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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 5, 2018—9:30 AM EST]  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 

1.4% from the prior close.  Chinese markets were higher, with the Shanghai composite up 0.1% 

and the Shenzhen index up 0.5%.  U.S. equity index futures are signaling a lower open.  With 

485 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, 73.8% of the companies reported 

earnings above forecast, while 17.9% reported earnings below forecast. 

 

Happy Monday!  Here is what we are watching this morning: 

 

Trade wars: As details emerge on how the president decided to recommend across-the-board 

tariffs on steel and aluminum, it has become clear it was more of a reaction than a well-thought-

out plan.  There is no actual executive order for this action so the “globalists” within the 

administration are working furiously to soften the tariffs.  The president tweeted this morning 

that he would consider dropping the tariffs if a new NAFTA deal is negotiated.  It’s hard to tell 

whether this latest tweet suggests he is looking for a face-saving way to walk back the recent 

tariff recommendations, or if he’s establishing an impossible bar to remove the tariffs.  Although 

the NAFTA negotiators are working to adjust the current treaty, it should be remembered that the 

original NAFTA negotiations took about two years to complete.  So, if the president really 

means he will require a completely new treaty, the steel and aluminum tariffs, if implemented, 

will be with us for a while. 

 

Below are a few charts to highlight some points. 

 

Primary metal industrial production in the U.S. has been stable for some time.  There is nothing 

in this data that would suggest collapse. 

 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 
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For contrast, this next chart shows what collapse looks like. 

 

 
 

What we are seeing is excess capacity in primary metals.  Current capacity utilization is only 

70% and has been weakening in each business cycle over the past three decades.  This suggests 

the industry has been too slow to reduce capacity.  Excess primary metals capacity isn’t just a 

U.S. problem—it’s a global problem with nations trying to hold onto jobs by subsidizing 

production to maintain employment.  Everyone in the industry realizes there needs to be a 
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reduction in capacity and is waiting for someone else to take the action so they can stay in 

business.  This issue would argue that if the White House is actually worried about the national 

security effects of cutting steel capacity, the correct policy would be to subsidize the industry. 

 

 
 

Of course, the broader concern is that the president’s actions will trigger a trade war.  This is a 

legitimate concern.  Using trade to foster foreign and domestic policy goals is perfectly 

legitimate.  In fact, the U.S. unilaterally opened its economy to trade after WWII, supplying the 

reserve currency, to create allies that would allow us to contain communism.  It clearly worked 

to win the Cold War.  Unfortunately, the policy remained in place but the U.S. doesn’t have a 

working idea of what it wants from foreign policy.  Those who have been adversely affected by 

trade have increased their influence in Washington and their goal is obvious—lots of high-

paying, low-skilled jobs.  However, as long as capitalists control the political system, that 

outcome isn’t likely (trade isn’t the only way to hold down wages).  However, much damage can 

be done to the global economy by protectionism that is unguided by foreign and domestic policy.  

In the immediate term, our worry is that rising protectionism unanchors inflation expectations.  

That scenario would lead to much tighter monetary policy and higher interest rates.  It’s still too 

early to adjust our positions but protectionism is a threat. 

 

Populists win in Italy: Early results indicate the Five Star movement took 32% of the vote, 

while the right-wing coalition of the Northern League and Berlusconi’s Forza Italia combined 

with 37%.  However, the former, which was considered the junior partner in the group, actually 

outpolled Forza Italia, winning 18% compared to 14% for Berlusconi’s party (minor parties in 

the coalition took the remainder).  The center-left collapsed, falling to 19%, a trend that has 

become common all across Europe.  There is no clear path to government.  No single party or 

coalition has a majority.  In the past, Five Star has eschewed joining any other party.  In theory, 

the Northern League could join Five Star to form a government.  Although such a government 
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would be unstable, together it would send an unmistakable signal to the EU—austerity is over.  

The EU hopes for protracted coalition negotiations that end up with a mainstream minority 

government or new elections.  If the populists get power, the EU and the stability of the 

Eurozone will come under threat. 

 

The spread between Italian and German sovereigns widened on the results. 

 

 
(Source: Bloomberg) 

 

Merkel wins: The SDP rank-and-file chose a slow demise over a quick exit and voted to join 

another grand coalition with the CDU/CSU.  Given the steady erosion of support for center-left 

parties (see above), there was a push within the SDP to reject the coalition and move left.  

However, this would had led to new elections and, given recent performance, the SDP could 

have spiraled into irrelevance.  Instead, 66% of the SDP members decided that Merkel had given 

them a good deal of influence despite lousy polling numbers.  We suspect this will be Merkel’s 

last government.   

 

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

9:45 Markit Services PMI m/m feb 55.9 55.9 **

9:45 Markit Composite PMI m/m feb 55.9 **

10:00 ISM Non-Manf. Composite m/m feb 59.0 59.9 **
Fed speakers or events

Economic Releases

No speakers or events scheduled  
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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

China Caixin China PMI Composite m/m feb 53.3 53.7 ** Equity and bond neutral

Caixin China PMI Services m/m feb 54.2 54.7 54.3 ** Equity and bond neutral

Japan Nikkei Japan PMI Services m/m feb 51.7 51.9 ** Equity and bond neutral

Nikkei Japan PMI Composites m/m feb 52.2 52.8 ** Equity and bond neutral

India Nikkei India PMI Services m/m feb 47.8 51.7 ** Equity bearish, bond bullish

Nikkei India PMI Composite m/m feb 49.7 52.5  ** Equity bearish, bond bullish

Australia AiG Perf of Services Index m/m feb 54.0 54.9 ** Equity and bond neutral

CBA Australia PMI Composite m/m feb 54.3 54.2 ** Equity and bond neutral

CBA Australia PMI Services m/m feb 54.2 53.8  ** Equity and bond neutral

Melbourne Institute Inflation m/m feb 2.1% 2.0% ** Equity and bond neutral

Building Approvals m/m feb 12.0% -5.5% -0.5% ** Equity bullish, bond bearish

ANZ Job Advertisements m/m feb -0.3% 6.2% ** Equity and bond neutral

New Zealand ANZ Commodity Price m/m feb 2.8% 0.7% ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Services m/m feb 56.2 56.7 56.7 ** Equity and bond neutral

Markit Eurozone Composite m/m feb 57.1 57.5 57.5 ** Equity and bond neutral

Sentix Investor Confidence m/m feb 24.0 31.9 30.9 ** Equity bearish, bond bullish

Retail Sales m/m feb 2.3% 1.9% 2.0% ** Equity bullish, bond bearish

Germany Markit Germany Services m/m feb 55.3 55.3 55.3 ** Equity and bond neutral

Markit Germany Composite m/m feb 57.6 57.4 57.4 ** Equity and bond neutral

France Markit France Services PMI m/m feb 57.4 57.9 57.9 ** Equity and bond neutral

Markit France Composite PMI m/m feb 57.3 57.8 57.8 ** Equity and bond neutral

Italy Markit/ADACI Italy Services m/m feb 55.0 57.7 57.0 ** Equity and bond neutral

Markit/ADACI Italy Composite m/m feb 56.0 59.0 57.9 ** Equity and bond neutral

U.K. Makit/CIPS UK Services PMI m/m feb 54.5 53.0 53.3 ** Equity bullish, bond bearish

Makit/CIPS UK Composite PMI m/m feb 54.5 53.5 53.6 ** Equity bullish, bond bearish

AMERICAS

Brazil CNI Consumer Confidence m/m feb 102.7 102.9 ** Equity and bond neutral

Mexico Leading Indicators m/m feb 0.08 0.08 ** Equity and bond neutral

Canada GDP Annualized q/q 4q 1.7% 1.7% 2.0% ** 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) 203 202 1 Up

3-mo T-bill yield (bps) 161 162 -1 Neutral

TED spread (bps) 42 41 1 Neutral

U.S. Libor/OIS spread (bps) 162 162 0 Up

10-yr T-note (%) 2.85 2.87 -0.02 Up

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

EUR/USD 3-mo swap (bps) 34 33 1 Down

Currencies Direction

dollar up Down

euro down Up

yen up Up

pound up 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. 
 

Price Prior Change Explanation

Brent $64.43 $64.37 0.09%

WTI $61.35 $61.25 0.16%  

Natural Gas $2.69 $2.70 -0.37%

Crack Spread $17.90 $18.44 -2.92%

12-mo strip crack $16.80 $17.15 -2.02%

Ethanol rack $1.54 $1.54 -0.14%

Gold $1,323.02 $1,322.75 0.02%

Silver $16.49 $16.52 -0.18%

Copper contract $311.40 $312.45 -0.34%

Corn contract 385.25$       385.25$       0.00%

Wheat contract 499.75$       500.00$       -0.05%

Soybeans contract 1,072.25$    1,071.00$   0.12%

Baltic Dry Freight 1207 1196 11

Shipping

Energy Markets

Metals

Grains

 
 

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.   

 



 

 

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

www.confluenceinvestment.com 

 9 

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 3/2/2018 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 3/2/2018 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 
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P/E as of 2/28/2018 = 20.8x

 
 

Based on our methodology,1 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%.   

 

                                                 
1 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. 


