
- 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

Rate-Hike Talk Heats Up: Our Monthly Survey
of the Economy, Interest Rates, and Markets

In the final days of June, with the Brexit vote first
looming and then totally astonishing investors who assumed
that England would vote to remain in the EU, the S&P 500
delivered six consecutive trading days in which the S&P
500 moved more than 1% in each session – for the most
part, in a downward direction.

Following that whirlwind performance to mark the end
of 1H16, however, the S&P 500 embarked on a remarkably
tame two-month period. Over that span, the S&P 500 traded
more than 40 sessions without a single 1%-plus up or down
day. In fact, the average daily market movement of about
0.3% over July and August, which while not historically
low, was darn close to record low territory. Over that span,
the market ground higher – particularly in July and (to a
lesser extent) most of August, which finished with a down-
ward dive into negative territory.

Consistently across this period, and even amid a very
low daily rate of change in price, leadership gravitated to-
ward risk-on sectors. This resulted in fairly significant sec-
tor shifts in just the past month, even as the market rate of
gain overall was slowing down. In a zero-sum game, as Fed
Speak heated up, investors shifted funds out of defensive
areas and into risk-on sectors.

THE ECONOMY, INTEREST RATES,
AND EARNINGS
The revisions to second-quarter GDP, coming in at 1.1%,
was even weaker than the 1.2% reading in the advance re-
port. All of the trends that were evident in the advance re-
port continued to be evident in the preliminary report, with
just modest revisions. Personal consumption expenditures
jumped 4.4%, up from 4.2% in the advance report and the
highest rate of growth in over five years. Exports rebounded
from three straight negative readings across mid-2015
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through 1Q16, although 2Q growth was revised to 1.2% from
an earlier projection.

Fixed investment declined 2.5%, not the 3.2% first re-
ported, as both residential and non-residential investment de-
clined. Residential investment is already coming back, based
on recent housing data. But the 0.9% decline in non-residen-
tial fixed investment, a proxy for capital spending, is both
worrisome and persistent, after three straight quarters of de-
cline.

Beyond weak capital spending, much of the weakness
in 2Q16 GPD reflected inventory drawdowns. In our experi-
ence, when OEMs grow cautious, distributors go into full-
fledged panic: they sell everything and buy nothing. With
sales out of distributor inventory stronger than distribution
purchases into their inventory, stockpiles could experience a
doubling effect in coming quarters, as distributors race to fill
bare-bones inventory levels and service end-user demand.

Given the disappointing revision, GDP growth for 2016
is highly unlikely to reach 2% and may come in around 1.7%-
1.8%. Of course much depends on second-half performance,
which shows multiple signs of expansion. In an election year,
when you can count on the incumbent party in power to prime
the pump. The second-half GDP performance could be very
different from the first half. Second-half recovery assumes
continued stabilization in global currencies and commodi-
ties and continuing recovery in resource and emerging econo-
mies.

We continue to look for 2017 GDP growth of 2.3%,
with growth consistent across most quarters. We have effec-
tively 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 currencies
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and commodity prices continue to stabilize across 2016 and
into 2017, the environment should become more favorable for
growth. At the same time, monetary policy will not become
meaningfully restrictive until well into next year.

The long yield reached historical lows following the
Brexit vote. The generally strong economic data since that time,
and a surprising number of hawkish comments from Fed gov-
ernors and presidents, has pushed yields generally higher. Ab-
errant data points, such as 2Q16 GDP or the below-consensus
August jobs tally, have caused rates to dance around; but the
trend is generally higher.

In a sign that the market is listening to the rising tide of
Fed Speak, the short-end of the curve – sensitive to Fed fund
rate futures – has broken out of the 25-basis-point range pre-
vailing since late-fall 2015 and is now in the low 30-basis-
point range. A year ago in September 2015, when the market
had not yet come to terms with that first Fed rate hike (which
occurred in December), the three-month bill yield was 0.03
bps. As of mid-September 2016, the three-month yield was
0.34%.

But, even with recent upward pressure, the long end of
the curve shows yields that are well below year-ago levels.
The five-year note yield is 1.20% at present, 31 basis points
below the comparable yield a year ago. The 10-year yield at 1.65%
is still well below the 2.19% level prevailing a year ago.

While the current yield curve is more weakly sloped than
the curve from one year ago, we do not believe the current
yield curve portends a recession. The consumer remains in good
shape and there are signs that the global industrial economy is
sputtering back to life. Still, in this era of weak productivity
growth and sub-par capital investment, we expect rates at the
long end to rise only gradually, while short-term rates will be
dictate by the Fed.

Given the pressures on U.S. yields from overseas, earlier
this year we lowered our outlook for rates across the two-year
to 30-year spectrum. Our 6-to 12-month rate forecast is now
below the rates prevailing a year ago, when at the time we
thought rates would only move higher from there.

We have slightly reduced our EPS growth outlook for
2016, but raised our percentage growth forecast for 2017. Argus
had formerly looked for 3% growth in 2016 EPS, to the $122
range. Our new forecast of $119.75 implies just 1.4% growth.
The profits drag from energy was more intense in 2Q16 EPS
than we had anticipated; and it will overhang 3Q16 EPS as
well. Year-over-year dollar comparisons are also a bigger drag
to earnings than we had anticipated across the middle quarters
of 2016.

The drag to earnings from energy profits now appears to
be abating, according to Argus Chief Investment Strategist Pe-
ter Canelo. Just as the rising dollar contributed to the collapse
in energy prices from late 2014 to early 2016, the reversal of
the U.S. dollar is now boosting oil prices and profits. Signs of
an improvement in oil supply and demand is also helping the
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oil complex. The U.S., which acts as swing producer, cut
production from low-profit wells for over a year. The U.S. is
now adding to production, but just modestly, with a focus
on only re-starting very efficient wells in the most produc-
tive shales.

For 2017 we continue to look for EPS in the $134 range;
off the lower forecast 2016 base, we are now anticipating
12% growth in 2017 EPS, compared with our earlier 10%
growth projection. Also off our lower projection, 2016 com-
parisons will be easier to beat in 2017. Still, to get to double-
digit EPS growth in 2017, we need stable currency, com-
modities and energy prices; we also need the emerging econo-
mies to resume their growth role.

DOMESTIC AND GLOBAL MARKETS
In general, while the S&P 500 declined just fractionally in
August, growth-oriented indexes fared worse. Thus while
our composite was up 6.9% at end of July, the simple aver-
age gain is closer to 5.7% (this does capture some early Sep-
tember weakness). In the past month, both Nasdaq and the
Russell 2000 lost about one point of year-to-date apprecia-
tion. Blue chip indexes backed down as well, with both S&P
500 and DJIA easing off. Growth stocks fared worst of all,
losing nearly 270 basis points of annual appreciation in just
over a month.

Compared with where stocks were one year ago, the
current performance still looks good. If you’ll recall, stocks
ended 2015 barely changed from year-earlier levels – and
that was after a furious recovery across October through De-
cember. At mid-September 2015, stocks were just above the
annual lows that many indexes would reach late in Septem-
ber last year. And last year, growth and small cap stocks
were seriously out of favor as of September 2015.

SECTOR PERFORMANCE
We have pointed out that an equal-weighted arithmetic av-
erage of sectors would suggest that the market is doing much
better than it is. As of last month, the simple arithmetic aver-
age suggested that the market should be up 15%! That’s be-
cause a very few small sectors, most notably utilities and
telecom, were hogging most of the annual gain in stocks as
of the end of July 2016.

As of the end of August 2016, that pattern is still in
place, but has moderated slightly. The S&P 500 was actu-
ally up about 6.3% at the time of our Early-September snap-
shot, and the average sector gain is just under 14%.

There has been some notable sector movement, with
technology and financial services relatively outperforming
– that is, declining less than the market overall in the past
month. Staples and utilities backed down sharply – but then
so did healthcare, as the EpiPen pricing controversy seemed
to galvanize all fears about sector profits following the presi-
dential election.
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The most dramatic year-ago comparison remains the
energy sector, which in September 2015 was down 18% year-
to-date. As of September 2016, energy is up 17% year-to-
date. The change in materials is not nearly as massive but
still represents a 21% shift from nearly worst to nearly first.

The most rate-sensitive sector, financial services, added
60 basis points of market weight in just the past month, at-
taining a 16.3% weighting. Technology added 50 basis points
and pushed to 21.0% weighing, or above the top of its five-
year band. Meanwhile, consumer staples, telecom services,
and utilities all shed market weight year-over-year.

We have pointed out that these defensive sectors had a
strong start to 2016 that has been only partly unwound. Thus,
financial services and consumer discretionary still have lower
weightings now than they did in September 2015. And the de-
fensives sectors are all fatter now than they were a year ago.

When it comes to sector weights, however, we think the
monthly trend rather than the annual trend is the one to watch.

CONCLUSION
After the two-months-plus drought of 1% change sessions,
the major indexes staged a 2%-plus selloff on 9/12/16, then
followed it up with a 1%-plus gainer session on 9/13/16.
This illustrates the ways in which Fed Speak – some hawk-
ish, some still very dovish – is making the market dance like
a marionette on the puppeteer’s strings.

Given the Presidential election and the chance of an
October surprise, we are not ruling anything out. But we
still believe the market would be in good shape for a “nor-
mal” fourth-quarter, which usually adds another 4%-5% to
annual performance. The market is incentivized to do well
into September’s end, given that the fourth quarter for stocks
is historically stronger when the first nine months are better
than average.

Jim Kelleher, CFA,
Director of Research
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