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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: March 14, 2018—9:30 AM EDT]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is up 0.3% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.3% from the prior close.  Chinese markets were lower, with the Shanghai composite down 

0.6% and the Shenzhen index down 0.9%.  U.S. equity index futures are signaling a higher open.   

 

Here is what we are watching this morning: 

 

May responds: The Russians ignored Britain’s deadline so PM May is expelling 23 Russian 

diplomats, the biggest expulsion since the Cold War.  Expect a similar response from Russia.  

This is an issue that bears watching.  We expect that Chairman Xi is closely observing the 

West’s response to Russia’s rather blatant attacks on its expats in the U.K.  China also has an 

interest in controlling the actions of its nationals living abroad.  If troublesome characters can be 

killed with impunity in the West, it would not be a shock to see China engage in similar 

behavior.  This reaction is probably the best May can muster; without a broader response, we can 

expect more of these killings carried out by more nations in the democratic West.   

 

Trade talk: One of the evolving features we continue to watch closely is what we call “Trump 

2.0.”  In the president’s first year, especially after the appointment of John Kelly as Chief of 

Staff, the White House became much more orderly.  Populist voices, such as Stephen Bannon, 

were banished.  The flow of information and persons to the Oval Office was monitored and 

restricted.  Gary Cohn and the establishment steadily gained control and the key issue the GOP 

establishment wanted, the tax act, was passed.  That order is now being unwound.  SOS 

Tillerson’s firing was announced yesterday and Mike Pompeo was nominated as his replacement 

(conditional on Senate approval).  Cohn has moved on.  As the president becomes more 

comfortable with the office, he is taking control of the job and the “controllers” are steadily 

losing power. 

 

For our purposes, what does this mean for financial and commodity markets?   

 

 We would expect more turnover until the president shapes his staff to his liking.  The 

president is making it clear he wants voices around him that are not contradictory.  In 

reality, most presidents make this shift, although perhaps not as quickly as this one.  

Early in the first term of a new president, especially when the party has been out of 

power, there are a group of political operatives ready and willing to accept appointments.  

These are usually “stars” of the party with strong personalities and their own agendas.  As 

presidents become more familiar with the job, they tire of all the “advice” and replace the 
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stars with people who will execute the vision of the president.  Mike Pompeo will more 

likely be willing to execute the vision of the president, whereas Rex Tillerson often 

clashed with the White House.   

 

 This turnover will raise uncertainty but markets will adapt.  A similar pattern emerges 

with geopolitical issues; the first terrorist attack is a big deal.  Over time, markets become 

inured and they have less effect.   

 

 Our read on President Trump is that he is an economic and geopolitical nationalist.  The 

U.S. is going to become increasingly stingy with providing global public goods, 

including acting as importer of last resort.  Although Trump will get criticized for doing 

so, in fact, this is just the most recent attempt to develop a post-Cold War policy.  None 

of them, since Clinton, have managed to create a lasting policy response to the fall of the 

Berlin Wall.  It does appear that Trump’s policy of reducing global exposure is popular; 

although the establishment is horrified (mostly because it has benefited greatly from 

globalization), the majority of Americans feel that all they get from the superpower role 

is cheap foreign goods that reduce their employment opportunities.  This doesn’t 

necessarily mean the U.S. becomes autarkic, but open trade and providing the reserve 

currency to the world will now come with strings attached.  The big issue to watch is if 

the world decides that it will reduce using the dollar as a reserve currency.  For now, we 

don’t really see an alternative; neither Europe nor China is willing to run persistent trade 

deficits, the requirement to be the primary reserve currency.  But, if foreigners stop using 

the dollar for reserve purposes, then fiscal deficits suddenly matter…a lot.   

 

 The key market issue is whether trade impediments become serious enough to change 

inflation and, even more critically, inflation expectations.  So far, the rhetoric on trade 

has far outpaced the actual impact.  But, we know the president has China in his sights 

and is threatening more serious measures against China’s trade with the U.S.1  If these 

come to fruition, we would expect inflation fears to become an increasingly negative 

factor for financial markets.   

 

 Iran will likely become a more serious issue.  President Obama wanted to pivot to Asia 

and, to do so, he needed to reduce America’s interests in the Middle East.  He decided he 

was willing to allow Iran to become the regional hegemon and provide order as the U.S. 

shifted its focus to Asia.  The nuclear deal was a step toward normalization; we suspect 

Obama assumed Clinton would win in 2016 and finish the normalization process with 

Iran.  Needless to say, this was a very controversial decision.  Although some regional 

experts had suggested this outcome as the most rational policy,2 Iran is a long-time 

adversary for the U.S. and it is politically unpopular to support any sort of normalization 

with the Mullahs.  This president wants to “rip up the script” of the Iranian nuclear deal 

by May of this year.  If the Iranians disagree, we expect the latter to move quickly to 

acquire a nuclear weapon.  Rising regional tensions increase the odds of an oil supply 

                                                 
1 https://www.politico.com/story/2018/03/13/trump-demands-aides-strengthen-china-tariffs-460416  
2 See Baer, R. (2008). The Devil We Know: Dealing with the New Iranian Superpower. New York, NY: Crown 
Publishing Group. and Friedman, G. (2011). The Next Decade. New York, NY: Doubleday (especially chapter 7).   

https://www.politico.com/story/2018/03/13/trump-demands-aides-strengthen-china-tariffs-460416
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disruption.  Keep in mind that the Iran issue will be occurring at nearly the same time as 

when the president is expected to meet with Kim Jong-un, so the White House will be 

busy.   

 

U.S. Economic Releases 

 

MBA mortgage applications rose 0.9% from the prior week.  Purchases rose by 3.4%, while 

refinancing fell by 2.2%.  The average 30-year fixed rate mortgage rose by 4 bps from 4.65% to 

4.69%. 

 

Retail sales advance came in below expectations, falling 0.1% from the prior month compared to 

the forecast gain of 0.3%.  The prior month’s loss was revised downward from 0.3% to 0.1%.  

Retail sales ex-auto came in weak as well, rising 0.2% from the prior month compared to the 

forecast gain of 0.4%; the prior month’s gain was revised upward from 0.0% to 0.1%.  Retail 

sales ex-auto and gas were in line with expectations, rising 0.3% from the prior month.  The prior 

month’s loss was revised downward from 0.2% to 0.1%.  The retail sales control group came in 

below expectations, rising 0.1% from the prior month compared to the forecast of 0.4%.   

  

 
 

The chart above shows the year-over-year change in retail sales and core retail sales. 

 

PPI final demand came in above expectations, rising 0.2% from the prior month compared to the 

forecast rise of 0.1%.  PPI excluding food and energy came in line with expectations, rising 0.2% 

from the prior month.  Core PPI also came in above expectations, rising 0.4% from the prior 

month compared to the forecast of 0.2%. 
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The chart above shows the relationship between PPI final demand and PPI excluding food and 

energy.  Annually, headline PPI and PPI excluding food and energy rose 2.8% and 2.5%, 

respectively.  We note the relationship of PPI to CPI isn’t all that strong so the impact on 

consumer inflation is not significant.   

 

The table below shows the economic releases scheduled for the rest of the day.  

 

EDT Indicator Expected Prior Rating

10:00 Business Inventories m/m feb 0.6% 0.4% *
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.  
 



 

 

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

www.confluenceinvestment.com 

 5 

Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Retail Sales y/y feb 9.7% 10.2% 9.8% ** Equity and bond neutral

Industrial Production y/y feb 7.2% 6.6% 6.2% *** Equity bullish, bond bearish

Fixed Asset ex Rural y/y feb 7.9% 7.2% 7.0% ** Equity bullish, bond bearish

Japan Core machinery orders y/y jan 2.9% -5.0% -0.7% ** Equity bullish, bond bearish

Australia Westpac Consumer Confidence m/m mar 103.0 102.7  ** Equity and bond neutral

New Zealand Current account q/q Q4 NZD -2.8 bn NZD -4.7 bn NZD -2.5 bn ** Equity bearish, bond bullish

India Wholesale Prices y/y feb 2.5% 2.8% 2.5% ** Equity and bond neutral

EUROPE

Eurozone Industrial Production y/y jan 2.7% 5.2% 4.4% *** Equity bearish, bond bullish

Employment y/y 4q 1.6% 1.7% ** Equity and bond neutral

Germany CPI y/y feb 1.4% 1.4% 1.4% *** Equity and bond neutral

Italy Retail Sales y/y jan -0.8% -0.1% ** Equity and bond neutral

AMERICAS

Mexico Industrial Production y/y jan 0.9% -0.7% 0.4% *** Equity bullish, bond bearish

Manufacturing Production y/y jan 1.7% -0.1% 2.1% ** Equity and bond neutral

Brazil Retail Sales y/y jan 3.2% 3.3% 3.5% ** Equity and bond neutral

Retail Sales Broad y/y jan 6.5% 6.4% 6.6% ** 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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 211 209 2 Up

3-mo T-bill yield (bps) 169 168 1 Neutral

TED spread (bps) 41 41 0 Neutral

U.S. Libor/OIS spread (bps) 167 166 1 Up

10-yr T-note (%) 2.85 2.84 0.01 Up

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

EUR/USD 3-mo swap (bps) 32 29 3 Down

Currencies Direction

dollar up Down

euro down Up

yen up Up

pound flat Up

franc down Neutral  
 

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. 
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Price Prior Change Explanation

Brent $64.94 $64.64 0.46%

WTI $61.06 $60.71 0.58%  

Natural Gas $2.74 $2.79 -1.62%

Crack Spread $18.57 $18.34 1.23%

12-mo strip crack $17.20 $17.06 0.80%

Ethanol rack $1.56 $1.56 0.30%

Gold $1,326.03 $1,326.51 -0.04%

Silver $16.60 $16.59 0.04%

Copper contract $317.25 $313.80 1.10%

Corn contract 391.00$       391.75$       -0.19%

Wheat contract 484.00$       486.50$       -0.51%

Soybeans contract 1,050.50$    1,048.75$   0.17%

Baltic Dry Freight 1179 1192 -13

Actual Expected Difference

Crude (mb) 2.5

Gasoline (mb) -1.1

Distillates (mb) -1.7

Refinery run rates (%) -0.30%

Natural gas (bcf) -98.0

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 most 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 9, 2018 
 

Last year, we introduced an indicator of the basic health of the economy and added it to the 

many charts we monitor in gauging market conditions.  The indicator is constructed with 

commodity prices, initial claims and consumer confidence.  The thesis behind this indicator is 

that these three components should offer a simple and clear picture of the economy; in other 

words, rising initial claims coupled with falling commodity prices and consumer confidence is a 

warning that a downturn may be imminent.  The opposite condition should support further 

economic recovery.   
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This chart shows the results of the indicator and the S&P 500 since 1995.  We have placed 

vertical lines at certain points when the indicator falls below zero.  Although it works fairly well 

as a signal that equities are turning lower, there is a lag.  In other words, by the time this 

indicator suggests the economy is in trouble, the recession is likely near or underway and the 

equity markets have already begun their decline. 
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To make the indicator more sensitive, we took the 18-month change and put the signal threshold 

at -1.0.  This provided an earlier bearish signal and also eliminated the false positives that the 

zero threshold generated.  Notwithstanding, we will pay close attention when the 18-month 

change approaches zero.   

 

What does the indicator say now?  The economy is healthy and currently supportive for equity 

markets.  Future market performance is likely to be more affected by the P/E multiple rather than 

earnings, which are dependent on economic growth.  The P/E is mostly a function of interest 

rates and inflation, although there is also an element of sentiment to the ratio.  For now, we 

expect the multiple to remain elevated but the risk of contraction will grow over time, especially 

if inflation worries increase.  We will have more to say on this issue in the coming weeks. 

 

 
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 3/13/2018 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 3/13/2018 close) 
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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 8, 2018 
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P/E as of 3/7/2018 = 20.8x

 
 

Based on our methodology,3 the current P/E is 20.8, unchanged from last week.  Earnings remain 

strong but the S&P remains elevated for the quarter, even with the recent correction.     

 
 

 
 
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. 


