8 / Risk assets are reaching a trough as financial conditions ease
further; cyclical sectors should lead the way forward into Q1 2018

U

S financial conditions reached
their loosest point since May
2015, offering a mixed blessing and a
conundrum as the easing occurs even
as it tightens monetary policy. The
Chicago Federal Reserve’s adjusted
national financial conditions index fell to
-0.77, from -0.58 in September -- to the
lowest level, and at the sharpest falling
rate since May 2015. A reading of zero
is average, with any number below that
mark suggesting conditions are loose,
and vice versa.

T

he further easing of conditions in
the US financial markets comes
even after the Federal Reserve has
raised interest rates four times since
November 2015. The opposite is the
opposite of what Fed policy makers had
hoped would happen as they tightened
monetary policy. While it may provide
FOMC members comfort that they
pulled off crisis-era support without
causing major disruptions, such as those
following the 2013 “taper tantrum”,
it did create a conundrum as to why
conditions would turn loose when the
Federal Reserve is tightening monetary
policy.

E

asier financial conditions have
been accompanied by falling longterm yields, weaker US Dollar, low
market volatility (as proxied by the
VIX), and still tight credit spreads (see
first chart above). With the jobless
rate already near levels that many
economists see as consistent with the
historical onset of strong consumer
inflation, the easier conditions will
naturally provoke questions whether
the Fed can manage to keep the
economy from overheating. But that
is the wrong question – the easier
financial conditions are also keeping
US Core CPI correspondingly tame.
But members of the FOMC seems to
have missed the implications. William
Dudley, head of the New York Fed,
said in recent remarks that the looser

financial conditions could be an
indication that further tightening in
policy is necessary: He said: “When
financial conditions ease—as has been
the case recently—this can provide
additional impetus for the decision to
continue to remove monetary policy
accommodation.” Dudley believes that
economy was close to full employment,
which should fuel wage gains over time
that will eventually filter into broader
price pressures and help push inflation
back up toward the central bank’s 2%
inflation target. The current US loose
financial conditions, we believe, will
contribute to the Fed`s decision to
go ahead with the rate hike at FOMC

meeting later this month.
e that as it may, the very loose
financial conditions are sparking a
rally in cyclicals – the crucial element
being the weakening of the US Dollar
(after a lag). Moreover, we believe that
the US Dollar will continue to weaken
over the next few weeks, following the
lead of the looser financial conditions
(see 2nd chart above). That should
also strengthen the incipient rally in
cyclicals, which slightly lag behind the
USD weakness (by about two weeks).

B

W

e continue to see healthy
numbers from the economy. The
positive outlook has been underlined
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by the series of positive economic
surprises (when the actual economic
data has been better than expected by
economists) as depicted by the Citibank
Economic Surprise Index. This series has
recovered from deep plunge during the
middle of the year to a sharp recovery
suggesting positive activity in the nearterm, at least (during Q1 2018). See
graph below. The expect the tailwind
from recent good economic numbers
in the US to continue to provide further
support for cyclical assets, going into
Q1 next year.

F

urther job gains could drive the
unemployment rate below 4%
before the year is over – those low
levels have rarely been seen in the
past 50 years (see 2nd chart on this
page). By the Fed´s reckoning, that
will likely spur bigger wage growth.
This development comes as Congress
seems poised to pass some form of tax
reform in coming months. Whatever,
the legislative outcome will be,
that would provide the economy an
additional shot in the arm. That might
make it tricky for the Fed to justify
holding off further rate increases, as
its median forecasts now imply.

T

herefore, for the US economy,
the immediate concerns revolve
around the issue of what changes in the
Fed policy (if any) will be engendered
by the turnover at the Federal Reserve,
when Mr. Jerome Powell takes over
Ms. Janet Yellen as chairman. Many
economists say that despite concerns
around low inflation, the Fed remains
on track to raise rates next month and
in 2018. Our opinion is that Mr. Powell
has been a party to this policy, and we
do not expect any immediate change
in the stance of the central bank.
That, of course, will or could change.
The point is that the current Fed
policy looks to tighten policy further
in the near-term. That should lead to
higher policy and short-end rates. This
outcome becomes even more likely,
as Core CPI will likely rise towards
Q1 2018, following the trajectory of
official Fed inflation expectations,

and an uptick in Core CPI indicated by
our models into early next year (see
third chart on this page). In previous
months, the strongest deterrent from
further Fed tightening has been the

tame Core CPI, and so any sharp uptick
over the next few months (as modelled)
will likely provide the green light for
a policy tightening in December, and
presumably during Q1 2018 as well.
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T

here is also good news in other
parts of the financial universe. The
latest report from the ECB suggests
the region´s expansion is accelerating,
and will do so for some time. The latest
ECB meeting minutes provided several
reasons to support its conclusions.
First, activity, growth, employment,
and consumer and business sentiment
remain strong. Consumer confidence
and business sentiment have been
particularly strong – these metrics have
consistently been rising since 2016 (see
1st chart on this page).

S

econd, inflation as proxied by the
EU HCPI, is still tame, and below the
2.0% that could trigger ECB vigilance
on this front. This condition still allows
the ECB policy room to maintain low
rates longer, feeding future growth.
As has been the case in recent history,
the ECB looks at the over-all make up
of its inflation measures. The smaller
countries in the EU still have very low
inflation, which further supports the
theme that ECB would not want to
tighten policy based on the unified
inflation metric for the area (see 2nd
chart on this page).

T

he combined impact of rising
growth in the US and the Eurozone
would be sufficient to provide tailwinds
for the cyclical assets. On top of that,
continued improvement in China`s
outlook was especially beneficial for
the base metals (as proxied by copper,
zinc and lead). Changes in China`s Total
Social Financing (TSF) data have strong
lead over the changes in the country`s
Leading Economic Indicator (LEI), which
has been advancing since mid-2016.
The changes in the TSF also provide a
good leading indicator of where base
metals would be going in the nearterm, on account of China`s status as
leading base metal consumer in the
globe (see last chart). And currently, the
TSF is signalling and imminent trough in
base metals – the same message that
we get from the sharp fall in financial
conditions in the US. The TSF indicator
suggests that base metals may rise
into May next year.
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