THE MONTHLY RESEARCH CONFERENCE CALL
FED WATCH: BEHIND THE CURVE ON INFLATION

ARGUS

®

MODERATOR

Jim Kelleher, CFA
Director of Research

John M. Eade
Argus President

Peter Canelo
Chief Investment Strategist

Wednesday, July 11, 2018 • 11:00 a.m. ET
61 Broadway • NYC, N.Y. 10006 • Telephone: (212) 425-7500

A R G U S R E S E A R C H C O M P A NY

-1-

WHAT'S NEW AT ARGUS
JULY 2018

■ New to the Portfolio Selector-Focus List
•
•
•
•

Republic Services - waste hauler more insulated from tariffs
Advance Auto Parts - improving parts availability under new CEO
Laboratory Corp. of America - fast-growing healthcare R&D outsource partner
SunTrust Banks - accelerated capital return following Fed's CCAR

■ New to Coverage: new additions in healthcare coverage
•
•
•
•
•
•

Bio-Techne Corp. - assays & reagents
Emergent BioSolutions - vaccines & public health threats
Integer Holdings - medical device outsourcing
Ligand Pharmaceuticals - pharmaceutical R&D outsourcing
Wellcare Healthcare Plans - government managed care programs
Also: Alibaba, KeyCorp, Fifth Third

■ Argus Quick Notes: Recent Weeks
• 2Q Fallen Angels (MAN, SKX)
• 2018 CCAR Results (JPM, BAC)
• Company Quick Notes: STZ, WBA, GE

■ Argus Podcast

• 1H18 Market Performance
• 2H18 Asset Allocation, Outlook
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MARKET PERFORMANCE
DATA AS JUNE 29, 2018
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Fed Summary
Fed guidance: more tightening. In his statement after last week’s FOMC meeting, Fed Chair Powell
implied that four rate hikes this year are now likely, saying that “the US economy is in great shape.”
Curiously, rising inflation was virtually ignored, except to say that “inflation is close to target.”
Inflation is heading higher. Like the Yellen Fed, the FOMC under Powell seems rather non-committal
about inflation, saying only that ”core PCE inflation remains under 2%.” That is true, but various
measures of core consumer prices and headline PCE all have risen to 2% or higher and all stand at or
near cyclical highs. Wages of Production and Non-Supervisory workers as well as Total Compensation
have reached nine-year highs
The evidence increasingly supports the case for four rate hikes this year. The Atlanta Fed sees
real GDP rising to 4.6% in Q2. Annual job growth has picked up strongly since September. Key pipeline
inflation metrics have reached seven-year highs.
Quantitative tightening will
now move into high gear:
After the sale or runoff of
security holdings of just $11
billion/month from October
through March (less than the
$15 billion projected) the FOMC
is running short of the $30
billion/mo. planned sales thus
far in Q2. It now projects
security sales of $40 billion/mo.
in the summer quarter and $50
billion/mo. thereafter.
5
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Key Points
In this report:
ØKey inflation metrics meet or surpass the Fed’s 2% inflation target.
§ The implied inflation rate of 10-year TIPS (Inflation Protected Securities) remains over 2%.
§ Median and Core stand at or near cyclical highs; Core PCE Deflator nears a six-year high.
§ Wages of Production workers and total Employment Costs both rose to nine-year highs.
ØUS economic growth is picking up.
§The Atlanta Fed estimates real Consumer Spending of 3.6% and real GDP growth of 4.6% in the second
quarter.
§Payroll growth has accelerated since last September; broad jobless rates hit 17 & 18 year lows.
§The Fed’s Labor Market Conditions index has reached its highest level since Pres. Regan.
§Private Durable and Cap Goods Orders have surged at 25% and 35% rates in the last two years.

ØInterest-rate value indicators remain low; cycle peaks in rates typically exceed fair value.
§
§
§

The Federal Funds rate, now 1.75%-2.00%, will reach fair value by year end. But historically at
cycle highs, the rate has moved 1% to 2% above fair value. That would put the peak well over 3.5%.
10-year T-bond fair value is near 3.25% to 3.5%, but the upside target is usually 1% above fair value.
The 10-year vs. 3-Mo T-Bill “yield curve spread” does not point to slower economic growth. After
adjusting for long-term and short-term inflation, the yield curve spread has risen to 2%.

Ø The S&P 500, now near 2765, stands 5% above fair value of 2624 -- but bull markets historically
have peaked 14% to 18% above fair value. Today that would take the index up to between 2984 and
3089.
§ Moreover, we expect Normalized Operating Earnings to rise about 5%-10% in the next six-to-12
months, which would correspondingly lift our upside target for the S&P 500.
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Inflation Is Accelerating
Inflation is alive and well. Fed Chair Powell noted that inflation is “close to target,” which sounds like a
good thing. Yet, the rising trend of inflation is an increasingly important concern of all financial markets.
The debate about deflation in recent years, to quote Chair Yellen, looks more like the result of “transitory
factors.” Even though core inflation is not supposed to reflect such factors, all the core measures did so -- and all
major inflation benchmarks have snapped back smartly since crude oil made a bottom in June 2017.
ØThe Cleveland Fed’s Median CPI rose 2.65% in May to a cyclical high, up from 2.33% a year ago. The
index has accelerated to a 2.88% pace since the energy recovery commenced in July of last year.
ØThe Core CPI jumped to 2.21% from 1.74% a year ago,. standing just under the 2.3% high of 2016. Since
July 2017, Core CPI has risen at a 2.31% pace.
Ø The Core PCE Deflator rose 1.80% in May,
up from 1.48% a year
ago. It has risen at a
2.1% pace since
August of last year.
Ø The total PCE index
rose 1.97% in the past
year vs. 1.51% a year
ago. The PCE is considered the best overall
gauge of inflation, and
has risen at a 2.53%
pace since Aug. 2017.
7
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The Atlanta Fed Sees A Very Strong Q2
The raft of strong Durable & Capital Goods, ISM Manufacturing, Employment and Retail Spending
reports all have contributed to a very strong real GDP growth estimate for the second quarter. The
economic consensus also has been rising, albeit less rapidly.
Ø The Atlanta FR GDPNow model now projects real GDP growth of 4.8% for the second quarter. Their
estimate has been over 4% since late May.

Ø The GDPNow model
estimate for real Consumer
Spending rose from 3.4% to
3.6% after the Census Retail
Sales report.
Ø The Blue Chip consensus of
economists now projects
3.5% Q2 real GDP growth,
up from 3.2% before the
Durable Goods report in late
May.
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Quantitative Tightening Is About To Accelerate
The Federal Reserve has just started to reverse the unprecedented expansion of the Fed balance
sheet that commenced in October 2008. After a very slow start since last October, the FOMC intends
to quicken the pace of security sales and/or runoffs in the second half of this year, and into 2019-2023.

ØThe FOMC intends to increase the pace of monthly sales to $40 and $50 billion/month, in the
next two quarters. We think the balance sheet contraction will complicate the interest rate tightening that is
ongoing, and may have adverse or unexpected consequences on security and foreign-exchange markets.
ØThe Fed estimates that “balance-sheet normalization” could take three to six years.
§ It took six years to quintuple the Fed’s balance sheet. The explosive rise in Fed Credit started at $0.9
trillion in September 2008 and took the balance sheet to $4.5 trillion in December 2014.
§ Last September, the FRB/NY projected that “normalization” would continue to a “2020-23 target
size of $2.5-$3.0 trillion”— a target that only cuts the 2008-14 Fed credit expansion in half.
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The Funds Rate Approaches Fair Value
The FOMC is two rate hikes away from reaching the “fair” or justified level of the Fed Funds rate. With
the rate now at 1.75% to 2.00%, it should reach that level by year end. However, if annual GDP growth and
inflation were to rise in coming quarters, the justified Fed Funds level would be even higher.
The justified level of the Funds rate is dependent on real growth as well as the rate of inflation in GDP in the past
12 months, which stood at 2.85% and 1.92% in Q1.
ØThe “justified” level, now close to 2.5%, is not necessarily the same as the FOMC’s estimates of the
“neutral” level of interest rates, which ranges from 2.25% to 3.5%, and currently averages 2.9%.
Ø In tightening cycles
since 1980, the
Funds rate moved at
least 1% to 2% above
its justified level
before the onset of
economic recessions
(see lower panel).
Ø We expect the Funds
rate to reach 2.75%
to 3.00% around
mid-2019.
Ø The justified level is
likely to move higher
as inflation and real
GDP growth picks up
–the Atlanta Fed now
sees 4.6% real GDP
growth in the current
(second) quarter.
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US Bond Yields Are Still Too Low
The level of the 10-year Treasury bond is now close to 3%, and lies within reach of fair value -which we estimate to be around 3.5%. However, our upside target for the bond yield in this cycle is
considerably higher, reaching as high as 4.5% to 5%, or more, for several reasons:
ØLong-term five-year inflation will likely rise above the 1.37% level now on the PCE Deflator.
Ø Long-term economic
growth is likely to rise
above the 2.33% rate of
change in real GDP in
the past five years.
Real growth rose to
2.85% in the past four
quarters, and we think
changes in fiscal policy
will further boost growth
and investment.
Ø In virtually every
interest-rate cycle, the
bond yield has exceeded “fair value” by one
percent or more.
Ø In every cycle since
1961, the T-Bond has
exceeded fair value by
1% to 3% before the
onset of recession.
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The S&P Can Still Rise 10% This Year
The 15% rise in the S&P 500 in the past 12 months owes entirely to the surge in corporate
earnings. In the past year, the P/E on a normalized, centered 5-year average of earnings has fallen
from 19.5-times to 18.5-times NOEPS. But real GDP growth picked up from 2% to 2.85% and tax
reform is expected to boost S&P earnings from 12% last year to 22% in 2018 and 11% next year.
Our “Fisher” inflation-driven valuation model is based on Normalized Earnings (NOEPS) of $142.19,
discounted primarily by the 5-year PCE inflation of 1.37%. A rise in real interest rates, resulting from stronger
growth, actually support the market multiple. But rate rises due to higher inflation depress the market P/E.
Ø Market peaks since 1960
occurred with the market
well above fair value.
§ Overvaluation at peaks has
averaged 21.7% and ranged
from 8%-37% in 1972 and
53% in 2000. Ex ‘72 & 2000,
the avg. peak overvaluation is
15.2%.
Ø The S&P 500 could reach
14% to 18% overvaluation:
§ Fair value, now at 2625,
rises to 2750 and 2900 in
6-12 mos. as NOEPS rise.
§ The S&P rises to 3135, and
3245, at 14%-18% above fair
value in six mos.
12
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The TIPS Spread Points To Higher Inflation
The implied inflation rate of five- and ten-year Treasury Inflation Protected Securities has reached a 3.5year high. The TIPS inflation rate dropped from mid-2014 through mid-2016, a period when US
manufacturing growth stalled as the US dollar soared almost 25%. But the decline of the greenback
since early last year, and the rebound in US manufacturing, have taken the TIPS inflation rates back to
early 2014 levels.
ØAs the 5- and 10-year bond yields moved back up, demand for 5- and 10-year TIPS has been even
stronger, a sign of concern about future inflation. The widening spread between bond and TIPS yields
translate into higher implied inflation rates.
§The 5-year TIPS implied inflation rate is now 2.09%, up from 1.77% 12-months ago.
§The 10-year TIPS inflation rate is now 2.13%, up from 1.89% a year ago. The 10-year TIPS inflation rate
has been over 2% all year.
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Wages, Employment Costs Hit Cyclical High
Slow wage growth clearly played a
part in the delay of monetary policy
tightening during the Yellen years, but
recent trends suggest the slack in the
US economy is being used up:
Ø Wages of private Production
workers rose to a cyclical high of
2.75% in the year ending in May,
and 2.74% in June, up from 2.33% a
year ago.
Ø Wages of all Non-Farm Payrolls hit
2.73% in May, just off the 2.8%
cyclical highs seen late last year.
Ø Total Employment costs rose
2.71% in the first quarter, the
highest annual rise since 3Q 2008.
Growth of Employment Costs, which
include wages plus benefits, has
risen sharply since early 2016.
Ø The downtrend of initial unemployment claims confirms that the
job market is healthy. At 223K,
initial claims in June fell to a 44-year
low.
14
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Employment Growth Turns Back Up
The trend in private employment stabilized last year and has commenced a steady recovery since last
September. We think annual changes are a more reliable way to look at employment trends in recent years.
Monthly job changes have been unusually volatile since late 2016 due to adverse weather patterns around the
year-end periods and the difficulty of adjusting for seasonal variations.
Ø The 2014-2016 growth recession is over. Private real GDP (ex government) has grown at a very
respectable 2.8% rate in the past two years. Before that, the slump in US manufacturing brought on by
the surge in the US dollar depressed real GDP growth from late 2014 through early 2016, with private real
GDP inching up at just 1.3% in the last four quarters of that period.
Ø The 2015-2016 slowdown in private employment is over. Private Nonfarm payrolls stabilized around
180K/month in 2017 and advanced from 166K in September 2017 to 196K/month in June of this year.
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Strongest Labor Market Since Reagan
US Labor Market Conditions (LMC) have risen to levels not seen since 1984, following the Reagan tax
cuts. Current levels, if sustained, typically have led to strong employment growth in subsequent years.
The LMC index, now compiled by the FR Bank of Kansas City, is based on 24 labor market indicators. It hit a 30year high at the end of 2014, only to be reversed by the negative impact of the 25% surge in the US dollar. But
the downturn of the dollar since 2017 and the prospect of lower tax rates combined to lift the LMC index back to
levels not seen since 1984, after the Economic Recovery Tax Acts (ERTA) of 1981 and 1982 and followed by the
Tax Reform Act of 1986. What ensued was the second-strongest 3-year period of job growth in over 50 years.
ØThe Reagan ERTA reforms generated 4% private NF Payroll growth in 1983-85. That was second only to
4.9% job growth in 1975-78 after the1975 Ford tax program which included tax rebates, accelerated
depreciations and made permanent the lower Kennedy/Johnson tax rates passed in the 1960s.
Ø The Kennedy and Clinton
stimulus programs also
featured tax cuts,
investment incentives
and some deregulation.
After the JFK 1963 tax
program, private payrolls
surged 4% per annum in
1964-1966. The Clinton
programs included lower
cap-gains taxes. Payrolls
grew 2.9% in 1994-96.
16
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Strongest Leading Indicators Since 2010
The strength of the Fed’s Labor Market Conditions Index is strongly confirmed by the Conference
Board’s Leading Economic Indicators (CB-LEI), which we think points to stronger economic growth
ahead. The semi-annual momentum of the LEI rose to just under 8% in February and March, the
strongest reading since the initial recovery from the 2007-09 recession.
ØThe sharp upward reversal in the CB–LEI owes largely to the correction in the US dollar -- which
plunged almost 13% from early last year through late January of this year, before it recovered by 3.7%.
ØIn fact, the sharp falloff in the Leading Indicators from mid-2014 through early 2016 also owes to the
explosive 25% rise in the US dollar. The Fed’s MTP US dollar index bottomed in June 2014, and then
soared 25%, making a double peak in Feb. 2016 and Jan. 2017.
ØAs the US dollar soared, GDP stalled and manufacturing slumped from late 2014 through early 2016.
Real GDP grew just 1.3% from 2Q15 through 1Q16 and ISM manufacturing fell below 50 in 2015.
Ø The 2014-16 growth
recession was unusual
in this important aspect:
It was caused by the
surge of the US dollar, not
by the FOMC lifting the
Federal Funds rate (which
it did only once and by
just a quarter point in
Dec. 2015).
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Don’t Worry About The Yield Curve
Does the yield curve really point to a slowdown? The nominal, current-dollar spread between the 10year bond yield and short-term interest rates (the so called “yield-curve spread”) has been closing
steadily since 2014, and now stands at a 10-year low. But the “real” yield curve has been rising!
ØThe very low levels of real interest rates do not point to recession or slower growth ahead. The real,
inflation-adjusted level of bond yields stands at historically low levels versus five-year inflation, and the real level
of short-term rates sits under zero versus one-year inflation. In fact, we think higher short-term rates could boost
growth by increasing the earnings of fixed-income investors.
ØIn real terms, the yield curve spread has been rising, not falling! Adjusting bond and short-term yields for
long- and short-term inflation on the PCE (consumer) deflator, the real yield-curve spread has been rising since
early 2015. The falling real-yield spread did anticipate the growth slowdown of 2015-16. But now at 2%, the
rising real spread points to stronger growth ahead.
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Consumer Spending Strong Despite Bad Weather
Retail sales surged at a very strong 5.6% year/year growth rate in the fourth quarter of last year. After
that, many consumer analysts expected slower growth in the new year, especially after adverse weather
in January/February and April. SpendTrend Same Store Sales for all industries did slow somewhat in
February and April, but not much. The Census comprehensive Retail Sales tally did start the year slowly,
but then advanced at a surprisingly strong pace in the past four months. Resilient consumer spending
kept Q1 real GDP at a respectable 2.3% pace, and the impressive surge in sales in the past two months
should boost second-quarter real GDP above the consensus 3.2% growth, perhaps to 4% or more.
ØSpendTrend Same Store Sales surged 6% year/year in May after slowing to a moderate 3.6% in April.
ØRetail Sales from Census also rose a sharp 5.9% in May after a surprisingly strong 4.8% rise in April.
ØStrong Core/Control Retail Sales in May should raise Q2 Personal Consumer Spending growth over Q1.

19
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Retail Sales Jump 0.8% in May
Total Retail Sales from the Census Bureau jumped 0.8% in May, the best gain in eight months. April was
revised up 0.1%, but even more impressive were 0.2% and 0.3% upward revisions in Core and Control
Sales. Since these sales are the basis for Personal Consumer Spending, the second quarter should
easily outpace the 4.4% current dollar growth in PCE in the first quarter.
ØCore and Control sales (ex. Auto, Gas & Building related) rose at a strong 0.6% and 0.5% in May.
ØGAFO Chain Store Sales, rose a strong 0.7% in May. The 4.3% year/year rise is the strongest in over six
years and caps a year-long recovery from just 0.2% in the beleaguered general merchandise sector.
ØGas and Building related jumped over 2% in May. Autos & Parts rose 0.5%.
May	
  2018	
  Retail	
  Sales	
  Detail
Kind of Business

2018
2017
May
Apr. Mar. May
Apr.

May
Apr.
%-Chg %-Chg

Retail & food services,
502.0
497.9 ##
474.2
475.1
0.8
Retail Only (excl. food services)
443.1
439.7 ##
418.1
419.1
0.8
Food services & drinking places …
58.9
58.1 ##
56.1
56.1
1.3
Total (excl. motor vehicle & parts) …
399.3
395.8 ##
375.5
377.1
0.9
Total Retail Sales Ex Gas
459.0
455.7 ##
437.7
437.5
0.7
Core Retail (Ex Auto/Bldg/Gas)
331.4
329.4 ##
315.5
315.8
0.6
Control (Core Ex Food Services)
272.5
271.2 ##
259.5
259.7
0.5
GAFO (chain, dept. stores)
110.1
109.3 ##
105.5
106.5
0.7
Furniture & home furn. stores ……
10.10
10.35 ##
9.8
9.6
-2.4
Electronics & appliance stores ……
8.3
8.2 8.2
8.1
8.3
0.2
Clothing & clothing accessories
22.9
22.6 ##
21.6
21.7
1.3
Sporting goods, hobby, musical
6.9
7.0 7.0
7.0
7.0
-1.1
General merchandise stores……….
59.5
58.8 ##
56.7
57.5
1.2
Miscellaneous store retailers ……..
11.1
10.8 ##
10.3
10.5
2.7
Motor vehicle & parts dealers …….
102.6
102.1 ##
98.7
98.0
0.5
Gasoline stations ……………………
43.0
42.1 ##
36.5
37.7
2.0
Building material & garden eq. &
32.5
31.8 ##
30.9
31.2
2.4
Health & personal care stores …….
28.5
28.4 ##
27.7
27.6
0.5
Food & beverage stores…………….
61.8
61.8 ##
59.6
59.5
0.0
Nonstore retailers (internet)
55.8
55.8 ##
51.2
50.5
0.1
* GAFO are chain/department stores including G eneral Merchandise, A pparel & Accessories, F urniture &
Source: www.census.gov/retail/ , US Census Bureau, Dept. of Commerce

Yr/Yr % Change
May
Apr.

0.4
5.9
0.4
6.0
-0.3
5.1
0.4
6.4
0.3
4.9
0.4
5.0
0.6
5.0
0.4
4.3
2.7
3.5
0.6
1.9
1.2
5.9
-0.2
-0.7
-0.3
5.0
-0.3
7.5
0.2
4.0
1.0
17.7
-0.8
5.2
0.5
2.9
0.5
3.6
1.5
9.1
Apps. and O ther.
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4.8
4.9
3.7
4.9
4.2
4.3
4.4
2.7
7.4
-0.1
4.3
-0.4
2.2
2.8
4.2
11.7
1.8
2.9
3.8
10.5
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Rising Orders Will Boost Capital Spending
Despite the generally negative outlook for capital spending in this cycle, we think a surprisingly strong
expansion in Cap Goods orders began two years ago. To be sure, the capital goods proxy (orders for
Non-Defense Cap Goods Ex Aircraft) has been essentially flat for most of this cycle. But that ignores the
fact that Cap Goods orders were very strong in the first three years of the expansion and that orders
were depressed by the US dollar-driven manufacturing slump in 2014-2016. We note the following:
ØNon-defense Durable and Cap Goods orders surged at 28% and 37% CAGRs in the past two years.
ØThe exclusion of aircraft from Cap Goods proxy makes sense when aircraft orders are occasional or
extraordinary as in 2014, but not when they occur repeatedly. In the past two years, for example, aircraft
orders have grown at a stunning 128% annual rate. Excluding them shrinks growth in Non-Defense Cap Goods
orders from 37% to just a 26% annual rate in the Cap Goods proxy since mid-2016.
Ø Tax reform favors longterm capital spending in
two important ways:
§ A lower corporate tax
rate reduces the
hurdle rate for any
investment, especially
long-term capital.
§ Accelerated depreciation also increases
the after-tax return on
investment of any
long-lived asset.
21
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Growth Picks Up Here, Slows Abroad
The ISM US Manufacturing PMI hit a
cyclical high in February, while the
slower-moving US PMI of Markit
Economics has reached a three-year high.
Both have risen on the strength of New
Orders. In conjunction with lower
corporate tax rates, the higher demand
indicated by the PMIs should lift capital
spending and employment.
ØISM Manufacturing hit 60.8 in Q1, a
seven-year high, and remains at a strong
58.5. The Markit Index hit a 3.5-year high in
April. Both augur further gains in production
and employment.

Based on the Markit Economics PMIs,
growth in Europe is down from cyclical
highs late last year, but remains strong.
Ø The Euro Zone Manuf. PMI hit an alltime high around year end. Irregular
weather, supply constraints & political
factors dampened the index. But at
55.5 in May, it remains very strong.
Ø The US Markit PMI hit a strong 56.4,
its highest level since Sept. 2014.
Ø The UK slipped to 54.4, still a good
growth reading.
22
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INVESTMENT THEMES FOR 2H

■ RISING RATES: COF, CME, MET, USB, OKE, VLO, NBL, EOG
■ IT MOMENTUM: ADI, AAPL, ANET, CRM, CSCO, FB, NVDA, MSFT, TXN
■ CONFIDENT CONSUMER: AMZN, DIS, DRI, HD, HLT, MA, TSLA, WEN
■ MIN-VOL: CMCSA, EL, SYY, JNJ, LLY, MDT, DE, FDX, WM, PSA, T
■ INTERNATIONAL DIVIDENDS: RDS.A, BP, BHP, RIO, SNY, GSK, NOV, VOD
■ DIVIDEND GROWERS: VFC, STZ, EL, ABBV, AMGN, DHR, UNH, BA, ITW
■ INNOVATION: ADBE, IQV, TMO, TSLA, ROP, RTN, NEE, MCO
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DISCLAIMER

The Argus trademark, service mark and logo are the intellectual property of The Argus Research Group, Inc. Investing
in any security or investment strategy discussed in this presentation may not be suitable for you and it is recommended
that you consult an independent investment advisor. Investments involve risk and an investor may incur either profits or
losses. Past performance should not be taken as an indication or guarantee of future performance. Argus officers,
employees, agents and/or affiliates may have positions in funds or stocks discussed in this presentation. The opinions
and information contained herein have been obtained or derived from sources believed to be reliable, but Argus makes
no representation as to their timeliness, accuracy or completeness or for their fitness for any particular purpose. Argus
shall accept no liability for any loss arising from the use of this presentation or the materials contained in this presentation.
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