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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 2, 2018—9:30 AM EST]  Global equity markets are lower this morning.  The 

EuroStoxx 50 is down 1.6% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

1.3% from the prior close.  Chinese markets were lower, with the Shanghai composite down 

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

With 479 companies having reported, the S&P 500 Q4 earnings stand at $36.13, higher than the 

$34.84 forecast for the quarter.  The forecast reflects a 10.7% increase from Q4 2016 earnings 

and a 4.2% increase from Q3 2017.  Thus far this quarter, 74.1% of the companies reported 

earnings above forecast, while 17.6% reported earnings below forecast. 

 

There is a lot going on this morning.  Let’s dive in: 

 

Trade wars: President Trump campaigned as a trade warrior, promising tariffs and government 

intervention to boost manufacturing employment and give hope to his electoral base.  However, 

in his first year of office, if one ignores social media, Trump would be indistinguishable from an 

establishment Republican.  Tax cuts were the focus and were successfully passed.  Even the 

budget, which increased the deficit, isn’t inconsistent with previous GOP administrations.  But, 

lurking under the surface is a president who wanted trade retaliation.  As establishment figures 

within the administration fade in influence, the president is swinging toward his instincts to 

impede trade with the idea that this achievement would return the U.S. to a period of mass 

industrial employment. 

 

In calls yesterday, advisors wondered if he might walk back this policy in light of the drop in 

equities.  It doesn’t appear this expectation will occur; we note the president tweeted this 

morning that “trade wars are good and easy to win.”  Needless to say, the establishment GOP is 

apoplectic.  Editorials in the national papers are calling the announced tariffs a disaster.  No one 

should be surprised by his actions; he won the presidency as a populist and, unless that stance 

was a complete sham, at some point this part of the president’s persona was going to emerge.  

 

The problem, of course, is that trade is complicated.  First, when a nation implements trade 

sanctions, other countries can retaliate.  The U.S. has generally not taken aggressive steps over 

the past 40 years but that isn’t to say they never occurred.  Nearly all administrations since Carter 

have taken limited steps in various markets to send signals that nations that engage in unfair 

practices will face penalties.  But, economic theory rightly shows that trade barriers are a poor 

way to protect jobs.  For every job protected, other jobs are lost.  In this case, protecting steel 

jobs will likely raise prices on the end users of steel, e.g., autos.  Second, the U.S. has a 

particular issue in that it is the provider of the reserve currency.  The world economy is 
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dependent upon the U.S. to run trade deficits in order to provide dollars for global trade.  We can 

argue for days as to whether or not a single nation should have that role, but the reality is that if 

the U.S. puts up trade barriers it raises the risks of a global recession.  The U.S. provided the 

reserve currency to win the Cold War, but policymakers haven’t come up with a more 

compelling reason to continue the policy since the Berlin Wall fell.  To be fair, there have been 

losers to trade, which is, by design, unfair.  After all, if the system creates incentive for foreign 

nations to accumulate dollars for trade and the safest way to get dollars is by running a trade 

surplus with the U.S. then the system invites unfair actions.  If the U.S. wants to maintain that 

policy to support world growth, the losers in trade have to be adequately compensated.  That 

arrangement really hasn’t occurred so some parts of the economy are harmed by trade 

(manufacturing), while other sectors involved with supporting trade (transportation, finance) 

benefit more than they would have otherwise. 

 

In this week’s Asset Allocation Weekly Comment (see below) we discuss the difference between 

cyclical and structural inflation.  Much of the current worries about inflation are cyclical; 

economic slack is being steadily absorbed and there are legitimate reasons for concern.  

However, this cyclical inflation pressure is in the context of disinflationary structural forces.  As 

long as the U.S. allows the free implementation of technology and is open to trade, inflation 

tends to remain depressed even during periods of cyclical tightness.  The president’s actions raise 

the risk that the structural forces that have been steadily depressing price inflation may be 

reversed.  One measure on steel doesn’t make a complete reversal.  However, even the idea that 

these trade measures are proper raises the potential that this recent tariff is the opening move in a 

much broader policy to restrict trade.  If this is the case, the somewhat benign environment for 

financial assets over the past four decades will evolve into something much more difficult.  We 

are not there yet, but it is a condition we are closely watching.  Market action so far is 

worrisome.  Today we are seeing the dollar tumble and interest rates rise.  If the world is 

concluding that the U.S. is no longer a reliable steward of the reserve currency, we could be 

heading into a world of great financial tumult (stagflation, higher volatility).  It’s too early to 

make this call, but market action so far is a concern. 

 

It wasn’t just Trump: At the end of Chair Powell’s testimony yesterday, NY FRB President 

Dudley suggested in another speech that four rate hikes this year would be considered “gradual.”  

That statement also contributed to the equity decline yesterday. 

 

Brexit: PM May is giving a speech at the time of this writing, discussing her government’s 

position on separating from the EU.  Thus far, it’s mostly platitudes with no substance.  We think 

May is stuck; the majority of her party wants a hard Brexit but the majority of Parliament wants 

a soft Brexit, with the U.K. staying in the customs union.  At some point, there will be a vote of 

no confidence, new elections and the real possibility of PM Corbyn. 

 

Italian elections: The Italians go to the polls this weekend.  We don’t have any new polling data 

(polling is not allowed before elections so the last poll was Feb. 16th).  Markets are expecting an 

inconclusive result but, as we discussed in recent WGRs,1 all parties want fiscal expansion.   

 

                                                 
1 See WGRs, The Italian Elections: Part I (2/12/18) and Part II (2/26/18) 

http://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_2_12_2018.pdf
http://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_2_26_2018.pdf
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SDP decides: The rank and file of the SDP decides this weekend whether the center-left party 

should join in another grand coalition with the CDU/CSU.  The SDP faces a real problem.  If it 

votes not to join the coalition, new elections are likely and current polling suggests the party 

might be less popular than the AfD.  On the other hand, joining the conservatives further blurs 

the difference between the center-left and center-right and could simply lead to the extinction of 

the SDP.  We think the 460k members of the SDP will decide to join the coalition but the vote 

will be very close.   

 

BOJ at the end?  BOJ Governor Kuroda indicated today that the Japanese central bank is 

planning to begin the process of withdrawing from excessive accommodation in 2019.  The JPY 

jumped on the news. 

 

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

10:00 U. of Michigan Sentiment m/m feb 99.5 99.9 **

10:00 U. of Michigan Current Conditions m/m feb 115.1 **

10:00 U. of Michigan Expectations m/m feb 90.2 **

10:00 U. of Michigan 1 yr Inflation m/m feb 2.7% **

10:00 U. of Michigan 5-10 Yr Inflation m/m feb 2.5% **
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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Job-To-Applicant Ratio y/y jan 1.59 1.59 1.60 ** Equity and bond neutral

Jobless Rate y/y jan 2.4% 2.8% 2.8% *** Equity bullish, bond bearish

 Tokyo CPI y/y feb 1.4% 1.3% 1.4% *** Equity and bond neutral

New Zealand Building Permit m/m jan 0.2% -9.6%  ** Equity and bond neutral

ANZ Consumer Confidence m/m feb 0.6% 4.2% ** Equity and bond neutral

EUROPE

Eurozone PPI m/m feb 1.5% 2.2% 1.6% ** Equity and bond neutral

Italy GDP y/y 4q 1.6% 1.6% 1.6% *** Equity and bond neutral

Germany Retail Sales y/y jan 2.3% -1.9% 3.0% ** Equity and bond neutral

Import Price Index y/y jan 0.7% 1.1% 0.7% ** Equity and bond neutral

U.K. Markit/CIPS UK Construction y/y feb 51.4 50.2 50.5 ** Equity bullish, bond bearish

AMERICAS

Brazil Trade Balance Monthly m/m feb $4.907 bn $2.768 bn $4.900 bn ** Equity bullish, bond bearish

PPI Manufacturing m/m feb 4.0% 3.9% ** Equity and bond neutral

Mexico Markit Mexico PMI Mfg m/m jan 51.6 52.6 ** Equity and bond neutral

Canada Current Account Balance q/q 4q -$16.35 bn -$19.35 bn -$17.65 bn ** Equity bullish, bond bearish  
 

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) 202 201 1 Up

3-mo T-bill yield (bps) 159 159 0 Neutral

TED spread (bps) 43 42 1 Neutral

U.S. Libor/OIS spread (bps) 162 161 1 Up

10-yr T-note (%) 2.81 2.81 0.00 Up

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

EUR/USD 3-mo swap (bps) 33 35 -2 Down

Currencies Direction

dollar down Down

euro up Up

yen up Up

pound up Up

franc up 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 $63.47 $63.83 -0.56%

WTI $60.67 $60.99 -0.52%  

Natural Gas $2.71 $2.70 0.48%

Crack Spread $17.86 $18.51 -3.47%

12-mo strip crack $16.87 $17.38 -2.95%

Ethanol rack $1.55 $1.55 -0.03%

Gold $1,322.70 $1,317.03 0.43% Weaker Dollar

Silver $16.45 $16.47 -0.12%

Copper contract $312.90 $312.30 0.19%

Corn contract 387.50$       386.25$       0.32%

Wheat contract 511.75$       515.50$       -0.73%

Soybeans contract 1,076.00$    1,068.00$   0.75%

Baltic Dry Freight 1196 1192 4

Actual Expected Difference

Crude (mb) 3.0 2.0 1.0

Gasoline (mb) 2.5 1.0 1.5

Distillates (mb) -1.0 -0.9 -0.1

Refinery run rates (%) -0.30% -0.30% 0.0%

Natural gas (bcf) -78.0 -69.0 -9.0

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 much of 

the nation.  
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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 2, 2018 
 

The recent rise in long-duration yields has been partially blamed on rising inflation expectations.  

Although this reason is a possible explanation, the reality is that it’s more likely the fixed income 

markets are simply adjusting to a faster pace of policy tightening.  In this report, we examine the 

differences between cyclical and secular trends in inflation. 

 

Cyclical trends in inflation are driven by available slack in the economy.  In purely theoretical 

terms, it’s based on the slope of the aggregate supply curve.  As available capacity is depleted, 

additional demand intersects supply when the slope of the supply curve is becoming increasingly 

vertical.   

 

 
 

This stylized drawing shows that as demand rises from D to D’, the quantity supplied rises but so 

do price levels.  Obviously, the slope of the supply curve is critical.  Policies designed to increase 

the supply side of the market will tend to bring more output with less inflation.  Cyclical inflation 

is a function of movements along an existing aggregate supply curve, which is fixed in the short 

run.  In the long run, the supply curve can expand or contract; the former leads to lower inflation 

at all levels of demand and the latter leads to higher levels of inflation at all levels. 
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This chart shows the relationship between the yearly change in inflation and capacity utilization; 

the latter leads inflation by five quarters.  Note that in the 1970s into the early 1980s, high levels 

of capacity utilization were consistent with very high levels of inflation.  If the relationship 

between inflation and capacity utilization that existed in 1972-82 had been maintained, the 

current level of utilization would have generated inflation of 4.5%, reaching 5.3% by early 2019.  

But, clearly, the relationship has changed. 

 

We believe the key elements of structural inflation are trade and regulation.  An economy open 

to trade can tap excess capacity globally, and one that is deregulated can rapidly introduce new 

techniques and technology to improve productivity.  The upside to this these policies is lower 

inflation at each level of aggregate demand; the downside is usually higher levels of inequality.   
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This chart shows the current account with inflation.  Inflation fell dramatically as the current 

account deficit rose from the early 1980s forward.   
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The recent lift in long-term interest rates appears to be due to a re-evaluation of monetary policy 

expectations.  The FOMC’s dots chart has consistently expected normalization in three to four 

years’ time.  However, slow growth and low inflation have persistently pushed off that actual 

tightening into the ever distant future.  The chart below shows the average of the FOMC 

members’ dots for future year-end fed funds rates.  For example, in December 2014, the 

committee expected the terminal rate in 2018 to be 3.75%.  Note how that rate for the end of 

2018 steadily declined until last December’s average of just over 2%, or two hikes this year.  We 

expect three increases are more likely.   
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Although our base case is that secular inflation factors remain unchanged, we are watching trade 

policy very closely.  If the president makes good on his promises to restrict imports, the potential 

is there for at least a significant secular inflation scare.  So far, there has been more rhetoric than 

action but that may change in the coming year.  The FOMC would face a dilemma if inflation 

expectations were to become “unanchored.”  Do they move up the fed funds target with enough 

vigor to offset the rise in inflation caused by the leftward shift of the aggregate supply curve and 

likely face a “tweet storm” from the White House, or do they acquiesce to the negative change in 

aggregate supply and allow inflation fears to return in earnest?  Hopefully, Chair Powell won’t 

face that difficult choice but, if he does, the potential for market disruption would be high 

 
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 3/1/2018 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 3/1/2018 close) 
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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 1, 2018 
 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM 4Q TRAILING P/E
P

/E

Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 2/28/2018 = 20.8x

 
 

Based on our methodology,2 the current P/E is 20.8, up 0.3x from last week.  The rise in the P/E 

is due to switching to S&P operating earnings for Q4 instead of Thomson/Reuters.  The chart on 

the next page shows that the Thomson/Reuters operating earnings data has tended to outpace the 

S&P operating number during this bull market.  As the chart below shows, the gap between the 

two measures has continued to narrow as the S&P operating earnings calculation lags the 

Thomson/Reuters number by 6.7%.   

 

                                                 
2 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. 
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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. 


