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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 26, 2019—9:30 AM EDT]  Global equity markets are generally lower this 

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

was down 0.9% from the prior close.  Chinese markets were lower, with the Shanghai composite 

down 2.4% and the Shenzhen index down 3.4%.  U.S. equity index futures are signaling a flat 

open. With 216 companies having reported, the S&P 500 Q4 earnings stand at $38.25, higher 

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

earnings.  Thus far this quarter, 79.2% of the companies reported earnings above forecast, while 

14.8% reported earnings below forecast. 

 

It’s GDP day!  We cover the numbers in detail below, but our quick take is that the data was 

much stronger than expected, coming in at 3.2%, well above the +2.3% forecast.  Here is what 

we are watching: 

 

Disappointing Japan: Although inflation was modestly higher than expected, the decline in 

industrial production was unsettling. 
 

 
 

This chart shows the yearly change in industrial production.  The gray bars indicate recessions in 

Japan.  Although March’s decline of -4.6% isn’t necessarily a clear signal of an impending 
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downturn in Japan, any further weakness increases the odds that the country is entering a 

downturn. 

 

S&P on Italy: Standard and Poor’s is expected to issue an update on its BBB rating on Italy’s 

sovereign debt.  In October, the rating agency maintained this rating, just above “junk,” but also 

indicated it had a negative outlook for the country.  Although we would be surprised to see S&P 

cut Italy below investment grade, such an action isn’t out of the question and would lead to 

significant market turmoil.1 

 

Weaker global trade: Global trade volumes fell at their fastest pace since May 2009, when the 

world economy was still reeling from the global financial crisis.  The current downturn reflects 

weak global growth but also rising trade tensions.2 

 

Spanish elections: Spain’s voters go to the polls on Sunday for what will likely be an 

inconclusive election.3  Although the current PM, Pedro Sanchez, is expected to remain in 

power, it may take weeks of coalition-building before a government will form.  Until recently, 

Spain was a stable two-party system, with a center-left and center-right party holding court.  But, 

this stability has fractured over separatism (Catalonia, Basque) and economic issues.4  All eyes 

will be on a newly emerged hard-right party, Vox, which has been rising in the polls.  Vox is 

expected to receive around 10% of the vote.5 

 

China trade talks: There are numerous reports that President Trump and Chairman Xi are 

planning to meet soon to finalize a trade agreement.6  Chairman Xi is expected to travel to the 

U.S. for the signing ceremony.  China has been worried about last-minute changes to the 

agreement at the time the leaders meet, so we expect the meeting won’t take place without solid 

guarantees that such changes won’t occur. 

 

OBR: Chairman Xi promised that “one belt, one road” financing will be less onerous in the 

future and that corruption concerns will be addressed.7  The plan is also looking for financing 

from third parties, suggesting that China may be having second thoughts about the credit risk it is 

undertaking. 

                                                 
1 https://www.ft.com/content/f4332b06-6754-11e9-9adc-98bf1d35a056 
2 https://www.bloomberg.com/news/articles/2019-04-25/world-trade-volumes-are-plunging-at-the-fastest-pace-
in-a-decade?srnd=markets-vp 
3 https://www.ft.com/content/819e8bf2-60fc-11e9-a27a-
fdd51850994c?emailId=5cc2732bcebaf800044b27c0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 
4 https://www.theguardian.com/world/2019/apr/23/spains-general-election-2019-all-you-need-to-
know?wpisrc=nl_todayworld&wpmm=1 
5 https://www.politico.eu/article/spain-far-right-big-vox-
question/?utm_source=POLITICO.EU&utm_campaign=d6791399e0-
EMAIL_CAMPAIGN_2019_04_26_04_31&utm_medium=email&utm_term=0_10959edeb5-d6791399e0-
190334489 
6 https://www.nytimes.com/2019/04/25/us/politics/trump-xi-jinping-trade.html 
https://www.scmp.com/economy/china-economy/article/3007835/chinese-president-xi-jinping-could-travel-us-
sign-trade-deal 
7 https://www.wsj.com/articles/chinas-xi-vows-new-direction-for-belt-and-road-after-criticism-
11556249652?mod=hp_lead_pos4 

https://www.ft.com/content/f4332b06-6754-11e9-9adc-98bf1d35a056
https://www.bloomberg.com/news/articles/2019-04-25/world-trade-volumes-are-plunging-at-the-fastest-pace-in-a-decade?srnd=markets-vp
https://www.bloomberg.com/news/articles/2019-04-25/world-trade-volumes-are-plunging-at-the-fastest-pace-in-a-decade?srnd=markets-vp
https://www.ft.com/content/819e8bf2-60fc-11e9-a27a-fdd51850994c?emailId=5cc2732bcebaf800044b27c0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/819e8bf2-60fc-11e9-a27a-fdd51850994c?emailId=5cc2732bcebaf800044b27c0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.theguardian.com/world/2019/apr/23/spains-general-election-2019-all-you-need-to-know?wpisrc=nl_todayworld&wpmm=1
https://www.theguardian.com/world/2019/apr/23/spains-general-election-2019-all-you-need-to-know?wpisrc=nl_todayworld&wpmm=1
https://www.politico.eu/article/spain-far-right-big-vox-question/?utm_source=POLITICO.EU&utm_campaign=d6791399e0-EMAIL_CAMPAIGN_2019_04_26_04_31&utm_medium=email&utm_term=0_10959edeb5-d6791399e0-190334489
https://www.politico.eu/article/spain-far-right-big-vox-question/?utm_source=POLITICO.EU&utm_campaign=d6791399e0-EMAIL_CAMPAIGN_2019_04_26_04_31&utm_medium=email&utm_term=0_10959edeb5-d6791399e0-190334489
https://www.politico.eu/article/spain-far-right-big-vox-question/?utm_source=POLITICO.EU&utm_campaign=d6791399e0-EMAIL_CAMPAIGN_2019_04_26_04_31&utm_medium=email&utm_term=0_10959edeb5-d6791399e0-190334489
https://www.politico.eu/article/spain-far-right-big-vox-question/?utm_source=POLITICO.EU&utm_campaign=d6791399e0-EMAIL_CAMPAIGN_2019_04_26_04_31&utm_medium=email&utm_term=0_10959edeb5-d6791399e0-190334489
https://www.nytimes.com/2019/04/25/us/politics/trump-xi-jinping-trade.html
https://www.scmp.com/economy/china-economy/article/3007835/chinese-president-xi-jinping-could-travel-us-sign-trade-deal
https://www.scmp.com/economy/china-economy/article/3007835/chinese-president-xi-jinping-could-travel-us-sign-trade-deal
https://www.wsj.com/articles/chinas-xi-vows-new-direction-for-belt-and-road-after-criticism-11556249652?mod=hp_lead_pos4
https://www.wsj.com/articles/chinas-xi-vows-new-direction-for-belt-and-road-after-criticism-11556249652?mod=hp_lead_pos4
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Brexit: Talks with Labour are apparently going nowhere and PM May has pulled her exit 

program from a vote.8  It looks like the U.K. will still be part of the EU for the upcoming 

European Parliament elections next month, much to the chagrin of all involved.  Although we 

don’t expect anything to happen in the near term, it is looking increasingly as if all parties will 

drift into October without a deal and a hard break is becoming more likely. 

 

Japan and monetary policy: Treasury Secretary Mnuchin has made it a point during trade 

negotiations to include restrictions on currency depreciation.  His concerns are well founded—

one of the reasons that tariffs became less common was that in a floating currency environment 

countries could easily offset the impact of tariffs through currency depreciation.  Comments 

about a return to the gold standard by some Fed governor candidates is, in part, tied to this issue.  

Therefore, we noticed with interest that Japan’s Finance Minister, Taro Aso, indicated Japan 

would not consider tying monetary policy to current trade discussions.   

 

There was a seemingly unspoken arrangement among central bankers that unorthodox monetary 

policy, e.g., negative rates, zero rates, quantitative easing, would only be tolerated if the express 

purpose was for domestic economic support but not for competitive depreciation.  In reality, 

those practices tended to bring currency weakness. 
 

 
 

Since 2010, the dollar was tightly correlated with the yearly change in the Fed’s balance sheet.  

During QE, there was widespread criticism of the practice, especially by emerging economy 

central bankers, fearing the U.S. was forcing adjustment on their economies through the weaker 

dollar. 

 

                                                 
8 https://www.ft.com/content/3bac82bc-6768-11e9-9adc-
98bf1d35a056?emailId=5cc2732bcebaf800044b27c0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 

https://www.ft.com/content/3bac82bc-6768-11e9-9adc-98bf1d35a056?emailId=5cc2732bcebaf800044b27c0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/3bac82bc-6768-11e9-9adc-98bf1d35a056?emailId=5cc2732bcebaf800044b27c0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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Taro’s comment is important; if the U.S. begins to press foreign nations to abandon 

unconventional monetary practices due to their effects on foreign exchange, it will severely 

restrict these nations’ abilities to conduct independent monetary policy.  Of course, the whole 

point of the gold standard was to place some degree of restriction on the actions of central 

bankers and governments.  That’s why we don’t expect a return to such a program, and it should 

be noted that returning to a gold standard would, at some point, lead to deflation. 

 

We expect the Trump administration to eventually realize that the most important tool it has 

available is a weaker dollar.  Such a deliberate policy would likely need some degree of Fed 

cooperation but, given how aggressive the president has been with the Fed, cooperation could 

likely be delivered.  Like Reagan in his first term, there was a seeming problem with the idea of 

“weakness” in any policy; however, as we saw with the Plaza Accord in the second term, policy 

can change.  If the goal is reflation, a weaker dollar is a useful tool. 

 

Crypto in trouble: The NY attorney general has made allegations against two firms, Tether and 

Bitfinex, alleging they participated in a cover-up to hide losses up to $850 mm.  Both firms have 

been under scrutiny for some time but if the legal process moves forward then it will likely 

undermine the entire cryptocurrency complex.9 

 

U.S. Economic Releases 
 

The preliminary reading of Q1 GDP came in above expectations at 3.2% compared to the 

forecast of 2.3%.  Personal consumption came in above expectations at 1.2% compared to the 

forecast of 1.0%.  Core PCE rose 1.3% from the prior quarter.  The overall GDP price index rose 

0.9% compared to the forecast of 1.4%. 
   

 
 

The chart above shows historical GDP.  Currently, GDP continues to grow at a solid pace.  

                                                 
9 https://finance.yahoo.com/news/bitfinex-operator-accused-n-y-223953580.html 

https://finance.yahoo.com/news/bitfinex-operator-accused-n-y-223953580.html
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Q1 2019 Prelim Reading Q4 2018 Third Reading Difference

GDP 3.2% 2.2% 1.0%

Consumption 0.8% 1.7% -0.8%

Investment 0.9% 0.7% 0.3%

Inventories 0.7% 0.1% 0.5%

Net Exports 1.0% -0.1% 1.1%

Government 0.4% -0.1% 0.5%  
 

The table above shows the contributions to GDP.  The biggest contributors were net exports and 

investment spending.  
 

 
 

This chart shows the contributions graphically.  Although Q1 is a strong number, it appears there 

are still underlying problems brewing.  The jump in net exports can be partially attributed to a 

drop in imports, which is partially reflected in the weak consumption number.  In addition, the 

rise in investment appears to be due to a rise in inventories.  In short, the Q1 GDP was very 

strong but we still have concerns about the robustness of the economy. 

 

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 apr 97 96.9 **

10:00 U. of Michigan Current Conditions m/m apr 114.2 **

10:00 U. of Michigan Expectations m/m apr 85.8 **

10:00 U. of Michigan 1 yr Inflation m/m apr 2.4% **

10:00 U. of Michigan 5-10 Yr Inflation m/m apr 2.3% **

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

Japan Jobless Rate m/m apr 2.5% 2.3% 2.4% *** Equity bearish, bond bullish

Job-to-Applicant Ratio m/m apr 1.63 1.63 1.63 *** Equity and bond neutral

Tokyo CPI m/m apr 1.4% 0.9% 1.1% *** Equity bearish, bond bullish

Tokyo CPI Ex-Food y/y apr 1.3% 1.1% 1.1% *** Equity bearish, bond bullish

Tokyo CPI Ex-Food, Energy y/y apr 0.9% 0.7% 0.7% *** Equity bearish, bond bullish

Industrial Production y/y mar -4.6% -1.1% -3.8% *** Equity and bond bearish

Retail Sales y/y mar 1.0% 0.4% 0.8% ** Equity bullish, bond bearish

Housing Starts y/y mar 10.0% 4.2% 5.2% ** Equity bullish, bond bearish

Australia PPI y/y 1q 1.9% 2.0% ** Equity and bond neutral

Import Price Index q/q 1q -0.5% 0.5% 0.4% ** Equity bullish, bond bearish

Export Price Index q/q 1q 4.5% 4.4% 3.5% ** Equity bullish, bond bearish

New Zealand ANZ Consumer Confidence m/m apr 1.1% 0.8% *** Equity bullish, bond bearish

Trade Balance m/m mar 922 mn 12 mn 131 mn ** Equity bullish, bond bearish

EUROPE

France Consumer Confidence m/m apr 96 97 96 *** Equity and bond neutral

Total Jobseeker m/m apr 3391.9k 3418.6 k ** Equity and bond neutral

Russia Gold and Forex Reserve m/m apr 490.9 bn 491.6 bn * Equity and bond neutral

AMERICAS

Mexico Retail Sales m/m feb 1.2% 1.9% 0.0% ** Equity and bond neutral

Brazil IBGE Inflation IPCA m/m apr 0.7% 0.5% 0.7% *** Equity and bond neutral

Current Account Balance m/m mar -$0.494 bn -$1.134 bn -$0.100 bn ** Equity bearish, bond bullish

Foreign Direct Investment m/m mar $6.846 bn $8.400 bn $7.900 bn ** Equity bearish, bond bullish  
 

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) 259 258 1 Up

3-mo T-bill yield (bps) 236 237 -1 Neutral

TED spread (bps) 22 21 1 Neutral

U.S. Libor/OIS spread (bps) 241 241 0 Up

10-yr T-note (%) 2.53 2.53 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 18 17 1 Down

Currencies Direction

dollar down Neutral

euro flat Up

yen down Neutral

pound up Neutral

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 $72.73 $74.35 -2.18% Short Selling  Due to Tainted Oil

WTI $63.99 $65.21 -1.87%  

Natural Gas $2.49 $2.51 -0.91%  

Crack Spread $22.08 $22.37 -1.28%

12-mo strip crack $18.34 $18.69 -1.89%

Ethanol rack $1.45 $1.45 -0.06%

Gold $1,281.00 $1,277.17 0.30%

Silver $15.00 $14.95 0.38%

Copper contract $288.20 $286.75 0.51%

Corn contract 358.50$       357.25$       0.35%

Wheat contract 442.25$       441.50$       0.17%

Soybeans contract 869.25$       872.75$       -0.40%

Baltic Dry Freight 869 850 19

Actual Expected Difference

Crude (mb) 5.5 0.5 5.0

Gasoline (mb) -2.1 -1.8 -0.3

Distillates (mb) -0.7 -0.7 0.0

Refinery run rates (%) 2.40% 0.90% 1.50%

Natural gas (bcf) 92.0 91.0 1.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

in the Midwest and southeastern regions.  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 26, 2019 
 

One of the age-old problems of analysis is the problem of correlation versus causality.  

Correlations simply show the degree of relation; the range runs from -1 (perfectly negative) to +1 

(perfectly positive).  In any introductory statistics class, the instructor will discuss the difference 

between relation and causality.  Here is an example: 

 

 
(Source: http://tylervigen.com/spurious-correlations) 

 

Although it might be possible to concoct a reason why chicken consumption would be related to 

crude oil imports, in reality, the relationship is spurious.   

 

The advent of cheap computing power has given rise to data mining that allows researchers to 

scan massive amounts of data and find relations.  In fact, some in the tech industry tend to 

believe that theory is unnecessary—simply find the relationships and assume they will continue.  

However, without theory, if the relationship breaks down then there is no way of knowing why it 

fell apart. 

 

This chart has started making the rounds in reports: 

 

http://tylervigen.com/spurious-correlations
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This chart shows the 10-year Chinese sovereign yield with the yearly change in the S&P 500 and 

the MSCI World Index.  Casual observation would suggest they are closely related; in fact, the 

correlation between the Chinese bond yield and the MSCI is 66.7% and 72.1%with the S&P 500.  

What’s implied is that developed world stock markets are dependent on Chinese yields.  One 

would expect Chinese yields to rise with better growth in China, and this would suggest that 

foreign economies, and thus their markets, depend on Chinese growth.10 

 

Perhaps.  But it is also possible that Chinese interest rates are sensitive to world growth; 

therefore, when the developed world economy does better so does the Chinese economy, and the 

improvement leads to higher yields in China.  In other words, the direction of causality is 

difficult to ascertain. 

 

Often, relationships such as this occur because of some other, unnamed variable.  Consequently, 

in the above case, all three are related to a fourth variable.  Since 2014, for example, Chinese 

bond yields have been closely correlated to the dollar. 

 

                                                 
10 Granger causality testing tends to support the idea that Chinese yields drive equity market performance.  
Although statistically sound, Granger causality testing is atheoretical and thus not necessarily causal. 
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On this chart, the JPM Dollar Index is shown on an inverted scale.  When the dollar strengthens, 

Chinese yields tend to fall; during periods of dollar weakness, the CNY yields rise.  Since China 

tends to manage the CNY/USD rate, it’s plausible that when the dollar weakens China enjoys the 

benefits of that weakness by allowing the CNY to weaken as well.  A weaker currency boosts 

China’s exports and leads to higher interest rates.  And, a weaker dollar tends to support both the 

above stock indices.  Therefore, the dollar’s impact probably explains the relationship between 

Chinese bond yields and developed market equities. 

 

Finally, one last word of caution.  In regression analysis, the dependent variable = intercept + 

independent variable + error term.  The error term, in theory, contains a myriad of variables that 

we assume, under the majority of circumstances, balance each other out and thus allow for the 

model to be stable.  In reality, the variables not specifically delineated in the error term can 

emerge and affect the dependent variable; sometimes this occurs only for a short time but can 

make forecasting a challenge.  Given the short history of the above, it is possible that conditions 

could change and the relationship completely breaks down.  Thus, the moral of the story is that 

conditions do change and investors need to be cognizant of that fact and try to adjust 

accordingly.  And, one needs to be careful of seemingly clear charts. 

    

 

 
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 4/25/2019 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 4/25/2019 close) 

 

0.0% 5.0% 10.0% 15.0% 20.0%

Cash

US Government Bond
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Commodities

US High Yield

Emerging Markets ($)

Emerging Markets (local currency)
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Source: Bloomberg

  
 

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 25, 2019 
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P/E as of 4/23/2019 = 18.7x

 
 

Based on our methodology,11 the current P/E is 18.7x, up 0.1x from last week.  Rising index 

values led to the rise in the P/E. 
 
 
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. 

                                                 
11 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. 


