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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 25, 2018—9:30 AM EDT]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 1.3% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.9% from the prior close.  Chinese markets were mixed, with the Shanghai 

composite down 0.4% and the Shenzhen index up 0.3%.  U.S. equity index futures are signaling 

a lower open.  With 118 companies having reported, the S&P 500 Q1 earnings stand at $37.11, 

higher than the $36.49 forecast for the quarter.  The forecast reflects an 18.4% increase from Q1 

2017 earnings.  Thus far this quarter, 78.8% of the companies reported earnings above forecast, 

while 13.6% reported earnings below forecast. 

 

Equity market weakness continues this morning after a sell-off yesterday.  The dollar is rising, 

boosted by the 10-year T-note definitively breaking 3%.  Here is what we are watching this 

morning: 

 

Did Macron save the Iran deal?  Probably not.  Although it isn’t obvious what “plan B” is if 

the U.S. kills the agreement, President Trump seems inclined to do so.  We view the Iran deal as 

flawed.  It doesn’t cover Iran’s missile program or its covert actions in the region.  In other 

words, it is limited to the nuclear program and it only delays its progress.  However, it has been 

our position that President Obama viewed the deal as a first step in normalizing relations with 

Iran to anoint Tehran as the regional hegemon so the U.S. could shift its focus to the Far East.  

When Clinton lost to Trump, that extension became impossible (and there is little evidence to 

suggest Clinton would have followed Obama’s path anyway).  Still, by all accounts, Iran is living 

up to the letter of the agreement.  So, why end it?  In part, the president’s base loves it whenever 

Trump kills an Obama era policy.  On the other hand, if the problem is Iran’s behavior in the 

region then addressing that issue would make sense.  To some degree, Macron also pressed 

Trump to keep a military presence in Syria.  If the U.S. really wants to curtail Iran’s behavior, it 

should put more military assets in Iraq and Syria, ally with Turkey and break the “Shiite arc” that 

is being built from Iran to Lebanon.  However, that policy move would undermine the 

president’s Jacksonian principles, which is essentially isolationist except when honor is 

besmirched.  May 12th is the deadline for reaffirming the current treaty.  If the U.S. withdraws, 

U.S. sanctions will return.  Of course, the Europeans may decide not to follow U.S. lead, which 

would undermine the effectiveness of sanctions.  Iran will likely begin the process of restarting 

its nuclear program.  We would expect oil prices to rise, although some of the current increase is 

due to the market discounting the potential for an end to the agreement. 

 

Financial markets: The dollar has been rising, while Treasury yields and equities are continuing 

to struggle in the face of strong earnings.  The key issue is whether or not these trends are the 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/


 

 

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

www.confluenceinvestment.com 

 2 

start of a major trend change or simply a short-term situation.  For now, we tend to think much of 

this is short term.  We note that liquidity levels remain elevated. 
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This chart shows the level of retail money market holdings along with the S&P 500.  In this bull 

market, the index tends to stall when money market levels fall below $920 bn.  Current money 

market levels are just over $1.0 trillion, meaning there is ample liquidity for investors if they 

choose to purchase equities.  Of course, every indicator exists in an environment of conditions 

and one of those conditions in this bull market has been very low interest rates.  If equities fail to 

rally despite ample liquidity, it could mean that rates have increased to a point where cash is seen 

as an alternative to fixed income or equities.  If that is the case, then this indicator may not be as 

bullish as it looks.  We believe it’s too early to make that case; the national rate of checking 

account interest is 5 bps and retail money markets are at a whopping 11 bps, so it is hard to see 

that as a viable alternative. 

 

However, there is another observation that does raise our concern.  The chart below overlays the 

president’s approval rating with the S&P 500.  Two items are worth noting.  His approval rating 

steadily slumped into late December when the GOP was putting the finishing touches on the tax 

bill.  One would think that passing a historic tax cut would have been popular with the public, 

but it doesn’t appear that was the case.  Second, as the president has moved to impede trade, his 

approval ratings have risen sharply while the equity market has corrected.  This should signal 

to the president that what makes voters like him isn’t a roaring stock market but hope that 

workers won’t be competing with foreigners.  Protectionism is clearly not popular with equities 

as evidenced by the slump in the index that coincides with the move toward trade restrictions.   

The lesson the president should take from this is that a weaker equity market doesn’t hurt his 

political stature.   
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(Source: Bloomberg) 

 

The other longer term takeaway, which has been a concern of ours for a while, is that populism 

isn’t going to be good for financial markets.  Populism, which eventually entails de-

globalization, re-regulation of the economy and higher taxes, will lead to more inflation and 

weaker margins over time. 
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This chart shows the shares of national income that go to labor and capital.  One of our 

contentions is that when communism collapsed, the political class concluded it no longer had to 

prove that capitalism offered a better life for most people compared to communism.  The 

constraints on capital, in the form of regulation, were steadily lifted leading to rising capital 

income and falling labor income in each business cycle.  The share of national income going to 

capital is now at a postwar high.  The social trends we are seeing suggest this trend may be 
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reaching its acme, meaning margins will begin falling with each business cycle going forward.  

We don’t know this with certainty.  As we like to say, “they don’t call it the establishment for 

nothing,” but when politicians see their approval ratings rise when they push populist policies it 

is reasonable to expect more of such policies.  This is a long-term problem for equities; the big 

question we often ponder is when does the long-term become the present?  We don’t think we 

are there yet, but it is hard to believe we won’t be there in the next five to 10 years.   

 

China’s #MeToo: A backlash is brewing against sexual harassment in China.  Students at some 

of China’s most respected universities are engaging in coordinated protests against officials who 

have attempted to cover up scandals on campus.  These protests bear watching because President 

Xi has been aggressive in quashing any organized activity that isn’t sanctioned by the CPC.  The 

most reasonable response for Xi will be to try to co-opt the movement, which would mean giving 

voice to the victims while using the party to crack down on the miscreants.  If past behavior is 

any guide, Xi will not tolerate an organized movement outside the party so look for a crackdown 

if the students insist on independence.   

 

U.S. Economic Releases 

 

MBA mortgage applications fell 0.2% from the prior week.  Purchases remain unchanged from 

the prior week at 6.1%, while refinancing fell 0.3%.  The average 30-year fixed rate rose 7 bps 

from 4.66% to 4.73%.  
 

There are no economic releases or Fed events scheduled for the rest of the day. 
 

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 All Industry Activity Index m/m feb 0.4% -1.8% 0.5% ** Equity and bond neutral

Machine Tool Orders y/y feb 28.1% 28.1% ** Equity and bond neutral

EUROPE

France Consumer Confidence m/m apr 101 100 100 *** Equity and bond neutral

Switzerland Credit Suisse Survey Expectations m/m apr 7.2 16.7 ** Equity and bond neutral

AMERICAS

Mexico Bi-Weekly CPI y/y apr 4.7% 4.9% 4.8% *** Equity and bond neutral

International  Reserves Weekly w/w apr $173.257 bn $173.397 bn ** Equity and bond neutral

Brazil Tax Collections m/m mar 105.659 bn 105.122 bn 108.950 bn ** Equity and bond neutral

FGV Construction Costs m/m apr 0.3% 0.2% 0.4% ** Equity and bond neutral  
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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) 182 182 0 Neutral

TED spread (bps) 54 54 0 Neutral

U.S. Libor/OIS spread (bps) 182 181 1 Up

10-yr T-note (%) 3.02 3.00 0.02 Up

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

EUR/USD 3-mo swap (bps) 9 8 1 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. 
 

Price Prior Change Explanation

Brent $73.90 $73.86 0.05%

WTI $67.81 $67.70 0.16%  

Natural Gas $2.77 $2.78 -0.36%

Crack Spread $20.70 $20.75 -0.21%

12-mo strip crack $19.26 $19.31 -0.26%

Ethanol rack $1.59 $1.59 -0.28%

Gold $1,323.94 $1,330.35 -0.48% Stronger Dollar

Silver $16.57 $16.73 -0.95%

Copper contract $316.50 $316.40 0.03%

Corn contract 392.00$       390.00$       0.51%

Wheat contract 487.00$       484.25$       0.57%

Soybeans contract 1,038.25$    1,034.00$   0.41%

Baltic Dry Freight 1330 1306 24

Actual Expected Difference

Crude (mb) -2.3

Gasoline (mb) -2.0

Distillates (mb) -1.5

Refinery run rates (%) -0.10%

Natural gas (bcf) -9.0

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. 

 

-15

-10

-5

0

5

10

15

1950 1960 1970 1980 1990 2000 2010

PRIVATE GOVERNMENT FOREIGN

NET SAVINGS BALANCES

%
 G

D
P

%
 G

D
P

Sources:  FRB, CIM  
 

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,1 then the U.S. should 

                                                 
1 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 4/24/2018 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 4/24/2018 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,2 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. 

                                                 
2 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. 


