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Economy Seeking to Rev Up for Fourth Quarter

The third-quarter earnings season will start with a few
early reporters in the next week, and then get going in ear-
nest around the middle of October. The stock market is in a
pre-reporting hiatus, which is amplifying the importance of
the few major data points in advance of the September non-
farm payrolls report.

We noted last week that housing activity, while re-
maining at high levels, showed signs of moderating from
mid-summer strength. At the same time, we have been en-
couraged by a few positive signs in the industrial economy.
As the years-long election cycle approaches its climax, in-
vestors would be well-advised to keep their heads above
the political news cycle and monitor what’s going on in the
economy and on the corporate earnings front.

3Q16 EARNINGS: LOW EXPECTATIONS
Many investors have pushed out their timetable from 3Q16
to 4Q16 for the swing to positive year-over-year EPS comps.
FactSet is estimating a 2.1% decline for 3Q16 as of early
October, after anticipating a 0.3% gain late in June. Down-
ward EPS revisions in most sectors have contributed to the
negative outlook, with the energy sector once again acting
as the biggest headwind to earnings.

Three months ago, Argus had been modeling a mid-
single-digit annual EPS gain for S&P 500 earnings in the
third quarter. Argus Chief Investment Strategist Peter Canelo
recently dialed down expectations for 3Q16 earnings; but
he continues to model positive EPS growth in the 2%-3%
range. He noted that 2Q16 earnings were hit hard by the
year-over-year drop in the three-month price of oil, and that
3Q16 EPS has also been impacted.

The EPS outlook, according to Peter, brightens for the
final quarter of 2016 and into 2017. The Fed’s measure of
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the MTP (major trading partners) US dollar is down mid-
single-digit percentages from January highs, which should
ease comparisons and help lift earnings going forward. In-
dustrial commodity prices, manufacturing & services new
orders, and manufacturing & services export orders have all
moved up meaningfully off winter lows.

Amid positive signs in the industrial economy, we con-
tinue to look for the consumer to lead EPS recovery. Although
housing and automotive activity both appear to be consoli-
dating, they are doing so at high activity levels. Core retail
sales, which have been growing a 4% annual pace, are about
to hit their strongest period as the holiday decorations go up.

Argus continues to model high-single-digit to low-
double-digit annual EPS growth in the fourth quarter. We
then look for 12% EPS growth in 2017 S&P 500 earnings,
amid much more favorable commodity price and currency com-
parisons, and assuming a still-leading consumer along with
modest recovery in the industrial & commercial economy.

PROMISING SIGNS: CONSUMER…
The bevy of soft housing reports – new home starts, existing
home sales, and new home sales, all for August – was capped
by a 0.7% decline in August construction spending. The report
featured a 0.4% month-over-month drop in private construc-
tion, and a sharper 2.0% drop in public construction spending.
August featured fierce rain and flooding in parts of the South
and Midwest, which impacted residential construction activity
overall but was not the lone culprit.

The bigger drag is from public construction, which is
down 8.8% annually as state and local governments fight to
keep budget deficits from erupting. On the residential side, we
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believe seasonally adjusted housing data will recover across the
fall and into year-end, fueled by ultra-low interest rates, rising
employment and slowly expanding wages.

Even as construction spending slows, consumers remain
optimistic, which is key to a strong holiday spending season.
September Consumer Confidence, according to the Conference
Board, jumped to a nine-year high of 104.1 from a prior 101.8,
handily topping Street expectations near 99. September confi-
dence marked the highest reading since before the great reces-
sion. The Conference Board believes consumers’ attitudes and
outlooks have been lifted by the improving employment out-
look. Consumers have also been able to look beyond the in-
creasingly nasty presidential campaign, with the election now
approximately one month away.

University of Michigan consumer sentiment was also
positive in September, coming in at 91.2 and topping the 89.8
consensus call. In this survey, consumers cited improving
household income. Separately, personal income rose 0.2% for
August, on top of a 0.4% gain in July. Most of the improve-
ment in income has been for households earning more than
$75,000, however. Sentiment at households below the $75,000
income level was unchanged, underscoring why economic dis-
satisfaction has been such a powerful force in the election sea-
son to-date.

…AND INDUSTRIAL
Beyond the consumer, the past few weeks featured some en-
couraging signs from the industrial economy. From Fall 2014
through early to mid-2016, manufacturers and commercial
companies had to contend with the spiking dollar, which
slammed export demand, and falling commodity and goods
prices, which squeezed margins. The collapse in energy prices
caused a halt in energy-related industrial goods production,
from pipe to crude-carrying rail cars. With energy prices stabi-
lizing, commodity prices gradually rising, and the dollar hold-
ing below its early-year peak, the industrial demand environ-
ment finally has the stability required for activity to improve.

On the face of it, the August report of flat durable goods
orders did not look like much. But this followed a 4.4% jump
in July durable orders, which was the biggest gain since Fall
2015. Shipments of core capital goods including heavy ma-
chinery were down 0.4%; but orders for core capital goods
rose 0.6%, marking a third consecutive monthly increase.

Regional purchasing managers’ indexes (PMI) have been
problematic across the recovery. Economy bulls were cheered,
therefore, by the 54.2 reading in the Chicago PMI for Septem-
ber. That represented a sharp jump from 51.5 in July and was
also ahead of the 51.0 consensus call. Gains in the index were
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led by production, which jumped more than 7 percentage
points to the highest level since January.

Nationwide, the ISM manufacturing index in Septem-
ber climbed back above 50, the mark that delineates expan-
sion from contraction. The Institute for Supply Management
(ISM) stated that its national manufacturing PMI recovered
to 51.5 in September, after dipping to 49.4 in August. The
ISM’s Chair Bradley J. Holcomb attributed the recovery in
this diffusion index primarily to a strengthening in the new
orders index to 55.1, up six percentage points, and the pro-
duction index, up 3.2 points to 52.8.

Late in September, the final revision to 2Q16 GDP
came in at 1.4%, still tepid though up from a preliminary
1.1% reading. The report continued to signal a strong con-
sumer, with personal consumption expenditures rising a stout
4.3%; and exports swung to positive after three negative
quarters. At the same time, investments in technology, struc-
tures and technology equipment remained negative; distribu-
tors were slow to replenish stockpiles; and government
spending was a net negative.

The Bureau of Labor Statistics within the Commerce
Department, which compiles GDP data, noted that the gen-
eral picture of economic growth as established in the ad-
vance and preliminary readings remains about the same. The
most notable change from the second to third GDP estimate
was that non-residential fixed investment – regarded as a
proxy for capital spending – increased by 1.0% in the third
estimate; in the first and second GDP estimates, this cat-
egory was negative.

This is an important indicator. If companies are not
sustainably investing in their operations, positive momen-
tum in goods orders, purchasing managers’ intentions, and
ultimately consumer activity will prove transitory. Econo-
mists are broadly expecting a 2%-3% reading in third-quar-
ter GPD; it is hard to imagine GDP getting above 2% if
capital spending does not further accelerate.

CONCLUSION
Wall Street, like the rest of the country, has had much of the
summer and early fall to monitor the wild and wooly Presi-
dential contest. The data firehose known as earnings season
is about to be turned on, and when investors look up from
their spreadsheets, the election will be upon us.

We believe investors will welcome the clarity that a
final vote brings, regardless of the outcome. We continue to
expect a typically strong close to the 2016 year in the
market’s best quarter.

Jim Kelleher, CFA,
Director of Research
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