
 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 1 

 

Looking for something to read?  See our Reading List; these books, separated by category, are 

ones we find interesting and insightful.  We will be adding to the list over time. 

 

[Posted: April 3, 2018—9:30 AM EDT]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.5% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.1% from the prior close.  Chinese markets were lower, with the Shanghai 

composite down 0.8% and the Shenzhen index down 0.8%.  U.S. equity index futures are 

signaling a higher open.   

 

We are seeing a bit of a recovery this morning after a hard sell-off yesterday.  Here are our 

thoughts: 

 

This is mostly about technology: Tech companies have, until recently, had a reputation for 

good.  Their goal seemed to be to improve our lives at apparently low cost.  That reputation has 

taken a beating in recent months.  The social media model is one element of the problem.  These 

firms seemingly offer their products for free but, in reality, they are platforms to watch us, 

foretell our future behavior based on past actions and sell this information to advertisers.  The 

power of this information is, as it turns out, extensive.  Not only can it be used to direct us to 

items we might want to purchase, but it can shape our opinions on politics and social factors.   

 

Steadily, we are being warned of the potential and real dangers posed by this data gathering.1 

The influential and powerful are trying to harness this data to shape the world in their image.  

How this situation is resolved is unknown.  However, it is apparent that the industrialized 

world’s citizens are beginning to realize these tech companies and what they provide are not 

necessarily benign, and that there is a cost to convenience.   

 

The U.S. has faced similar issues before.  In the 1890s, it was becoming evident that the 

industrial trusts were reaching levels of concentration to where they represented the market.  In 

other words, price, the method by which market economies match supply and demand, was 

becoming so controlled on one side that price no longer worked for creating an ideal distribution 

of goods and services.  This is how anti-trust law was born.  The concentration of data is 

different in many ways.  Unlike price, which is obvious, the value of our personal data is not 

clear.  Thus, there is grave danger that we are undervaluing our personal data and tech companies 

are illicitly capturing value because of our ignorance.  Essentially, they are monetizing our 

behavior without compensating us.  In the political sphere, we are at risk of being manipulated—

                                                 
1 Galloway, S. (2017). The Four: The Hidden DNA of Amazon, Apple, Facebook and Google. New York, NY: Random 
House. See ‘Reading List’ for our recent review of this work.  Also, https://www.ft.com/content/6c6c730e-3298-
11e8-ac48-10c6fdc22f03. 
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being fed simplified outrage to capture our vote.  At least the old party machines used to pay 

people for their votes!   

 

The uncertainty the market faces is how the political class will regulate the data accumulators.  

When the trust-busters broke up the large industrial firms in the early part of the last century, it 

turned out to create value.  The smaller firms were better managed, the competition encouraged 

their growth and they provided ample services to the economy.  A similar outcome is possible 

today.  But, until we understand the landscape, the current dominant firms will be under fire and 

this will likely increase the volatility of their price performance in the coming months and years.  

We suspect this situation will be part of the environment for a long time.  It’s important to 

remember that the Sherman Anti-Trust Act passed in 1890, but Standard Oil wasn’t broken up 

until 1911.   

 

Equities and the Fed: A question we are getting from advisors is whether market weakness will 

delay or stop Fed tightening?  This is really a question about the “Fed put,” which captures the 

central bank’s reactions to market declines by easing monetary policy.  Greenspan did cut rates 

after the 1987 crash and there is an obvious pattern to rate cuts during financial crises, which are 

usually accompanied by equity market declines.  So far, we aren’t seeing evidence from the 

interest rate markets that the FOMC should change behavior.  Expectations from fed funds 

futures still show an 80% chance of a rate hike at the June meeting, and Eurodollar futures say 

the FOMC has at least another 100 to 125 bps of tightening. 
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This chart shows the implied three-month LIBOR rate, two years deferred, from the Eurodollar 

futures market and the fed funds target.  The Fed tends to raise rates until the two rates cross.  

 

So far, financial authorities and the interest rate markets are treating this equity pullback as a 

normal correction.  Given the lack of evidence of a recession, that is a logical conclusion.  Thus, 

until proven otherwise, that would be the prudent expectation.   
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U.S. Economic Releases 

 

There were no economic releases prior to the publication of this report.  The table below shows 

the economic releases scheduled for the rest of the day.  

 

EDT Indicator Expected Prior Rating

Wards Total Vehicle Sales m/m mar 13.10 mn 12.94 mn **

Wards Domestic Vehicle Sales m/m mar 16.90 mn 16.96 mn **
Fed speakers or events

Economic Releases

No speakers or events scheduled  
 

Foreign Economic News 
 

We monitor numerous global economic indicators on a continuous basis.  The most significant 

international news that was released overnight is outlined below.  Not all releases are equally 

significant, thus we have created a star rating to convey to our readers the importance of the 

various indicators.  The rating column below is a three-star scale of importance, with one star 

being the least important and three stars being the most important.  We note that these ratings do 

change over time as economic circumstances change.  Additionally, for ease of reading, we have 

also color-coded the market impact section, which indicates the effect on the foreign market.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 

following closely for possible complications and green indicates neutral conditions.  We will add 

a paragraph below if any development merits further explanation.  
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Monetary Base y/y mar 9.1% 9.4% ** Equity and bond neutral

India Nikkei  India PMI Mfg m/m mar 51.0 52.1 ** Equity and bond neutral

Australia AiG Perfomance of Manufacturing Index m/m mar 63.1 57.5 ** Equity bullish, bond bearish

CBA Australia PMI Mfg m/m mar 54.3 55.6 ** Equity and bond neutral

ANZ Job Advertisements m/m mar 0.0% -0.3% * Equity bullish, bond bearish

Commodity Index SDR y/y mar -2.1% -1.0% * Equity bearish, bond bullish

EUROPE

Eurozone Markit Eurozone Manufacturing m/m mar 56.6 56.6 56.6 ** Equity and bond neutral

Germany Retail Sales y/y mar 1.3% 2.3% 2.4% ** Equity bearish, bond bullish

Markit/BME Germany Manufacturing m/m mar 58.2 58.4 58.4 ** Equity and bond neutral

France Markit France Manufacturing m/m mar 53.7 53.6 53.6 ** Equity and bond neutral

Italy Markit/ADACI Italy Manufacturing m/m mar 55.1 56.8 55.5 ** Equity and bond neutral

U.K. Markit UK PMI Manufacturing m/m mar 55.1 55.2 54.7 ** Equity and bond neutral

Switzerland Retail Sales Real y/y feb -0.2% -1.4% ** Equity and bond neutral

PMI Manufacturing m/m mar 60.3 65.5 64.3 ** Equity and bond neutral

AMERICAS

Canada MLI Leading Indicator m/m feb 0.2% 0.4% ** Equity and bond neutral

Markit Canada Manufacturing m/m mar 55.7 55.6 ** Equity and bond neutral

Bloomberg Nanos Confidence m/m mar 56.8 56.2 ** Equity and bond neutral

Brazil Markit Brazil PMI Manufacturing m/m mar 53.4 53.2 ** Equity and bond neutral  
 

Financial Markets 
 

The table below highlights some of the indicators that we follow on a daily basis.  Again, the 

color coding is similar to the foreign news description above.  We will add a paragraph below if 

a certain move merits further explanation. 
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Today Prior Change Trend

3-mo Libor yield (bps) 231 231 0 Up

3-mo T-bill yield (bps) 171 171 0 Neutral

TED spread (bps) 60 60 0 Neutral

U.S. Libor/OIS spread (bps) 173 172 1 Up

10-yr T-note (%) 2.75 2.73 0.02 Up

Euribor/OIS spread (bps) -33 -33 0 Neutral

EUR/USD 3-mo swap (bps) 7 5 2 Down

Currencies Direction

dollar up Down

euro down Up

yen down Up

pound down Up

franc down Neutral

Central Bank Action Current Prior Expected

RBA Cash Rate 1.500% 1.500% 1.500% On forecast  
 

Commodity Markets 
 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 
 

Price Prior Change Explanation

Brent $67.93 $67.64 0.43%

WTI $63.30 $63.01 0.46%  

Natural Gas $2.67 $2.68 -0.45%

Crack Spread $20.04 $19.76 1.40%

12-mo strip crack $18.55 $18.38 0.95%

Ethanol rack $1.55 $1.55 -0.41%

Gold $1,337.05 $1,341.29 -0.32% Stronger Dollar

Silver $16.54 $16.59 -0.33%

Copper contract $305.65 $305.00 0.21%

Corn contract 387.75$       387.25$       0.13%

Wheat contract 450.50$       446.25$       0.95%

Soybeans contract 1,043.75$    1,035.50$   0.80%

Baltic Dry Freight 1055 1080 -25

Actual Expected Difference

Crude (mb) 2.0

Gasoline (mb) -1.5

Distillates (mb) -1.5

Refinery run rates (%) 0.40%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts continue to signal colder than normal temperatures for the 

Midwest and northeastern regions, with warmer temperatures for the rest of the country.  

Precipitation is expected for most of the country. 
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Asset Allocation Weekly Comment 
Confluence Investment Management offers various asset allocation products which are managed using 

“top down,” or macro, analysis.  We report asset allocation thoughts on a weekly basis, updating this 

section every Friday.  
 

March 29, 2018 
 

After peaking at 2872.87 on January 26, the S&P 500 has been in a corrective phase.  The index 

fell just over 10% and has been range bound ever since, well below the aforementioned high.  

Here are the primary reasons equities have struggled: 

 

1. Valuations became a bit stretched: The P/E, as we calculate it (trailing except for the 

current quarter, which includes two previous and two forecast quarters), reached 20.8x.  

This level is at the high end of the dispersion of the multiple for our P/E models and is no 

way inexpensive.  The rally seen after the tax cuts became rather excessive and a pause to 

consolidate would be normal. 

2. Trade war fears: The administration, which had put trade policy on the backburner as it 

tried to overturn the Affordable Care Act and enact the tax bill, has recently turned its 

attention to trade.  Trade impediments and the pullback from globalization would weaken 

the policy commitment to low inflation that has been in place since the late 1970s.   

3. Political instability: It is common for the personnel in the White House to change over 

time.  Under normal circumstances, when a party has been out of power for an extended 

period, a plethora of experienced officials are poised to join the new administration when 

the party regains power.  As time passes and the new president becomes more 

comfortable in his role, less powerful aides are recruited and the powerful, often with 

their own agendas, leave the White House.  President Trump was enough of an outsider 

to disrupt this process to some degree.  Still, the president did surround himself with 

some seasoned advisors from the military and business sectors.  Although the media 

probably overstated the case that these figures “corralled” the president’s instinctual 

management style, it does appear that the White House became less chaotic after Gen. 

Kelly took over as chief of staff.  In the past few weeks, however, there has been a 

wholesale change in personnel, including Secretary of State, Head of the CIA, and 

National Security Director. The replacements have hawkish reputations and could bring 

geopolitical instability.  These changes have increased uncertainty and weighed on 

market sentiment, as have the prospects for political disruption stemming from the 

upcoming midterm elections.   

4. Policy tightening: The Federal Reserve is steadily tightening monetary policy.  Although 

current policy has not reached a point where it would be considered restrictive, the 

direction for interest rates is clear.  Monetary policy has tended to support financial asset 

prices since the 1987 crash, in that declines in equity prices have led Fed chairs to either 

reduce rates during pullbacks or promise to act if financial conditions deteriorate.  

However, the new Fed chair, Jerome Powell, made no mention of current market 

volatility, raising concerns that the “Fed put” may no longer exist. 
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All these worries have some basis in fact.  However, we believe the bearish case is overstated 

based on what we know now.   

 

1. Earnings will be robust: The tax law will shift, in our estimation, about 1.3% of GDP to 

after-tax profits.  If equity prices hold near current levels, valuations will improve in 

coming months. 

2. Trade policy: Although we are concerned about the turn toward protectionism, in the 

short run we have seen initially aggressive positions that have been adjusted to become 

less onerous.  A retreat from globalization is probably underway but it hasn’t progressed 

enough yet to trigger higher inflation.   

3. Policy instability: President Trump will likely be considered one of the most unique 

presidents in history.  His extensive use of social media has overturned the Washington 

order, for better or worse.  Future presidents will likely have to decide if they will 

continue to use microblogging as a way to message the country, unfiltered by the media.  

At the same time, financial markets rapidly discern signal from noise.  If markets 

determine that a social media rant is not material to market action, the markets will begin 

to ignore what is coming out of the White House.  It is true that this president values 

flexibility and does not want to be contained.  And, a president with such characteristics 

can make unexpected decisions.  At the same time, it should be noted that President 

Trump’s period of greatest influence is coming to a close.  History shows that the bulk of 

a president’s political capital is exhausted within about 18 months after the election.  

That’s because, in most cases, the midterms lead to a decline in congressional support 

and lawmakers realize that the influence of a president wanes once the midterm election 

season is underway.  Simply put, by early summer, President Trump’s ability to make 

major changes in domestic policy will decline rapidly. 

4. Monetary policy: The Federal Reserve has engineered three “soft landings” since 

becoming independent in the early 1950s.  Every other tightening cycle generally resulted 

in a recession.  However, the timing from the end of the tightening cycle to the onset of 

recession can vary widely.   
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In many cases, especially prior to the 1981-82 recession, the onset of recession coincided with 

the peak in fed funds.  However, in the three recessions since 1982, the peak in rates has 

preceded the recession by an average of 14 months.  If the same pattern holds, we are probably at 

least 12 to 18 months away from the next recession2 as policy tightening will likely continue into 

next year.     

 

In conclusion, although the aforementioned concerns are legitimate, we think they are probably 

overdone, at least in the short run.  In addition, there appears to be ample liquidity to fuel higher 

equity prices. 
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2 Assuming a geopolitical event isn’t responsible for the next downturn. 



 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 8 

This chart shows the level of retail money market fund holdings along with the S&P 500 Index.  

The shaded areas show periods when money market funds are at levels of $920 bn or less.  These 

periods tend to coincide with sluggish equity performance.  Current fund levels exceed $1.0 

trillion; unless investors now view returns on cash as adequate enough to consider it an asset 

class, we suspect the high levels of liquidity are an indication of caution.  If a degree of calm 

returns to the market environment, it appears there is enough liquidity to at least challenge the 

previous highs in equities. 
 

 
 

 

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.  
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Data Section 

 

U.S. Equity Markets – (as of 4/2/2018 close) 
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(Source: Bloomberg) 

 

These S&P 500 and sector return charts are designed to provide the reader with an easy overview 

of the year-to-date and prior trading day total return.  Sectors are ranked by total return; green 

indicating positive and red indicating negative return, along with the overall S&P 500 in black. 

 

Asset Class Performance – (as of 4/2/2018 close) 

 

-10.0% -5.0% 0.0% 5.0%

Real Estate

Foreign Developed (local currency)

Mid Cap

Large Cap

US Corporate Bond

Small Cap

US Government Bond

US High Yield

Foreign Developed ($)

Commodities

Emerging Markets (local currency)

Cash

Emerging Markets ($)

YTD Asset Class Total Return

Source: Bloomberg

  
 

Real Estate (FTSE NAREIT Index), Emerging Markets (MSCI Emerging Markets (USD and 

local currency) Index), Cash (iShares Short Treasury Bond ETF), U.S. Corporate Bond (iShares 

iBoxx $ Investment Grade Corporate Bond ETF), U.S. Government Bond (iShares 7-10 Year 

Treasury Bond ETF), U.S. High Yield (iShares iBoxx $ High Yield Corporate Bond ETF), 

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date returns 

for various asset classes, updated daily.  

The asset classes are ranked by total 

return (including dividends), with green 

indicating positive and red indicating 

negative returns from the beginning of the 

year, as of prior close. 

 

Asset classes are defined as follows: 

Large Cap (S&P 500 Index), Mid Cap 

(S&P 400 Index), Small Cap (Russell 

2000 Index), Foreign Developed (MSCI 

EAFE (USD and local currency) Index), 
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P/E Update 
 

March 29, 2018 
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P/E as of 3/28/2018 = 20.6x

 
 

Based on our methodology,3 the current P/E is 20.6, down 0.1x from last week.  Earnings remain 

strong and recent weakness in the S&P led to the modest drop in the multiple.     

 
 
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. 

                                                 
3 This chart offers a running snapshot of the S&P 500 P/E in a long-term historical context. We are using a specific 
measurement process, similar to Value Line, which combines earnings estimates and actual data. We use an 
adjusted operating earnings number going back to 1870 (we adjust as-reported earnings to operating earnings 
through a regression process until 1988), and actual operating earnings after 1988. For the current quarter, we use 
the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings 
sum includes three actual quarters (Q2, Q3 and Q4) and one estimate (Q1). We take the S&P average for the 
quarter and divide by the rolling four-quarter sum of earnings to calculate the P/E. This methodology isn’t perfect 
(it will tend to inflate the P/E on a trailing basis and deflate it on a forward basis), but it will also smooth the data 
and avoid P/E volatility caused by unusual market activity (through the average price process). Why this process?  
Given the constraints of the long-term data series, this is the best way to create a long-term dataset for P/E ratios. 


