
The “Yes, But…” Expansion
• Bifurcated U.S. Economy

• Robust domestic consumers are more than offsetting the headwinds of 
a weakening manufacturing economy

• A Mixed Bag of Earnings
• Earnings are a reflection of a bifurcated economy, as strong 

performance of services offsets weakness in cyclicals

• All You Need is Dove
• Expansionary monetary policy should support struggling sectors, but the 

magnitude of action remains unclear
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Bifurcated U.S. Economy

• Q2 GDP Expectations Highlight Divergent Economy. Investors will get their first insight
into how economic growth fared here in the U.S. during Q2 following the first print of
GDP this Friday. Expectations from the Atlanta Fed’s GDPNow model currently sit at
a relatively modest 1.6% seasonally adjusted annualized growth rate for real GDP.
Underlying this assumption has been a strong consumption story fueled by the
healthy consumer. Offsetting this to a degree has been the weakness in
manufacturing, which has weighed on inventory investment and exports.

• Juggling the Beige Book and PMIs. Takeaways from the Fed’s latest Beige Book
report, which provides a more anecdotal assessment of economic activity, were
largely positive. The report in aggregate painted a scene of “modest” continued
expansion in the U.S. Investors will look to square some of this more qualitative
information with harder economic data points this week, such as Markit’s flash
Purchasing Managers’ Indexes (PMIs), which have been trending steadily lower
following last year’s highs.

• Consumer vs. Business Sentiment. The University of Michigan’s consumer sentiment
survey matched consensus expectations last week at 98.4, remaining near cycle-
highs as households appear to retain a healthy outlook. This stands in contrast to
multiple measures of business sentiment, such as Business Roundtable’s CEO Outlook
Survey, which have trended lower particularly due to an uncertain trade outlook.
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Strong Consumers Driving Economic Growth

Chart of the Week:
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A Mixed Bag of Earnings

• Q2 Earnings Update. With a little over 16% of companies in the S&P 500 reporting so
far, the blended year-over-year growth in earnings, which combines actual results
with analyst expectations for companies that have yet to report, currently stands at
-2.1%. Although it remains early in the earnings season, this represents an
improvement from the -3.3% figure observed last week.

• Banks Lend a Helping Hand. A handful of large financial firms dominated the
earnings calendar last week. One key theme from Q2 has been the success of more
consumer-oriented businesses, with higher credit card revenues and growing
deposit margins notably contributing to banking profits. Coupled with strong recent
readings for retail sales and still elevated levels of consumer sentiment, businesses
that cater to U.S. households will hope to ride this momentum from Q2 through Q3.

• Soft Earnings Not Broad-Based. While expectations for Q2 earnings growth remain
negative for the S&P 500, that weakness appears relatively constrained to specific
portions of the market. In particular, the semiconductor/tech-hardware industry
appears to be bearing the brunt of trade tensions with China on its bottom-line, with
the majority of companies expecting double-digit declines in earnings relative to this
point last year. In fact, if you strip this industry out of the S&P 500, expectations for Q2
earnings would actually be positive at about 0.5% growth.
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All You Need is Dove

• Fed Weighing Appropriate Action. Next week, the Federal Open Market Committee
will meet to determine its stance on monetary policy. The Fed Funds Futures market
currently implies a near-certainty of a rate cut, but it remains an open question as to
whether it will be a quarter- or half-percent cut. Some argue that the ongoing
strength of the consumer and the uncertainty from trade policy should only warrant
a modest trim. Others advance the idea that policy moves should occur swiftly and
in larger increments when current rates are already relatively low.

• “Insurance” with a Side of Inflation Boost? We are characterizing the Fed’s next
move as an “insurance” cut, meaning one that is not justified by slowing growth but
is instead meant to provide a measure of protection from potential but
unpredictable risks. Cross currents like a slowing manufacturing economy and
ongoing trade tensions are two of those larger risks. Part of the reason the Fed has
such flexibility is that this “insurance” is relatively cheap – because inflation is
persistently undershooting the Fed’s 2% target, the Fed can effectively kill two birds
with one stone by hedging against these risks and potentially boosting prices.

• Draghi’s Last Hurrah? This week, the European Central Bank will convene to decide
the course of monetary policy. Investors have formed high expectations for
President Draghi to set the stage for a modest rate cut in the near future and/or the
resumption of asset purchase programs. The Eurozone continues to muddle along
with sluggish growth and muted inflation expectations.
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Earnings are a reflection of a bifurcated economy, as strong 
performance of services offsets weakness in cyclicals

Expansionary monetary policy should support struggling 
sectors, but the magnitude of action remains unclear
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