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Dash of Insight

AN ECLECTIC APPROACH TO BETTER TRADING AND INVESTING

Weighing the Week Ahead: Can a
Trade War be Avoided?

The economic calendar is normal, and we have a four-day trading week. Last week’s
big stock decline will surely be on the minds of many. With measures and counter-
measures, threats and rhetoric, the trade issue will command the attention of all.
The punditry will be searching for signs of compromise, wondering;:

Can a trade war be avoided?

Last Week Recap

Three weeks ago, WTWA asked whether a trade war was underway. I opined that

there was plenty of room to pivot away from the initial actions against steel and
aluminum. That is what happened. This week the question arises again, and in a

more serious form.

The Story in One Chart

I always start my personal review of the week by looking at a great chart. I always
start my personal review of the week by looking at a great chart. The Investing.com

version of the S&P futures shows the action while the stock market is closed. The
interactive version also lets you specify your choice of both time and intervals.
Finally, there is a tag for significant news at various key points.
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The decline for the week was about 6%, with a trading range only slightly higher.
This is a resumption of the volatility seen earlier this month. It always seems even
larger in market declines. You can stay anchored by data if you check out the actual
and implied volatility each week in the Indicator Snapshot.

The News

Each week I break down events into good and bad. For our purposes, ‘“good” has two
components. The news must be market friendly and better than expectations. I
avoid using my personal preferences in evaluating news — and you should, too!

Feel free to add items that I have missed. Please keep in mind that we are looking for
current news, especially from the last week or so. WT'WA is not about long-term
concerns like debt. These are important, of course, but not our weekly subject unless
there has been some major change.

The economic news was good, but the policy news was not. The market reacted to
the latter. New Deal Democrat’s excellent update of high-frequency indicators is

still positive but shows a little softening.
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The Good

« Existing home sales increased to a 5.54M annual rate improving from January and

slightly beating expectations. Calculated Risk notes that inventory is low and

falling year-over-year (down 8.1% in February). He has a special post on how to

watch inventory. See also New Deal Democrat’s analysis of pricing and inventory.

« New home sales registered a 618K annual rate and January was revised upward
from 593K to 622K.
Calculated Risk notes that the prior two months were also increased. The recent

trend has been a bit sluggish, but Bill is not yet ready to blame interest rates or

tax changes.

o FOMC decision and conference. The Committee’s rate increase was expected and

initially celebrated by stocks. Chairman Powell’s press conference was also well-

received, so I score the Fed as market-friendly.
e Rail traffic has improved, especially in what analyst Steven Hansen identifies as

the “economically intuitive sectors.” He concludes that the growth rate is
improving but does not yet portend an economic growth spurt.

Rail Traffic - 4 Week Rolling Averages
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« Passage of a spending bill. Signed by the President after mentioning a possible
veto, this averts another threat to close the government.

 The Chemical Activity Barometer is still near the highs. Check out Davidson’s (via
Todd Sullivan) discussion of how effective this indicator has been.

o Durable goods orders increased 3.1% on the headline and 1.2% ex-transportation.

Both doubled expectations in a big recovery from the January decline.

Print to PDF without this message by purchasing novaPDF (http://www.novapdf.com/)

3/42


http://www.novapdf.com/
http://www.novapdf.com/

3/25/2018 Dash of Insight — AN ECLECTIC APPROACH TO BETTER TRADING AND INVESTING

« The hotel occupancy rate is strong and rising. Calculated Risk provides an
interesting chart of the four-week average. It reflects seasonality and compares

key years.
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+ Leading indicators were up 0.6%, improving from 0.3% last month, beating
expectations, and setting a new high. (Jill Mislinski)
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The Bad

« Initial jobless claims increased to 229K from the prior week’s 226K. This report,
still at a low level, reflects the week that will be part of the next payroll
employment report.

« Trade news. The main subject of this post.

« Q1 GDP is now estimated at 1.8% growth according to the Atlanta Fed’s GDPNow.
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Evolution of Atlanta Fed GDPNow real GD P)\TOH‘;
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The Ugly

Facebook. Not protecting data. Not responding effectively. Not creating a convincing
solution. Background — The Verge. Seriousness — Medium.

A problem is that users and their data are the product for Facebook. Barron’s
features the story, noting that the stock is cheap. The stock also qualified on the

earnings screens for our team, but I think it is too soon. There is no way of knowing
how many users will leave or how earnings will adjust. Even if you are not concerned

about ethical considerations, there will be time to evaluate this choice.

The Week Ahead

We would all like to know the direction of the market in advance. Good luck with
that! Second best is planning what to look for and how to react.
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The Calendar

We have a normal economic calendar. It is a short trading week with markets closed
for Good Friday and the data all reported Tuesday through Thursday. The confidence
indicators will provide some insight into consumer perceptions. Personal income
and spending are the most important reports. The Fed’s favorite inflation measure,
PCE Prices, is not expected to change.

Like it or not, the Washington circus may well dominate the news — once again.

Briefing.com has a good U.S. economic calendar for the week (and many other good

features which I monitor each day). Here are the main U.S. releases.

‘Week of March 26 - March 30

Briefing.com Briefing.com
Forecast Consensus

Date ET Ralease For Actual

SE&P Case-Shiller Home Price

Mar 27  08:00 Index Jan 6.2% B5.3% 6.3%
Mar 27 10200 Consumer Confidence Mar 1300 129.5 130.8
Mar 28  07:00 :::;f;hﬂmgage Applicalions  garg NA NA A4.1%
Adv. Intérnational Trade in
Mar 28 08:30 Gods Feb ST4.08 574,28 ST4.48
Mar 28 0B:30 GDP - Thind Eslimate o4 2.7% 26% 2.5%
Mar 28 08:30 GDP Deflator - Third Estimate Q< 2.3% 2.3% 2.3%
Mar 28 10200 Pending Home Sales Feb 2.3% 2.5% -4.T%
Mar 28 10:30 Crude Inventories 03724 A MA =2 62M
Mar 28  08:30 Personal Income Feb 0.5% 0.4% 0.4%
Mar28 08:30  Personal Spending Fetr 0.3% 0.2% 0.2%
Mar 28 (0830 PCE Prices Feb 0.2% 0.2% 0.4%
Mar 28 08:30 PCE Prifces - Cofg Feb 0.2% 0.2% 0.3%
Mar 28  08:30 Initial Claims 03724 233K 230K 228K
Mar 28 08:30  Conlinuing Claims oanT MA A 1828K
Mar 28 0945 Chicagg PMI Mar &61.0 2.0 61.9
Mar 28 10200 Michlgan Sentiment - Final Mar 101.8 102.0 102.0
Mar 28  10:30 Matural Gas Invenlories 0324 NA MA 86 bof
)
Next Week’s Theme

The economic calendar is normal but squeezed into a short week. Last week’s
market decline has certainly captured attention. With general agreement that trade
issues are the underlying cause, expect people to be asking:

Can a trade war be avoided?
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There are hundreds of good articles on this topic. I have culled some of the best for
those who want to learn more about the background, key issues, and stakes.

Good background on trade wars: Bloomberg and Fortune CEO Daily. From Clay

Chandler in Fortune:

New York Times correspondents Sui-Lee Wee and Keith Bradsher argue
Beijing’s relatively muted response to Trump’s tariffs so far reflects Xi
Jinping’s confidence that, in a trade showdown, Trump will be the first to
blink.

Chinese officials have hinted that they are prepared to impose
retaliatory penalties on purchases of Boeing aircraft (for which they
could easily substitute aircraft from AirBus), US soya beans (for which
they could easily substitute soya beans grown in Brazil and Argentina)
and US-made automobiles. The threat to limit imports of US soya beans
is particularly astute; China buys 70% of US soya bean exports and the
counties that are biggest soya bean producers are located in states that
were crucial to Trump’s electoral victory.

Will Xi blink first? Or has Trump overplayed his hand? We’re about to
find out. But my hunch is that China is in a much stronger bargaining
position than the author of “The Art of Deal” imagines.

The economic importance of China. (GEI)
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Year of data Commodity China's % of Global Demand Source

2017 Cement 59% Statista

2016 Mickel 56% Statista

2017 Coal 50% NAB

2016 Copper 50% Global X Funds

017 Steel 50% World 5teel Association

2017 Aluminum 47% MC Group

2016 Pork 47% OECD

2017 Cotton 1% USDA

2017 Rice 1% Statista

2017 Gold 27% China Gold Association, WGC

017 Corn 13% UsDaA

2016 oil 14% Enerdata
MNote: Because this dota is not all in one easy place, it is sourced from many different industry assoclations, banks,
and publications. Mast of the date comes from 2017, but some is from 2016,

Industry impacts — Cars (Statista via GEI).
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Who Would Be Hit Hardest by a U.S. Tariff on Cars?

New passenger car/light vehicle imports to the United States in 2017

Mexico Il $46.9b
Canada I+} $42.5b
japan o | | ;- ::
Germany R _ $20.2b
korea ‘| || GGG ;5.7
united kingdom Ei% [ 5 ¢0
italy I W I s4.50 U.S. Passenger Car Trade Balance 2017
sweden im ] s2.00
Slovakia i . $2.0b Imports Exports
chine 51,56 $191.7b $57.0b
Rest of the world $7.8b
CAULC SR statista %

China started the trade war. Greg Ip analyzes key background on the problems and

why current policies are not enough.

What about a retaliatory spiral? (MarketWatch)

Corporate leaders are asking for moderation in the Trump policy. (WS])
US allies urge trade peace. (WSJ)
Economists broadly agree on the value of free trade, without reference to any specific

agreement. Here are two excellent analyses of the current issues — first-rate
analysis in a non-partisan fashion. Prof. Marty Finkler describes six false premises

to the new US policy. Here is a chart on the trade deficit and economic well-being.
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US Trade Deficit vs. US Household Net Worth, 1970 to 2017 BII“H.IH‘: [i:'
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Prof. Menzie Chinn cites a better measure of the trade balance, reflecting the value

added. Check out the full post for complete analysis and charts.

The more relevant (from an economic perspective) variable is the
amount of value added traded. In an era of global supply chains,
bilateral final goods balances can be misleading. The value added series
takes into account the fact that about 50% of the final good exported
from China incorporates foreign content.

Trump policy is keeping everyone guessing. This includes allies, markets, and
industry. (NYT)

As usual, I’ll suggest my own interpretations in today’s Final Thought.

Quant Corner

We follow some regular featured sources and the best other quant news from the

week.

Risk Analysis
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I have a rule for my investment clients. Think first about your risk. Only then should
you consider possible rewards. I monitor many quantitative reports and highlight the
best methods in this weekly update.

The Indicator Snapshot

Last
Risk Indicator Current | Last Week | Month |Last Quarter Interpretation
Valuation
Ten-year note yield 2.81% 2.84% 2.87% 2.49%
S&P 500 2588 2752 2747 2683
S&P Forward Earnings 158 158 158 143
SEP Earnings wield 6.12% 5.75% 5.74% 5.32%
Equity Risk Premium 3.30% 2.91% 2.88% 2.84% High
Economy
-Score 40 | 407 9 MoRecession Prob about 15%
Leading Superindex® 0.40% |0 0.71% 3-4 MoRecession Prob
Brip g6.5 | 100.0 Mo recession indicated
SLFSI E 1146 21527 Very Low Risk
Anticipated Inflation 2.08% 2.08% 2.12% 1.93%
Wik 23.34% 16.59% 18.72% 9.62%
Historical S&P Velatility
Last Five Days 18.72% 5.48% 14.01% 5.16%
Last Twenty Days 17.41% 13.96% 26.53% 6.59%
Technical Health
Shart-term oy 3 4 Bullish
Lang-term Stronghy Bullish
Overall Qutlook Str. Bull Str. Bull str. Bull Str. Bull

Sources: Stlouisfed.org, RecessionAlert.com, iMarket Signals, fundamentalis.com, and NewhArc Investments, inc. $2013
*superindex is the public value, delayed one month

Short-term trading conditions improved again this week. Once again this shows
why you need objective indicators rather than relying on your impressions about
events. We continue to monitor the technical health measures on a daily basis.

The long-term fundamentals and outlook have been unchanged through the recent
bout of volatility.

The Featured Sources:
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Bob Dieli: Business cycle analysis via the “C Score.

RecessionAlert: Strong quantitative indicators for both economic and market

analysis.

Brian Gilmartin: All things earnings, for the overall market as well as many

individual companies.
Doug Short: Regular updating of an array of indicators. Great charts and analysis.
Georg Vrba: Business cycle indicator and market timing tools. None of Georg’s

indicators signal recession. His business cycle index, which we use in the Indicator
Snapshot, is no longer “on the peg” at 100, but does not indicate a recession.

]
iM imarketsignals.con Fig 1: iM's Business Cycle Index [BCI)
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Guests:
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Brian Gilmartin provides further color on the S&P earnings yield jump. He reviews

the underlying numbers as well as the technical picture.

James Picerno has updated his business cycle report, showing a solidly positive

macro trend through February. Here is his economic trend analysis.

Economic Trend Index: Actual vs. Estimates
% of 14 leading/coincident indicators trending positive for economic growth

100%

— 90%
— 80%
— 70%
— 60%

B actual

B current estimate

B range ofvintage estimates

T T T | | T | T T 0%

Aug-2017 Oct-2017 Dec-2017 Feb-2018 Apr-2018
CapitalSpectator.com as of 2018-03-23

And also, James notes a comment from the new Fed Chair, Jerome Powell,
questioning the usefulness of yield-curve inversion as an indicator of the economy.
That is something to watch!

Insight for Traders
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Our discussion of trading ideas has moved to the weekly Stock Exchange post. The
coverage is bigger and better than ever. We combine links to trading articles, topical
themes, and ideas from our trading models. Each week we explore a topic of current
interest, drawing upon trading experts. This week we asked, “How long was your

learning curve?” We discussed some stock ideas and updated the ratings lists for
Felix and Oscar, this week featuring the NASDAQ 100. Blue Harbinger has taken the
lead role on this post, using information both from me and from the models. He is

doing a great job, presenting a wealth of new ideas and information each week.

While my intent is to focus on traders, long-term investors may benefit from a
better understanding of what the issues are for traders.

Insight for Investors

Investors should have a long-term horizon. They can often exploit trading
volatility! I remind investors of this each week, but now is the time to pay attention.

Best of the Week
If I had to pick a single most important source for investors to read this week it

would be this stimulating analysis by Mark Fleming-Williams of STRATFO (via GEI).
The title emphasizes the big returns from the tax reform legislation, but the scope is

much broader. There is analysis of the resulting implications for debt, the possible
impact on bonds, the interaction with demographic trends, and a discussion of
artificial intelligence.

There are several themes for investors to consider, beginning with what he calls the
“cashbergs.” The impact of increasing artificial intelligence is also a great theme.
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The Economic Potential of Artificial Intelligence

By replacing or augmenting human productivity, Al could double
some advanced countries’ annual economic growth rates.

Potential growth rates
B Without Al B '\With Al

Stock Ideas

Carnival (CCL) gets the nod from D.M. Martins Research. I agree with the pro-
cyclical thesis and I like the support from baby-boomer vacationers.

The energy sector? Hale Stewart takes his usual approach, combining fundamental

and technical analysis. He concludes that the stocks will follow the increase in oil
prices.

Nike? (NKE). Stone Fox Capital says “no.” D.M. Martins thinks the stock looks “even
better” after the earnings report. Reading two good reports on the same stock is a

great way to do your homework.

Time for another look at MLP’s? Dividend Sensei discusses some interesting high-

yield opportunities contending that the market is wrong.

Dividend Champions, Challengers, and Contenders have been updated by David Fish.

Join me in following him to track all these opportunities.
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Personal Finance

Seeking Alpha Senior Editor Gil Weinreich continues his excellent series. While
theoretically aimed at advisors, there are many themes of interest for individual
investors, especially this week! I especially enjoyed his warning about why scams

seem so foolish (actually a necessary condition to find the right audience) and why

some bad investments are even attractive to the “non-gullible.” Gil cites a nice

piece from Adam Hoffman going into more detail. Interesting reading, and maybe

something that will save you from a bad idea.

Mrs. OldProf’s approach just cuts the scammer off after a few seconds — if she even
answers the phone. She ruthlessly deletes unknown emails.

Abnormal Returns has a special Wednesday focus for individual investors. There are

a variety of ideas, and nearly always something you will find useful. I especially liked
Jonathan Clements’ helpful discussion of retirement calculators, including a good

one to try.

Strategy

Blue Harbinger helps you determine the right level of cash to hold based upon your

needs. As usual he provides some interesting ideas to help your choice of approach.

Tom Armistead, whose sensible thinking generates some great quantitative

analysis, notes the elevated level of the Michigan Sentiment Index and links it
market values and CAPE. He carefully notes (and I agree) the importance of inflation
levels. He disagrees with my advice about ignoring politics, suggesting that current
conditions call into question the DCF for the next ten years.

I clearly need to elaborate on this topic. I expect my asset allocations to change
several times in the next ten years. Only those committed to a buy-and-hold
strategy need to think this way.
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Watch out for

“Defensive” sectors. Brian Gilmartin shows the results in consumer staples, widely

regarded as defensive. In markets like we have seen recently there is no real
discrimination in selling. Brian considers the top names in consumer staples. You

will be surprised at the results of these safe-haven, dividend names.

Final Thoughts

Three weeks ago, I started closer coverage of the trade issue with this post. There
was little attention at the time to a subject less titillating than the gossipy stories. As
exemptions were made in the steel and aluminum tariffs, the trade story lost
traction. With China now playing a leading role, this week’s stock market decline
reflected the concerns of many.

What NOT to consider

The analysis of many “experts” is very shallow. It is important to watch this,
because these people are the average traders and fund managers.

« “There’s multiple things going on, and none of it good,” said Larry X,
managing director of international equity trading at company Y. “Six
months ago, everything was good and you couldn’t find a reason to sell
stocks. Now you can’t find a reason to hold them,” he added.

« Aleading CNBC contributor who took a brief and unsuccessful fling at running a
hedge fund is also worried about all the headwinds now, as opposed to a few
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weeks ago.

These people are driving the market. Meanwhile, the fundamentals of earnings,
inflation expectations, and recession odds have improved. No wonder so few funds
outperform the market. Impressionistic reaction to headlines should not drive your
decisions.

For investors, it matters little who is responsible. We should focus strictly on the
implications for financial markets. As a citizen, it is fine to take a principled stand
on intellectual property, for example. If your personal citizen side prevails, your
investment side had better sell stocks.

Recent Trump proposals have been stated and then modified after the reaction. The
same thing might happen here, but I would not even venture a guess on this one.

What to Watch

A trade war could lead both to inflation and to lower economic growth, a nasty
combination. Unlike many other elements of the “headline risk” we always see, this
is something which has direct implications for corporate earnings. So far, the various
threatened policies are of modest size (in comparison to the overall economies and
markets). There is still time to negotiate and reach a face-saving conclusion. There
is not yet an impact on the foundations of the stock rally: growing corporate
earnings, low inflation expectations, and no recession in sight.

You should not make a big asset allocation decision because others, less grounded in the
data, are selling their stocks. Do not substitute their fear for your own analysis.

That said, the trade situation is serious. Signs of softening of positions would be the
most positive. Do not expect this to happen overnight.

I’m more worried about:

« Trade issues. The Commerce Department is recommending increased tariffs on

steel and aluminum. Opinion within the Administration itself if mixed, with trade

19/42
Print to PDF without this message by purchasing novaPDF (http://www.novapdf.com/)



http://www.novapdf.com/
http://www.novapdf.com/

3/25/2018 Dash of Insight — AN ECLECTIC APPROACH TO BETTER TRADING AND INVESTING
war warnings. Jonathan Swan (Axios) provides good coverage.
« Cybercrime, including attacks by various governments.

I’m less worried about:

« The Fed. The Powell approach continues a policy of gradual change with an eye on
the data.

o Chinese bond purchases. China has a current accounts surplus with the US and
must invest the dollars somewhere. US Treasuries remain an attractive choice; US
equities are a principal alternative. Even an end to Chinese bond purchases would
not represent a significant problem. For more details, check out my recent post on
this topic.

[Do the economic challenges seem complicated and threatening? You

might find help in my paper on the top investor pitfalls, or my

suggestions about managing risk. Just write for our free information
on these topics. While they describe what I am doing, the do-it-
yourself investor can apply the same principles. These are available
for free from main at newarc dot com].

é) oldprof / March 24,2018 / Uncategorized / 1 Comment

Weighing the Week Ahead: Can a
Trade War be Avoided?

The economic calendar is normal, and we have a four-day trading week. Last week’s
big stock decline will surely be on the minds of many. With measures and counter-
measures, threats and rhetoric, the trade issue will command the attention of all.
The punditry will be searching for signs of compromise, wondering:
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Can a trade war be avoided?

Last Week Recap

Three weeks ago, WTWA asked whether a trade war was underway. I opined that

there was plenty of room to pivot away from the initial actions against steel and
aluminum. That is what happened. This week the question arises again, and in a

more serious form.

The Story in One Chart

I always start my personal review of the week by looking at a great chart. I always
start my personal review of the week by looking at a great chart. The Investing.com

version of the S&P futures shows the action while the stock market is closed. The
interactive version also lets you specify your choice of both time and intervals.
Finally, there is a tag for significant news at various key points.

T 1 5 15[30/ 1H 5H 1D W 1M =1l Technical Chart »

S&P 500 Futures * 2,596.50 -46.75 (-1.77%)

N
(X

EN M I [
2 | 272500
7
1) 2.700.00
267500
N
N N'_ 265000
- 262500
N
—investimygcom 2:5% 50
2E75.00
Mar 19 Mar 20 har 21 Mar 22 Mar 23
1 Day 1 Week 1 Manth 3 Months 6 Months 1 Year b years hax

The decline for the week was about 6%, with a trading range only slightly higher.
This is a resumption of the volatility seen earlier this month. It always seems even

21/42
Print to PDF without this message by purchasing novaPDF (http://www.novapdf.com/)



http://www.novapdf.com/
http://www.novapdf.com/

3/25/2018 Dash of Insight — AN ECLECTIC APPROACH TO BETTER TRADING AND INVESTING

larger in market declines. You can stay anchored by data if you check out the actual
and implied volatility each week in the Indicator Snapshot.

The News

Each week I break down events into good and bad. For our purposes, ‘“good” has two
components. The news must be market friendly and better than expectations. I
avoid using my personal preferences in evaluating news — and you should, too!

Feel free to add items that I have missed. Please keep in mind that we are looking for
current news, especially from the last week or so. WT'WA is not about long-term
concerns like debt. These are important, of course, but not our weekly subject unless
there has been some major change.

The economic news was good, but the policy news was not. The market reacted to
the latter. New Deal Democrat’s excellent update of high-frequency indicators is

still positive but shows a little softening.
The Good

« Existing home sales increased to a 5.54M annual rate improving from January and
slightly beating expectations. Calculated Risk notes that inventory is low and

falling year-over-year (down 8.1% in February). He has a special post on how to
watch inventory. See also New Deal Democrat’s analysis of pricing and inventory.

« New home sales registered a 618K annual rate and January was revised upward
from 593K to 622K.
Calculated Risk notes that the prior two months were also increased. The recent

trend has been a bit sluggish, but Bill is not yet ready to blame interest rates or

tax changes.

« FOMC decision and conference. The Committee’s rate increase was expected and
initially celebrated by stocks. Chairman Powell’s press conference was also well-
received, so I score the Fed as market-friendly.
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e Rail traffic has improved, especially in what analyst Steven Hansen identifies as

the “economically intuitive sectors.” He concludes that the growth rate is
improving but does not yet portend an economic growth spurt.

Rail Traffic - 4 Week Rolling Averages
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« Passage of a spending bill. Signed by the President after mentioning a possible
veto, this averts another threat to close the government.

« The Chemical Activity Barometer is still near the highs. Check out Davidson’s (via
Todd Sullivan) discussion of how effective this indicator has been.

o Durable goods orders increased 3.1% on the headline and 1.2% ex-transportation.
Both doubled expectations in a big recovery from the January decline.

« The hotel occupancy rate is strong and rising. Calculated Risk provides an
interesting chart of the four-week average. It reflects seasonality and compares
key years.
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« Leading indicators were up 0.6%, improving from 0.3% last month, beating
expectations, and setting a new high. (Jill Mislinski)
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The Bad

o Initial jobless claims increased to 229K from the prior week’s 226K. This report,
still at a low level, reflects the week that will be part of the next payroll
employment report.

o Trade news. The main subject of this post.

« Q1 GDP is now estimated at 1.8% growth according to the Atlanta Fed’s GDPNow.

Evolution of Atlanta Fed GDPNow real GDP\TO’W’"

GDP estimate for 2018: Q1
Quarterly percent change (SAAR)
55
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/|
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Sources. Blue Chip Economic Indicators and Blue Chip Financial Forecasts
Mobe: The top (bottom) 10 forecast is an average of the highest (lowsst) 10 forecasts in the Blue Ghi sunvey.

The Ugly

Facebook. Not protecting data. Not responding effectively. Not creating a convincing
solution. Background — The Verge. Seriousness — Medium.

A problem is that users and their data are the product for Facebook. Barron’s
features the story, noting that the stock is cheap. The stock also qualified on the

earnings screens for our team, but I think it is too soon. There is no way of knowing
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how many users will leave or how earnings will adjust. Even if you are not concerned

about ethical considerations, there will be time to evaluate this choice.

The Week Ahead

We would all like to know the direction of the market in advance. Good luck with
that! Second best is planning what to look for and how to react.

The Calendar

We have a normal economic calendar. It is a short trading week with markets closed
for Good Friday and the data all reported Tuesday through Thursday. The confidence

indicators will provide some insight into consumer perceptions. Personal income

and spending are the most important reports. The Fed’s favorite inflation measure,

PCE Prices, is not expected to change.

Like it or not, the Washington circus may well dominate the news — once again.

Briefing.com has a good U.S. economic calendar for the week (and many other good

features which I monitor each day). Here are the main U.S. releases.

‘Week of March 26 - March 30
Briefing.com Briefing.com Prios Revised

Date ET Ralease For Actual
Forecast Consensus From
Mar27  08:00 ﬁ]‘i:fa“‘gﬂ""" Home Frice | 6.2% 6.30% 6.3%
Mar 27 10200 Consumer Confidence Mar 1300 129.5 130.8
Mar 28 07:00 :'::3:;”“‘@“9‘3 Applicaions | s NA NA 1.1%
Adv. Intérnational Trade in
Mar 28 0530 PR Feb -5T4.08 57428 ST4.4B8
Mar 28 08:30 GDP - Third Eslimate 4 2.M% 26% 2.5%
Mar 28 08:30 GDP Deflator - Third Estimate Q< 23% 2.3% 2.3%
Mar 28 10200 Pending Home Sales Feb 2.3% 2.5% -4.T%
Mar 28 10:30 Crude Inventories 03724 A MA =2 62M
Mar 28  08:30 Personal Income Feb 0.5% 0.4% 0.4%
Mar 28 08:30 Personal Spending Feb 0.3% 0.2% 0.2%
Mar 28 0830 PCE Prices Feb 0.2% 0.2% 4%
Mar 28 0830 PCE PriGes - Core Feb 0.2% 0.2% 0.3%
Mar 28  08:30 Initial Claims 03724 233K 230K 228K
Mar28 0830  Conlinuing Clalms 03T A HA 1828K
Mar 28 0945 Chicagg PMI Mar &61.0 2.0 61.9
Mar 28 10:00  Michlgan Sentiment - Final Mar 101.8 102.0 1020
Mar 28  10:30 Matural Gas Invenlories 0324 NA MA 86 bof
Next Week’s Theme
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The economic calendar is normal but squeezed into a short week. Last week’s
market decline has certainly captured attention. With general agreement that trade
issues are the underlying cause, expect people to be asking:

Can a trade war be avoided?

There are hundreds of good articles on this topic. I have culled some of the best for
those who want to learn more about the background, key issues, and stakes.

Good background on trade wars: Bloomberg and Fortune CEO Daily. From Clay

Chandler in Fortune:

New York Times correspondents Sui-Lee Wee and Keith Bradsher argue
Beijing’s relatively muted response to Trump’s tariffs so far reflects Xi
Jinping’s confidence that, in a trade showdown, Trump will be the first to
blink.

Chinese officials have hinted that they are prepared to impose
retaliatory penalties on purchases of Boeing aircraft (for which they
could easily substitute aircraft from AirBus), US soya beans (for which
they could easily substitute soya beans grown in Brazil and Argentina)
and US-made automobiles. The threat to limit imports of US soya beans
is particularly astute; China buys 70% of US soya bean exports and the
counties that are biggest soya bean producers are located in states that
were crucial to Trump’s electoral victory.

Will Xi blink first? Or has Trump overplayed his hand? We’re about to
find out. But my hunch is that China is in a much stronger bargaining
position than the author of “The Art of Deal” imagines.

The economic importance of China. (GEI)
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Year of data Commodity China's % of Global Demand Source

2017 Cement 59% Statista

2016 Mickel 56% Statista

2017 Coal 50% NAB

2016 Copper 50% Global X Funds

017 Steel 50% World 5teel Association

2017 Aluminum 47% MC Group

2016 Pork 47% OECD

2017 Cotton 1% USDA

2017 Rice 1% Statista

2017 Gold 27% China Gold Association, WGC

017 Corn 13% UsDaA

2016 oil 14% Enerdata
MNote: Because this dota is not all in one easy place, it is sourced from many different industry assoclations, banks,
and publications. Mast of the date comes from 2017, but some is from 2016,

Industry impacts — Cars (Statista via GEI).
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Who Would Be Hit Hardest by a U.S. Tariff on Cars?

New passenger car/light vehicle imports to the United States in 2017

Mexico Il $46.9b
Canada I+} $42.5b
japan o | | ;- ::
Germany R _ $20.2b
korea ‘| || GGG ;5.7
united kingdom Ei% [ 5 ¢0
italy I W I s4.50 U.S. Passenger Car Trade Balance 2017
sweden im ] s2.00
Slovakia i . $2.0b Imports Exports
chine 51,56 $191.7b $57.0b
Rest of the world $7.8b
CAULC SR statista %

China started the trade war. Greg Ip analyzes key background on the problems and

why current policies are not enough.

What about a retaliatory spiral? (MarketWatch)

Corporate leaders are asking for moderation in the Trump policy. (WS])
US allies urge trade peace. (WSJ)
Economists broadly agree on the value of free trade, without reference to any specific

agreement. Here are two excellent analyses of the current issues — first-rate
analysis in a non-partisan fashion. Prof. Marty Finkler describes six false premises

to the new US policy. Here is a chart on the trade deficit and economic well-being.
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US Trade Deficit vs. US Household Net Worth, 1970 to 2017 BII“H.IH‘: [i:'
nverte
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Prof. Menzie Chinn cites a better measure of the trade balance, reflecting the value

added. Check out the full post for complete analysis and charts.

The more relevant (from an economic perspective) variable is the
amount of value added traded. In an era of global supply chains,
bilateral final goods balances can be misleading. The value added series
takes into account the fact that about 50% of the final good exported
from China incorporates foreign content.

Trump policy is keeping everyone guessing. This includes allies, markets, and
industry. (NYT)

As usual, I’ll suggest my own interpretations in today’s Final Thought.

Quant Corner

We follow some regular featured sources and the best other quant news from the

week.

Risk Analysis
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I have a rule for my investment clients. Think first about your risk. Only then should
you consider possible rewards. I monitor many quantitative reports and highlight the
best methods in this weekly update.

The Indicator Snapshot

Last
Risk Indicator Current | Last Week | Month |Last Quarter Interpretation
Valuation
Ten-year note yield 2.81% 2.84% 2.87% 2.49%
S&P 500 2588 2752 2747 2683
S&P Forward Earnings 158 158 158 143
SEP Earnings wield 6.12% 5.75% 5.74% 5.32%
Equity Risk Premium 3.30% 2.91% 2.88% 2.84% High
Economy
-Score 40 | 407 9 MoRecession Prob about 15%
Leading Superindex® 0.40% |0 0.71% 3-4 MoRecession Prob
Brip g6.5 | 100.0 Mo recession indicated
SLFSI E 1146 21527 Very Low Risk
Anticipated Inflation 2.08% 2.08% 2.12% 1.93%
Wik 23.34% 16.59% 18.72% 9.62%
Historical S&P Velatility
Last Five Days 18.72% 5.48% 14.01% 5.16%
Last Twenty Days 17.41% 13.96% 26.53% 6.59%
Technical Health
Shart-term oy 3 4 Bullish
Lang-term Stronghy Bullish
Overall Qutlook Str. Bull Str. Bull str. Bull Str. Bull

Sources: Stlouisfed.org, RecessionAlert.com, iMarket Signals, fundamentalis.com, and NewhArc Investments, inc. $2013
*superindex is the public value, delayed one month

Short-term trading conditions improved again this week. Once again this shows
why you need objective indicators rather than relying on your impressions about
events. We continue to monitor the technical health measures on a daily basis.

The long-term fundamentals and outlook have been unchanged through the recent
bout of volatility.

The Featured Sources:
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Bob Dieli: Business cycle analysis via the “C Score.

RecessionAlert: Strong quantitative indicators for both economic and market

analysis.

Brian Gilmartin: All things earnings, for the overall market as well as many

individual companies.
Doug Short: Regular updating of an array of indicators. Great charts and analysis.
Georg Vrba: Business cycle indicator and market timing tools. None of Georg’s

indicators signal recession. His business cycle index, which we use in the Indicator
Snapshot, is no longer “on the peg” at 100, but does not indicate a recession.

]
iM imarketsignals.con Fig 1: iM's Business Cycle Index [BCI)
Date  OMBS  OLAE  ONI3 03O8 B4/06 BCiR, BC1 and BCg
Bl MO ieap.(lean e updated to April 06, 2017 . On past performance, BOlp = 100 can be
pEx AL IR T T | interpranedad an avarage ane year "time-to-
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Guests:
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Brian Gilmartin provides further color on the S&P earnings yield jump. He reviews

the underlying numbers as well as the technical picture.

James Picerno has updated his business cycle report, showing a solidly positive

macro trend through February. Here is his economic trend analysis.

Economic Trend Index: Actual vs. Estimates
% of 14 leading/coincident indicators trending positive for economic growth

100%

— 90%
— 80%
— 70%
— 60%

B actual

B current estimate

B range ofvintage estimates

T T T | | T | T T 0%

Aug-2017 Oct-2017 Dec-2017 Feb-2018 Apr-2018
CapitalSpectator.com as of 2018-03-23

And also, James notes a comment from the new Fed Chair, Jerome Powell,
questioning the usefulness of yield-curve inversion as an indicator of the economy.
That is something to watch!

Insight for Traders
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Our discussion of trading ideas has moved to the weekly Stock Exchange post. The
coverage is bigger and better than ever. We combine links to trading articles, topical
themes, and ideas from our trading models. Each week we explore a topic of current
interest, drawing upon trading experts. This week we asked, “How long was your

learning curve?” We discussed some stock ideas and updated the ratings lists for
Felix and Oscar, this week featuring the NASDAQ 100. Blue Harbinger has taken the
lead role on this post, using information both from me and from the models. He is

doing a great job, presenting a wealth of new ideas and information each week.

While my intent is to focus on traders, long-term investors may benefit from a
better understanding of what the issues are for traders.

Insight for Investors

Investors should have a long-term horizon. They can often exploit trading
volatility! I remind investors of this each week, but now is the time to pay attention.

Best of the Week
If I had to pick a single most important source for investors to read this week it

would be this stimulating analysis by Mark Fleming-Williams of STRATFO (via GEI).
The title emphasizes the big returns from the tax reform legislation, but the scope is

much broader. There is analysis of the resulting implications for debt, the possible
impact on bonds, the interaction with demographic trends, and a discussion of
artificial intelligence.

There are several themes for investors to consider, beginning with what he calls the
“cashbergs.” The impact of increasing artificial intelligence is also a great theme.
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The Economic Potential of Artificial Intelligence

By replacing or augmenting human productivity, Al could double
some advanced countries’ annual economic growth rates.

Potential growth rates
B Without Al B '\With Al

Stock Ideas

Carnival (CCL) gets the nod from D.M. Martins Research. I agree with the pro-
cyclical thesis and I like the support from baby-boomer vacationers.

The energy sector? Hale Stewart takes his usual approach, combining fundamental

and technical analysis. He concludes that the stocks will follow the increase in oil
prices.

Nike? (NKE). Stone Fox Capital says “no.” D.M. Martins thinks the stock looks “even
better” after the earnings report. Reading two good reports on the same stock is a

great way to do your homework.

Time for another look at MLP’s? Dividend Sensei discusses some interesting high-

yield opportunities contending that the market is wrong.

Dividend Champions, Challengers, and Contenders have been updated by David Fish.

Join me in following him to track all these opportunities.
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Personal Finance

Seeking Alpha Senior Editor Gil Weinreich continues his excellent series. While
theoretically aimed at advisors, there are many themes of interest for individual
investors, especially this week! I especially enjoyed his warning about why scams

seem so foolish (actually a necessary condition to find the right audience) and why

some bad investments are even attractive to the “non-gullible.” Gil cites a nice

piece from Adam Hoffman going into more detail. Interesting reading, and maybe

something that will save you from a bad idea.

Mrs. OldProf’s approach just cuts the scammer off after a few seconds — if she even
answers the phone. She ruthlessly deletes unknown emails.

Abnormal Returns has a special Wednesday focus for individual investors. There are

a variety of ideas, and nearly always something you will find useful. I especially liked
Jonathan Clements’ helpful discussion of retirement calculators, including a good

one to try.

Strategy

Blue Harbinger helps you determine the right level of cash to hold based upon your

needs. As usual he provides some interesting ideas to help your choice of approach.

Tom Armistead, whose sensible thinking generates some great quantitative

analysis, notes the elevated level of the Michigan Sentiment Index and links it
market values and CAPE. He carefully notes (and I agree) the importance of inflation
levels. He disagrees with my advice about ignoring politics, suggesting that current
conditions call into question the DCF for the next ten years.

I clearly need to elaborate on this topic. I expect my asset allocations to change
several times in the next ten years. Only those committed to a buy-and-hold
strategy need to think this way.
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Watch out for

“Defensive” sectors. Brian Gilmartin shows the results in consumer staples, widely

regarded as defensive. In markets like we have seen recently there is no real
discrimination in selling. Brian considers the top names in consumer staples. You

will be surprised at the results of these safe-haven, dividend names.

Final Thoughts

Three weeks ago, I started closer coverage of the trade issue with this post. There
was little attention at the time to a subject less titillating than the gossipy stories. As
exemptions were made in the steel and aluminum tariffs, the trade story lost
traction. With China now playing a leading role, this week’s stock market decline
reflected the concerns of many.

What NOT to consider

The analysis of many “experts” is very shallow. It is important to watch this,
because these people are the average traders and fund managers.

« “There’s multiple things going on, and none of it good,” said Larry X,
managing director of international equity trading at company Y. “Six
months ago, everything was good and you couldn’t find a reason to sell
stocks. Now you can’t find a reason to hold them,” he added.

« Aleading CNBC contributor who took a brief and unsuccessful fling at running a
hedge fund is also worried about all the headwinds now, as opposed to a few
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weeks ago.

These people are driving the market. Meanwhile, the fundamentals of earnings,
inflation expectations, and recession odds have improved. No wonder so few funds
outperform the market. Impressionistic reaction to headlines should not drive your
decisions.

For investors, it matters little who is responsible. We should focus strictly on the
implications for financial markets. As a citizen, it is fine to take a principled stand
on intellectual property, for example. If your personal citizen side prevails, your
investment side had better sell stocks.

Recent Trump proposals have been stated and then modified after the reaction. The
same thing might happen here, but I would not even venture a guess on this one.

What to Watch

A trade war could lead both to inflation and to lower economic growth, a nasty
combination. Unlike many other elements of the “headline risk” we always see, this
is something which has direct implications for corporate earnings. So far, the various
threatened policies are of modest size (in comparison to the overall economies and
markets). There is still time to negotiate and reach a face-saving conclusion. There
is not yet an impact on the foundations of the stock rally: growing corporate
earnings, low inflation expectations, and no recession in sight.

You should not make a big asset allocation decision because others, less grounded in the
data, are selling their stocks. Do not substitute their fear for your own analysis.

That said, the trade situation is serious. Signs of softening of positions would be the
most positive. Do not expect this to happen overnight.

I’m more worried about:

« Trade issues. The Commerce Department is recommending increased tariffs on

steel and aluminum. Opinion within the Administration itself if mixed, with trade
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war warnings. Jonathan Swan (Axios) provides good coverage.
« Cybercrime, including attacks by various governments.

I’m less worried about:

« The Fed. The Powell approach continues a policy of gradual change with an eye on
the data.

o Chinese bond purchases. China has a current accounts surplus with the US and
must invest the dollars somewhere. US Treasuries remain an attractive choice; US
equities are a principal alternative. Even an end to Chinese bond purchases would
not represent a significant problem. For more details, check out my recent post on
this topic.

[Do the economic challenges seem complicated and threatening? You

might find help in my paper on the top investor pitfalls, or my

suggestions about managing risk. Just write for our free information
on these topics. While they describe what I am doing, the do-it-
yourself investor can apply the same principles. These are available
for free from main at newarc dot com].

é) oldprof / March 24,2018 / Uncategorized / Leave a comment

Investors Need Not Worry About
China and US Bonds

In my role as a long-term investor (trading is a different story) I don’t care about
Chinese purchases of US Treasuries. You shouldn’t either.

The issue is the focal point of the trade war story.
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There are multiple reasons, but the most important is rarely mentioned. Stories ask,
“Who Will Buy Our Bonds?” as if China is the only market. The (overly) simple
heuristic is a market with a handful of participants. Country A borrows from B. B
calls the debt. Party A must now, hat in hand, go to C or D or E to ask for a loan.

This analytical error comes when we focus on the result of building and liquidating
positions instead of daily market dynamics. What is the correct answer to the “who
will buy” question?

The buyers will be the millions of individuals (usually through funds)
and thousands of institutions that are bidding for US Treasuries every
day. Some currently lose out in purchases to Chinese buyers, perhaps
because of China’s compelling need to invest US dollars. An economist
might instead ask:

Suppose a buyer who is relatively insensitive to price was subtracted
from the demand curve. What would be the new market clearing
price?

This question allows the analyst to include the deep and liquid Treasury market and
therefore see the minor effect of trading by even the largest participants.

This basic market analysis is ignored by everyone. I guess it is too sophisticated for
the pundits, who personify everything, and too trivial for real economists.

Here are some other reasons:

« China has a current account surplus with the US. That means that the result of
trade is an influx of dollars. They must do something with those dollars.
Treasuries are a convenient and liquid choice, although they hold US equities as
well. (CER).
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The PBoC's (Estimated) Reserve Composition
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 China seeks the best investment for its dollar surplus. US Treasuries are better
than the negative-yield European choices. US Stocks are attractive relative to US
Treasuries.

« Aserious reduction in US investment would require currency appreciation to
reduce the current account surplus. This would threaten employment.

Investment Conclusion
Algorithms programmed for trade war and China bond selling can take control at
any time. The average trader is using a simple heuristic. Noted bond managers just

feed the flames of worry.

The astute long-term investor knows how to quantify potential issues and take
advantage of headline-driven headlines.

Further reading, including Treasury market data, analysis, and discussion:

https://dashofinsight.com/fed-balance-sheet-unwind-no-reason-to-worry/
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