THE MONTHLY RESEARCH CONFERENCE CALL
ARGUS INVESTMENT STRATEGY:
THE YEAR AHEAD

MODERATORS

Jim Kelleher, CFA
Director of Research

John M. Eade
Argus President

Peter Canelo

Chief Investment Strategist

Wednesday, January 9, 2019
11:00 a.m. ET
61 Broadway • NYC, N.Y. 10006
Telephone: (212) 425-7500

ARGUS RESEARCH COMPANY

-1-

WHAT’S NEW AT ARGUS
JANUARY 2019

■ Top Investment Themes for 2019
•
•
•
•
•

Investment strategy reflects broad inputs
Individual stock performance can be impacted by investment themes
Mature Themes include Dividend Growth, Med-Tech, Innovation
New Themes include Min-Vol, Cautious Consumer, Infrastructure
Ten themes available as report & as podcasts on Argus site.

■ Looking Back at 2018
•
•
•
•

In 2018, began offering research-based SMAs in multiple strategies
Added new theme portfolios: Insider, ESG, International dividend, etc.
Launched new ETF tab and tools on our website
Grew company coverage universe by 10%

■ New names added to Portfolio Selector-Focus List
•
•
•
•

Starbucks - growing comps as it moves past competitive headwinds
Northrop Grumman - moving beyond DoD reliance with electronics, cybersecurity
Walmart - benefiting from employment & wage growth among core customers
AstraZeneca - launching new products and entering new categories
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MARKET SECTOR DISTRIBUTION - PERCENT OF S&P 500
Sectors in Green are Recommended Overweight; Blue are Marketweight; Red are Underweight
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MARKET PERFORMANCE
DATA AS DECEMBER 31, 2018
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Investment Summary
A better year ahead. Earnings soared over 20% in 2018, but stocks fell 6%. In 2019, earnings growth

should slow—but the level of earnings should not peak, and stocks could rise 15% or more.
This year should bring greater clarity and some resolution of important issues: Trade tensions should
lessen as growth stalls in the Chinese economy; the U.S. economy should strengthen after a slow start;
and the Federal Reserve should moderate the pace of interest-rate and balance-sheet tightening.
Significant risks will remain, particularly on immigration, the prospect of a trillion dollar budget deficit,
and “growth recessions” in one or two Euro Zone countries. And, of course, Fed policy will remain a
wildcard: We expect two Fund rate hikes this year, but if monetary policy proves to be truly data
dependent—and we think it will—we could see renewed concerns about more tightening later in the year.
Financial markets should reverse course, making up and eventually surpassing the corrections of
the fourth quarter. The S&P 500, now 11% below fair value, should return to fair value, and go higher as
earnings rise. Chinese stocks, the worst major market last year, should rank among the better. Emerging
Markets, which bottomed in October, should continue to do well this year. However, bond yields are also
likely to turn around and revisit 2018 highs. But along with stocks, high-yield U.S. corporates should
outperform government and quality corporates if/as it becomes clear there will be no recession in 2019.

Ø Fed policy outlook: A slower pace of tightening
§ We see two Fed Funds rate hikes in 2019, but a third is still possible later in the year.
§ The pace of balance-sheet normalization already slowed in Q4. We think the FOMC will keep
the pace at the low end of their range. However, that implies the Fed will not meet their balancesheet target until 2022.
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Investment Summary

(continued)

Ø Economic assumptions: Slower growth in early 2019, but no recession immediately ahead.
§ Employment remains strong. The fourth-quarter saw the best job creation in three years.
§ Consumer spending will grow steadily, led by vigorous growth in internet sales. Census
retail sales comparisons remain near a cyclical high.
§ Home sales will stabilize. Starts and Permits already have turned up. Affordability remains high.
§ ISM New Orders will bounce back from the December plunge. Markit Economics still sees
“solid improvement in the health of U.S. Manufacturing.”

Ø Higher inflation remains a risk, despite temporary lull caused by lower oil prices.
§ The broadest U.S. inflation indexes now stand at six-year highs. The GDP deflator rose 2.5%
in the past four quarters.
§ Wages and Employment costs stand at cyclical highs. Wages of Production workers rose
3.2% last year.

Ø Valuations and bond & stock targets.
§ We expect bond yields to reach fair value this year, putting 10-year yields back at 3.25%.
§ We see stocks rising to fair value and higher, lifting the S&P 500 to at least 2900.
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The ‘Neutral” Funds Rate Is Now 3%
The FOMC is at least two rate hikes away from reaching our 2.98% estimate of fair value on the Fed Funds
rate. With the rate now at 2.40%, within a range of 2.25% to 2.50%, it would require at least two hikes to
reach fair value. But that value could change depending upon changes in GDP growth and/or inflation.
Ø Our justified Funds rate currently depends on real GDP growth and inflation of 3.18% and 2.30% in the
past four quarters. Our estimate of fair value is similar, but 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 now 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% in the
second half of 2019.
Ø The justified Funds
rate could move
lower if annual GDP
growth slows–the
Atlanta Fed now sees
2.7% real GDP
growth in the fourth
quarter of 2018.
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Job Growth Remains Very Strong
The Government’s Non-Farm Payroll survey showed a huge 312 thousand jobs/month in December,
along with substantial revisions in previous months. The ADP Employment survey showed “only” a 271
thousand job gain in December, but was much stronger throughout the fourth quarter. The very strong
Government employment gains were estimated at mid-month, so that the partial Federal Government
shutdown did not affect the results.
Ø BLS reported that Private Non-Farm Payrolls grew an average of 254 thousand/month in the fourth
quarter. The volatile survey showed average gains of 209k and 174k in Q2 and Q3. The survey showed a
strong average gain of 219.8k jobs/month in 2018, up from 182.3k in 2017.
Ø ADP reported employment growth of 222k/month in the December quarter. That was a steady
improvement from 182k and 194k jobs/month in Q2 and Q3. ADP job growth averaged 206.2k/month in the
past 12 months.
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Retail Sales Confirm Consumer Strength
Despite the volatility in financial markets, we expect consumer spending to beat expectations in
the fourth quarter. Trends in holiday shopping continue to change: brick-and-mortar sales were
weak, but web sales continue to take market share. Even so, the Census Bureau tally of retail
sales, which includes both, was very strong through November. We expect the strongest Core
retail sales in the fourth quarter since 2014.
Ø Core retail sales, which do not include Autos, Gas and Building-related, rose 0.7% and 0.6% in
October and November. Year on year, they were up a very strong 5% and 4.6%.
Ø Non-Store (internet) sales soared 11.4% in the quarter ending in November. Web sales appear to be on
track to post the strongest year-on-year fourth-quarter gain in this cycle.

Ø The Atlanta Federal Reserve Bank estimates that real consumer spending will rise a robust
3.7% in the fourth quarter.
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Home Sales Down, But Still Affordable
Home sales have trended lower most of
this year. Existing Home sales have fallen
4% through November after picking up
1% since September. But New Home
sales have tumbled over 14% through
October. Availability, tax changes and
adverse weather, including hurricanes,
have hurt sales. Affordability is probably
less of a factor, except on the West Coast.
Ø Nationwide affordability is still high,
with income at 146.9% of expenses, as
estimated by the Natl. Ass. of Realtors.
Ø Affordability in the Northwest,
Midwest and South is still very high at
154.9%, 185% and 151.6%.

Ø Affordability on the West coast is
barely positive at 105.3% of
expenses and stand 6.7% above
the mid-year low.
Nationwide rising incomes and some
slowing in rising home prices has
raised affordability 6% since June.
Ø Housing Starts rose 3.2% in
November and stand 6.7% above
their mid-year low.
Ø Building Permits jumped 5% in
November and have risen 6.3% in
the past three months.
10
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ISM Orders Hit Manufacturing
ISM Manufacturing dropped sharply in
December as New Orders tumbled 11%.
Employment, Production and Price gains
slowed. Supplier Deliveries fell/quickened
as Inventories fell.
Ø ISM New Orders saw the biggest drop
since Oct. 2008, but a recession is not
likely. In late 2008, the economy already
was slowing and New Orders already
were negative. At that time, all the components quoted above were under 50—i.e.,
falling. Today all are rising, albeit more
slowly than in recent months.
Ø Markit Economics was less negative.
Their comment: “The data indicated a
slower, albeit still-solid improvement in
the health of the U.S. manufacturing
sector.”
Ø Did trade frictions with China and the
EU contribute to the ISM Order
collapse? Certainly, some companies
may have double ordered before in
advance of higher tariffs in January.
Most important: ISM New Export Orders
rose in December.
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Mixed Trends In Growth Abroad
Growth in the UK and Europe began to slow
well before it did in the U.S. Brexit has been
an ongoing concern in the EU since mid2016. The UK has done better recently, but
the Euro Zone continues to slow.
Ø UK manufacturing has turned up from
51 to 54 in the past two months as the
separation deadline approaches and the
extensive uncertainty draws to a close.
Ø The Euro Zone continues to fall, hitting
51.4 in December. Brexit and terrorism
have spawned nationalism in much of
northern Europe. The French Services PMI
tumbled 5.5% in December. Italy’s financial
status remains highly uncertain.

PMIs for EM’s have done well in 4Q18,
despite the deterioration in China. The
BRICs (Brazil, Russia, India & China)
also have been among the bestperforming stock groups.
Ø The EM Manuf. PMI made a low in
September when China appeared to be
stabilizing.
Ø China’s Manuf. PMIs (both official
and Caixin) finally turned down in
December. The drop is small, but New
Export Orders have fallen a big 3.2%
since July (to 46.6 in December).
12
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Business Orders Bode Well For Future CapEx
The dollar-driven slump in Durable and Capital Goods Orders ended after the U.S. election, with
deregulation and tax reform igniting the best order growth since the first year of the recovery. That
strength continued in the past year, even though the USD rose moderately. In GDP, only shipments, not
orders, count as capital expenditures. But the recovery of orders likely ensures stronger capital
spending in coming years.
Ø Orders for Durable Goods Ex Transport have recovered sharply in the past two years, reaching their
highest level since 2Q08. Orders have grown at a 6% annual rate since mid-2016 and have risen 5% in the
past year.
Ø Orders for Capital Goods Ex Aircraft also stand at cyclical highs. The Cap Goods proxy has grown at a
7.8% annual rate since 2Q16. In the past year, Orders have risen 8.7% -- which portends a higher level of
shipments in 2019-20.
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Inflation Continues To Trend Higher
The broadest measures of U.S. inflation pushed over 2% in 2018, extending the rising trend in
inflation that commenced about three years ago. With measures of economic slack (like
unemployment) at historically low levels, we expect the rising trend to continue. Along with
strong employment, higher inflation should keep pressure on the Fed to raise rates in 2019.
Ø The GDP deflator reached 2.5% in the year ending in the second quarter, a cyclical high and the
fastest rate of inflation since 2007.
Ø The Consumer Deflator rose 2.2% through the September quarter, its fastest annual rise since
early 2012.
Ø The rise of the PCE deflator also has been upgraded by about a half of one percent. The Fed’s
favorite inflation gauge was rising at a 1.76% rate. Revised data now puts the rise in consumer prices
at 2.16%, the highest rate of inflation in the PCE deflator since early 2012.
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Wages, Employment Costs Hit Cyclical High
The rise of wages for all workers, and
especially for Production workers, has
accelerated sharply in the past year, as
employers are forced to pay up to keep
or find workers.
Ø Wages of all Non-Farm Payrolls
reached 3.05% in the year ending in
November. This is the highest jump
in wages since April 2009.
Ø Wages of Production & Non-Supervisory workers rose 3.24% in the
past year, matching the biggest gain
for production workers since 2013.
Total Employment Costs, including
wages and other benefits, have risen
steadily since mid-2017.
Ø Employment costs for all Private
Industry Workers hit 3.00% in the
third quarter, the highest fourquarter growth since 2Q08.
Ø Employment costs for all Civilian
Workers, including government,
rose to 2.83% in Q3, the highest
rise in Civilian wages since 3Q08.
15
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The Atlanta Fed Sees A Slower Q4
The Atlanta FR GDPNow model projects that real GDP growth in the fourth quarter slowed to 2.6%. That
would be down from 4.2% and 3.5%. The Q4 estimate of the Blue Chip Consensus of economists has
risen to 2.6%. Neither of these estimates include the very strong December employment report.
Ø The Atlanta FR GDPNow model now
projects real GDP growth of 2.6% for
the fourth quarter. Their estimate fell
from 3% after the update of thirdquarter GDP and Personal Income, but
slipped by just a tenth after the
December ISM (PMI) report.
Ø The Blue Chip consensus is looking
for 2.6% growth for Q4. Compiled in
late December, the next estimate will
likely slip back a bit.
Ø The GDPNow model estimates that
real Consumer Spending rose 3.6%
in the fourth quarter. The strong
November Retail sales report released
on 12/14 prompted the Atlanta FR to
sharply raise estimates for both GDP
and PCE. Those estimates fell after the
Nov. Personal income report, but both
GDP and PCE stood higher than they
did before the Retail Sales report.
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Quantitative Tightening Does Affect Liquidity
Quantitative easing did impact financial-market and banking-system liquidity. It is reasonable to
assume that the opposite (quantitative tightening) will have an opposite impact on liquidity.
Ø The Federal Reserve embarked on quantitative easing to complement its low interest-rate policy after
the 2008-09 financial crisis. It had had a direct impact on monetary policy (by raising prices) and lowered
yields of bonds and mortgages purchased by the FOMC. The effect of QE was to explode the banking
systems holding of excess reserves by up to $2.5 trillion by early 2014. But economists are not in agreement
about the overall impact of QE, since excess reserves are not directly lent out to borrowers. The quantity of
excess reserves remains huge and could pose an unintended risk to inflation or interest rates.
Ø We think the financial market impact of QE and QT is more clearly visible in the swings of the
“required” monetary base.

The required base excludes
excess reserves, and it has
grown between 6% and 11%
since 2011. At times, it has
slowed during QE (in 201213 and in 2015-16). This
unintended tightening pushed
the U.S. dollar higher, leading
to corrections in stock prices.
Ø Since QT began, the
available money base has
tightened again, contributing
to the rise of the USD and the
2018 corrections in stocks.
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U.S. Bond Yields Are Still Too Low
The level of the 10-year Treasury bond now stands at 2.65%, and lies within reach of fair value
(which we estimate to be around 3.25%). However, our upside target for the bond yield in this
cycle is considerably higher -- rising to 4.25%, or higher, for several reasons:
Ø Long-term five-year inflation will likely rise above the current 1.35% level on the PCE Deflator.
Ø The real bond yield is too low. At 2.65%, the 10-year rate is just 1.30% above long-term inflation.
Historically, the real rate has averaged about between 2.75% and 3%.
Ø In virtually every interest-rate
cycle, the bond yield has
exceeded “fair value” by one
percent or more.
Ø Long-term economic growth
is likely to remain above the
2.45% rate of change in real
GDP of the past five years.
Real growth rose to 3.18% in
the past four quarters, up from
2.47% a year ago. We think
real growth will slow in 2019,
but it is likely to remain above
the long-term growth rate.
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 500 is 11% Undervalued
S&P 500 earnings rose almost 22% last year, by our estimate, yet the index fell 6.2% in 2018. Even
though most investors now see somewhat slower growth in earnings next year, the P/E on
forward earnings has fallen sharply in the past three months. Based on our valuation model, the
S&P 500 has moved from a moderate overvaluation to undervaluation, and could rise 15% in 2019.
Ø We estimate the S&P 500 is about 11% undervalued at 2525. At the September high, the index stood 6%
above fair value; three months later, at the Christmas Eve low, it fell to 16% below fair value. These estimates
are based on normalized earnings (a partially centered five-year average of operating earnings -- currently
estimated to be $150.91).
Ø We think the S&P can easily
reach fair value in 2019. That
implies a market rise of 11%.
Moreover, normalized earnings
could grow close to 10% this year
as flat 2015-16 EPS fall out of the
average. So return could be 15%
or higher
Ø Market peaks since 1960
occurred with the market
reaching an average 21.7%
over-valuation. The average
was 15.2% when the extreme ’72
and 2000 peaks were excluded.
Ø Looking ahead into 2019-2020,
we think the S&P 500 could
reach 14% to 18% above fair
value, now estimated to be 2825.
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S&P 500 EPS Projections
We have reduced our S&P 500 earnings estimates for 4Q18 and 2019 to reflect the contraction in
ISM New Orders and a slightly higher US dollar. Growth for 2020 EPS is a little faster.
§

§

§

§

We have cut our expected
growth for 4Q18 EPS from
18.1% to 14.5%. The change
reduces our 2018 estimate
growth by just 1%.
We have reduced expected
growth for 2019 from 12.1%
to 8.1%. Most of the change
occurs early in the year, during
which we could see real
economic growth slowing
towards 2%.
Earnings in 2020 are slightly
lower, but we see growth a
little stronger than previously
estimated
We estimate that normalized
earnings on the S&P 500 fell
about $2.40 to $150.91 as a
result of our changes in
earnings.
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10 INVESTMENT THEMES FOR 2019
█

Dividend Growth

█

Min-Vol

█

Cautious Consumer

█

China – Risks & Opportunities

█

Infrastructure

█

Med-Tech: BPOS

█

Fin-Tech & the Flat Yield Curve

█

Autonomous Driving/Artificial Intelligence

█

Sustainable Impact Investing

█

Innovation
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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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