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Two Paths: Economy Chugging, Market Stumbling

The S&P 500, which painstakingly built a pattern of
higher lows and rising highs out of the 8/24/15 low at 1,867,
saw much of that hard work undone by the selloff on 9/22/
15. Fierce selling at the open coincided with two global fig-
ures arriving in the U.S.: Pope Francis, coming into Wash-
ington D.C. to be greeted by the President; and Chinese
President Xi Jinping, setting down in Washington State to
meet with technology leaders including Bill Gates and Tim
Cook.

It is appropriate that the market crash coincided with
visits from foreign visitors: overseas imports have been im-
pacting our economy for a long time. For years, S&P 500
component companies incorporated emerging-economy
strength into otherwise tepid domestic activity to deliver solid
earnings growth. In 2015, the tables have turned. Investors
now fear the U.S. risks importing emerging-economy weak-
ness into our own healthy economy.

There is particular irony surrounding Xi’s visit, less
than a week after the Federal Open Market Committee
punted on raising rates for the first time in nearly a decade.
The debate among FOMC members is no longer solely about
domestic inflation and employment, and must accommo-
date the impact of U.S. rate policy on China’s shaky
economy and fragile currency.

Weakness in the stock market at a time of economic
growth is not unprecedented. Stock markets often success-
fully anticipate when an aging economic cycle is running
out of steam and about to turn over. The U.S. consumer
economy, however, appears sound. And with consumers still
accounting for 70% of U.S. spending, the U.S. industrial
economy should get better – if it can just shake those over-
seas blues.
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SEPTEMBER DATA:
SOLID BASE, GLOBAL VULNERABILITY
Domestic economic data across September shows the U.S.
economy operating at a reasonably high level, but increas-
ingly susceptible to overseas weakness. Even purely domes-
tic industries and segments, such as housing, show signs that
overseas woes are gnawing at investor confidence and spend-
ing decisions. Many housing-sector issues, however, are
home-grown, as we illustrate below.

Early in September, Markit’s Manufacturing PMI read-
ing of 53.0 for August ticked down from 53.8 for July. More
ominously, August PMI was down 490 bps from 57.6 a year
earlier and was the lowest reading since October 2013. The
new orders index, while down to 54.7 in August from 55.4 in
July, nonetheless logged its 72nd consecutive month of ex-
pansion, indicated by a reading above 50.

Construction spending rose 0.7% in July, better than
the 0.6% consensus call and consistent with broad growth.
June and May construction spending were both revised sub-
stantially higher: June, to up 0.7% from up 0.1%; and May,
up 2.3% from up 1.8%. Both residential and non-residential
spending increased, and the Architectural Billing Index sug-
gests that the outlook for construction remains positive.

The July trade deficit of $41.9 billion narrowed by 7.4%.
Exports increased 0.4% on strengthening auto and food de-
mand, while imports declined by 1.1% on sinking energy
costs. The July trade deficit is one of the first meaningful
data points that will impact 3Q15 GDP growth, and the rela-
tive outperformance of exports versus imports likely
prompted economists to nudge up their 3Q GDP forecasts.

Growth in non-farm payrolls came in at 173,000 for
August, representing the lowest single-month tally since
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March 2015 and below the 225,000 consensus call. But wages
rose at a 2.2% annual rate, and the headline unemployment
rate fell to 5.1%, its lowest reading since April 2008. Unem-
ployment at 5.1% is within the Fed’s 5.0%-5.2% band for
NAIRU (non-accelerating inflation rate of unemployment), and
thus by rights should have triggered Fed action in September. At
the same time, factory payrolls fell by 17,000, suggesting to Fed
policymakers that the U.S. manufacturing sector is not immune
to China’s funk.

On that same theme, the Job Openings and Labor Turn-
over (JOLT) report surged to 5.75 million job openings for
August, far above the 5.3 million consensus call and the high-
est reading in the history of the survey. The spike in JOLT
suggests employers are struggling to find qualified employ-
ees, even as the U6 unemployment rate (including marginally
attached and discouraged job-seekers) was at 10.3% for Au-
gust. The mismatch between job openings and qualified can-
didates could weigh on non-farm payrolls growth, increasing
the likelihood that the August jobs number was not an anomaly.

Turmoil overseas may be unsettling investors and troubling
the stock market, but it has not stopped shoppers. August retail
sales rose 0.2%, on the heels of an upwardly revised 0.7% gain in
July. August retail sales even overcame a 1.8% drop in receipts at
gas stations, related to an 8% monthly drop in retail gas prices.
Ten of 13 major retail categories showed increases in August.

The U.S. industrial economy has struggled for a year with
strong-dollar impediments to competitiveness in Europe, and
for the past few months has been coping with slowing in Chi-
nese construction and manufacturing activity. For U.S. manu-
facturers, the silver lining of strong dollar and weak China is a
decline in petroleum-based input costs. The headline Producer
Price Index (PPI) was unchanged in August compared with
July and was down 0.8% on a year-over-year basis – the sev-
enth consecutive year-over-year decline. Backing out food and
energy and trade services, PPI moved up 0.1% month-over-
month and was up 0.7% year-over-year.

Factory production declined by 0.5% in August. That was
the worst monthly decline since January 2014, when the do-
mestic economy froze in its tracks. Economists can’t blame
the weather this time, although the global climate is plainly
chilly. The model-year tooling changeover at U.S. carmakers
was the primary culprit; without vehicles, factory output was
unchanged. Capacity utilization slipped by 0.4%.

The housing industry has been a multi-year success story,
but still trails historical norms as a percentage of GDP – sig-
naling the potential for further expansion. Late-summer hous-
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ing data was mixed, however. Existing home sales declined
4.8% in August, to a 5.31 million-unit SAAR. Existing home
sales backed down from a July 5.58 million-unit SAAR that
was the strongest since 2007.

The problem in August was not a lack of willing buy-
ers, but a scarcity of inventory. Low inventories could re-
main a persistent problem, given multiple contributing fac-
tors. Aging boomers hesitate to sell highly-appreciated homes
and pay taxes on capital gains in excess of the maximum
established by the Taxpayer Relief Act. Low interest rates
mean many homeowners have “sweetheart” mortgage rates,
which they are reluctant to give up.

Many new homeowners overpaid in the run-up to the
2007-08 housing crash, and are waiting for values to climb
to past peaks – a process that could take years. Finally, low
inventories create a vicious cycle: aging boomers won’t sell
their homes, which reduces inventory, which gives aging
boomers fewer options to relocate, which keeps them in their
homes, etc.

Scant inventory is pushing up prices, which is knock-
ing some buyers out of the market. The cure for this problem
could be new home construction. Homebuilder sentiment
continues to reach new post-recession highs, as the NAHB
index hit 62 for September. August housing starts fell 3% to
a 1.13 million-unit SAAR, after hitting a post-recession high
in July. Permits rose 3.5%, however. And both permits and
starts on a rolling-three-month basis are at or near post-re-
cession highs.

CONCLUSION
The September FOMC meeting pleased exactly no one. The
Fed did not, to paraphrase William McChesney Martin, take
the punch bowl away just as the party was getting started.
But the flat, lukewarm contents of the remaining bowl are
unappealing to a market thirsting for any kind of certainty on
rate policy.

After failing to hold briefly attained 2,000 on the S&P
500, the market fell in the hours following the 2 PM policy
announcement on 9/17/15. More down than up sessions have
followed, and the S&P 500 remains about 5% below where
it started the year.

In the past, stock market re-sets occurring within a solid
economy have provided opportunities to acquire oversold
high-quality stocks at attractive prices. The U.S. data sug-
gests just such an opportunity. The key will be keeping glo-
bal weakness from washing onto our shores.

Jim Kelleher, CFA,
Director of Research
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