Director of Research
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