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Confluence Investment Management offers various asset allocation products which are managed using
“top down,” or macro, analysis. \We publish asset allocation thoughts on a weekly basis in a special
section within our Daily Comment report, updating the piece every Friday.

January 12, 2018

Last week, we issued an addendum to our 2018 Outlook to take into account the recent tax law
changes. Our top-down analysis suggests there will be a significant increase in corporate
earnings which will translate into higher S&P 500 earnings. Our original forecast was for
$129.822 for 2018; we have increased our earnings forecast in light of the tax bill to $144.84.
We are assuming a 21.1x P/E multiple for 2018, meaning our forecast for the S&P 500 has
increased from 2739.20 to 3056.12.

Whenever we make a forecast, as part of the process, we look for factors that could lead us to be
wrong. In the original 2018 Outlook, we focused on a number of factors, including an
unexpected recession, excessive monetary policy tightening, etc. In our 2018 Geopolitical
Outlook,® we added other events that could adversely affect this forecast. In this report, we will
focus on another factor that could lead to forecast variance.

One of the goals of the tax bill is to boost investment. The focus on investment does make sense;
since the early 1980s, investment levels relative to GDP have been falling with each expansion.

1 See 2018 Outlook and 2018 Outlook: Addendum

2 Using Standard & Poor’s operating earnings rather than the more commonly quoted Thomson/Reuters operating
earnings, which averages approximately 8% higher.

3See WGR, 12/18/17, The 2018 Geopolitical Outlook
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http://www.confluenceinvestment.com/wp-content/uploads/Q4_2017_2018_Outlook.pdf
http://www.confluenceinvestment.com/wp-content/uploads/2018_Outlook_Addendum.pdf
http://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_12_18_2017.pdf

AVERAGE LEVEL OF CORPORATE INVESTMENT
AS % OF GDP DURING EXPANSIONS
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This chart shows the average level of corporate investment relative to GDP for each expansion
since the 1960s. As noted, the level of corporate investment has been falling with each
expansion. It isn’t obvious why this is occurring—a number of factors are probably involved,
including more corporate investment offshore due to globalization, improved efficiency of
investment due to technology and less investment due to industry concentration (fewer firms
making the same things don’t duplicate productive capacity). The problem is that these are
structural factors and we doubt mere changes to the tax bill will foster a significant boost in
investment.
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This chart shows capital investment and the level of business saving. Ample capital investment
can occur without business saving; in fact, it is not uncommon for business dissaving to occur
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during periods of expanding capital expenditures. The recent rise in business saving coincides
with falling levels of capital expenditures.

Cutting corporate tax rates could lift investment if there was a lack of available liquidity because
cutting tax rates should lift the level of cash available for investment. However, there is little
evidence to suggest a liquidity shortage. First, as seen above, flows into business saving have
been rising. Second, cash and near-cash holdings of non-financial corporations is relatively high
and well above the trough level seen since 1980.

CASH INSTRUMENTS AS % OF
TOTAL ASSETS
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Current liquid assets relative to total assets are 4.9%, which appears ample for self-funding
investment.

Third, and perhaps even more telling, is that commercial and industrial (C&I) loan growth is at a
level associated with recession.
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The current yearly growth of C&I loans is +0.09%; in the past, this level is usually observed
either when the economy is in recession or shortly after one has ended. In no period during the
postwar experience has C&I loan growth been this weak without being associated with a
recession. The reason that slowing C&lI loan growth affects the economy is that when
commercial banks begin cutting back on loans, it usually lowers investment; at the same time,
commercial banks tend to be cautious and don’t begin restricting lending until it is abundantly
clear that the economy is weakening, thus making this indicator mostly a lagging one. Lending
surveys from the Federal Reserve do not suggest senior loan officers are tightening credit. Thus,
we conclude that the drop in lending is probably a function of falling demand for the loans—
simply put, businesses don’t need the liquidity and aren’t borrowing for the current level of
economic activity.

As a result, the corporate sector, which has ample liquidity and isn’t borrowing, is about to get
even more liquidity pushed its way. The key issue is most likely a lack of aggregate demand. In
other words, the economy isn’t growing fast enough to trigger an expansion of the capital base.
Thus, unless other parts of the tax law encourage economic growth, the economic impact from
the tax cuts will likely be rather small.

However, the financial impact could be significant. Expanding corporate liquidity will likely
encourage higher dividends, share buybacks and merger activity. Given the expected boost in
earnings from the tax cuts, the expansion of corporate liquidity and the anticipated response from
corporations to reward shareholders should support the continued elevated multiple and perhaps
even lift investor sentiment further.

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based
upon sources and data believed to be accurate and reliable. Opinions and forward looking statements expressed are subject to
change. This is not a solicitation or an offer to buy or sell any security.
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