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Riding the Rally: Our Monthly Survey of the
Economy, Interest Rates, and Markets

The market has been on a rip-roarin’ run since the elec-
tion. The stock market enjoyed a similar rally in 1980, ris-
ing 8% in the fourth quarter following President’ Reagan’s
win to cap a 26% gain for the full year. President Reagan,
like President-elect Trump, sought to cut taxes, and he was
not afraid of deficit spending in pursuit of ramping up eco-
nomic growth.

Worth keeping in mind, however, is that the stock
market declined 10% in 1981. That cannot all be put on the
incoming president. The economy had been anemic during
the Carter presidency, which was also a period of high in-
flation. The stock performance in 1981 is a reminder that
turning campaign pledges into policy can be more challeng-
ing than perceived during the post-election honeymoon.

THE ECONOMY,
INTEREST RATES, AND EARNINGS
Real gross domestic product rose at a 3.2% rate in 3Q16,
representing the best quarter-over-quarter real growth since
GDP rose 5.0% in 3Q14. The strong 3Q16 reading signaled
broadbased strength across the consumer, commercial and
industrial economy, with a few caveats.

Personal consumption expenditures advanced 2.8% in
3Q16. Consumer spending on non-durable goods declined;
but durable goods spending was up a healthy 3.4%, and
consumer spending on services grew 2.5%. On the housing
front, residential investment was weather-impacted but less
of a drag than earlier reported. Exports growth of 10.1%
more than offset a 2.1% gain in imports (which are subtrac-
tive to GDP).

Overall corporate spending on equipment decreased
4.8%, hurt by the transition toward cloud and away from
on-premises in technology spending. However, spending on
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non-residential structures increased 10.1%, reflecting early
recovery in energy infrastructure. Government spending re-
mains a modest drag, and at 15.7% of GDP in 3Q16 was well
below the historical 17.1% of total GDP.

Our outlook for GDP growth is in the 2.6% to 2.8%
range for 4Q16. We look for solid growth of 2%-4% for per-
sonal consumption expenditures and growing momentum in
corporate capital spending. Exports are expected to remain
positive; residential construction should bounce back from
weather impacts in the middle quarters of 2016; and govern-
ment spending is expected to be positive.

We look for a strong start to 2017 with GDP running in
the 2.8% range in the first half. As the Fed’s rate hikes begin
to bite, we look for growth to tail off in 3Q17 and 4Q17.

It goes without saying that much has changed since our
last all-client call, held two days after the presidential elec-
tion. The stock market environment has rallied strongly
though it has done so within the traditionally strong market
months of November and December. What has really changed
is the markets’ perception of where the economy is heading
and the trend in interest rates.

The shock to the bond market experienced immediately
after the election has metamorphosed in a gradual upward
trend in rates. With the FOMC now meeting and almost uni-
versally expected to hike short-term rates, the three-month
bill is at 0.5%. For the first time since early in 2016, interest
rates across the yield spectrum are higher now than they were
one year ago.

But what is most notable is how the yield curve is re-
gaining its former steepness. The month-over-month change
in interest rates is much more pronounced at the long end of
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the curve, where the 10-year and 30-year yields are each up
more than 50 bps in just the past month.

In November, we raised our rate outlook based on posi-
tive economic fundamentals and the anticipated effect of the
new Administration’s policies. These include two classic ele-
ments of fiscal stimulus, which are tax cuts and the Keynesian
approach of juicing the economy through government spend-
ing on infrastructure. Note on our chart that for the first time
all year, current rates are higher than year-ago rates, and our
six-month outlook is higher than current rates.

We still believe this federal reserve will enact rate hikes
cautiously so as not to stall the next phase of recovery before it
really gets started. That of course increases the risk that infla-
tion could get out of the bottle; once out, it is tough to get
inflation back into the bottle. This has now become a leading
risk going forward.

The third quarter marked a watershed for S&P 500 earn-
ings, which swung to positive on a year-over-year basis. 3Q16
EPS increased about 2.5% year-over-year, breaking a five-quar-
ter string of negative annual comparisons.

Argus then looks for 4Q16 EPS growth of about 10%
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 different than the first half
from an earnings perspective.

For 2017, we continue to look for EPS in the $134 range,
implying 12% growth in 2017 EPS. This reflects both easy
comparisons, particularly in 1H17, as well as acceleration based
on increased corporate spending on the promise of more
growth-oriented tax policy. Comparisons become tougher in
2H17, but we still look for strong 12% growth for the full year.

DOMESTIC AND GLOBAL MARKETS
We pointed out earlier that the change in interest rates has been
dramatic across the yield spectrum. Equally dramatic has been
the explosion in stock prices, along with some very notable
changes in sector preference and in style and size.

At the top of sector performance is a very unusual bar-
bell featuring leadership by the largest and smallest stocks.
The small-cap Russell 2000 is up over 20%. And among mega-
caps, the DJIA is up over 16%. The large-cap S&P 500 is far-
ing slightly better than the Nasdaq composite.

Not surprisingly, the Lehman U.S. aggregate bond index
has had a fall from grace. Its year-to-date gain was shaved from
5% to less than 2% in just one month. With rates heading higher,
this asset class may struggle in the near term.

Along with the change in index leadership, equally dra-
matic has been the change in sector leadership. The leading
sectors year-to-date are now energy, financial services, indus-
trials and materials. In fifth place is telecom services, a yield-
heavy sector but one also benefiting from rising data usage as
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smartphones crowd out all other phones.
Early in the year, we argued that utilities had built such

a commanding lead that they could not be toppled from the
top spot. Time to eat crow on that call. Utilities are now in
sixth place among sectors. Consumer Discretionary, which
at one time was almost 20% behind utilities, is now about 4
points behind. The worst sectors have been mainly defen-
sive, and include Staples, REITs, and Healthcare.

In our view, Healthcare has become hugely oversold
based on fears around the repealing and replacing of
Obamacare. For that reason, and given still strong earnings
prospects for many constituent companies, we upgraded the
Healthcare sector to recommended overweight.

A rallying market that has so strongly favored risk-on
sectors may find that the easiest bull path forward is sector
rotation. The search for value also impacts adjustments to
our sector weightings. After performing sector analysis via
our six-part process, we have adjusted sector allocations.
We have made the following change in recommended
weightings for the first quarter of 2017:

We have lowered our recommended weighting on In-
formation Technology to Market-Weight from Over-Weight.
EPS growth for Technology stocks has slowed amid transi-
tion from on-premises enterprise data center to “utility”
(cloud) computing. And sector market cap has become in-
creasingly concentrated in no-income, high beta internet
service companies at risk of correction.

We have raised our recommended weighting on
Healthcare to Over-Weight from Market-Weight, mainly as
a value play. Healthcare has underperformed in 2015-2016
on policy pressures, most recently around promises to re-
peal and replace ACA. As a result, Healthcare sector for-
ward P/Es are now in line with five-year average P/Es; two
years ago, forward P/Es were at a 25%-40% premium to
five-year average. Based on solid fundamentals, forecast
healthcare EPS growth on a two-year average basis is 500
basis points higher than our EPS growth forecast for the
broad market.

Not every oversold stock is a buy, however. We have
lowered our recommended weighting on Real Estate to Un-
der-Weight from Market-Weight. Real Estate faces twin pres-
sures from the rise in market rates of interest, which is caus-
ing high-yielding stocks to retreat in price while threatening
business momentum as mortgage rates rise.

The Trump rally has reached beyond our shores and is
positively impacting stocks on a worldwide basis. Of course,
there are reasons for global stocks to rise that have nothing
to do with the outcome of the U.S. election, including signs
of improving economic activity in Europe, Asia and the
emerging world.

Overall, the DJ World Index has moved to a 6% gain
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at present from less than a 1% gain one month ago. Several
mature-nation indexes have climbed out of negative territory,
although their gains for the year are not much. And on a simple
average basis, our global composite is up about 15% com-
pared with 10% last month.

The OPEC accord has cheered the resource nations, al-
though in past such accords have not been worth the paper
they are written on. Resource economies widened their lead
in 2016 over the past month by 800 basis points. Our resource-
nation basket is up 37%, led by Russia; Brazil and even Canada
are also outperforming.

The Americas composite (U.S., Mexico, Canada, and Bra-
zil) is similarly benefiting from resources exposure, with a 21%
gain for the year to date. Aided by Russia and Brazil, BRIC is
up about 20%, even though India and China are lagging.
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The average of “Mature” nation indexes has moved to an
8% gain, after being flat for the year just one month ago.

CONCLUSION
Both the technical (short-term) and strategic (intermediate-
term) outlooks remain bullish. But stocks run hot for only so
long. With investors still overly focused on purported Trump
policy beneficiaries, we would increasingly be looking for
bargains among out-of-favor sectors that are defensive and
provide higher-than-average yields.

Investing in out-of-favor sectors carries risks. But the
one truth in the stock market over the past two years is that
sector rotation is a persistent phenomenon – and that it still
makes sense to buy low and sell high.

Jim Kelleher, Director of Research,
John Eade, Argus President
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