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STOCK MARKET SINKS TRUMP RALLY THIS WEEK WITH 3% LOSS
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off) since Trump was elected president. And as the losses, that looked technically based at the
opening at least, gained steam on Tuesday the reasons behind it centered more and more on the
Trump administration’s inability to advance its new healthcare bill through Congress. The afternoon
headlines trumpeting that even if it passed the House it would not pass the Senate. The worry on
Tuesday then is if they cannot roll back Obamacare how will they get their corporate and individual
tax cuts through, etc. Indeed, the week and year’s stock market low was made on Friday after
Trump and House Speaker Ryan pulled the Obamacare repeal and replace legislation. Ryan said
the failure to pass the health care legislation will make tax reform more difficult: “This is a setback no
two ways about it.” They need the $1 trillion of healthcare spending cuts over the next ten years to
fund the corporate and individual tax cuts. Fund the corporate and individual tax cuts and keep them
all deficit neutral otherwise they can only pass tax cuts by getting 60 (unlikely) votes in the Senate.
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How bad it is? Well the stock market loss this week was really peanuts historically speaking. Dow
industrials are down all of 3.0% from the record 21,169 high made on March 1 the day after Trump’s
State of the Union address. Not enough to cause Fed Chair Yellen to pause the Committee’s
gradual pace of rate hikes. (Actually gradual pace is Bernanke’s four rate hikes per year and the
current Federal Open Market Committee has a “cautious and gradual” pace seeing just three rates
this year.)
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it stands to reason
if it is true as Bernanke famously said once that monetary policy seeks to “improve financial
conditions.” The stock market is the key indicator of whether financial conditions are improving or
not. Yellen did not liftoff in September 2015 after the August 1,000 point flash crash in the Dow
industrials even though 8 out of 12 Fed presidents wanted to hike rates. The Dow industrials fell
11.9% on a Friday close basis
back in May-September 2015. >
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We are often asked as an economist what we think of the stock market, basically meaning do we
think it is going to crash. There is not a lot that economics has to say on stock market valuations.
The stock market has predicted 9 of the last 5 recessions as Nobel laureate Paul Samuelson once
said. Stock market plunges are based on the market's worst fears and don’t always reflect current
economic data or conditions. We always remembered what Treasury Secretary Rubin said in a
different time when investors continued to fear a repeat of the -22.6% Black Monday, October 19,
1987 crash. It was ten years later that he came out on the steps of the Treasury Building to calm the
markets and nervously read a short statement. It seemed to work. It was the Dow's 554 point drop
(7.2%) on Monday, October 27, 1997 that brought him out with this simple statement: "It is important
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to remember that the fundamentals of the United States economy are strong and have been for the
past several years, and the prospects for continued growth, with low inflation and low
unemployment, are strong."” Maybe this will be a ploy that current Treasury Secretary Mnuchin can
use though hopefully he won'’t need it.

There may not be a lot that economics has to say on stock market valuations but that did not stop
Greenspan from talking about stocks. His most famous quote on irrational exuberance was in a long
dinner speech on December 5, 1996 which was also long on the history of central banking and light
on the stock market. “But how do we know when irrational exuberance has unduly escalated asset
values, which then become subject to unexpected and prolonged contractions as they have in
Japan the past decade?” At the moment the S&P 500 PE ratio does not look too out of line
historically at 21.46 on Friday, March 24, 2017.

Review and Summary: We have more of a fixed income focus where relative value is easier to
assess than the broader stock market indices because 10-yr Treasury yields can be measured
against the Fed funds rate and inflation. Valuation in the stock market, the broader indexes, is less
precise. There are earnings and interest rates and animal spirits. Investors want to know the
unknowable—can the market hold at these levels with just “animal spirits” even as some of Trump’s
economic reforms look endangered. Stay tuned. Story developing.
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will keep our forecast for four rate hikes this year. March, June, September, and December. We
assume unemployment will fall more than they think and that 1.7% core PCE inflation will increase
more than they think. July Fed funds futures are a few months out and closed at 1.02% on Friday,
which is 11 bps or 44% of the way towards discounting a June meeting 25 bps Fed hike to 1.25%. A
couple of Fed naysayers spoke out against additional Fed rate hikes this week: St. Louis Fed
President Bullard and Minneapolis Fed President Kashkari. We find their arguments totally without
merit. Their reasons against would have some merit if Fed rate hikes from this low level were
actually “tightening.” But even the ever cautious Yellen just reminded us last week that Fed policy
still has its foot on the gas as long as rates are below 3% normal, neutral levels.
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MARKETS OUTLOOK
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We will change the interest rate forecast next week. We will keep with four rate hikes this year. The
3% 10-yr forecast at the end of 2017 still depends on more Fed action. It may depend upon the
name of the next Fed Chair as well. Yellen’s term in office finishes February 3, 2018. We are
surprised the short-end has not responded more to the new 1% Fed funds rate this quarter. Three
month Libor was only 15 bps higher than the 1% Fed funds rate on Friday, March 24, and especially
the 1.26% 2-yr note yield closing on Friday is just 26 bps above the Fed funds rate which is way too
tight historically speaking... unless the market thinks Fed rate hikes could stop at a moment’s notice
and will never reach the 1.5% Fed funds rate policymakers have penciled in for December 2017.
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Other News This Week
Home sales turnover the slowest yet since Trump's win
Breaking economy news on Wednesday. Not for the market which is more concerned about

yesterday's stock market sell-off, the biggest one-day loss since Trump's surprise victory with the
Dow industrials falling 237 points Tuesday. Dow industrials were down another 73 points this

morning when the existing home sales data were released at 10am EDT.
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Existing home sales fell 3.7% to a 5.48 million annual rate in February which is now the slowest rate
of turnover since Trump was elected. Not by a lot of course. Oct 5.53, Nov 5.6, Dec 5.51, Jan 5.69,
and Feb today at 5.48 million. Before you tweet that we are exaggerating and spreading false news,
we would point out that it would not be surprising in the months ahead to see homebuyers pull back
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Net, net existing home sales were the lowest yet since Trump's surprise election victory in
November last year. There is a lot of uncertainty out there over taxes and the path of interest rates
that may be giving would-be homeowners pause. Don't forget higher home prices either for taking
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the shine off of sales. If homebuyers are looking for clarity on the outlook however they could have a
long wait as any new tax legislation may not be signed by the President until 2018 given the
complexity of the changes being talked about. For February, home buyers have not gone on strike
exactly, but they aren't rushing out to make a new purchase either.
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