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Strong 3Q16 GDP Reading Sets Stage for Better 2017

Since the election, stocks have been in a sharp rising
pattern, propelling the major averages (DJIA, NASDAQ,
S&P 500, and Russell 2000) to fresh all-time highs. This is
really a continuation of second-half strength. The S&P 500,
which appreciated 2.7% in 1H16, is now up more than 5.5%
in 2H16

Sector performance just since the 11/4/16 pre-elec-
tion low is sharply bifurcated among sectors that are per-
ceived Trump-policy beneficiaries and those that might be
hurt under the new administration.  Between 11/4/16 and
11/25/16, the S&P 500 appreciated a stout 6.1%. S&P
Financials rose 15.2% over that span. Another double-digit
winner since 11/4/16 is Industrials, which are up 10.7%.

Other market-topping sectors off the pre-election low
include Consumer Discretionary (up 8.1%); Telecom Ser-
vices (up 7.7%); and S&P Materials and S&P Energy (both
up 6.6%). While Telecom Services, with its rich yield, may
seem out of place, mobile subscriber rates and particularly
data usage are sensitive to economic trends.

Sectors underperforming the market since the pre-elec-
tion low include Healthcare and Technology, both up in low-
single-digits. Three sectors — Real Estate, Utilities and Con-
sumer Staples — are in negative territory since 11/4/16.
High-yield stocks remain at risk until rates flatten out.

Many investors attribute the strong showing in the
stock market to a Trump “stimulus” rally. The rally does
coincide with the president-elect’s victory. And the incom-
ing administration has promised both tax cuts and govern-
ment spending on infrastructure — the two main elements
of fiscal stimulus.

But the market was already in a mood to rise, in our
view. Partly that is a calendar factor: November and De-
cember are historically the best two-month stretch for stocks.
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The bigger factor, in our view, is optimism that profits and
the economy have turned some important corners. We have
already documented how 3Q16 EPS beat expectations, swing-
ing to positive and setting up the year for a strong 4Q16 fin-
ish to earnings. As for the economy, it just generated the best
GDP report in two years.

3Q16 GDP RISES 3.2%
Real gross domestic product rose at a 3.2% rate in 3Q16,

according to the preliminary (second) report from the Bu-
reau of Labor Statistics. This represented the best quarter-
over-quarter real growth since GDP rose 5.0% in 3Q14. The
recovery in 3Q16 from final GDP growth of 1.4% in 2Q16
reflected improvements in a range of categories and signaled
fairly broad-based strength across the consumer, commer-
cial and industrial economy, with of course a few caveats.

Personal consumption expenditures advanced 2.8% in
3Q16, an upgrade from 2.1% growth reported in the advance
(first) reading. Consumer spending on non-durable goods
remained a drag, but a much lesser one; non-durable spend-
ing declined 0.6%, not the mid-single-digit decline cited in
the advance report. Durable goods spending was up a healthy
3.4%, and consumer spending on services grew 2.5%.

The upgrade to personal consumption expenditures re-
flected more up-to-date data on automobile registrations,
monthly retail sales and electricity usage. On the housing
front, residential investment in a weather-impacted quarter
was less of a drag than in the earlier report, declining 4.4%,
not the originally reported 6.2%.

Private inventory investment was contributive to GDP,
but not as much as was indicated in the advance report. Ex-
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ports rose a healthy 10.1%, with particularly sharp growth of
14.2% in export products. Imports, which are subtractive to
GDP, increased a lesser 2.1%.

Business investment remains uneven. Spending on tech-
nology continues to drag, reflecting more businesses abandon-
ing on-premises data centers — which subtract from overall
server, storage and networking demand. These companies
are migrating to cloud-based data centers. But so far, equip-
ment spending by hyperscale, cloud hosts and ISPs to build
out massive data centers is not yet offsetting the wind-down
in traditional enterprise investment.

Overall corporate spending on equipment decreased 4.8%,
worse than the initially estimated 2.7%. But non-residential spend-
ing on structures increased 10.1%, driven at least partly by some
modest re-investment in gas and energy infrastructure.

Government spending remains a modest drag, inching
up 0.2% in 3Q16. While federal spending picked up in 3Q16,
state and local spending declined on a quarter-over-quarter
basis. Argus President John Eade points out that while govern-
ment spending has historically represented 17.1% of total gross
domestic product, in 3Q16 government spending was just
15.7% of total GDP. Under the new fiscally stimulative ad-
ministration, this percentage could creep back toward the his-
torical norm.

Among important addenda to the preliminary 3Q16 GDP
report, real gross domestic income (GDI) rose a healthy 5.2%
in the quarter. The average of real GDP and real GDI, regarded
as a supplemental measure of U.S. economic activity, rose 4.2%
in 3Q16, up from 1.1% in 2Q16. This is a data point that the
Fed studies carefully as it prepares to set policy.

The preliminary 3Q16 GDP report also shows that cor-
porate profits on a pre-tax basis increased 6.6% in the July-
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September span, after declining by 0.6% in the April-June
period. On a year-over-year basis, profits rose 2.8% — about
consistent with growth in S&P 500 earnings for the quarter.
This metric was also consistent with S&P 500 profits in rep-
resenting the first year-over-year gain in five quarters.

The only downside to an above-average GDP quarter
is that follow-on quarters, facing a tough comparison, tend
to be sub-par. After 5.0% growth in 3Q14, GDP slid down
to 2.3% in 4Q14 and 2.0% in 1Q15. We are not anticipating
that the strong 3Q16 reading represents a fundamental reset
in the economy. But given evidence of fairly broad-based
strength, we believe GDP in the final quarter of 2016 and
the early quarters of 2017 could average above our mid-
point 2.5% forecast.

CONCLUSION
The Trump campaign played on consumer dissatisfaction
with the state of the nation — which entails the economy and
financial assets, but also national security and hot-button top-
ics such as immigration and good jobs. The Trump adminis-
tration inherits an economy that, notwithstanding identifiable
issues such income inequality, is in fairly good shape.

The nation is likely to grant the new president a hon-
eymoon period while he and his team seek to enact the first
elements of administration strategy. Stocks should be able
to go along for this honeymoon even after their strong re-
cent run.

At the same time, a rallying market that has so strongly
favored risk-on sectors may find that the easiest bull path
forward is sector rotation. On that basis, we would look for
bargains among high-quality names in currently out-of-favor
sectors such as Consumer Staples and Real Estate.

Jim Kelleher, CFA,
Director of Research
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