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Argus Market Analysis and Summary Outlook, Fall 2016 Overview

— A still-strong consumer and signs of better indus-
trial activity should help offset uncertain trends worldwide
and in emerging economies in particular.

— While the EM engine China continues to sputter,
resource economies have benefited from stabilization in
energy and commodity prices.

— Although year-to-date performance has been muted
following recent retracement, important changes in sector
leadership are underway and should generally be beneficial
to your large-cap core equity portfolio.

GLOBAL ECONOMIC ENVIRONMENT
— For more than a year and a half, weak commodities

& energy prices and strong dollar weighed on capital spend-
ing, IT investment, and exports, pressuring GDP growth.

— Commodities & energy prices have now stabilized
at higher levels, reflecting better supply-demand balance.

— After backing down against major trading partners’
(MTP) currencies at mid-year, the dollar has shown recent
strength as Europe has signaled reduction in its monetary
stimulus.

— Still, U.S. exports swung to a modest positive in
2Q16 GDP, indicating that underlying trade and demand
trends can supersede the modest dollar recovery.

THE U.S. ECONOMY
— The consumer remains strong buoyed by jobs,

wages, and still cheap gasoline.
— Amid commodity & energy stability, the U.S. in-

dustrial economy is showing signs of awakening.
— This includes a third consecutive monthly rise in

durable goods orders; strong ISM data from both manufac-
turing and non-manufacturing purchasing managers; and
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upward revision in the final 2Q16 GDP report.
— September nonfarm payrolls were below consensus

but still solid and the household survey showed extremely
strong jobs growth. Wage growth continues to accelerate
nationwide, benefiting all workers not just new hires.

— Our MUnCL model of weekly leading indicators is
at levels (+1 standard deviation) last seen in 2014 before the
oil decline and dollar spike. This is driven by rising money-
supply growth, declining UE claims, rising commodities, and
business loan growth.

— Outside the U.S., we believe industrial-economy
growth can resume worldwide as companies get used to the
“new normal” of stabilizing CC&E levels.

FED POLICY, GLOBAL CENTRAL BANKS,
AND INTEREST RATES

— The stock market is beginning to accept the immi-
nence and even inevitability of a Fed rate hike at the Decem-
ber FOMC meeting, as the Fed chair herself makes the case
for higher rates to preempt inflation.

— Important changes are underway at the Japanese and
European central banks, reflecting willingness to wind down
QE and in general reduce momentary stimulus.

— Even without any Fed hikes this year, long bond
yields are rising off lows as investors accept the change in
the interest rate environment

— Our analysis shows that the U.S. stock market can
continue to rise as the Fed begins to raise rates.

— Across five rate-hike periods since 1980, which on
average lasted 17 months and comprised 3.1 percentage points
of rate increase, the S&P 500 appreciated an average 9.2% -
less than normal, but far from negative.

(continued on next page)
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SECTOR PERFORMANCE SIGNALS
LEADERSHIP CHANGE

— Since mid-year, economically sensitive sectors have
gained ground. These include technology, industrials, energy,
and consumer discretionary. At the same time, defensive areas
including consumer staples and utilities are now declining.

— We believe this a move away from interest-rate-sensi-
tive defensive sectors and toward economically sensitive risk-
on sectors will be a persistent phenomenon as the rate-hike
cycle gets underway in earnest.

— Given the “best-in-breed” approach to assembling your
portfolio from top stocks across 60-70 industry buckets, as
opposed to lazy reliance on S&P sector weights, we think the
portfolio – with overweights in technology, materials, indus-
trial, and other risk-on areas – is well positioned for further
market-beating performance going forward.

— We also believe stocks with economically-sensitive
income will outperform defensive income stocks in a rising
rate environment, based on the superior dividend-growth char-
acteristics of large-cap core stocks in your portfolio.

EARNINGS & VALUATION
— Despite little profit growth, U.S. companies are earn-

ing at historically high levels. On normalized earnings (3.5
years back, 1.5 years forward) of $120 and current S&P 500
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prices in the 2,125 range, P/E is 17.7-times – not histori-
cally expensive. Current earnings yield is around 5.65%.
Based on AAA bond yields (3.9%) and inflation (1.3%),
earnings yield should be around 5.25%, for a justified P/E
of 19.0-times.

— We see fair value of about 2,280 for S&P 500, im-
plying 6%-8% capital appreciation from current levels, based
on our earnings yield model.

— We look for profit growth to resume slightly in 3Q
EPS season and more meaningfully in 4Q and 2017.

— As EPS levels move up, our fair value model will
also move up, enabling 10% or more stock market appre-
ciation without triggering valuation alarms.

ARGUS MARKET FORECAST
— While we cannot predict the economy or exogenous

events, we see signs of recovery in emerging economies and
in the global industrial economy.

— Bull markets do not die from old age but from asset
bubbles, recession, or inflation – none of which appear imminent.

— New normal in CC&E adds stability to our outlook.
— Solid economic activity, high level of earnings, and

valuation underscore the attractiveness of U.S. equities.
— At the same time, global uncertainty favors large-

cap core strategy.

Jim Kelleher, CFA,
Director of Research
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