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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 24, 2018—9:30 AM EDT]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 0.1% from the last close.  In Asia, the MSCI Asia Apex 50 

closed relatively unchanged from the prior close.  Chinese markets were higher, with the 

Shanghai composite up 2.0% and the Shenzhen index up 2.3%.  U.S. equity index futures are 

signaling a higher open.  With 97 companies having reported, the S&P 500 Q1 earnings stand at 

$36.95, higher than the $36.49 forecast for the quarter.  The forecast reflects an 18.4% increase 

from Q1 2017 earnings.  Thus far this quarter, 79.4% of the companies reported earnings above 

forecast, while 13.4% reported earnings below forecast. 

 

It was an unusually quiet night.  After a barrage of tweets recently, the president appears 

occupied with his French visitor for now, which might account for the current “tweet silence.”  

Earnings are coming in stronger than expected (see above), while Treasury yields remain 

elevated.  Here is what we are watching today: 

 

Early look at the ECB: The ECB meets on Thursday.  We don’t expect too much new 

information.  Recent economic data out of Europe has been soft, in part due to the strength of the 

EUR over the past year.  We expect Draghi to have little new to say on forward guidance or 

tapering.  Reports that the ECB may delay the decision on the timetable for ending QE until July 

are probably responsible for recent EUR weakness.  Overall, we don’t expect much from this 

meeting and the drop in the Eurozone currency has probably already discounted that outcome.   

 

Regulation and privacy: The NYT1 opines that new EU privacy regulations may end up 

strengthening the market power of the incumbents.  To some extent, this is public policy 101.  

Regulation drives up the cost of doing business which acts as a barrier to entry for potential new 

firms coming into the business.  This article suggests another twist to the idea—regulation may 

enhance the existing brands because the new regulations will put the idea of privacy into the 

minds of consumers and make them prone to stay with the familiar, the current dominant firms. 

 

In public policy, there are generally two broad theories of managing excessive market power.  

The first is to use anti-trust laws to break up large firms into parts.  This method has drawbacks; 

some firms are difficult to unwind.  In a vertically integrated firm, some parts may not be able to 

function as standalone entities.  The classic example of anti-trust is the breakup of Standard Oil 

in 1911 that created 34 firms.  Several did exceedingly well in the aftermath, suggesting the 

                                                 
1 https://www.nytimes.com/2018/04/23/technology/privacy-regulation-facebook-
google.html?emc=edit_mbe_20180424&nl=morning-briefing-europe&nlid=567726720180424&te=1  
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breakup was good public policy.  The other theory is to allow the monopolist to exist but regulate 

it heavily.  The original AT&T (not the current one) is the most obvious example.  The key 

decision input that should decide which policy to deploy is if the industry is a “natural 

monopoly” or not.  A natural monopoly is an industry with increasing returns to scale; the bigger 

one gets, the faster the profits.  Industries where redundant infrastructure is inefficient is a good 

example.  So, for telephones, having competing firms all hanging wires to phones and being 

unable to send voice “across” different firms’ wires meant that the first mover could gain scale 

by crowding out new entrants.  It is unclear if the social media firms are natural monopolies.  

There is evidence to suggest that due to learning curve costs or grouping (all my friends use a 

certain social media platform precluding the use of others) they have the characteristics of 

natural monopolies.  On the other hand, there is a bit of Yogi Berra’s famous line, “Nobody goes 

there anymore; it’s too crowded.”  We notice that social media platforms rise and fall in 

popularity, suggesting these markets are not natural monopolies after all.  If they are not natural 

monopolies then anti-trust would be a better solution.  We suspect the firms would prefer to be 

regulated on the assumption that they can continue to run their businesses as they see fit and, via 

regulatory capture, manage the regulatory environment to their advantage.  Anti-trust takes years 

to implement, whereas regulation can come quickly.  Therefore, the most likely short-term 

outcome is more regulation on social media which may not necessarily be bad for these firms. 

 

U.S. Economic Releases 

 

The FHFA House Price Index came in line with expectations, rising 0.6% from the prior month.  

The prior month’s report was revised upward from 0.8% to 0.9%. 

 

 
  

The chart above shows the year-over-year change in the FHFA House Price Index.  Housing 

prices have risen 7.2% from the prior year. 

 

The S&P CoreLogic CS 20-City Home Price Index came in above expectations at 6.80% 

compared to the forecast rise of 6.35% from the prior year.  The prior report was revised upward 
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from 6.40% to 6.43%.  The S&P CoreLogic CS U.S. Home Price Index rose by 6.34% from the 

prior year.  The prior report was revised downward from 6.18% to 6.11%. 

 

 
 

The chart above shows the year-over-year change in the S&P CoreLogic CS 20-City Home Price 

Index.  The HPI continues to remain steady near 6.0%.  The rise in prices is likely due to a lack 

of supply as housing starts continue to remain below the long-term average. 
 

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

 

EDT Indicator Expected Prior Rating

10:00 Pending Home Sales m/m mar 630k 618k ***

10:00 Pending Home Sales m/m mar 1.9% -0.6% **

10:00 Richmond Manufacturing Index m/m apr 16 15 **

10:00 Conference Board Consumer Confidence m/m apr 126.0 127.7 **

10:00 Conference Present Situation m/m apr 159.9 **

10:00 Conference Board Expectations m/m apr 106.2 **
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.  
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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 PPI Services m/m apr 0.5% 0.6% 0.5% ** Equity and bond neutral

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

CPI Trimmed Mean q/q 1q 1.9% 1.8% 1.8% *** Equity and bond neutral

New Zealand Net Migration SA m/m mar 5480 4970 ** Equity and bond neutral

EUROPE

France Business Confidence m/m apr 108 109 108 ** Equity and bond neutral

Manufacturing Confidence m/m apr 109 111 110 ** Equity and bond neutral

Production Outlook Indicator m/m apr 24 27 25 ** Equity and bond neutral

Own-Company Production m/m apr 15 11 10 ** Equity bullish, bond bearish

Business Survey Overall m/m apr 17 20 ** Equity and bond neutral

Germany IFO Business Climate q/q apr 102.1 103.2 102.8 ** Equity and bond neutral

IFO Expectations m/m apr 98.7 100.1 99.5 ** Equity bearish, bond bullish

IFO Current Assessment m/m apr 105.7 106.5 106.0 ** Equity and bond neutral

Italy Manufacturing Confidence m/m apr 107.7 109.1 108.8 ** Equity and bond neutral

Consumer Confidence Index m/m apr 117.1 117.5 116.9 *** Equity and bond neutral

Economic Sentiment m/m apr 105.1 106.0 ** Equity and bond neutral

U.K. Public Finances m/m mar 0.5 bn 18.6 bn  ** Equity and bond neutral

Central Government NCR m/m mar 19.9 bn -1.9 bn ** Equity and bond neutral

Public Sector Net Borrowing m/m mar -0.3 bn -0.3 bn 1.3 bn ** Equity bullish, bond bearish

PSNB ex Banking Groups m/m mar 1.3 bn 1.3 bn 3.0 bn ** Equity and bond neutral

CBI Trends Total Orders m/m apr 4 4 4 ** Equity and bond neutral

CBI Trends Selling Prices m/m apr 18 18 ** Equity and bond neutral

CBI Business Optimism m/m apr -4 13 ** Equity bearish, bond bullish

AMERICAS

Mexico Economic Activity m/m feb 2.4% 2.2% 2.0% ** Equity bullish, bond bearish

Canada Bloomberg Nanos Confidence m/m apr 58.1 57.7 ** Equity bullish, bond bearish  
 

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) 182 181 1 Neutral

TED spread (bps) 54 55 -1 Neutral

U.S. Libor/OIS spread (bps) 181 180 1 Up

10-yr T-note (%) 2.97 2.98 -0.01 Up

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

EUR/USD 3-mo swap (bps) 9 11 -2 Down

Currencies Direction

dollar down Down

euro flat Up

yen down Up

pound up Up

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 $74.76 $74.71 0.07%

WTI $68.80 $68.64 0.23%  

Natural Gas $2.75 $2.74 0.18%

Crack Spread $20.63 $20.76 -0.62%

12-mo strip crack $19.19 $19.43 -1.26%

Ethanol rack $1.60 $1.60 -0.01%

Gold $1,326.13 $1,324.83 0.10%

Silver $16.63 $16.62 0.07%

Copper contract $318.25 $313.15 1.63%

Corn contract 386.75$       387.50$       -0.19%

Wheat contract 470.75$       474.50$       -0.79%

Soybeans contract 1,030.50$    1,032.25$   -0.17%

Baltic Dry Freight 1306 1281 25

Actual Expected Difference

Crude (mb) -2.3

Gasoline (mb) -2.0

Distillates (mb) -1.5

Refinery run rates (%) -0.10%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

the country. 
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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,2 then the U.S. should 

                                                 
2 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 4/23/2018 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 4/23/2018 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,3 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. 

                                                 
3 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. 


