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Argus President John Eade on the Markets

Even as they grapple with concerns about short-term
gyrations in the asset markets, clients and investors remain
primarily concerned about long-term trends in stocks, bonds,
interest rates, inflation and the economy. The presidential
election cycle is a complicating factor as well.

Every investor and portfolio is different, but a hand-
ful of economic, corporate and even geopolitical develop-
ments impact every holding. Clients are particularly con-
cerned about where to put their money as we enter the final
quarter of the year. We asked Argus President John Eade to
address investors’ concerns in the tumultuous days and
weeks ahead of the presidential election.

After a quiet summer, we’ve seen some real volatility in
the markets in recent sessions. Uncertainty about the
next move by the Federal Reserve has contributed to
volatility. What does Argus expect from the Fed going
forward?

— We have long said we expect no hike in Septem-
ber, even as Fed officials debate the issue on the speaker
circuit. Recent data has been uneven, with some data down-
right disappointing. Nonfarm payrolls for August were on
the light side, and ISM data indicated contraction in manu-
facturing and services. GDP has grown at a 1% rate for the
past three quarters.

— The upcoming election is another reason for the
Fed to remain sidelined.

— We are definitely hearing from Fed officials, in-
cluding Chair Yellen, that rate hikes are coming. So we may
well get one in December. But right now, given the state of
the economy and other global issues, we think we will see
only 1-2 hikes through 2017.
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While we are talking about interest rates, what are your
expectationsfor the long bondand for the interest-rate environ-
ment?

— We had been expecting long-term rates to rise for, oh,
about the past 4-5 years. But they have remained persistently
low.

— Our forecasts had been based primarily on funda-
mentals – long-term rates typically move based on economic
trends and inflation. Economic trends have been solid if a bit
soft lately, while inflation has been contained but ticking
slightly higher.

— But we recently changed our view on long-term rates,
and now expect long-term rates to remain historically low
through 2017.

— That’s because the bond market is now reacting more
to technical issues, such as supply and demand, than to the funda-
mentals.

— As we have been detailing in our Market Watch and
Fixed Income Strategy reports, Treasury supply is down about
10% over the past two years.

— And demand for Treasuries has remained strong,
given the uncertainty of global investors surrounding the
Brexit vote and actual negative interest rates in several coun-
tries. For some sovereigns, U.S. Treasuries are the only game
in town

— Global interest rates also impact the rate environ-
ment in the U.S.; worldwide, rates are low, and as noted are
negative in some places.

— So we now look for the long bond yield to top out at
2% in 2017, whereas we had been looking for rates closer to 3%.

(continued on next page)
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Higher short-term rates coupled with historically low long-
term rates leads to a flattening yield curve. Are you fore-
casting a weaker economy going forward?

— The recent record supports the view that economic
growth is modest, but it is growth nonetheless.

— Since the current economic expansion began in the
fourth quarter of 2009, the economy has grown for 27 quarters
in a row, or almost seven years. In the post-World War II era,
the U.S. has experienced 10 periods of economic growth, which
have averaged 20 quarters, or five years. The longest expan-
sion was 39 months; the shortest was five.

— Recently, expansions have been more durable. The
six expansions since 1960 have averaged 27 quarters. That’s
where we are now.

— Expansions all end at some point, and it is reasonable
to believe that the current expansion is closer to an end than it
is to the beginning.

— That said, we note that neither our current estimates
nor the Fed’s forecasts call for a recession in the U.S. through
2017.

— We believe that key forward-looking indicators —
jobless claims, housing starts, the yield curve and new orders
from Purchasing Managers — are positive enough to keep the
economy on a growth track. We look for about 2%-2.5% growth
through 2017.

— We will be watching the consumer very closely. If we
start to see deterioration in this segment, then the economy
will be challenged to grow.

Moving from the economy to the stock market, we are in
between earnings periods. Can you comment on your out-
look for corporate profits?

— We slightly reduced our S&P 500 earnings forecast
for 2016, but raised our expected growth rate for 2017.

— 2Q was hard hit by the year-over-year drop in the three-
month oil price.

— Based on the Bloomberg survey, second-quarter S&P
500 earnings declined about 2%, entirely on the unexpectedly
sharp 77% break in energy profits.

— 3Q will also be affected by still-challenging year-over-
year energy comps.

— But energy could begin to contribute to S&P 500 earn-
ings as early as this fourth quarter.

— And the decline of the dollar already has pushed in-
dustrial materials higher, boosted new orders and made U.S.
exports more attractive.

— Our analysts noted that in 2Q, currency was only a
low-single-digit negative factor for most of the companies they
follow. Given dollar trends, currency will probably be a tailwind
as early as 3Q16 and more meaningfully in 4Q and beyond.

— For S&P 500 earnings overall, we expect a modest
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gain in 3Q and up to a 10% gain in 4Q.
— And after flattish EPS of $120 in 2016, we expect a

12% jump to $134 in S&P 500 earnings in 2017.

Better profits should certainly be good for the markets.
But even if EPS growth resumes, clients have ongoing
concerns about valuation.

— Market valuation is something we are always watch-
ing closely.

— Several metrics point to a fully valued, if not over-
valued, market.

— These include historically low dividend yields, and
a P/E ratio in the upper teens.

— But we are still bullish on stocks, given that these
are not the only valuation metrics we follow.

— Though yields may be low and P/Es high, stock
metrics compared to metrics of other investment alternatives
– such as bonds – are still low.

— Our Fair Value model shows stocks are about 10%
undervalued compared to bonds.

— Now for context, stocks were about 40% underval-
ued back in 2009. That was a great time to buy.

— But a chart of our model – which we publish in our
Market Watch report at least once per quarter – shows that
bull markets don’t typically end until stock prices become at
least 10%-12% overvalued compared to bonds.

— We have never seen a bear market start when stocks
are undervalued compared to bonds, as they are now.

— The strong resumption in earnings growth that we
are modeling would also go a long way to preventing valua-
tions from becoming inflated.

— And with a growing economy, low interest rates
and better profits, we think there is probably another 20%-
plus left in this bull market over the next couple of years.

If earnings recover and the economy stays strong, that
would create a more positive valuation environment. But
what are risks that you are monitoring?

— Potential fall-out from the Brexit vote is one con-
cern. Will the European Union struggle or even crumble?

— We are also tracing volatility in oil prices. This
was obviously a big factor earlier in the year. We’ve seen
some stability, but a reversion to $30-per-barrel oil would
indicate that China is weaker than most currently believe.

— We are also concerned as to whether or not the
consumer can continue at a high level. Although con-
sumer confidence is near all-time highs, exhaustion could
set in.

— Another concern comes from the other direction:
What if the Fed is behind the curve on rates, and rates spike
higher? After all, U.S. debt is about 100% of total U.S. GDP.
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— And then there is the upcoming presidential elec-
tion, which has been nasty and is likely to get worse. As we
monitor the potential for change in Washington, note that our
analysis suggests that stocks actually perform better when a
single party controls the House, Senate and Presidency. The
uncertainty ahead of the election is certainly a risk.

Given all that, what are some important investment trends
that you see ahead?

— Value is doing well this year, after a growth year in
2015. But we think value still has leg.

— Activist investors are continuing to make their pres-
ence felt.

— Dividend growth remains an important theme, as
the market struggles for capital gains. Last year, dividends
pushed stock returns into positive territory, and they are likely
to account for about 30% of returns this year as well.

— We like dividend growth stocks rather than high-
yield stocks, as interest rates are poised to rise slightly and
valuations in the utility and telco sectors are a bit rich.

— Innovation is an important theme. Companies are
having a hard time raising prices. Government regulation is
also cutting in to profits. But companies that can come up
with new products, enter new markets or generate new and
more efficient production techniques are likely to prosper
over the long run. We have several portfolios that we have
designed based on the concept of innovation. We also have
popular portfolios on the theme of dividend growth.

— In general, we believe the earnings environment is
improving and that the economy is at low risk for recession.
In this environment, we are looking at stocks that will ben-
efit in a rising economic environment. Our Over-Weight sec-
tors are leveraged to better growth and include IT, Industri-
als, Materials and Financials.
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