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Will the Fed kill the market, why is the dollar falling and a disturbing headline!

The U.S. equity markets are greeting the New Year with great enthusiasm.  Is it justified?  This week we look at that question from the point of view of interest 
rates, currency markets, trade and valuation. 

Boring as it sounds, equity markets made new, record highs this past week.  Investors are enthused by the passage of the tax bill, sound economic news and positive 
earnings.  There are questions that investors should be concerned about.  We write this not as a dire warning, but there are always legitimate questions and 
concerns for investors that are easily ignored when markets are doing exceptionally well.  Investors close their eyes to these questions because they don’t want to 
give up the chance of raking in more gains, and who can blame them.  Nevertheless, the questions remain and we have to address them.  

Will the Federal Reserve follow a too aggressive policy and raise interest rates too high and kill the bull market?  Not this year!  The last thing a central banker wants 
is to be the one who brings about a recession, despite William McChesney Martin’s admonition.  The current Fed Chair has told us that they, the Fed, will both 
tighten and reverse the quantitative easing but will be doing so gradually and with great care.  The new Chair has reiterated that promise and we see no reason to 
doubt him.  In fact, as new members are nominated by the administration the Board seems not to have changed much ideologically. We certainly believe interest 
rates will be moving higher but not so much as to choke the economy.  There is still about $2 trillion in excess reserves which can cease being deposits and flow into 
the economy as interest rates rise.  The U.S. dollar had a nearly ten percent decline last year (2017).  No one should be terribly surprised.  Other countries’ 
economies are beginning to grow at an accelerating pace.  This is not a forerunner of a dollar collapse, merely standard economics.  In fact, exporters should 
benefit, and it should help keep inflation down in the United States.  Within the realm of the Fed and interest rates, investors will be reading a lot about an inverted 
yield curve1.  This is a legitimate concern.  We have included a chart showing the yield curve over time.  It indicates that a recession does not occur until the curve 
actually inverts.  It will happen but, in our opinion, not in 2018.  Two real concerns for 2018 are trade policy and valuation. NAFTA leads the way in concerns.  We 
have written enough about our concerns about the dangers of interfering with trade.  The results are a slowing of the economy, job loss, and is inflationary.  Even 
with the aggressive rhetoric, we think the odds are against any trade war.  There will certainly be a lot of bluster but we think cooler heads and a solid dose of self-
interest will prevail.  Valuation is certainly another concern.  The equity markets are on the expensive side.  But, unlike the Dot Com Bubble, there is no glaring over 
valuation.  High market valuations can last for a long time.  What is a reasonable conclusion from this?  The equity and bond markets have been in a bull phase for a 
long time.  The bond market appears to be no longer in a bull phase.  The equity market appears to be in the bull market, but as all good things, we are most likely 
in the final phase.

Our disturbing headline.  “Extremists say Marine will hang if demands aren’t met2.  Under any circumstances that is a very terrible and disturbing headline.  I have a 
habit of saving old newspapers.  This paper is from July 21, 1989, almost thirty years ago.  We could easily read that headline today.
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The Week Ahead:
MONDAY:   Japan PPI m/m expected at 0.40%
TUESDAY:  UK CPI m/m expected at 0.40%; Germany CPI m/m expected at 0.60%
WEDNESDAY: EC CPI m/m expected at 0.40%; US Industrial Production m/m expected at 0.40%; Canada Bank of Canada Rate decision expected at 1.25%
THURSDAY: US Housing Starts m/m expected at -1.70%; US Philadelphia Fed Business Outlook expected at 24
FRIDAY: Germany PPI m/m expected at 0.20%; UK Retail Sales Ex Auto Fuel m/m expected at -1.00%; US U of Michigan Sentiment expected at 97

The views expressed are subject to change.  Any data cited have been obtained from sources believed to be reliable.  The accuracy and completeness of data cannot be guaranteed.  Past performance is no guarantee of future results.

___________________________
1 The Yield curve is a geometric diagram of government bond yields verses maturity.  The Yield Curve is negative when yields on short maturities are higher the on long maturities.
2 The News Journal, Monday July 21, 1989
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