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

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

closed up 0.7% from the prior close.  Chinese markets were mixed, with the Shanghai composite 

up 0.2% and the Shenzhen index unchanged.  U.S. equity index futures are signaling a higher 

open.   

 

There is a whiff of “risk-on” this morning, with global equities higher while “risk-off” assets, 

such as gold and Treasuries, are lower.  Presidential tweets were relatively calm over the 

weekend.  Here is what we are watching this morning: 

 

Social media to Capitol Hill: Facebook (FB, 157.20) CEO Mark Zuckerberg will testify later 

this week before Congress.  According to media reports, he is furiously preparing for the event.  

The core issue facing the social media part of the tech industry is the public’s general lack of 

understanding of how these firms make their revenue.  There are no free services; if a service 

doesn’t include a charge, the firm is making money by collecting your data.  To some extent, this 

is how media has made money for a long time—newspapers sold advertising based on 

circulation.  Although they usually required a subscription, that was not the key source of 

revenue.  Social media has taken that model and expanded it by encouraging users to willingly 

offer up information about their behavior.  Previously, a firm advertising in a paper could know 

how many readers would receive their advert and maybe target a region for circulation.  By 

gathering information about you, social media can help advertisers target their segment (or, more 

to the point, “you”) directly.  An old line about advertising is, “50% of what I spend on 

advertising is wasted, but I can’t determine which 50%.”  Social media helps reduce the waste in 

advertising, so the more info the social media firm can gather about our behavior the more 

efficient advertising can become.1  Of course, the more social media knows about me the less 

privacy I have.  The debate society is now having is, “How much data-gathering is legitimate?”  

Don’t expect social media firms to offer a reasonable response; it’s like asking a realtor if it’s a 

good time to buy a house.  This is where regulation will be required.  Regulation will tend to 

undermine the business model of social media but we won’t know to what degree until new rules 

are put into place.  But, in any case, the threat of regulation will tend to weigh on the tech sector. 

 

Syria: Over the weekend, there were widespread reports that the Syrian government used a gas 

attack on civilians.  President Trump tweeted against the action and has, in the past, attacked 

                                                 
1 An old, but famous, incident of data-gathering and advertising was documented here:  
https://www.nytimes.com/2012/02/19/magazine/shopping-habits.html?_r=1&hp=&pagewanted=all  
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Syrian military bases for using gas.  It appears Israel did launch missiles at a Syrian airbase.  Iran 

accused the West of fabricating the attack as a pretext to attack Assad.  President Trump has 

recently expressed the desire to pull U.S. troops out of the region.  It is probably no accident that 

Assad engaged in these horrendous acts after Trump’s comments.  The gas attack puts the U.S. 

in a difficult dilemma.  The Middle East has become uncontrollable.  Ever since the U.S. 

invasion of Iraq disrupted the balance of power in the region, Iran has been trying to expand its 

influence, Turkey has been countering against Kurdish statehood aspirations, IS rose and fell and 

Saudi Arabia has been trying to expand its influence as well.  Essentially, removing Saddam 

Hussein created a power vacuum and regional powers have been vying to fill the gap since.  The 

U.S. has been trying to extricate itself from the costs of being the balancing power in the region 

because (a) it is costly and distracting, and (b) we don’t need the oil anymore.  So, if Trump 

reacts by increasing American military presence in the Middle East, it means less resources to 

contain Russia in Europe and China in the Far East.  If the U.S. does nothing, we look weak, and 

Assad, Russia and Iran will try to expand their influence further.  With John Bolton taking over 

this week as national security advisor, we would not be surprised to see a rather robust response 

to Syria’s actions. 

 

Lula turns himself in: Although former Brazilian President Lula resisted beginning his 12-year 

prison term for corruption, he has turned himself in, ending a potential source of civil unrest.  As 

we noted last week, the Brazilian Supreme Court’s decision to uphold his conviction throws 

open the presidency; there are no clear front-runners for October’s vote. 

 

Orban wins: Although there was little doubt that PM Orban’s Fidesz party would prevail in this 

weekend’s elections in Hungary, the result was sweeping, bringing a two-thirds majority to the 

legislature.  Orban has been running on a nationalist and populist platform, opposing the EU and 

immigration.  European nations are turning toward populist and anti-EU parties (the recent 

Italian elections show a similar trend), and this is yet another election suggesting that populism is 

on the rise. 

 

China talks CNY devaluation: Another part of the trade war threat came from China over the 

weekend as the country hinted it is “studying” the potential for devaluing the CNY.  We have 

been somewhat surprised that the administration hasn’t moved to weaken the dollar as a tool 

against the trade deficit.  China may be seeing this lack of currency commentary as an opening.  

Although the CNY has been appreciating recently, China does control its currency and could 

decide to weaken it.  However, there is a danger for China, too.  History shows that fears of 

currency weakness seem to trigger capital flight out of China.  Chairman Xi may be confident 

that he has enough controls in place to prevent widespread capital flight, but money does tend to 

“find a way” under pressure. 

 

North Korean denuclearization: Over the weekend, North Korea indicated it is open to 

discussing denuclearization with the U.S. in upcoming summit talks.  Although this assertion 

raises hope of a major deal, it also carries the risks that (a) Kim may be using this to lure 

President Trump into talks, and (b) the term “denuclearization” is fraught with strategic 

ambiguity.  Regarding point (a), just getting the meeting is a boost for North Korea.  Previous 

presidents have been reluctant to talk directly, using that as the ultimate “carrot” for Pyongyang.  
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So, even if the talks don’t bring about any major developments, the photo-ops of the two leaders 

together will improve Kim’s stature.  Concerning point (b), denuclearization for Kim probably 

means that he allows inspectors if all U.S. troops leave South Korea and North Korea is no 

longer a target for regime change.  For the U.S., the term means that North Korea gives up its 

nukes.  Both leaders can agree on denuclearization and come away with completely different 

positions.  A reasonable expectation?  North Korea keeps its nukes but gives up long-range 

missiles, which would reassure the U.S. but terrify Japan, South Korea and China. 

 

U.S. Economic Releases 

 

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

China Foreign Reserves m/m mar $3.143 tn $3.134 tn $3.146 tn ** Equity and bond neutral

Japan BoP Current Account Balance m/m mar ¥2.076 tn ¥0.607 tn ¥2.196 tn ** Equity and bond neutral

Trade Balance m/m mar ¥0.189 tn -¥0.667 tn ¥0.250 tn ** Equity and bond neutral

Bankruptcies y/y mar 0.4% -10.3% ** Equity and bond neutral

Consumer Confidence Index m/m mar 44.3 44.3 44.5 *** Equity bearish, bond bullish

Eco Watchers Survey Currrent m/m mar 48.9 48.6 48.0 ** Equity bearish, bond bullish

Eco Watchers Survey Outlook m/m mar 49.6 51.4 51.0 ** Equity bearish, bond bullish

Australia AiG Perf of Construction Index m/m mar 57.2 56.0 ** Equity and bond neutral

EUROPE

Eurozone Sentix Investor Confidence m/m apr 19.6 24.0 20.8 ** Equity and bond neutral

Germany Trade Balance m/m mar 18.400 bn 17.400 bn 20.100 bn ** Equity and bond neutral

Current Account Balance m/m feb 20.700 bn 22.000 bn 22.600 bn ** Equity and bond neutral

U.K. Halifax House Prices m/m feb 1.5% 0.4% 0.1% ** Equity bullish, bond bearish

Swutzerland Unemployment Rate m/m mar 2.9% 3.2% 3.0% *** Equity bullish, bond bearish

AMERICAS

Mexico Formal Job Creation m/m mar 90.5k 164.3k ** Equity and bond neutral

Canada Unemployment Rate m/m mar 5.8% 5.8% 5.8% ** Equity and bond neutral

Net Change in Employment m/m feb 32.3k 15.4k 20.0k *** Equity bullish, bond bearish

Hourly Earnings Permanent Employment m/m mar 3.1% 3.1% 3.4% *** Equity and bond neutral

Full Time Employment Change m/m mar 68.3 -39.3 ** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 234 233 1 Up

3-mo T-bill yield (bps) 168 168 0 Neutral

TED spread (bps) 66 65 1 Neutral

U.S. Libor/OIS spread (bps) 175 174 1 Up

10-yr T-note (%) 2.79 2.77 0.02 Up

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

EUR/USD 3-mo swap (bps) 5 8 -3 Down

Currencies Direction

dollar down Down

euro flat Up

yen down Up

pound up Up

franc up 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 $67.42 $67.11 0.46%

WTI $62.20 $62.06 0.23%  

Natural Gas $2.69 $2.70 -0.59%

Crack Spread $20.11 $20.02 0.42%

12-mo strip crack $18.21 $18.21 0.00%

Ethanol rack $1.54 $1.54 0.06%

Gold $1,328.30 $1,333.03 -0.35%

Silver $16.34 $16.38 -0.26%

Copper contract $306.15 $305.85 0.10%

Corn contract 398.00$       397.00$       0.25%

Wheat contract 477.25$       472.25$       1.06%

Soybeans contract 1,056.00$    1,044.75$   1.08%

Baltic Dry Freight 948 953 -5

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts continue to signal colder than normal temperatures.  

Precipitation is expected 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 6, 2018 
 

Recently, the three-month T-bill/Eurodollar spread (TED spread) has widened, raising concerns 

about financial stability.  In this report, we will offer a primer on the spread and discuss its recent 

rise.   

 

The TED spread has two components; it’s a direction-of-rate spread and a flight-to-quality 

spread.  Eurodollars (also known as LIBOR) represent dollar borrowing that is not government-

guaranteed.  It originally began when Europe accumulated dollars during the 1960s as part of 

Bretton Woods and the dollar’s reserve status.  As Europe ran trade surpluses with the U.S., they 

acquired dollars which they wanted to lend to earn interest.  At the time, U.S. interest rates were 

governed by “Regulation Q,” which set deposit rates for U.S. banks.  During periods of tight 

monetary policy, U.S. borrowers could find European dollar lenders willing to lend those dollars 

at a premium to domestic interest rates.  Thus, if banks found themselves unable to borrow from 

the Federal Reserve, they could use the Eurodollar market to acquire liquidity.  However, unlike 

the domestic market, Eurodollars offered no lender of last resort protections and thus carried 

premium interest rates.  Under normal circumstances, the yield premium was around 20%.  So, if 

domestic dollar borrowing rates were set at 5%, Eurodollars yielded 6%.  Obviously, if domestic 

rates doubled, to 10%, Eurodollars yielded 12%.  This pattern explains the TED spread’s 

direction-of-rate element; during a rising rate market, speculators would short Eurodollars and go 

long T-bills, profiting from a widening spread.  In a falling rate market, the reverse position 

would be implemented.   

 

The other component is the flight-to-quality spread.  Because Eurodollars are not government-

guaranteed and do not have direct support of a central bank, investors flock to T-bills and shun 

Eurodollars during periods of stress.  This widens the TED spread.    

 

This chart shows the long-term TED spread.   
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As the chart shows, there was a great deal of volatility in the spread.  As we will discuss below, 

this was partly due to flight-to-quality incidents along with volatile monetary policy.  Under 

Chair Volcker, the Federal Reserve targeted the money supply instead of fed funds which led to 

rate volatility.  Spread volatility declined as interest rates fell and the Federal Reserve returned to 

fed funds targeting.  In addition, the end of Regulation Q in 1986 ended the government’s 

practice of setting maximum deposit rates.  This increased the government-guaranteed rate and 

essentially narrowed the spread. 

 

To separate the direction of interest rate effects from the flight-to-quality factors in the spread, 

we regressed the Eurodollar (LIBOR) rate by the T-bill rate with a variable to account for 

Regulation Q.  This chart shows the results of that model. 
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The lower line on the chart shows the deviation in Eurodollar interest rates relative to T-bill 

rates.  A widening spread is represented by a rising lower line.  Clearly, financial, political and 

geopolitical events can widen the spread; we have marked the important ones.  The current 

spread is essentially at fair value, suggesting the widening of the TED spread isn’t due to any 

sort of financial crisis but is entirely due to rising yields.  In other words, the widening of the 

TED spread is consistent with increasing interest rates and, so far, does not indicate significant 

financial stress.   
 

 
 

 

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 4/6/2018 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 4/6/2018 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 5, 2018 
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P/E as of 4/4/2018 = 18.6x

 
 

Based on our methodology,2 the current P/E is 18.6, down 2.0x from last week.  With the new 

quarter, we are calculating earnings with the new quarter’s estimate which reflects the estimated 

impact of the tax law.  Stronger earnings coupled with weaker equity prices account for the sharp 

drop in the multiple.       

 
 
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. 


