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GDP Picks Up Pace: Our Monthly Survey
of the Economy, Interest Rates, and Markets

The victory by Donald Trump, which shocked the
pundits but not his followers, had an immediate impact on
the asset markets, which initally traded lower (although gold
rose) but then skyrocked. We believe the markets will settle
in and assess the implications of a Trump presidency in the
weeks and months before he takes office.

Assuming the new president is able to move forward
with his agenda, certain sectors will benefit (those sensitive
to infrastructure spending) while others may be hurt (those
sensitive to global trade). There is no certainty that the Con-
gress, despite being majority Republican, will go along with
the more-radical planks in the Trump platform.

Meanwhile, investors might do well to focus on the
economy as it is, not as it might be. The U.S. economy ad-
vanced at a 2.9% rate in 3Q, faster than the 1.4% growth
rate in 2Q and ahead of the consensus forecast for 2.5%
growth, according to the first estimate published last week
by the U.S. Department of Commerce.

On the positive side, for one of the few times in this
recovery, there was much to report. Every major category
posted growth. The export sector led the way, with a 10%
rate of expansion. Private domestic investment rose at a 3.1%
rate in the quarter, after having declined for the previous
three quarters. The all-important consumer sector increased
consumption at a 2.1% rate. And the government sector
edged ahead at a 0.5% rate. Inventory building was also a
positive contributor.

There were a couple of trouble spots, including a de-
cline in nondurable goods and a second consecutive quarter
of negative residential investment. While spending on equip-
ment slumped again, due in large part to low oil prices, over-
all capital spending has swung to positive.

The final word: after three quarters of sub-2.0% growth,
the economic backdrop appears strong enough to support an-
other Federal Reserve rate hike after the election.
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THE ECONOMY, INTEREST RATES, AND EARNINGS
The acceleration in 3Q16 GDP relative to 2Q reflects an upturn
in private inventory investment, an acceleration in exports, a
smaller decrease in state and local government spending, and
an upturn in federal government spending. While personal con-
sumption expenditures (PCE) were pulled down by weak non-
durable spending, non-residential fixed investment – a proxy
for capital spending – grew 1.2% in 3Q16, building on the 1.0%
gain reported in 2Q16. Inventories contributed to growth as
distributors prepare for a late-year demand surge.

For the overall economy, we are encouraged by the turn-
around in business investment. Non-transport durable and
capital goods orders grew at a 3.3% pace in 3Q16, after fall-
ing for five of the past seven quarters. ISM export orders,
which bottomed in February 2016, have been in expansion-
ary territory since April, and now appear to be accelerating.

We are also seeing some encouraging signs overseas.
UK GPD advanced at a 2.0% pace in 3Q as that nation learns
to live with Brexit. And even Eurozone GDP was up at a
1.5% pace. On a global basis, PMIs as reported by Markit
improved in October including in UK, where the PMI was
above 54; Eurozone, where PMI is at its highest level in 20
months; and in Japan.

Our outlook for GDP growth is in the 2.6% range for
the next several quarters. We look for solid growth in the
2%-3% range for PCE. We also look for additional momen-
tum in non-residential fixed investment (capital spending).
Specifically, we look for higher spending on Equipment and
Intellectual Property Products in the quarters ahead. With the
dollar and commodity prices normalizing, exports are ex-
pected to remain positive; residential construction should bounce
back from weather impacts in the middle quarters of 2016; and
government spending is expected to be positive.

(continued on next page)
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We look for a strong start to 2017 with GDP running in
the 2.7% range in the first half. But as the Fed’s rate hikes
begin to bite, we look for growth to tail off in 3Q17 and de-
cline further in 4Q17.

The Fed has used every possible excuse to avoid a rate
hike, from emerging economy weakness, to the occasional bad
jobs report, to Brexit jitters, to unwillingness to disrupt the
presidential election. Now we can add to that a need to evalu-
ate the possible impact of Donald Trump’s economic plan on
the overall economy.

Prior to the election, the Fed Chair had signaled a will-
ingness to let the economy “run hot.” The Fed would like to
see structural unemployment decline further along with addi-
tional wage progress before intervening too forcefully. While
“running hot” is a loaded and ambiguous term, however, we
do not believe it means that the Fed will remain completely on
the sidelines.

Along with more than 75% of investors, we expected the
Fed to implement a 25-basis-point rate hike at the December
FOMC meeting. But even before the final votes were tallied,
the pending Trump victory brought on talk that a December
hike was now not at all certain. Should the Fed move in De-
cember, we believe the rate cycle will feature infrequent hikes.
The Fed may even consider mechanisms to stretch out its re-
strictive monetary policy. That could include hiking in eighth-
point increments – that is by 12.5 bps rather than 25 bps. Note
that during the ill-advised 2006-2007 rate cycle, the Fed some-
times hiked by 50 bps at one time.

Despite the “running hot” commentary, one reason the
Fed cannot remain completely on the sidelines is that inflation
is a real threat. Core CPI is up at a 2.2% annual rate, while PPI
Core Crude Material prices have been rising at double-digit
rates. ISM Prices Paid are at their highest level since mid-2011.

Rates have been climbing off lows, but remain generally
below last-year’s level. The one dramatic outlier is the 3-month
bill, which is plainly anticipating a December hike. Our inter-
est rate forecasts now call for the Fed to keep rates near his-
torical lows at least through 1H17. We also expect the 10-year
yield to trend mainly below 2.0% into 2017 given global eco-
nomic uncertainty around the world.

While the current yield curve is more weakly sloped than
the curve from one year ago, we see few signs of imminent
recession. The consumer remains in good shape and there are
signs that the global industrial economy is coming back to life.
Given weak productivity growth and sub-par capital invest-
ment, we expect rates at the long end to rise only gradually,
while short-term rates will be dictated by the Fed.

The third quarter marked a watershed for S&P 500 earn-
ings. With 425 companies, or 85%, of S&P 500 companies
reporting as of 11/8/16, earnings were up 2.6% year-over-year.
Backing energy stocks out of reported companies to date, share-
weighted earnings growth for 3Q16 is 6.2%. Companies re-
porting higher earnings are outpacing companies reporting
lower earnings at a 3-to-1 pace.

ECONOMIC & MARKET COMMENTARY (CONT.)

Barring a last-minute reversal, 3Q16 EPS will finish
with a gain of about 2.5% year-over-year, breaking a five-
quarter string of negative annual comparisons. Argus then
looks for 4Q16 EPS to growth at a high-single-digit to low-
double-digit rate against a much easier 4Q15 comparison.
Our $119.75 forecast for 2016 EPS growth implies just 1.4%
growth, but plainly the second half of 2016 looks much dif-
ferent than the first half from an earnings perspective.

The EPS outlook brightens for the final quarter of 2016.
Many of the earnings decliners are concentrated in indus-
tries (such as energy) where negative trends should lessen
as tough comps should roll off in coming quarters. Addi-
tionally, dollar comparisons with our real trading partners
in the emerging world are not nearly as onerous as dollar
comparisons with sterling, yen and euro.

For 2017, we continue to look for EPS in the $134
range, implying 12% growth in 2017 EPS, compared with
our earlier 10% growth projection. Also off our lower pro-
jection, 2016 comparisons will be easier to beat in 2017. To
get to double-digit EPS growth in 2017, we need stable cur-
rency, commodities and energy prices; we also need the
emerging economies to resume their growth role.

DOMESTIC AND GLOBAL MARKETS
The severe selling across late October disproportionately
slammed smaller cap and less-seasoned names, while rela-
tively sparing mature mega-caps and blue chips. Whereas
Russell 2000 and Nasdaq were in the lead coming out of
September, these two indexes are trailing the Dow’s 5% gain
and the S&P’s 4% gain as of the end of October. Another
group that leapfrogged into the lead was value stocks, which
had been lagging growth stocks (via the Wilshire indexes)
as recently as one month ago.

If the market moves higher in November-December,
we would expect to see economically sensitive names in the
lead. But investors can’t necessarily count on the usual veri-
ties in this topsy-turvy political year. October is usually a
pretty good month, but it sold off by 2% on the S&P 500.

With less than two months remaining in the trading
year, leadership for 2016 belongs to a pair of strange bed-
fellows: energy and utilities. Both are up in the 13%-14 %
range year-to-date, with energy enjoying a slight advantage.
The performance by utilities partly reflects an early-year
sprint, which rolled back only gradually – and which has
also been helped by a handful of defensive-market episodes.
If utilities played the early hare, the tortoise award goes to
energy, which has moved up laboriously while generally
tracking the price of oil.

The top-five sector are rounded out by technology,
materials, and telecom services – again an odd lot. While
technology and materials are both economy-sensitive,
telecom services is dominated by the giant remaining bell
telcos and is perceived as a pure yield play.
Although the market has not done much this year, only two
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sectors are negative. Consume Discretionary is down less than
1%. That is not good for a sector that has been a multi-year
leader. Plainly, the housing market and new vehicle sales have
hit the pause button. An even bigger leader during the seven-
year bull market, healthcare, is not looking too healthy right
now with a 7% year-to-date decline. As noted, investors fear
that both sides of the political aisle plan to build their reform
platform on reining in healthcare costs. This too is a sector
where values are beginning to abound, but only the iron-
stomached and patient investor should wade in.

When Standard & Poor’s last month added an eleventh
sector, Real Estate, the timing was not auspicious. The pres-
sure on rates is upward, and the market accepts that a rate
hike is likely in December. REITs are hurt by their perception
of being a bond proxy, and by the fact that higher rates could
slow rental and leasing activity. The sector has declined to
2.9% of the market from 3.1% just one month ago. We are
now looking for bargains in REITs, given that this long-out-
performing sector is now drifting down into value range.

Over the past month, economically sensitive sectors have
maintained their leadership. That was briefly interrupted by
the Comey letter, and just as quickly restored by the Comey
reprieve. Leadership groups include technology, which added
40 basis points of weight in just the past month; and financial
services, which added 50 basis points. Healthcare backed down
sharply as healthcare investors voted “none of the above” on
fears that the Democrats would impose drug price caps while
the Republicans would seek to repeal ACA.

Many other sectors largely were unchanged over the past
month, as election coverage rose to a crescendo that drowned
out everything else. With the election now behind, investors are
getting a late jump on positioning their portfolios into year-end.
In this environment, we expect risk-on and economically sensi-
tive issues to sustain their leadership.

Average performance by our global composite declined
slightly month over month to the 9% range as of end of Octo-

ber vs. up 10% as of end of September. Consistent with the
pattern in the year to date, emerging markets and resource
economies are the big winners, while mature economies con-
tinue to underperform.

Even more than emerging, resource economies continue
to lead in 2016. Our resource-nation basket is up 28%, led by
Brazil with Russia a close second. Although Canada is equally
resource-rich, the more diversified Canadian economy has
resulted in our norther neighbor lagging its peers while still
leading the global average.

The Americas composite (U.S., Mexico, Canada, and
Brazil) is similarly benefiting from resources exposure, with
an 18% gain year-to-date. Aided by Russia and Brazil, BRIC is
up about 20%, even though China has slipped to a 5% gain.

The average of “Mature” nation indexes remains flat
for the year. Mature economies are not only hardly growing,
there is little reason to believe that these economies will kick
into a higher gear anytime soon.

CONCLUSION
Since the current economic expansion began in the fourth
quarter of 2009, the economy has grown for 28 quarters in a
row. In the post-World War II era, periods of economic growth
have averaged 20 quarters. Recently, expansions have been
more durable. But they all end at some point, and it is rea-
sonable 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 — job-
less claims, housing starts, new orders from Purchasing Man-
agers, the stock market and the slope of the yield curve —
are positive enough to keep the economy on a growth track,
despite the unpredictable impacts of stock price swings, glo-
bal events, weather and other non-economic shocks.

Jim Kelleher, Director of Research
John Eade, Argus President
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