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New Year Challenges & Opportunities:
Our Monthly Survey of the Economy, Interest Rates, and Markets

With January now well along, Washington is getting
ready for the Trump inauguration. Meanwhile, battle lines
are being drawn in the Senate and House as the new Ad-
ministration and GOP Congress ready a wave of activist
initiatives and seek to get cabinet appointees past Demo-
cratic opposition.

Quietly, stock market leadership has swung slightly
defensive in the new year, as formerly white hot sectors
retrace. This may be little more than normal profit-taking.
We expect year-long leadership to favor risk-on sectors along
with inflation hedges; this group would include financial
services, technology, industrials, materials and energy.

The pullback in consumer stocks may have some legs.
Any rally in high yield sectors such as utilities or telecom
could be quickly reversed by the next Fed hike. Our favor-
ite deep value sector is healthcare. Ironically, two years ago
healthcare was the most overvalued sector, as it rode the
crest of the Obamacare wave.

THE ECONOMY, INTEREST RATES, AND EARNINGS
Real gross domestic product rose at a 3.5% rate in 3Q16,
representing the best quarter-over-quarter real growth since
GDP rose 3.9% in 2Q15. The strong final 3Q16 reading,
which was an upgrade from the 3.2% preliminary report,
signaled broad-based strength across the consumer, com-
mercial and industrial economy.

Personal consumption expenditures advanced 3.0% in
3Q16, better than prior readings of 2.8% (preliminary) and
2.1% (advance). Consumer spending on non-durable goods
declined; but durable goods spending was up a huge 11.6%,
and consumer spending on services grew 2.7%. Residential
investment was weather-impacted quarter and declined
4.1%, although subsequent housing data showed a big re-
covery in October and November. Exports growth of 10.0%
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more than offset a 2.2% gain in imports (which are subtrac-
tive to GDP).

Overall corporate spending on equipment decreased
4.5%. But total spending on non-residential structures in-
creased 12%, reflecting early recovery in energy infrastruc-
ture. Government spending swung to positive in the final re-
vised 3Q16 GDP report, led by federal spending. But gov-
ernment spending in 3Q16 was below-trend at 15.7% of GDP,
compare with an 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 in the 2%-4% range
for personal consumption expenditures and growing momen-
tum 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
government 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.

All markets move in waves, and the bond market is not
exempt. Following the unexpected Republican victory in the
race for the White House, stocks raced higher and bond prices
tumbled. The 10-year Treasury yield had made its annual
low at 1.37% in July 2016; it was already on the rise by 11/4/
16, when many stocks were testing new lows. In that pre-
election week, the 10-year yield was at 1.78%, as most in-
vestors expected a December rate hike – and a win by the
Democratic candidate.

After the Trump win, the long yield shot higher, even-
tually peaking at 2.60% on 12/16/16. The markets have shown
a need to consolidate that gain, and the 10-year has now re-
traced to the 2.38% region – 22 basis points below peak levels.

(continued on next page)
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Where do bond yields go from here? We expect them
to move higher. The new Administration is still a week or
two away from taking office; all of the stock and bond move-
ment has been the result of the Twitter-sphere. At the same
time, we do not expect a quick and unequivocal reversal in
bond prices (down) and yields (up). The Fed has pledged an
increasingly restrictive monetary policy, at a time when the
new administration is looking to ramp up fiscal stimulus. The
healthcare economy, which is close to one-fifth of the total
economy, is also a wild card.

In short, lots can go right or wrong in the early days of
an activist administration. Prognosticators (Argus included)
have written the epitaph of the bond market multiple times,
only to see it bounce back. While our forecasts call for yields
to be above current levels six months from now, retracement
over the past month signals that investors are hedging their
bets on the fixed income market.

We have made some revisions in our earnings estimates
for 2016 and for 2017; we also have modeled preliminary
earnings for 2018. We now look for 2016 earnings for the
S&P 500 to reach $119.00, down slightly from our earlier
forecast of $119.75. Energy returns continued to impact our
overall earnings forecast. At the same time, Argus still ex-
pects 4Q16 EPS to increase more than 10% year-over-year
against a fairly easy 4Q15 comparison.

For 2017, we are now factoring in the stimulative ef-
fects of infrastructure investment and lower corporate taxes.
But we also expect a more prolonged overhang from energy
stocks; and earnings will be coming off a slightly lower 2016
base. Altogether, we forecast 2017 EPS of $134.00, down
slightly from $134.20. We now look for 12.6% growth in
2017 EPS, up from earlier projected growth of 12.1%.

Our preliminary outlook for 2018 is EPS growth of
7.5%; we had earlier modeled 6.0% growth. Assuming 2017
EPS comes in as modeled, that would put 2018 EPS around
$144.00. We expect the effects of infrastructure spending and
tax cuts to impact 2018 earnings more forcefully than earlier
envisioned.

DOMESTIC AND GLOBAL MARKETS
On average, our aggregate of major domestic indexes is up
1.6% year-to- date in 2017. Compared with one year ago,
stocks are in great shape. When we took our snapshot in mid-
January 2016, the indexes were down on average by 6%. They
had further to go, with most stocks hitting bottom somewhere
between the end of January and February 11, 2016 – the low
point for last year.

The major indexes all did well in 2016, and in Perils of
Pauline fashion, the gains all came at the last possible moment.
Stocks have carried some of that momentum into the new year.
The best performing index this year is the Wilshire large-cap
growth index. Last year’s winner, the Russell 2000, is currently
the weakest index year-to-date – but you could have said the same
thing early in November 2016.

ECONOMIC & MARKET COMMENTARY (CONT.)

The wholesale changes promised by the new adminis-
tration make the stock market outlook even more uncertain
this year. Barring some unforeseen event, stocks should have
earnings growth as wind in their sails, and that may be more
important than policy.

The winning sectors in 2016 were several wealth in
the ground sectors, including energy and materials; finan-
cial services, which made a tremendous late-year sprint; in-
dustrials, which paced the gains in commodity sectors; and
the odd man out, telecom services.

The new year has brought a rapid shift in leadership.
This year’s leaders include several of last year’s dogs, most
notably healthcare and consumer discretionary. Last year’s
big winner, telecom, is the only sector in the red. It is way
too soon to draw any conclusions from sector performance
to date.

It is still possible to profit from last year’s wide dis-
persion in sector returns. For example, the huge oversold in
healthcare been only partly reversed. The sector is still be-
ing hurt by fears around the repealing and replacing of
Obamacare. Given still strong earnings prospects for many
constituent companies, we upgraded the healthcare sector
to overweight.

As of year-end 2016, the market sector map had un-
dergone a few significant shifts, particularly in healthcare,
financial services, consumer discretionary and energy. Also
noteworthy was the addition of an eleventh sector during
2016. The real estate sector was broken out of Financial
Services. This had the effect of eliminating some of the high-
est-yielding stocks in the sector, and also some of the best
performers during the long ride down in interest rates over
the past decade.

High yields also mean interest rate risks, and the REIT
sector had an inauspicious beginning. The sector, at 2.9% of
the S&P 500, is 30 basis points smaller than it was a year
ago. But the sector did move up from 2.8% of the S&P 500
in the past month, as rates rolled back after heady gains in
November and early December.

Even more impressive has been the weight gain by
financial services, which is up 140 basis points year over
year. Interestingly, the sector continued to gain in late De-
cember even as rates were backing down, on the perception
that banks will finance the major infrastructure investments
coming down the pike.  Energy has made an equally signifi-
cant move year over year, rising to a 7.6% weighting from
6.5% a year earlier.

The biggest loser of course is healthcare, down to
13.6% of the market from 15.2% a year earlier. Consumer
discretionary dropped from just under 13% of the market to
12%. Consumer staples also downsized, to 9.4% of the market.

A year ago, most of the world’s major indexes were
negative, as the world coped with plunging oil prices and
unstable currencies. But much as in the U.S., the world’s
markets recovered in the second half. Last year’s winners
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ECONOMIC & MARKET COMMENTARY (CONT.)

were the resources economy, followed by BRIC; mature
economy markets were the worst performers.

Once again, it is too soon to form any conclusions. But
similar to U.S. indexes and sectors, some of last year’s win-
ners are subject to profit taking; and some of last year’s los-
ers. China is an early leader; but so too is Brazil. Overall, all
of our categories – commodity, BRIC, Americas, and mature
– are up between 1.4% and 1.8% year-to-date.

CONCLUSION
Along with taxes, trade, and immigration, the future of the
Affordable Care Act is one of several policy uncertainties that

lawmakers intend to address in a very compact time frame. In-
vestors too must remain attuned to the policy landscape.

But investors should also focus on positive develop-
ments that (in theory at least) supersede the maneuvering in
Washington. The economy is in solid shape, having recently
reported 3.5% GDP growth. Unemployment is at a decade
low, and wages are rising. Energy costs have risen, but gaso-
line prices are still well below peak levels. Mainly, earnings
are poised for their best annual growth in nearly two years.

We see further room for stocks to run. But we have
never been more mindful of the risk that inflation could arise
and snuff out this nine-year-old bull market.

Jim Kelleher,
Director of Research
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