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Solid Economic Signs Keep Fed on Path to June Rate Hike

As the earnings season recedes, it leaves behind a stock
market at new highs amid a sense of renewed confidence in
the business outlook for top U.S. companies. The wind-down
of earnings season also allows the market spotlight to swing
back to the always-heavy economic data calendar.

Perhaps because this was a seminal earnings quarter
— the best in over five years — important data releases
may have been overlooked. A review of data released across
May shows some erosion in consumer activity, which has
been the key driver of the domestic expansion for the past
several years; much of this erosion was centered in vehicle
unit sales. At the same time, the industrial economy appears
to be revving up.

These two diverging currents are captured in two data
points released in mid-May, both reflecting April activity
levels. On the consumer side of the economy, housing starts
unexpectedly declined in May. On the industrial side, in-
dustrial production in April rose the most in three years.

CONSUMER, INDUSTRIAL DIVERGENCE
TAKES SHAPE
The diverging paths for the consumer and industrial econo-
mies has been taking shape across 2017. After all, the per-
sonal consumption expenditures (PCE) number reported in
1Q17 GDP was a paltry 0.3%, the lowest level in more than
seven years. Within the PCE data, which captures 70% of
all domestic spending, was a 2.5% decline in consumer
spending on durable goods. First-quarter weakness in big-
ticket items like cars, pickups, and washing machines is
worrisome, because production of these items feeds many
ancillary industries and jobs.

Personal income and spending data for March released
early in May signaled that the weak PCE trend of 1Q17
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could begin to abate in the spring months. Personal consump-
tion (spending) remained subdued, coming in flat for the
month and missing economists’ forecast for a 0.2% gain; the
prior month was also downwardly revised to flat. As in 1Q17,
spending on services countered the weak trend in durable
goods; and autos again were the big drag. Personal income
was more encouraging, growing 0.2% despite a harsh mid-
month storm in the Eastern half of the country. Prior-month
personal income growth was unrevised at 0.3%.

Over on the industrial side, investors gave a subdued
cheer for the 54.8 reading in ISM’s manufacturing purchas-
ing managers index (PMI). While the April reading repre-
sented a 94th consecutive month of expansion in this diffu-
sion index, the manufacturing PMI dropped from 57.2 in
March and 57.7 in February. The April PMI was the weakest
since December 2016.

Some economists theorize that purchasing managers
are moving to the sideline as they survey prospects for the
president’s proposed fiscal stimulus policies. They may also
be looking abroad, as the lower euro has plainly charged the
EU economic zone. The ISM’s index of export orders climbed
to the highest level since November 2013. Customer inven-
tories also declined, signaling that production and end-de-
mand are aligned nicely.

While manufacturing was cooler than expected, the
services economy — four-time the size of the industrial
economy — heated up in April. Non-manufacturing PMI in-
creased to 57.5 in April from 55.5 in March. The gauge of
new service orders reached 63.2, its highest level since Au-
gust 2005. Although the index of service employment inched
lower, the overall measure of business activity spiked to 62.4,
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from 58.9 in March.
Construction spending slid 0.2% in March. However,

the devil is in the details of the March construction report.
Digging into the report, all weakness was concentrated in
nonresidential construction, which offset a healthy 1.2% gain
in residential construction. Additionally, March consumer
spending was coming off a 1.8% gain in the prior month,
which produced a record $1.22 trillion SAAR for February.

Returning to the factory floor, durable goods orders rose
0.7% in March. That was less than the robust 1.2% consen-
sus call, but healthy nonetheless; and it came behind a 2.3%
surge in February. Disaggregating the data further, capital
goods orders excluding aircraft & defense — the core indus-
trial economy — rose 0.5% in the month, after rising 0.1% in
the prior month. Consumer durable goods orders, no surprise,
were weighed down by autos.

While economists fret that the automotive sector is im-
pacting the broad consumer economy, the housing sector is
not fully immune to domestic spending fatigue. Pending home
sales for March declined 0.8%. Keep in mind that this dip
came off a 5.5% jump in the prior month — and the unad-
justed (no seasonal factors) pending home sales index rose
0.5% for March.

The improving industrial economy and rising wages
visible in the non-farm payrolls report have triggered infla-
tion fears, and the April PPI did nothing to allay those fears.
Producer prices climbed 0.5% in April, which on an all-items
basis represents the fastest pace since 2012. Wholesale infla-
tion is up 2.5% over the past 12 months. Backing out food
and energy, core PPI was up a still sturdy 0.4% for the month
and 1.9% for the trailing 12 months.

While the headline rise in PPI has to get the Fed’s at-
tention, the central bank is focused on consumer (not pro-
ducer price) inflation. The consumer price index rose 0.2%
in April. Excluding food and energy, core CPI was up 0.1%
month over month and up 1.9% over the past 12 months.

Retail sales continues to present a mixed picture, rising
0.4% in April but missing the 0.6% forecast gain. Spending
picked up in nine of 13 categories. Control retail sales (ex-
cluding food services, gasoline stations, auto dealers and
building materials) rose 0.2% in April, building on the 0.7%
gain in March. The renewed spending may have helped the
U of Michigan consumer sentiment survey climb to 97.7 in
mid-May, topping the 97.0 consensus.

ECONOMIC & MARKET COMMENTARY (CONT.)

As noted, a pair of data reports point to a potential
divergence between the industrial and consumer economies.
New home starts dropped 2.6% in April, to a 1.17 million
SAAR — the lowest seasonally adjusted annual rate since
November 2016. Suggesting this was not entirely a rogue
statistic, permits also decreased by 2.5% to a 1.23 million
SAAR.

Much of the weakness was concentrated in multi-fam-
ily starts; the larger single-family housing starts category
grew. Housing economists also pointed to the mild winter,
which may have pulled some construction activity forward
in March and even February. Nonetheless, the April data
suggest a weak start to the second quarter.

U.S. industrial production, by contrast, accelerated in
April by 1%, rising at its fastest pace in three years. Mining,
which includes oil & gas extraction, was the biggest con-
tributor, rising over 7%. Capacity utilization jumped 0.6
percentage point, to 76.7%. In recent years, capacity utili-
zation has had difficulty moving above 75%. The current
level is still below the key 80% level at which inflation con-
cerns intensify.

CONCLUSION
The automotive industry has been the chief question mark
amid the year-to-date surge in economic activity. Automo-
tive unit sales peaked in 2016, but have declined in all months
of 2017. Argus’ Chief Investment Strategist Peter Canelo,
however, notes that census bureau data reveals record spend-
ing in dollars on vehicles and parts, even across the first
third of 2017.

 Investors accustomed to looking at unit sales may be
focused on the wrong metric. New vehicles are packed with
more electronic content than ever, including ADAS (ad-
vanced driver assistance systems), ABS (anti-lock braking),
lane warning and automatic braking systems, infotainment,
WiFi, and a range of on-board computer functions spanning
fuel economy, emissions control, and other features. Vehicle
list prices are moving higher to reflect rising electronic con-
tent; and semiconductor makers now must be considered
among the leading auto-parts suppliers.

We think the data detailed above — a still healthy if
slightly less active consumer, quiescent but not dead infla-
tion, and an accelerating industrial economy — will keep
the Fed on track for a June rate hike.

Jim Kelleher,
Director of Research
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