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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: February 12, 2019—9:30 AM EST]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 1.0% from the last close.  In Asia, the MSCI Asia Apex 50 

was down 0.3% from the prior close.  Chinese markets were higher, with the Shanghai composite 

up 0.7% and the Shenzhen index up 1.2%.  U.S. equity index futures are signaling a higher open.  

With 336 companies having reported, the S&P 500 Q4 earnings stand at $41.51, higher than the 

$40.86 forecast for the quarter.  The forecast reflects a 13.4% increase from Q4 2017 earnings.  

Thus far this quarter, 69.6% of the companies reported earnings above forecast, while 21.7% 

reported earnings below forecast. 

 

U.S. equity futures are trending higher this morning after a mostly flat day yesterday.  The big 

news is that negotiators have reached a deal to avoid a government shutdown.  Here is what we 

are watching this morning: 

 

Shutdown averted: Negotiators have reached a deal to avoid a government shutdown which 

would have occurred Friday night without action.  The deal does not give the president the 

funding he asked for with regard to a border wall.  Although there are some doubts he will sign 

the bill, we expect him to sign it and then try to shift funds from other sources or declare a 

national emergency to get the wall built.1   

 

Some commentators are suggesting today’s rally was driven by the budget deal.  Perhaps; 

however, the shutdown didn’t have a strong negative impact on financial markets so it seems a 

bit of a stretch to presume the avoidance of a shutdown brought support.  However, avoiding a 

shutdown does remove a potential negative factor for the economy and thus is good news. 

 

Italy and gold reserves: Matteo Salvini, the head of the League and deputy PM, proposed 

yesterday that the government should seize gold reserves held at the Bank of Italy and use them 

for spending.  Italy holds the world’s third largest official gold reserves, around 2,451.8 tonnes, 

or about $102.5 bn.  It is a sizable amount of money, about 20% of GDP.  The populist 

government has been attacking the independence of the Bank of Italy,2 a common action by 

populists.  In general, populists represent the debtor class which benefits from cheaper money.  It 

is not clear if such a move is legal but it raises serious questions about the reaction from the EU 

                                                 
1 https://www.washingtonpost.com/business/economy/top-lawmakers-meet-to-revive-stalled-border-talks-with-
shutdown-days-away/2019/02/11/3cd0fc1a-2dff-11e9-813a-0ab2f17e305b_story.html?utm_term=.f5fb8e10f9b1 
and https://www.nytimes.com/2019/02/11/us/politics/shutdown-deal.html  
2 https://www.ft.com/content/949d2c08-2d1d-11e9-8744-e7016697f225  
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and Germany; under normal circumstances, a massive gold liquidation such as this would tend to 

undermine a currency’s exchange rate.  However, because Italy is a member of the Eurozone, it 

isn’t obvious if the EUR would weaken on the news.  Nevertheless, the psychological threat to 

the EUR would likely raise German worries about currency stability.  In one sense, such a sale 

shouldn’t matter.  If it is nothing more than an asset sale, one would not expect the currency to 

weaken.  After all, if a government privatized a state-owned asset (e.g., government-owned 

utility) it wouldn’t usually depress the exchange rate.  But, gold sales have the look of selling the 

family jewels; when I did country risk for an international bank we viewed gold sales as an 

indicator of future default.  Although the government’s intention to sell looks more like a way to 

boost government spending, in reality, a gold sale will rattle Eurozone confidence and lower gold 

prices as well. 

 

Chinese debt worries: It appears that two large Chinese private borrowers missed payments this 

month, raising fears of more widespread credit problems in China.3   

 

Tax refunds fall: Last year, the Trump administration pressed the IRS to adjust withholding 

tables so that households would see an immediate impact on their weekly paychecks.  Now, that 

action is having the perverse impact of reducing tax refunds.  Although a tax refund is, in reality, 

clear evidence of financial mismanagement (it’s an interest-free loan to the government), many 

households use the tax refund as a form of saving.  A reduction could show up as reduced 

consumption in Q2 and Q3.  Refunds thus far are down a bit over 8% compared to last year.4 

 

Catalan trial begins: Yesterday, we noted that Spain’s PM is facing a crisis over Catalan.  

Sanchez indicated he would appoint a mediator between the central government and separatists.   

This has triggered a firestorm5 that threatens to bring down Sanchez’s minority government.6  

Today, the government begins a trial against leaders of the Catalan separatists, which could bring 

down the Sanchez government.7  For background on this issue, we have footnoted two Weekly 

Geopolitical Reports.8 

 

A Canadian scandal: Canada’s parliamentary ethics commissioner is investigating allegations 

that PM Trudeau pressed his former attorney general to end a criminal investigation against a 

large Canadian engineering company, SNC-Lavalin (SNCAF, USD, 25.61).  The allegations 

                                                 
3 https://www.caixinglobal.com/2019-02-11/two-large-chinese-borrowers-are-said-to-miss-bond-payments-
101378392.html  
4 https://finance.yahoo.com/news/the-first-wave-of-tax-refunds-are-down-8-on-average-181001645.html  
5 https://www.politico.eu/article/spains-right-wing-parties-protest-government-talks-with-catalan-nationalists-
pedro-sanchez/?utm_source=POLITICO.EU&utm_campaign=31b984c7e7-
EMAIL_CAMPAIGN_2019_02_11_05_48&utm_medium=email&utm_term=0_10959edeb5-31b984c7e7-190334489  
and https://www.nytimes.com/2019/02/10/world/europe/madrid-protest-spain-
catalonia.html?emc=edit_mbe_20190211&nl=morning-briefing-europe&nlid=567726720190211&te=1  
6 https://www.politico.eu/article/spain-pedro-sanchez-faces-backlash-over-catalan-secessionists-
concession/?utm_source=POLITICO.EU&utm_campaign=31b984c7e7-
EMAIL_CAMPAIGN_2019_02_11_05_48&utm_medium=email&utm_term=0_10959edeb5-31b984c7e7-190334489  
7 https://www.nytimes.com/2019/02/11/world/europe/catalonia-separatists-
trial.html?emc=edit_mbe_20190212&nl=morning-briefing-europe&nlid=567726720190212&te=1  
8 See WGRs, The Situation in Catalonia: Part I (11/6/2017) and Part II (11/13/2017). 

https://www.caixinglobal.com/2019-02-11/two-large-chinese-borrowers-are-said-to-miss-bond-payments-101378392.html
https://www.caixinglobal.com/2019-02-11/two-large-chinese-borrowers-are-said-to-miss-bond-payments-101378392.html
https://finance.yahoo.com/news/the-first-wave-of-tax-refunds-are-down-8-on-average-181001645.html
https://www.politico.eu/article/spains-right-wing-parties-protest-government-talks-with-catalan-nationalists-pedro-sanchez/?utm_source=POLITICO.EU&utm_campaign=31b984c7e7-EMAIL_CAMPAIGN_2019_02_11_05_48&utm_medium=email&utm_term=0_10959edeb5-31b984c7e7-190334489
https://www.politico.eu/article/spains-right-wing-parties-protest-government-talks-with-catalan-nationalists-pedro-sanchez/?utm_source=POLITICO.EU&utm_campaign=31b984c7e7-EMAIL_CAMPAIGN_2019_02_11_05_48&utm_medium=email&utm_term=0_10959edeb5-31b984c7e7-190334489
https://www.politico.eu/article/spains-right-wing-parties-protest-government-talks-with-catalan-nationalists-pedro-sanchez/?utm_source=POLITICO.EU&utm_campaign=31b984c7e7-EMAIL_CAMPAIGN_2019_02_11_05_48&utm_medium=email&utm_term=0_10959edeb5-31b984c7e7-190334489
https://www.nytimes.com/2019/02/10/world/europe/madrid-protest-spain-catalonia.html?emc=edit_mbe_20190211&nl=morning-briefing-europe&nlid=567726720190211&te=1
https://www.nytimes.com/2019/02/10/world/europe/madrid-protest-spain-catalonia.html?emc=edit_mbe_20190211&nl=morning-briefing-europe&nlid=567726720190211&te=1
https://www.politico.eu/article/spain-pedro-sanchez-faces-backlash-over-catalan-secessionists-concession/?utm_source=POLITICO.EU&utm_campaign=31b984c7e7-EMAIL_CAMPAIGN_2019_02_11_05_48&utm_medium=email&utm_term=0_10959edeb5-31b984c7e7-190334489
https://www.politico.eu/article/spain-pedro-sanchez-faces-backlash-over-catalan-secessionists-concession/?utm_source=POLITICO.EU&utm_campaign=31b984c7e7-EMAIL_CAMPAIGN_2019_02_11_05_48&utm_medium=email&utm_term=0_10959edeb5-31b984c7e7-190334489
https://www.politico.eu/article/spain-pedro-sanchez-faces-backlash-over-catalan-secessionists-concession/?utm_source=POLITICO.EU&utm_campaign=31b984c7e7-EMAIL_CAMPAIGN_2019_02_11_05_48&utm_medium=email&utm_term=0_10959edeb5-31b984c7e7-190334489
https://www.nytimes.com/2019/02/11/world/europe/catalonia-separatists-trial.html?emc=edit_mbe_20190212&nl=morning-briefing-europe&nlid=567726720190212&te=1
https://www.nytimes.com/2019/02/11/world/europe/catalonia-separatists-trial.html?emc=edit_mbe_20190212&nl=morning-briefing-europe&nlid=567726720190212&te=1
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_11_6_2017.pdf
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_11_13_2017.pdf
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include bribery by the company tied to the former regime in Libya.9  The company is a major 

employer in Quebec and an investigation is raising fears in the separatist province.  Canadian 

elections will be held this autumn and we would expect the opposition to use this against the PM.  

The CAD is already under pressure due to fears of a NAFTA breakdown and weakening world 

growth.  A political crisis could add further pressure on the exchange rate. 

 

Saudi Aramco goes international?  The state oil company of Saudi Arabia announced plans to 

expand investments into the world.10  During its history, Saudi Aramco has focused on the 

massive oil reserves within the kingdom, although it does own downstream assets around the 

world.  It is unclear why the Saudis are making this move now.  One possibility is that Saudi 

Arabia’s oil fields may be depleted to a point that costs are rising.11  If the Saudis are facing 

production constraints it is potentially a very bullish factor for oil. 

 

White House presses Iraq to stop buying Iranian oil: The Trump administration is pushing 

Iraq to stop buying energy from Iran.  This is unlikely to happen.  Iraq needs Iranian oil products 

to maintain electric service and transportation and, given Iran’s influence on Baghdad, the odds 

are low that Iraq would comply with U.S. wishes.  It is uncertain how hard the U.S. will pressure 

Iraq on its relations with Iran.  However, without a significant increase in American military 

presence and investment, it is doubtful the U.S. can prevent Iraq from buying Iranian natural gas 

and oil.12   

 

And, finally: A Federal Reserve research report confirms that globalization has flattened the 

Phillips Curve.13  We would tend to agree with that assessment. 
 

U.S. Economic Releases 
 

NFIB small business optimism came in below expectations at 101.2 compared to the forecast of 

103.0.  

                                                 
9 https://www.nytimes.com/2019/02/11/world/canada/justin-trudeau-snc-lavalin-ethics-
bribery.html?emc=edit_mbe_20190212&nl=morning-briefing-europe&nlid=567726720190212&te=1  
10 https://www.ft.com/content/e0a6775c-2e4f-11e9-ba00-0251022932c8  
11 The uncertainty surrounding Saudi oil reserves has developed a cottage industry of sorts.  A good book, though a 
bit dated, is by Matthew Simmons. Simmons, M. (2005). Twilight in the Desert: The Coming Saudi Oil Shock and the 
World Economy. Hoboken, NJ: John Wiley & Sons. 
12 https://www.nytimes.com/2019/02/11/us/politics/iraq-buying-energy-
iran.html?emc=edit_mbe_20190212&nl=morning-briefing-europe&nlid=567726720190212&te=1  
13 https://www.federalreserve.gov/econres/feds/files/2019007pap.pdf  

https://www.nytimes.com/2019/02/11/world/canada/justin-trudeau-snc-lavalin-ethics-bribery.html?emc=edit_mbe_20190212&nl=morning-briefing-europe&nlid=567726720190212&te=1
https://www.nytimes.com/2019/02/11/world/canada/justin-trudeau-snc-lavalin-ethics-bribery.html?emc=edit_mbe_20190212&nl=morning-briefing-europe&nlid=567726720190212&te=1
https://www.ft.com/content/e0a6775c-2e4f-11e9-ba00-0251022932c8
https://www.nytimes.com/2019/02/11/us/politics/iraq-buying-energy-iran.html?emc=edit_mbe_20190212&nl=morning-briefing-europe&nlid=567726720190212&te=1
https://www.nytimes.com/2019/02/11/us/politics/iraq-buying-energy-iran.html?emc=edit_mbe_20190212&nl=morning-briefing-europe&nlid=567726720190212&te=1
https://www.federalreserve.gov/econres/feds/files/2019007pap.pdf
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The chart above shows the level of small business optimism.  In January, business sentiment fell 

to the lowest level since President Trump took office.  It appears the government shutdown may 

have weighed on businesses’ expectations of improving business conditions.  If the proposed 

deal between the Democrats and Republicans gains approval expect optimism to rise. 

 

The table below shows the Fed events scheduled for the rest of the day. 
 

EST Speaker or event

11:00 Jerome Powell to Speak in Mississippi about rural poverty Chairman of Board of Governors of Federal Reserve

18:30 Loretta Mester Discusses Economic Outlook President of the Federal Reserve Bank of Cleveland

19:30 Esther George Speaks on the US Economy President of the Federal Reserve Bank of Kansas City

District or position

Economic Releases

 No economic releases today

Fed speakers or events

 
 

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

China Foreign Reserves m/m jan $3.088 tn $3.073 tn $3.080 tn ** Equity and bond neutral

Japan Money Stock M2 y/y jan 2.4% 2.4% 2.4% ** Equity and bond neutral

Money Stock M3 y/y jan 2.1% 2.1% 2.1% ** Equity and bond neutral

Tertiary Industriy Index m/m dec -0.3% -0.3% -0.1% ** Equity and bond bearish

Machine Tool Orders m/m jan -18.8% -18.3% ** Equity and bond bearish

India CPI y/y jan 2.1% 2.2% 2.5% *** Equity bullish, bond bearish

Industrial Production y/y dec 2.4% 0.5% 1.6% *** Equity bullish, bond bearish

Australia ANZ Roy Morgan Weekly Consumption m/m feb 114.1 118.1 * Equity and bond neutral

Home Loans m/m dec -6.1% -0.9% -2.0% ** Equity and bond bearish

Owner-Occupier Loan Value m/m dec -5.3% -1.4% ** Equity and bond bearish

NAB Business Conditions m/m jan 7 2 ** Equity bullish, bond bearish

NAB Business Confidence m/m jan 4 3 ** Equity bullish, bond bearish

New Zealand ANZ Truckometer Heavy m/m jan 3.5% -4.1% * Equity and bond neutral

2yr Inflation Expectations q/q 1q 2.0% 2.0% *** Equity and bond neutral

EUROPE

Russia Trade Balance m/m dec 18.900 bn 19.000 bn 18.200 bn ** Equity bullish, bond bearish

AMERICAS

Mexico Industrial Production y/y dec -2.5% -1.3% -1.6% *** Equity and bond bearish

Manufacturing Production y/y dec 0.2% 1.4% 1.3% *** Equity bearish, bond bullish

Canada Bloomberg Nanos Confidence m/m feb 54.3 54.2 ** 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) 270 270 0 Up

3-mo T-bill yield (bps) 239 238 1 Neutral

TED spread (bps) 31 32 -1 Neutral

U.S. Libor/OIS spread (bps) 240 240 0 Up

10-yr T-note (%) 2.69 2.65 0.04 Neutral

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

EUR/USD 3-mo swap (bps) 10 9 1 Down

Currencies Direction

dollar down Neutral

euro up Up

yen down Neutral

pound flat 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. 
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Price Prior Change Explanation

Brent $62.86 $61.51 2.19% OPEC production drop

WTI $53.44 $52.41 1.97%  

Natural Gas $2.66 $2.64 0.76%  

Crack Spread $13.98 $13.84 1.00%

12-mo strip crack $15.60 $15.49 0.68%

Ethanol rack $1.43 $1.43 0.48%

Gold $1,313.11 $1,308.12 0.38%

Silver $15.79 $15.71 0.53%

Copper contract $277.65 $279.00 -0.48%

Corn contract 375.50$       372.75$       0.74%

Wheat contract 517.00$       518.25$       -0.24%

Soybeans contract 909.50$       905.00$       0.50%

Baltic Dry Freight 595 601 -6

Actual Expected Difference

Crude (mb) 2.4

Gasoline (mb) 1.2

Distillates (mb) -1.7

Refinery run rates (%) -0.85%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

temps in the southeastern region.  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.  
 

February 8, 2019 
 

Gold is considered by some to be a commodity, but we treat it as a non-liability-backed currency.  

In other words, gold isn’t created because someone makes a loan.  Instead, it is created by 

mining.  In addition, most commodities are consumed but much of the gold refined through the 

ages still exists.  In other words, gold may be “lost” but it is rarely consumed.  Even in jewelry, it 

can return to its bullion state with modest effort.   

 

Instead, gold provides one of the three functions of money.  It is rarely used as a medium of 

exchange and we don’t price things in ounces of gold, so it isn’t a numeraire.  But, it does act as 

a store of value.  Thus, gold demand tends to rise during periods of monetary instability.  

Monetary instability is partially described as rapid increases in the money supply, currency 

depreciation and negative real interest rates.  When any of these three events occur, they tend to 

be supportive for gold prices.  In other words, gold prices tend to react to excessive money 

growth, dollar weakness and falling real short-term interest rates.   

 

Our gold model uses the central bank balance sheets of the Federal Reserve and the European 

Central Bank, the two most frequently used currencies for foreign reserves.  We also add the 

EUR/USD exchange rate as a proxy for the dollar and the real two-year T-note yield.   
 

0
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GOLD SPOT MODEL FAIR VALUE

GOLD MODEL
(Fed's Balance Sheet, ECB Balance Sheet, EUR/USD, real 2-yr)

Sources:  Haver Analytics, CIM

Fair Value = $1414

 
 

The model’s current fair value is $1,414, suggesting the current price is undervalued.  We have 

seen the fair value decline recently.  This is due to the explanatory variables adjusting in a 

bearish fashion; the Fed’s balance sheet is contracting, short-term real interest rates have 

increased and the dollar has strengthened.  However, even taking these issues into account, gold 
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prices still appear cheap.  If our expectations of dollar weakness this year come to pass, the fair 

value for gold will likely rise.  However, given the level of undervaluation, gold should have 

further upside potential in the coming months.   

    

 
 

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 2/11/2019 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. 

 

Asset Class Performance – (as of 2/11/2019 close) 

 

0.0% 5.0% 10.0% 15.0%

Cash

US Government Bond

US Corporate Bond

Commodities

US High Yield

Foreign Developed ($)

Foreign Developed (local currency)

Emerging Markets (local currency)

Emerging Markets ($)

Large Cap

Mid Cap

Small Cap

Real Estate

YTD Asset Class Total Return

Source: Bloomberg

  
 

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 
 

February 7, 2019 

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM TRAILING P/E

P
/E

Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 2/6/2019 = 16.5x

 
 

Based on our methodology,14 the current P/E is 16.5x, up 0.3x from last week.  Rising index 

values and a decline in Q1 earnings expectations led to the rise 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. 

                                                 
14 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 (Q2 and Q3) and two estimates (Q4 and Q1). 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. 


