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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: April 23, 2019—9:30 AM EDT]  Global equity markets are generally mixed this 

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

was up 0.2% from the prior close.  Chinese markets were lower, with the Shanghai composite 

down 0.5% and the Shenzhen index down 1.3%.  U.S. equity index futures are signaling a flat 

open. With 86 companies having reported, the S&P 500 Q4 earnings stand at $37.35, higher than 

the $37.29 forecast for the quarter.  The forecast reflects a 2.0% decrease from Q1 2018 

earnings.  Thus far this quarter, 81.4% of the companies reported earnings above forecast, while 

12.8% reported earnings below forecast. 

 

Markets across the world are rather quiet this morning.  Oil remains the focus.  Here is what we 

are watching: 

 

Oil: Yesterday, the Trump administration announced that no more oil waivers will be granted on 

Iranian oil exports, which will tighten oil supplies.  The U.S. has asked Saudi Arabia to lift 

production;1 the kingdom has responded cautiously, fearful of triggering another price collapse 

like we saw last autumn.  We do expect Russia to lift output later this year.   

 

What has spooked the oil markets are reports that Iran might retaliate to U.S. moves by closing 

the Strait of Hormuz.2  If Iran loses its ability to export oil, it has no incentive to keep the strait 

open.  After all, its enemies in the region, primarily the Saudis, would be selling oil at higher 

prices at Iran’s expense.  We examined this threat in a series of WGRs last year.3  Our analysis 

concluded that Iran could, at potentially great cost, shut down the strait for up to two months and 

even that action would not completely eliminate oil flows from the region due to the creation of 

alternative pipelines.  However, the actions the U.S. would take to reopen the strait would 

represent a significant military escalation and might lead to a broader conflict.  Thus, oil prices 

will tend to be supported due to the rising degree of uncertainty. 

 

A funny guy wins in Ukraine: In the wake of Volodymyr Zelensky’s win, the hard part begins.  

It’s one thing to win an election, but it’s another to govern.  Zelensky has no parliamentary party.  

He does not have a group of advisors.  He faces a hostile power on his eastern border.  Ukrainian 

voters are tired of ineffective government and widespread corruption, but electing someone 

                                                 
1 https://www.reuters.com/article/oil-prices-kemp/column-oil-traders-to-saudi-arabia-show-us-the-barrels-kemp-
idUSL5N22538O 
2 https://www.timesofisrael.com/iran-threatens-to-close-strait-of-hormuz-after-us-ends-sanction-waivers/ 
3 See WGR series, Iran Sanctions and Potential Responses: Part I (7/30/2018); Part II (8/6/2018); and Part III 
(8/13/2018). 
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without experience or political power probably won’t fix those problems.  Ukraine’s elections 

highlight a broader problem in democracies—there is widespread distaste for political skill but 

it’s hard to get anything done without it.  Therefore, there is immense temptation to elect new 

faces that make great promises but do not have the skills to make political change.  As frustration 

builds, the temptation to jettison democracy altogether increases.   

 

The Fed: Herman Cain has bowed out.  We are a bit surprised that he gave up so quickly but 

when four GOP senators announced their opposition the White House apparently didn’t see a 

reason to burn political capital on his behalf.  Stephen Moore remains a candidate and, so far, no 

senators have announced their opposition.  So, despite widespread mainstream opposition, 

Moore remains in the mix.  We will be watching to see who emerges as the next candidate; we 

would not be surprised to see Larry Kudlow get the nod.   

 

Chinese naval parade: China will conduct its largest naval show this week as a flotilla of 

vessels will sail in the Asian region to showcase China’s rapid military expansion.4  Although 

China’s naval capacity is still dwarfed by the U.S., it is closing the gap and the parade will be 

closely watched by U.S. officials. 

 

Brexit: Although there aren’t any looming deadlines, we note that PM May continues to 

negotiate with the Labour Party opposition to cobble together a coalition for her exit plan.  It 

seems like a long shot.5  Meanwhile, Tory activists are pressing for a non-binding no-confidence 

vote to replace May with a more hardline Brexit supporter.  Because May survived an official 

no-confidence vote in Parliament last December, based on party rules, she can’t face another 

official vote until December of this year.  Party activists are trying to force a rule change so she 

can be ousted.6  Although we still don’t expect a hard break with the EU, the odds of the U.K. 

stumbling into that outcome are slowly increasing.  In the short run, such an outcome would be 

devastating for the British economy.  However, in the long run, the U.K. may simply “beat the 

rush” because, at some point, we expect the EU to unravel and being out during that event will 

probably be better than being in.   

 

U.S. Economic Releases 
 

The FHFA House Price Index came in below expectations, rising 0.3% from the prior month 

compared to the forecast of 0.5%.   

 

                                                 
4 https://www.ft.com/content/489d138a-627a-11e9-b285-
3acd5d43599e?emailId=5cbe7985a454a90004cc5090&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 
5 https://www.ft.com/content/f5c0b634-64f0-11e9-a79d-
04f350474d62?emailId=5cbe7985a454a90004cc5090&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 
6 https://www.ft.com/content/52c55168-651a-11e9-a79d-
04f350474d62?emailId=5cbe7985a454a90004cc5090&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 

https://www.ft.com/content/489d138a-627a-11e9-b285-3acd5d43599e?emailId=5cbe7985a454a90004cc5090&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/489d138a-627a-11e9-b285-3acd5d43599e?emailId=5cbe7985a454a90004cc5090&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/f5c0b634-64f0-11e9-a79d-04f350474d62?emailId=5cbe7985a454a90004cc5090&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/f5c0b634-64f0-11e9-a79d-04f350474d62?emailId=5cbe7985a454a90004cc5090&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/52c55168-651a-11e9-a79d-04f350474d62?emailId=5cbe7985a454a90004cc5090&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/52c55168-651a-11e9-a79d-04f350474d62?emailId=5cbe7985a454a90004cc5090&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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The chart above shows the year-over-year change in the FHFA House Price Index.  Housing 

prices have risen 4.9% from the prior year.  Although still rising, the price momentum is clearly 

weakening. 

 

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

EDT Indicator Expected Prior Rating

10:00 Richmond Fed Manufacturing Index m/m apr 10 10 **

10:00 Existing Homes m/m apr 649k 667k **

10:00 Existing Homes m/m apr -2.7% 4.9% ***

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 Supermarket Sales y/y mar 0.5% -2.5% ** Equity bullish, bond bearish

Nationwide Department Sales m/m mar 0.1% 0.4% * Equity and bond neutral

Tokyo Department Store Sales m/m mar 0.6% -0.5% * Equity and bond neutral

Machine Tool Orders m/m mar -28.5% -28.5% * Equity and bond neutral

New Zealand Credit Card Spending y/y mar 5.1% 6.4% ** Equity and bond neutral

EUROPE

Eurozone Govt Debt/ GDP Ratio m/m 2018 85.1% 86.8% *** Equity and bond neutral

Switzerland Money Supply M3 m/m mar 3.5% 3.5% ** Equity and bond neutral

Total Sight Deposits CHF m/m apr 576.9 bn 576.7 bn * Equity and bond neutral

Domestic Sight Deposits CHF m/m apr 481.9 bn 484.7 bn * Equity and bond neutral

AMERICAS

Canada Bloomberg Nanos Confidence m/m apr 55.2 55.8 ** Equity and bond neutral

Brazil Trade Balance Weekly w/w apr $1.193 bn $1.388 bn *** Equity bullish, bond bearish

FGV CPI IPC w/w apr 0.7% 0.8% 0.7% ** 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) 258 259 -1 Up

3-mo T-bill yield (bps) 237 237 0 Neutral

TED spread (bps) 21 22 -1 Neutral

U.S. Libor/OIS spread (bps) 242 242 0 Up

10-yr T-note (%) 2.56 2.56 0.00 Neutral

Euribor/OIS spread (bps) -31 -31 0 Neutral

EUR/USD 3-mo swap (bps) 18 18 0 Down

Currencies Direction

dollar flat Neutral

euro flat Up

yen flat Neutral

pound flat Neutral

franc flat 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 $74.26 $74.04 0.30%

WTI $65.93 $65.55 0.58%  

Natural Gas $2.53 $2.52 0.16%  

Crack Spread $21.86 $22.08 -1.01%

12-mo strip crack $18.66 $18.75 -0.47%

Ethanol rack $1.47 $1.47 -0.07%

Gold $1,272.69 $1,274.99 -0.18%

Silver $14.97 $15.01 -0.31%

Copper contract $291.40 $290.80 0.21%

Corn contract 363.00$       363.50$       -0.14%

Wheat contract 443.50$       441.75$       0.40%

Soybeans contract 890.75$       890.75$       0.00%

Baltic Dry Freight 790 767 23

Actual Expected Difference

Crude (mb) 0.5

Gasoline (mb) -1.8

Distillates (mb) -0.7

Refinery run rates (%) 0.90%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer temps for most of the country, with cooler temps 

in the northern region.  Precipitation is expected for most of the country.   
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Asset Allocation Weekly 
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.  
 

April 18, 2019 
 

Why is inflation so low?  The persistence of low inflation, despite the long expansion and the 

decline in unemployment, continues to befuddle policymakers.  Standard economic theory 

suggests there is an inverse relationship between inflation and unemployment.  When the 

unemployment rate is low, firms should be experiencing reduced excess capacity.  As capacity is 

constrained, supply bottlenecks would be expected to develop which would eventually result in 

inflation. 

 

Although the unemployment/inflation theory makes sense, it doesn’t work all that well in real 

life. 
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This chart shows the level of unemployment, with an 18-month lag, compared to the yearly 

change in CPI.  In the 1960s, it did appear there was a tradeoff; when unemployment fell, 

inflation rose 18 months later.  However, even during this period, the data relationship was 

merely directional as sub-4% unemployment led to 6% CPI.  In the mid-1970s, 4.5% 

unemployment led to CPI in excess of 12%.  Since the early 1980s, CPI has rarely moved above 

4%, and in the current environment sub-4% unemployment has not yet triggered a notable 

inflation problem. 

 

It turns out inflation is rather complicated.  Expectations play a major role; if households and 

businesses expect rising inflation, they take steps to protect themselves that exacerbate the 
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inflation impulse.  Both sectors will build inventory levels, effectively changing their balance 

sheet allocation from financial instruments to real goods.  This action can lift the demand for 

goods and can trigger inflation.   

 

There also appears to be at least two long-term factors that affect inflation.  Inequality seems to 

have an impact. 
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History shows that lower degrees of inequality are correlated with higher levels of inflation.  We 

think there are two factors that cause this outcome.  First, policies designed to expand supply, 

deregulation and globalization, tend to improve the efficiency of the economy at the expense of 

higher inequality.  Outsourcing and automation make production more efficient but also reduce 

the demand for domestic labor.  Simply put, one person’s efficiency is another person’s pink slip.  

Second, CPI is designed to measure prices based on an average household’s consumption 

patterns.  With rising inequality, lower decile households may have less income to spend on 

basic items, making it difficult for firms to pass along price increases on such goods.  On the 

other hand, under conditions of inequality, prices on luxury items are likely to be priced higher 

simply because there is more spending power available.7 

 

However, it is likely that the most potent reason inflation has stayed low is because of excess 

capacity in the economy.  Measuring excess capacity is profoundly difficult because it is 

something of a moving target.  A simple way is to regress long-term GDP against trend; the 

assumption is that the trend is a reasonable proxy for capacity. 

 

                                                 
7 https://www.pewtrusts.org/en/research-and-analysis/issue-briefs/2016/03/household-expenditures-and-income  

https://www.pewtrusts.org/en/research-and-analysis/issue-briefs/2016/03/household-expenditures-and-income
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The chart on the left is real GDP, log-transformed with a time trend regressed through it.  The 

lower line is the deviation from trend.  We are currently in a period where GDP is well below 

trend.  The only other period that exhibited such a negative deviation from trend was the Great 

Depression.  The chart on the right shows the GDP deviation line compared to CPI.  Note that 

inflation tends to be low during periods of below-trend GDP.  For the overall time frame (1921-

2018), CPI averages 2.8%.  When GDP is above trend, inflation averages 3.8%; when GDP is 

below trend, CPI averages 0.4%. 

 

This trend analysis could mean that it may take several years before inflation pressures become 

notable if policymakers become aggressive with stimulation (i.e., keeping monetary policy 

accommodative while lifting fiscal policy).  It also means the Federal Reserve can probably 

avoid raising rates for a considerable period.   

   

   

 

 
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.  



 

 

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

www.confluenceinvestment.com 

 9 

Data Section 

 

U.S. Equity Markets – (as of 4/22/2019 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 4/22/2019 close) 
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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), 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. 
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P/E Update 
 

April 18, 2019 
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P/E as of 4/17/2019 = 18.6x

 
 

Based on our methodology,8 the current P/E is 18.6x, unchanged from last week.   
 
 
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. 

                                                 
8 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 (Q3 and Q4) and two estimates (Q1 and Q2). 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. 


