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INVESTMENT MANAGEMENT

By Patrick Fearon-Hernandez, CFA, and Thomas Wash

[Posted: April 14, 2025 — 9:30 AM ET] Global equity markets are higher this morning. In
Europe, the Euro Stoxx 50 closed up 2.2% from its prior close. In Asia, the MSCI Asia Apex 50
Index closed up 1.4%. Chinese markets were higher, with the Shanghai Composite up 0.8% from
its previous close and the Shenzhen Composite up 1.2%. US equity index futures are signaling a
higher open.

The Confluence macro team publishes a plethora of research reports and multimedia offerings on
a weekly and quarterly basis, all available on our website. We highlight recent publications below
with new items of the day in bold:
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Against the backdrop of President Trump’s on-again/off-again policy moves and mixed
messages, we think his 90-day pause on non-China “reciprocal” tariffs last week is confirmation
that his top target in the trade war is China, as it likely should be. Since that suggests US-China
tensions could keep rising, we start our Comment today with a potential “escalation ladder” of
future adversarial steps between the US and China that investors should probably be watching
for. We next review several other international and US developments with the potential to affect
the financial markets today, including new signs of distrust between the US and Europe and a
few words on what appears to be capital flight from the US.

US-China Trade War — Escalation Ladder: As noted above, Trump’s tariff moves last week
seem to confirm that China is his top target in the trade war. Trump is trying to walk a fine line
between rebalancing the US-China trade relationship while not antagonizing China too much.
US-China tensions could therefore keep rising in the coming months, creating further investment
risks. To show how US-China relations could evolve, we lay out the following potential

“escalation ladder” of future steps that each side could take against the other:
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Military Action

The US-China Trade War: Potential Escalation Ladder

Source: Confluence Investment Maragement
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Restrictions on Goods Trade. Despite China’s statement last week that it won’t match
any more US tariff hikes because further hikes would be economically meaningless, the
US could keep hiking China’s rates. Both the US and China could also extend their tariffs
to currently exempted goods or hike their tariffs on lower-rate products. They could also
set non-tariff barriers on imports or exports (such as bans on critical mineral exports).
They could even put tariffs on third countries that import from their adversary.

Restrictions on Services Trade. Since tariffs are taxes on imported goods, the next step in
the trade war could be for the US or China to impose onerous taxes on each other’s
services, such as legal advice, consulting, or transport. They could also clamp down on
the provision of services. For example, China could increase its ongoing harassment of
some US firms providing legal, financial, and consulting services in China. The US might
also try to ban its firms from providing such services.

Restrictions on Capital Flows. For investors, an especially harmful escalatory move
would be for the US to limit capital flows to or from China, and vice versa. For example,
Treasury Secretary Bessent last week hinted that the federal government might force
Chinese firms to delist from US stock exchanges. Such a move would add to existing
restrictions on US investments in Chinese equities. The US or China could also bar its
investors from buying their adversaries’ bonds, including Treasurys.

Restrictions on Travel and Tourism. Both the US and China have already taken steps to
discourage their citizens from visiting their adversary and to harass their adversary’s
citizens in country. Further steps could include broadening the US ban on technicians
visiting China to service advanced chip-manufacturing equipment. The US or China
could also impose outright bans on academic researchers or students visiting one another.

Diplomatic Maneuvers. One specialized form of travel restriction could be for the US or
China to cut their diplomatic representation in each other’s country or demand a cut in
their adversary’s diplomatic corps in country. Each side could also step up their efforts to
undermine each other in international forums such as the United Nations.
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e Military Initiatives. Just as Japanese leaders saw US sanctions and oil embargos as an
existential threat in 1941, prompting them to attack Pearl Harbor, Chinese leaders facing
the whole array of escalatory steps outlined here could potentially decide they must strike
back militarily. For example, they could finally seize control of Taiwan. The US could
also launch provocative military moves against China to back up its economic pressure.
Clearly, such moves would be a worst-case scenario; they are not necessarily probable.

US-China Trade War — Electronics Exemption: In its latest on-again/off-again move on US
trade policy, the Trump administration said late Friday that key electronic products would be
exempt from its “reciprocal” 125% tariffs on Chinese imports. The exempted goods include
desktop computers, laptops, tablets, smartphones, flat-screen televisions, memory chips, and
chip-making equipment. However, Trump and his officials yesterday signaled that new tariffs
would still be coming on many of those products in the near future.

e The Friday exemptions may constitute a subtle concession by Trump to encourage
positive moves by China. After all, electronics make up the biggest category of Chinese
goods sent to the US (smartphones alone account for almost one-tenth of US imports
from China). The exemptions may also be aimed at helping US firms dependent on
selling China-sourced goods, such as Apple. In response, futures trading currently
suggests the US stock market will open on a firm note today.

e Nevertheless, the US’s remaining 20% tariffs against China will still be an issue, and the
Sunday statements pointing to new electronics tariffs in the future will likely keep US-
China tensions high. The risk of new tariffs in the future will probably also short-circuit
any relief that US firms felt upon hearing of the Friday exemptions.

US-Japan Tariff Talks: Ahead of Thursday’s US-Japan talks on tariffs and trade relations, the
policy chief of Japan’s ruling Liberal Democratic Party has offered assurances that his country
would not try to use its massive holdings of US Treasury obligations as leverage. The statement
signals that Tokyo will try to keep the talks as amicable as possible, raising the prospects for a
quick agreement that isn’t overly disruptive for the Japanese economy and financial markets.

e Despite Tokyo’s assurances about US Treasurys, it is becoming increasingly clear that a
key US economic risk from Trump’s trade policy may relate to financial flows rather than
trade flows. The evidence in this regard is the fact that the market volatility touched off
by the trade war hasn’t spawned the usual safe-haven buying in the US dollar and
Treasury securities. Instead, the greenback has depreciated sharply, Treasury prices have
fallen, and US bond yields have jumped.

e The decline in the dollar and Treasurys, along with falling values for US stocks and other
risk assets, suggests that the dramatic changes in US trade and economic policies and the
administration’s adversarial approach to foreign countries have undermined faith in the
US as an investment destination. That could merely reflect near-term concerns about a
US recession. However, if these trends continue, they could mean that the US has
become more fundamentally tarnished and that what we’re seeing is capital flight.

e Capital flight could weigh on the US domestic economy in a couple of important ways.
For one thing, Treasury dumping by foreign countries, central banks, or private
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institutions could push US interest rates so high as to impede investment and economic
growth. At the same time, the falling dollar would likely further raise the price of
imports, weighing on consumption and pushing up inflation.

Taiwan: The ruling Democratic People’s Party is reportedly mulling the launch of recall
campaigns against opposition lawmakers with the relatively China-friendly Kuomintang party.
The KMT has only 52 of the 113 seats in the legislature, but with six allies from the Taiwan
People’s Party and two independents, it has been able to form an opposing majority to paralyze
the DPP’s legislative initiatives. One key risk is that a DPP recall initiative could worsen
political polarization on the island and shift support toward the KMT.

Ecuador: In elections yesterday, conservative President Daniel Noboa was re-elected to a new
four-year term with approximately 56% of the vote. The loser was Luisa Gonzalez, a protégé of
leftist former President Rafael Correa. Now that he has a full term in office, Noboa is expected to
continue his tough crackdown on violent drug gangs and keep building ties with the US.

European Union-United States: In the latest sign of falling trust between the US and the EU,
the European Commission has reportedly begun issuing burner phones to US-bound officials to
avoid US espionage. The measure replicates steps taken for EU officials traveling to Ukraine and
China to avoid Russian or Chinese surveillance. The measure also illustrates the extent to which
US-EU trust has fallen, which could derail any future efforts by the two sides to cooperate in
security, trade, or finance.

United States-lran: US envoy Steve Witkoff and Iranian Foreign Minister Abbas Araghchi met
in Oman on Saturday to start talks aimed at preventing Iran from acquiring nuclear weapons. The
US and Iran had both insisted that the initial talks were merely aimed at gauging whether the
other side was serious about an agreement. Early reports suggest both sides saw the other as
serious, so follow-on talks are scheduled for next Saturday.

US Fiscal Policy: “First Buddy” Elon Musk reportedly said in a Cabinet meeting last week that
his Department of Government Efficiency would fail to reach its goal of cutting $1 trillion in
federal spending in the current fiscal year, which ends September 30. Instead, Musk said DOGE
would cut about $150 billion in outlays, and outside analysis suggests even that figure is inflated
by errors and miscounts.

e DOGE’s failure to achieve greater spending cuts could make it harder for President
Trump to get Congressional approval for the upcoming year’s budget, which includes
extensions to his 2017 tax cuts.

e Given the political and administrative challenges to cutting outlays significantly, Trump’s
extended tax cuts could well lead to even bigger budget deficits. With global investors
now increasingly wary about investing in the US, that could prompt even weaker demand
for Treasury securities and a further backup in yields.

US Consumer Spending: In a little-noticed statement in its first-quarter earnings report,
JPMorgan said the portion of loans in its credit card business deemed unrecoverable has now
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risen to a 13-year high. The statement is consistent with other incoming reports that suggest
charge-offs in the overall credit card industry are now higher than they were before the
coronavirus pandemic. The data adds to the current worries that consumers may be ready to rein
in their spending, which would slow economic growth and reduce corporate earnings.

US Commercial Real Estate Industry: According to data provider CoStar, a tentative rebound
in office demand that saw leasing activity jump 13% in the first quarter is already cooling in
response to the uncertainties of the administration’s trade war. Office-building sales and
refinancings have also reportedly slowed after a short-lived rebound. A new downturn in the
market would not only weigh on stocks directly related to office buildings, such as real estate
investment trusts, but it would also keep alive risks to the broader financial system.

US Economic Releases

There were no economic releases prior to the publication of this report. The following table lists
the releases and/or Fed events scheduled for the rest of the day.

Economic Releases
EST|Indicator Expected Prior Rating
11:00(NY Fed 1-Yr Inflation Expectations m/m Mar 3.13% *
Federal Reserve
EST|Speaker or Event District or Position
13:00| Christopher Waller Speaks on Economic Outlook Member of the Board of Governors
18:00| Patrick Harker Speaks on the Role of the Fed President of the Federal Reserve Bank of Philadelphia
19:40(Raphael Bostic Speaks in fireside Chat on Policy President of the Federal Reserve Bank of Atlanta

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 Industrial Production v/y Feb F 0.1% 0.3% ***  |Equity and bond neutral
Capacity Utilization y/y Feb -1.1% 4.5% *x Equity and bond neutral

New Zealand |Crediy Card Spending Total m/m Mar -1.5% -0.1% * Equity and bond neutral

China New Yuan Loans CNY YTD m/m Mar 9780.0b| 6140.0b| 9140.0b * Equity and bond neutral
Aggregate Financing CNY YTD  |m/m Mar 15180.0b| 9290.0b| 14251.0b * Equity and bond neutral
Money Supply M1 y/y Mar 1.6% 0.1% 0.3% * Equity and bond neutral
Money Supply M2 y/y Mar 7.0% 7.0% 7.1%| *** [Equity and bond neutral
Money Supply MO v/y Mar 11.5% 9.7% * Equity and bond neutral

China Trade Balance m/m Mar $102.64b| $31.72b| $75.15bb| *** |Equity and bond neutral
Exports y/y Mar 12.4% -3.0% 4.6% ** Equity and bond neutral
Imports v/y Mar -4.3% 1.5% -2.1% *k Equity and bond neutral

EUROPE

UK Rightmove House Prices y/y Apr 1.30% 1.00% *x Equity and bond neutral

Switzerland  [Producer & Import Prices y/y Mar -0.1% -0.1% ** Equity and bond neutral
Domestic Sight Deposits CHF  |w/w 11-Apr 438.4b 433.4b * Equity and bond neutral
Total Sight Deposits CHF w/w 11-Apr 446.9b 443.7b * Equity and bond neutral

Russia Trade Balance m/m Feb 10.5b 7.3b ** Equity and bond neutral
Exports m/m Feb 30.9b 29.4b * Equity and bond neutral
Imports m/m Feb 20.4b 22.1b * Equity and bond neutral
Current Account Balance q/q QP 19800m| 13542m|16000m ** Equity and bond neutral
GDP yly 4Qp 4.5% 3.1% 3.6%| ** |Equity bullish, bond bearish
CPI v/y Mar 10.3% 10.1% 10.3%| *** |Equity and bond neutral
Core CPI v/y Mar 9.7% 9.6% ** Equity and bond neutral

Financial Markets

The table below highlights some of the indicators that we follow daily. 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.

Fixed Income Today Prior Change Trend
3-mo T-bill yield (bps) 420 422 -2 Up
U.S. Sibor/OIS spread (bps) 428 427 1 Down
U.S. Libor/OIS spread (bps) 426 425 1 Down
10-yr T-note (%) 4.46 4.49 -0.03 Up
Euribor/OIS spread (bps) 228 227 1 Down
Currencies Direction

Dollar Up Down
Euro Down Up
Yen Up Up
Pound Down Up
Franc Down Up

Commodity Markets

The commodity section below shows some of the commaodity 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
Energy Markets
Brent $65.69 $64.76 1.44%
WTI $62.44 $61.50 1.53%
Natural Gas $3.48 $3.53 -1.28%
Crack Spread $24.15 $23.68 1.97%
12-mo strip crack $21.24 $20.99 1.22%
Ethanol rack $1.90 $1.89 0.20%
Metals
Gold $3,223.39 $3,237.61 -0.44%
Silver $32.36 $32.31 0.17%
Copper contract $459.85 $452.30 1.67%
Grains
Corn contract $496.00 $497.00 -0.20%
Wheat contract $565.50 $570.25 -0.83%
Soybeans contract $1,051.00f $1,053.00 -0.19%
Shipping
Baltic Dry Freight | 1,274 | 1,269 | 5

Weather

The 6-to-10 and 8-to-14-day forecasts show warmer-than-normal temperatures for most of the
country, with cooler-than-normal temperatures in the northern Pacific and Southwest regions.
The precipitation outlook calls for wetter-than-normal conditions for most of the country with
dry conditions expected on the West Coast.
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US Equity Markets — (as of 4/11/2025 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.
These charts represent the new sectors following the 2018 sector reconfiguration.

Asset Class Performance — (as of 4/11 /2025 close)
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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), Real Estate (FTSE NAREIT Index), Emerging Markets (MSCI Emerging Markets (USD
and local currency) Index), Cash (iShares Short Treasury Bond ETF), US Corporate Bond
(iShares iBoxx $ Investment Grade Corporate Bond ETF), US Government Bond (iShares 7-10
Year Treasury Bond ETF), US High Yield (iShares iBoxx $ High Yield Corporate Bond ETF),
Commodities (Bloomberg total return Commodity Index), Value (S&P 500 Value), Growth

(S&P 500 Growth).
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P/E Update

April 10, 2025

LONG-TERM TRAILING P/E
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P/E as of 4/9/2025 = 21.7x
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Sources: Robert Shiller, Haver Analytics,Bloomberg, CIM

Based on our methodology,* the current P/E is 21.7x, down 2.3 from our last report. The drop in
the multiple resulted primarily from a sharp decrease in the stock price index, which offset the
decline in Q1 earnings.

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.

! 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 Bloomberg 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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