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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, 2018—9:30 AM EDT]  Global equity markets are generally mixed this 

morning.  The EuroStoxx 50 is relatively unchanged from the last close.  In Asia, the MSCI Asia 

Apex 50 closed down 0.8% from the prior close.  Chinese markets were lower, with the 

Shanghai composite down 0.1% and the Shenzhen index down 0.8%.  U.S. equity index futures 

are signaling a higher open.  With 74 companies having reported, the S&P 500 Q1 earnings stand 

at $36.60, higher than the $36.49 forecast for the quarter.  The forecast reflects an 18.4% 

increase from Q1 2017 earnings.  Thus far this quarter, 78.4% of the companies reported 

earnings above forecast, while 12.2% reported earnings below forecast. 

 

It was a very busy weekend.  This morning, 10-year T-note yields briefly touched 3.00% and 

remain near that level.  The dollar is higher on somewhat soft European PMI data.  Here is what 

we are watching this morning: 

 

North Korean thaw: Kim Jong-un said his nation would close its nuclear test site and suspend 

its long-range missile launches but didn’t go so far as to give up his nuclear arsenal, at least not 

immediately.  In one sense, this is a big deal; the NY Times1 speculated this may signal an end to 

the current leader’s signature policy, “byungjin,” which is essentially a “guns and butter” 

approach to the economy.  Instead, North Korea would allow the civilian side of the economy to 

prosper by allocating it more resources than the military side.  If true, this signal alone is 

important because it suggests Kim has enough confidence in his control of the military that he 

can reduce its resource base.   

 

However, like all complicated issues, this one comes with caveats.  First, the nuclear test site has 

probably been compromised.  Mount Mantap, the site of six nuclear tests, may have suffered 

enough damage to threaten leakage if another test occurs there.2  Although North Korea has other 

test sites, this one is clearly the favorite.  We would not be shocked to discover that China has 

pressured North Korea to stop testing at Mount Mantap.  At the same time, we doubt North 

Korea has completed enough tests to reliably believe it can build a working warhead, so the 

agreement to suspend tests is important.  Second, a suspension of missile tests can end quickly. 

 

                                                 
1 https://www.nytimes.com/2018/04/21/world/asia/north-korea-kim-jong-un-nuclear-tests.html  
2 https://www.washingtonpost.com/world/after-six-tests-the-mountain-hosting-north-koreas-nuclear-blasts-may-
be-exhausted/2017/10/20/ccdfa016-b50d-11e7-9b93-b97043e57a22_story.html?utm_term=.bc0f2e110390  
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George Friedman at Geopolitical Futures3 argues that North Korea is shifting from a “ferocious, 

weak and crazy” strategy to a “ferocious” strategy.  Kim acknowledged that North Korea is now 

a nuclear power, thus the weak part of the original strategy is no longer operative.  And, nuclear 

powers cannot be unpredictable; it invites pre-emptive attacks.  The concessions will offer both 

the U.S. and North Korea room to bargain but we would not expect North Korea to immediately 

give up its nuclear weapons program.  But, a runway for integration into the world economy 

would bolster North Korea’s economy.  The key unknown is Kim’s views on markets.  His 

grandfather and father saw markets as a threat but it appears Kim does not.  Thus, North Korea 

may be opting for a Chinese model of development.   

 

Europe visits the White House: President Macron and Chancellor Merkel are visiting the White 

House this week.  We expect each of them to suggest that allies don’t fight over trade (which 

really isn’t true—Reagan did with Japan and Germany) and that the U.S. should not simply 

jettison the Iranian nuclear deal.  President Trump and President Macron seem to get along well 

on a personal level which might help discussions.  However, we still view the chances that the 

Iranian deal gets scotched as elevated.  SOS nominee Pompeo will likely not be recommended 

by the Senate Foreign Relations committee this week but will probably still get the position by a 

narrow margin in the Senate vote.  His appointment would add another Iran hawk to the 

administration.  

 

China rumblings: There were four items of note on China.  First, Treasury Secretary Mnuchin 

tried to lower the temperature on trade tensions with China over the weekend.  At the spring IMF 

meetings, Mnuchin met with PBOC Governor Yi Gang and informed the Chinese official that he 

is interested in visiting China.  It appears China was open to talks.  In discussions at the IMF 

meeting, Mnuchin expressed optimism that a trade conflict would be avoided.  Second, President 

Xi and PM Modi of India have announced they will hold informal talks on Friday and Saturday 

of this week.  India and China have a contentious mountain border and the former has looked at 

the one-belt, one-road project with trepidation, fearing encroachment by China into South Asia.  

China has allied itself with Pakistan, India’s arch-enemy.  Although India has improved ties with 

the U.S., concerns about the stability of American policy may be prompting Modi to seek 

accommodation with China.  Third, the Pakistani press4 is reporting that China is “ready to 

provide security guarantees for the one-belt, one-road project.”  At this point, China doesn’t have 

the military infrastructure to back such claims.  However, we note that the U.S. didn’t either 

when it unveiled the “Monroe Doctrine.”  Simply making the claim is important if no outside 

power challenges the claim.  Fourth, the EU is claiming that China is using criminal groups to 

avoid VAT in Europe.5   

 

Global tensions: Greece is reporting that Turkey has been increasing incursions into Greek 

airspace and waters recently.6  Greece was given islands near Turkey at the end of WWI, which 

                                                 
3 https://geopoliticalfutures.com/north-koreas-strategy-halting-nuclear-program/ (paywall). 
4 http://paktribune.com/news/China-ready-to-provide-security-guarantees-for-the-One-Belt-One-Road-project-
280601.html  
5 http://m.scmp.com/news/world/united-states-canada/article/2142760/eu-suspects-tax-fraud-chinas-gateway-
europe-state?amp=1&__twitter_impression=true  
6 https://www.nytimes.com/2018/04/21/world/europe/greece-turkey-islands.html  

https://geopoliticalfutures.com/north-koreas-strategy-halting-nuclear-program/
http://paktribune.com/news/China-ready-to-provide-security-guarantees-for-the-One-Belt-One-Road-project-280601.html
http://paktribune.com/news/China-ready-to-provide-security-guarantees-for-the-One-Belt-One-Road-project-280601.html
http://m.scmp.com/news/world/united-states-canada/article/2142760/eu-suspects-tax-fraud-chinas-gateway-europe-state?amp=1&__twitter_impression=true
http://m.scmp.com/news/world/united-states-canada/article/2142760/eu-suspects-tax-fraud-chinas-gateway-europe-state?amp=1&__twitter_impression=true
https://www.nytimes.com/2018/04/21/world/europe/greece-turkey-islands.html
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was also the end of the Ottoman Empire.  It appears that Turkish President Erdogan is trying to 

rebuild at least part of that fallen empire.  He is also encroaching into Iraqi and Syrian territory 

and the threats to Greece are part of that posture.  In the same region, widespread protests were 

reported in Armenia.  The former president, Serzh Sargsyan, had to step down due to term limits.  

He then took the role of prime minister and transferred all the power of the presidency to his new 

role.  Anger over Sargsyan’s ploy to extend his rule has led to the unrest.  Widespread protests 

also continue in Iran.  Much of the unrest is due to deteriorating economic conditions.  A drought 

is leading farmers to demonstrate against Iran’s water allocation policies.  The nuclear deal was 

partly done to improve the economic lot of Iranians.  However, lingering sanctions and 

uncertainty about the future path of the nuclear deal have tempered economic growth.  If 

President Trump does kill the nuclear deal, Iranian leaders will likely welcome that outcome 

because it would allow them to blame the U.S. for their economic woes.  The nuclear deal raised 

expectations that have not been met; reinstituting sanctions would reduce those expectations. 

 

U.S. aluminum prices fall: There are reports that the administration may ease sanctions on 

Rusal (HKD 0486, 1.52) after its controversial leader, Oleg Deripaska, offered to step down as 

president.  The news has led to a drop in U.S. aluminum prices.   

 

Saudi scare: Over the weekend, there were reports of massive gunfire in Riyadh.  Although 

there were unconfirmed rumors of a coup attempt, the official report was that a drone had strayed 

near the Royal Palace, triggering a wave of anti-aircraft fire.  There were unconfirmed reports 

King Salman was moved to a secure bunker in the capitol.  At this point, it is unclear if this 

incident was anything more than the official version of the story.  Clearly, the oil markets are 

unconcerned as prices are slumping this morning.  We will be watching in the coming days to 

see if there are any reports of arrests.  However, even if the official version is correct, the 

reaction observed in Riyadh does suggest that security forces are on elevated alert.   

 

U.S. Economic Releases 

 

The March Chicago FRB National Activity Index came in below expectations at 0.10 compared 

to the forecast of 0.28.  The prior report was revised upward from 0.88 to 0.98.   
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The current smoothed reading is 0.377 and is clearly rising.  The index is constructed to show 

trend growth at zero; thus a reading above zero shows above-trend growth.  Casual observation 

would suggest this expansion has seen very modest growth, with much of the time spent below 

zero.  However, that trend does appear to be improving. 
 

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

 

EDT Indicator Expected Prior Rating

9:45 Markit Manufacturing PMI m/m apr 55.3 55.6 ***

9:45 Markit Services PMI m/m apr 54.0 54.0 ***

9:45 Markit Composite PMI m/m apr 54.2 ***

10:00 Existing Home Sales m/m mar 5.55 mn 5.54 mn ***

10:00 Existing Home Sales m/m mar 0.2% 3.0% **
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 Nikkei Japan PMI Mfg m/m apr 53.3 53.1 ** Equity and bond neutral

New Zealand Credit Card Spending y/y mar 1.0% 0.7% ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Services m/m apr 55.0 54.9 54.6 ** Equity bullish, bond bearish

Markit Eurozone Composite m/m apr 55.2 55.2 54.8 ** Equity and bond neutral

Markit Eurozone Manufacturing m/m apr 56.0 56.6 56.1 ** Equity and bond neutral

Govt Debt/ GDP Ratio m/m 2017 86.7% 88.9% ** Equity and bond neutral

France Markit France Manufacturing m/m apr 53.4 53.7 53.5 ** Equity and bond neutral

Markit France Services m/m apr 57.4 56.9 56.5 ** Equity bullish, bond bearish

Markit France Composite m/m apr 56.9 56.3 55.9 ** Equity bullish, bond bearish

Germany Markit/BME Germany Manufacturing m/m mar 58.1 58.2 57.5 ** Equity and bond neutral

Markit Germany Services m/m mar 54.1 53.9 53.7 ** Equity bullish, bond bearish

Markit/BME Germany Composite m/m mar 55.3 55.1 54.8 ** Equity bullish, bond bearish

Switzerland Money Supply M3 y/y mar 3.3% 3.7% ** 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) 236 236 0 Up

3-mo T-bill yield (bps) 177 177 0 Neutral

TED spread (bps) 59 59 0 Neutral

U.S. Libor/OIS spread (bps) 180 179 1 Up

10-yr T-note (%) 2.98 2.96 0.02 Up

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

EUR/USD 3-mo swap (bps) 10 8 2 Down

Currencies Direction

dollar up Down

euro down Up

yen down Up

pound down 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. 
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Price Prior Change Explanation

Brent $73.83 $74.06 -0.31%

WTI $67.98 $68.40 -0.61%  

Natural Gas $2.73 $2.74 -0.37%

Crack Spread $20.12 $20.00 0.59%

12-mo strip crack $18.92 $19.05 -0.71%

Ethanol rack $1.60 $1.60 0.12%

Gold $1,328.00 $1,336.36 -0.63%

Silver $16.95 $17.12 -0.99%

Copper contract $315.25 $315.55 -0.10%

Corn contract 387.25$       385.50$       0.45%

Wheat contract 478.00$       477.25$       0.16%

Soybeans contract 1,041.50$    1,040.25$   0.12%

Baltic Dry Freight 1281 1201 80

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts continue to signal warmer to normal temperatures for most of 

the country, with cooler temperatures in the mid-Atlantic region. 
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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.  
 

April 20, 2018 
 

The Trump administration has made it a key policy goal to reduce the trade deficit.  The 

reasoning is that reducing the trade deficit will boost jobs in areas that have been adversely 

affected by foreign competition.  Although this might be true (trade is very complicated), the risk 

is that trade restrictions will likely result in higher inflation. 
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This chart shows net savings balances.  These are macroeconomic identities, which, like a 

balance sheet, total to zero.  However, how they reach zero is interesting.  Usually, government 

dissaving (more commonly called a fiscal deficit) is offset by the combination of private and 

public sector saving.  Foreign saving is the inverse of the current account; when a nation 

accumulates foreign saving, it is running a trade deficit.  Private sector saving comes from the 

household and business sectors.  For the former, it’s the difference between income and 

consumption.  For the latter, it’s the net of revenue after investment.  Thus, for the entire private 

sector, net saving is saving less investment.   

 

Since the early 1980s, foreign saving has become a nearly permanent fixture.  Most pundits 

argue that the U.S. must “attract” foreign saving due to the fiscal deficit.  However, the direction 

of causality can be difficult to trace.  For instance, under conditions of free trade, if a foreign 

nation purposely builds excess saving, that excess saving will become a trade surplus and the rest 

of the world must absorb that excess production (saving).  If trade barriers exist, that excess 

saving is transformed into domestic investment, either by inventory accumulation or increased 

investment spending. 
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Because the U.S. is the provider of the reserve currency, it is the most likely target of foreign 

saving.  Note that in the late 1990s, the U.S. ran fiscal surpluses with rising foreign saving 

inflows.  There was a plunge in private saving, mostly due to business dissaving.  Some of that 

increased investment was due to Y2K spending but some ended up bidding up existing asset 

prices (the tech bubble was partly a beneficiary).  Ben Bernanke referred to a global “savings 

glut” in the last decade that is seen in the foreign inflows.   

 

President Trump wants to reduce the trade deficit; if he is successful, he will also reduce foreign 

saving to the U.S.  With the fiscal deficit rising, the private sector will be required to make up the 

difference.  That can either come from falling consumption relative to income or falling 

investment relative to business saving.  Falling consumption usually comes from either increases 

in inflation (which reduces real spending) or unemployment.  Although reducing the trade deficit 

may benefit specific sectors of the economy, in reality, there are downsides to the policy. 
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This chart shows the yearly change in CPI with foreign saving into the U.S.  We have placed a 

vertical line on the chart, beginning in 1983, when foreign saving increased.  During the period 

of small trade deficits (low for negative foreign saving), inflation averaged 4.4%.  The onset of 

foreign saving has reduced inflation significantly.   

 

The U.S. benefits from foreign saving inflows.  It keeps inflation low and allows the U.S. to run 

fiscal deficits that would not be possible for other nations.  For the most part, foreign nations 

accept this tradeoff to acquire the dollar for reserve purposes.  The cost to the U.S. economy is 

that the trade is clearly unfair; foreign nations purposely build saving through policies designed 

to boost household saving.  These include an undervalued exchange rate, consumption taxes, an 

inadequate or non-existent social safety net, tariffs and quotas.  In one sense, if a foreign nation 

wants to deprive its citizens of goods and services and force them to save,7 then the U.S. should 

                                                 
7 Something the U.S. did during wartime with rationing. 
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accept their “generosity” and repay them with Treasuries.  However, there are negative effects 

for some sectors of the economy that compete with imports.   

 

 
 

These charts show the U.S. furniture industry.  The upper chart is employment.  It has fallen by 

more than a third from the peak.  The lower left-hand chart shows imports and exports (with the 

former rising rapidly) and the lower right-hand chart shows industrial output for furniture, which 

fell sharply during the last recession but has failed to recover anywhere near the previous peak.  

Clearly, this industry has been harmed by imports.   

 

The trade issue is really a matter of who bears the burden of trade adjustment.  Tariffs mean 

consumers bear the costs via higher prices.  Subsidies mean taxpayers bear the burden.  In the 

absence of either, the workers and owners in the U.S. bear the burden.  However, in a 

macroeconomic sense, acts that raise the cost of imports will tend to bring higher inflation.  If 

that becomes the favored policy, investors will face rising interest rates and falling P/E multiples.  

Thus, we continue to closely watch the president’s trade policy to for widespread effects and the 

impact on price levels.   
 
 

 

 

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 4/20/2018 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 4/20/2018 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 
 

April 19, 2018 
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P/E as of 4/18/2018 = 18.9x

 
 

Based on our methodology,8 the current P/E is 18.7, up 0.2x from last week.  The modest rise in 

the multiple is due to higher equity prices. 

 
 
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 two 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. 


