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In our view, one of the most important variables that impacted financial markets in February was 
growing concern about the Federal Reserve raising interest rates more aggressively than 
previously expected. Of course, there are almost countless variables that drive markets. It’s 
possible investor complacency heading into February and seemingly crowded, short volatility 
positions contributed to or intensified the stock market panic last month.  

The S&P 500 peaked on January 26th and appeared to really begin its selloff on Friday, 
February 2nd when the US Bureau of Labor Statistics’ release of average hourly earnings 
showed surprisingly strong year-over-year growth of 2.9%, compared to the median expectation 
of 2.6% growth.  

The strength in employee earnings growth is now at a post-financial crisis high and has sparked 
concerns of accelerating inflation down the road that may need to be addressed by stronger 
monetary tightening. The concern is predicated on the theory of wage push inflation, where end 
market prices of goods and services are preceded by increases in employment costs.  
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According to the Chicago Mercantile Exchange, futures markets estimated at the end of 
February a nearly 25% probability of a 2.25-2.50% federal funds rate target by December 19, 
which is the FOMC’s last meeting of the year. This would equate to four quarter point increases 
to the funds rate for 2018. At the end of January, the probability of a 2.25-2.50% funds rate 
target was approximately 21%; it was almost 9% at the beginning of the year.  

With the current funds rate target at 1.25-1.50% and the 10-year Treasury yield around 2.85%, if 
there are another 100 basis points in increases to the funds rate without an increase in the 10-
year Treasury yield, it could uncomfortably flatten the yield curve, which in the past has been a 
useful signal of economic slowdowns and recessions. 

For example, according to the New York Federal Reserve Bank, the last time the spread 
between the 10-year Treasury yield and 3-month T-bill stood at 35 basis points was around 
August 2007. At that time, research by the New York Fed which uses the yield curve as a 
leading indicator of recessions was estimating a nearly 35% probability of recession by August 
2008. Of course, recession and financial crisis eventually ensued.  

In this light, panic last month about an overly aggressive Fed is understandable. But hostile Fed 
policy is not guaranteed.  

Certainly, future economic data may not automatically compel monetary policymakers to raise 
interest rates to the extent that it severely flattens or inverts the yield curve. As Minneapolis 
Federal Reserve President Neel Kashkari said on February 2nd: “I don’t want to overreact to one 
job report, which showed the wage increases of about 2.9 percent, or the latest CPI numbers. 
Again, we don’t want to dismiss the data, but I also don’t want to overreact to one month’s blip 
in the data.”1  

Even more, it’s possible that the FOMC will shift policy course by pausing on rate increases and 
focusing more on managing the Fed’s balance sheet. It’s also possible that the Fed will meet 
stiff political resistance from the White House and Capitol Hill and opt to tread very carefully if 
the yield curve flattens.  

Already, on February 23rd, Treasury Secretary Mnuchin said in an interview with Bloomberg, 
“You can have wage inflation and not necessarily have inflation concerns in general.”2 And, on 
the opposite side of the political aisle, Congressman Denny Heck (D-Wash.) pressed Fed 
Chairman Powell during his recent testimony before the House Financial Services Committee to 
keep his “foot off the brake”.  

Heck rhetorically asked the new Fed Chairman, “When does America get a raise?” The 
Congressman essentially argued that the Fed should avoid slowing the economy to allow wage 
growth to continue, and he implied that rising wages could incentivize businesses and 
employers to improve productivity so that wage growth wouldn’t necessarily lead to rising end 
market prices. Although Mr. Heck’s monetary view is at odds with conventional theory, his 

																																																													
1	“Wall	Street	Overreacts	to	Data	But	Fed	Shouldn’t,	Kashkari	Says”,	by	Matthew	Boesler,	Bloomberg	News,	
February	21,	2018.		
2	“Mnuchin	Urges	Wall	Street	to	Shrug	OffTax	Cuts,	Debt	Worries”,	by	Saleha	Mohsin,	Bloomberg	News,	February	
22,	2018.	



argument may get more attention in an ensuing policy debate if the economy and inflation 
continue to accelerate.3  

Such as it is today, there are simply too many variables -- economic and political -- that will 
evolve to say, just yet, that the Fed will act too aggressively during the next year. 

 

Trade Concerns Erupt 

On Thursday March 1, the White House announced that it will apply 25% and 10% tariffs on 
steel and aluminum imported into the United States.4 By morning trading of the next day, the 
S&P 500 had fallen 2.5%. That was the same morning, President Trump tweeted, “Trade wars 
are good and easy to win.” 

An obvious concern that has worried investors is that Trump’s tariffs might spark a trade war, 
where trading partners erect retaliatory tariff barriers, creating a vicious circle reminiscent of 
what occurred around the world following Congress’s passage of the Smoot Hawley Tariff Act in 
1929.  

So, what on earth is the White House doing? 

In our view, there are two important perspectives to consider when trying to understand the 
Administration’s position and strategy on trade, and perhaps how this issue will evolve.  

First, President Trump seems philosophically convinced that existing trade agreements between 
the United States and the rest of the world are harming American workers. The argument by 
some who favor reforming current trade policies is that promises made by the champions of 
today’s free trade agreements have never been realized. For example, these agreements have 
not led to a faster rise in US exports than imports; the U.S. trade deficit has not disappeared; 
and American jobs and wages have not meaningfully increased. Perhaps it was these 
arguments, or this thinking, that persuaded many swing voters in Michigan, Ohio and 
Pennsylvania, who are acutely sensitive to trade, to vote in favor of the Republican presidential 
nominee in 2016. 

President Trump has instructed the new U.S. Trade Representative, Robert Lighthizer, to 
pursue more equal or “reciprocal” trade agreements, which may include new quotas and tariffs 
to protect vulnerable or national security-sensitive American industries, to create a more level 
playing field between the United States and respective trading partners. 

While there are many critics of the Administration’s new approach to U.S. trade policy, there is 
strong political pressure to act. The President has bipartisan support on this issue by many 
inside Congress, including Senate Minority Leader Chuck Schumer who has criticized Trump for 
acting too slowly in imposing steel and aluminum tariffs, and for not being tough enough on 
Chinese trade practices.5 6 Even President Obama’s Deputy U.S. Trade Representative, Wendy 
Cutler, believes the White House must address trade inequalities with China. As she said in 
																																																													
3	“Powell	Reiterates	Need	for	Productivity	to	Stimulate	Growth”,	CNBC,	February	27,	2018.	
4	“Trump	Reaffirms	Commitment	to	Tariffs	but	Opens	Door	to	Compromise”,	by	Ana	Swanson,	Mark	Landler	and	
Maggie	Haberman,	New	York	Times,	March	5,	2018.	
5	“Schumer	Blocking	Two	Trump	Trade	Nominees”,	by	John	Bowden,	The	Hill,	October	26,	2017.	
6	“Scumber	Blasts	Trump	for	Shifting	Blame	Away	From	China	on	Trade”,	by	Vicki	Needham,	November	9,	2017.	



January to National Public Radio, “There's a growing frustration in the United States that China 
is not operating on a level playing field and that while Chinese companies have access to the 
U.S. market, our companies don't have fair access to China's market.”7  

Another perspective on the current trade drama to consider is that the across-the-board tariffs 
such as on steel and aluminum and statements such as “trade wars are good and easy to win” 
may simply be a dramatic negotiating tactic. While this could be a more optimistic point of view 
of White House actions, the President quickly acknowledged that the new metal tariffs to be 
imposed on Canada and Mexico might be removed depending on the evolution of NAFTA 
negotiations.8 And ultimately, on March 8, the President’s final tariff orders included temporary 
exemptions for both countries, and the exemptions will be dependent upon future trade talks.9 

Arguably, the most dangerous and difficult opponent with whom to negotiate is the person who 
you don’t know what they’ll do next. Even North Korea, amid the tense negotiations over its 
nuclear program, sought insight from Republican-linked analysts to better understand the new 
President and his public messaging, according to the Washington Post.10  

We should expect more headline risk as trade re-negotiations ensue, but an economically 
ruinous trade war seems a remote probability, for now.  

The virtues of trade seem to be undisputed by leaders in the major capitals around the world, 
including Washington DC. The question at the moment is not really about free trade, but 
instead, how does one make the rules and requirements in international trade agreements more 
equal and uniform? And will the transition to a new status quo be smooth? A “trade war” may 
end up only being a “trade skirmish”. 

 

Market Vital Signs 

 

 
Despite the many fears that have emerged through the first two months of 2018, some of what 
we view as vital signs for the market have held up well year-to-date (through February).  

The Treasury curve, measured by the spread between the 10-year Treasury and 3-month T-bill, 
steepened by 18 basis points. We consider this is a positive to the economic outlook. And both 
																																																													
7	“2018	Administration	Priority:	Overhauling	U.S.	Trade	Policy”,	Morning	Edition,	NPR,	January	3,	2018.	
8	Trump	Reaffirms	Commitment	to	Tariffs	but	Opens	Door	to	Compromise”,	by	Ana	Swanson,	Mark	Landler	and	
Maggie	Haberman,	New	York	Times,	March	5,	2018.	
9	“Trump	Authorizes	Tariffs,	Defying	Allies	at	Home	and	Abroad,”	by	Peter	Baker	and	Ana	Swanson,	New	York	
Times,	March	8,	2018.	
10	“North	Korea	Taps	GOP	Analysts	to	Better	Understand	Trump	and	His	Messages”,	by	Anna	Fifield,	Washington	
Post,	September	26,	2017.	

12/29/2017 2/28/2018 View
10-year	Treasury	-	3-month	T-Bill	Spread	* 103 121 				slightly	steepening	curve	--	small	positive
Moody's	Baa-Aaa	Corporate	Bond	Spread	* 72 71 				flat-to-slightly	narrowing	--	small	positive
ICE	BAML	US	High	Yield	Master	II	Options-Adjusted	Spread	* 3.58% 3.47% 				slightly	narrowing	--	small	positive
Markit	CDX	North	America	CDS	Index		** 49 56.3 				slightly	rising	--	small	negative
Markit	ITRAXX	Europe	CDS	Index		** 44.8 52.5 				slightly	rising	--	small	negative
*	St.	Louis	Federal	Reserve	Bank,	**	Markit	and	Dow	Jones	&	Company



the spread between Moody’s Baa and Aaa-rated corporate bonds AND the ICE Bank of 
America Merrill Lynch US High Yield Master II Options-Adjusted Spread narrowed. This may 
represent resilient and strong risk-taking in credit markets... On the other hand, we saw slightly 
rising CDS prices in US and European corporate credits, which may indicate higher prices being 
demanded and being paid for insurance on these American and European corporate bonds... 
One explanation for this amalgam of vital signs might be that monetary and trade policy 
uncertainties, as well as other emergent uncertainties in recent months, have increased some 
company-specific risks, but economically systemic risks remain contained. 

 

 

 

The second estimate of fourth quarter 2017 real GDP came in generally as expected at 2.5%, 
but there was a hint that inflationary pressures are rising – ever so slightly – after rising 0.2% 
during Q4. Consumer sentiment stands near October 2017’s 5-year high, while ISM 
manufacturing and non-manufacturing indices are registering at/near 5-year highs, respectively. 
Notably, within the manufacturing sector, new orders have surged, fulfilling a large order 
backlog. New home sales slowed in January, cooling off from a surge in late 2017. Productivity 
held steady in Q4 2017, but unit labor costs increased; indicating a slightly negative impact to 
profit margins unless prices rise. 

 

******* 

 

 

 

 

 

 

 

Economic	Release Consensus	Estimate	* Actual Release	Date
Nonfarm	Productivity	-	Q/Q	%	change	-	SAAR	 -0.1% 0.0% 3/7/2018
Unit	Labor	Costs	-	Q/Q	%	change	-	SAAR	 2.5% 2.2% 3/7/2018
Factory	Orders	-	M/M	change	 -1.3% -1.4% 3/6/2018
ISM	Non-Manufacturing	Index	-	Level 58.8 59.5 3/5/2018
Consumer	Sentiment	Index	-	Level 99.5 99.7 3/2/2018
ISM	Manufacturing	Index	-	Level 58.6 60.8 3/1/2018
Real	GDP	-	Q/Q	change	-	SAAR 2.4% 2.5% 2/28/2018
GDP	Price	Index	-	Q/Q	change	-	SAAR 2.4% 2.3% 2/28/2018
New	Home	Sales	-	Level	-	SAAR 640k 593k 2/26/2018
Sources:	US	Bureau	of	Labor	Statistics,	US	Bureau	of	the	Census,	US	Bureau	of	Economic	Analysis,	Dow	Jones	&	Company

*		according	to	Econoday



Disclosures: 

• Past performance may not be indicative of future results. Therefore, no current or 
prospective client should assume that the future performance of any specific investment, 
investment strategy (including the investments and/or investment strategies 
recommended by the adviser), will be profitable or equal to past performance levels.  

• This material is intended to be educational in nature, and not as a recommendation of 
any particular strategy, approach, product or concept for any particular advisor or client.  
These materials are not intended as any form of substitute for individualized investment 
advice.  The discussion is general in nature, and therefore not intended to recommend 
or endorse any asset class, security, or technical aspect of any security for the purpose 
of allowing a reader to use the approach on their own.  Before participating in any 
investment program or making any investment, clients as well as all other readers are 
encouraged to consult with their own professional advisers, including investment 
advisers and tax advisors.  Camelot Portfolios LLC can assist in determining a suitable 
investment approach for a given individual, which may or may not closely resemble the 
strategies outlined herein. 

• Any charts, graphs, or visual aids presented herein are intended to demonstrate 
concepts more fully discussed in the text of this brochure, and which cannot be fully 
explained without the assistance of a professional from Camelot Portfolios LLC.  
Readers should not in any way interpret these visual aids as a device with which to 
ascertain investment decisions or an investment approach.  Only your professional 
adviser should interpret this information. 

Information presented herein is based upon facts derived from publicly available information, 
and is also based on certain assumptions, including that there are no additional changes to 
current tax law, and that demographic information regarding retirement plan contributions also 
remains unchanged.    

•      This material contains references to hypotheticals.  These are presented for the 
purpose of demonstrating a concept or idea, and not intended to be interpreted as 
representing any specific person.  Such representations are not intended to substitute 
for individual investment advice, even if the hypothetical appears to have similar 
characteristics.   

• The S&P 500 is an unmanaged index used as a general measure of market 
performance.  You cannot invest directly in an index. Accordingly, performance results 
for investment indexes do not reflect the deduction of transaction and/or custodial 
charges or the deduction of an investment-management fee, the incurrence of which 
would have the effect of decreasing historical performance results. A596 

 

                          


