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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 13, 2019—9:30 AM EST]  Global equity markets are higher this morning.  

The EuroStoxx 50 is up 0.1% from the last close.  In Asia, the MSCI Asia Apex 50 was up 0.5% 

from the prior close.  Chinese markets were higher, with the Shanghai composite up 1.8% and 

the Shenzhen index up 1.9%.  U.S. equity index futures are signaling a higher open.  With 351 

companies having reported, the S&P 500 Q4 earnings stand at $41.47, higher than the $40.86 

forecast for the quarter.  The forecast reflects a 13.4% increase from Q4 2017 earnings.  Thus far 

this quarter, 68.9% of the companies reported earnings above forecast, while 22.5% reported 

earnings below forecast. 

 

U.S. equity futures are trending higher this morning in quiet trading.  Here is what we are 

watching: 

 

Brexit: PM May has asked for more time to negotiate with Brussels.1  Apparently, she is still 

seeking changes to the Irish backstop, although there isn’t much evidence at this point to suggest 

the EU is willing to adjust.2  Remainers are increasingly worried that May intends to accept a no-

deal Brexit.3  However, there are reports, supposedly coming from an overheard conversation in 

a bar, that May’s real plan is to run out the clock until close to the deadline, when the EU will 

make a concession on the backstop.  May will then bring this change to Parliament and indicate 

this is the best she can do…and if they don’t take this deal, Brexit will be forever postponed!4  

There is a ring of truth to this idea.  The EU would be stupid to grant concessions well before the 

deadline as this would signal to the hardline Brexit supporters that they had been right all along 

and the U.K. should pressure for even more compromises.  In addition, May is likely betting that 

the Brexit supporters are a minority in Parliament so the threat should be against this group, not 

the remainers.  So, her threat of, “Take my deal or Brexit will be indefinitely postponed, maybe 

forever,” makes sense because it fits both May’s predisposition (she didn’t support Brexit) and 

the EU’s usual bargaining action (nothing gets done until the deadline looms).  We tend to view 

all leaks with a degree of skepticism; the goal of this leak may be to shape the EU’s behavior.  

                                                 
1 https://www.nytimes.com/2019/02/12/world/europe/theresa-may-stalls-on-brexit-again-and-again-and-
again.html?emc=edit_mbe_20190213&nl=morning-briefing-europe&nlid=567726720190213&te=1  
2 https://www.politico.eu/article/theresa-may-tells-mps-shes-still-seeking-backstop-
changes/?utm_source=POLITICO.EU&utm_campaign=152a68c1f1-
EMAIL_CAMPAIGN_2019_02_13_05_42&utm_medium=email&utm_term=0_10959edeb5-152a68c1f1-190334489  
3 https://www.ft.com/content/21363782-2ed5-11e9-8744-
e7016697f225?emailId=5c63a2f9701a160004084307&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
4 https://www.ft.com/content/2de2cfc0-2ec3-11e9-ba00-
0251022932c8?emailId=5c63a2f9701a160004084307&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
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But, the plan put forth does make sense in that May would turn on the Brexit group within her 

own party with the threat of perpetual Brexit delay.  That would not only make her deal 

successful but also keep the Tories intact. 

 

Budget deal: Although the president did indicate he opposed the budget deal, it looks like he 

will sign it, averting a shutdown.5  The White House will likely try to shift funds from other 

areas of the budget to add more funding for a wall. 

 

China trade talks: Although significant differences remain, both nations are seeking a “broad 

outline” of a deal.  President Trump did indicate there is some “give” on the deadline, something 

we have expected.6  We note there are reports that Chairman Xi will meet with U.S. negotiators, 

which we would view as a positive sign.7  We still expect “a deal” but not “the deal” on Chinese 

trade.  The bigger problem is that China has been taking advantage of the global trade system 

that the U.S. has developed since WWII.  It is not the first nation to do so but, at some point, all 

have had to adjust once a certain degree of economic scale is reached.  The U.S. wants China to 

stop shielding its state-owned enterprises (SOE) from foreign competition and scrutiny.  From 

the U.S. perspective, the actions China takes gives it an unfair advantage; from China’s 

perspective, what the U.S. is asking for is a violation of sovereignty.8  As we noted in a recent 

WGR series,9 China has become a threat to U.S. hegemony and the Trump administration is 

taking steps to address that threat.  In doing so, the path of globalization that has been in place 

since the mid-1990s would be seriously undermined and the global economy would be disrupted.  

The White House would likely want to avoid this disruption in the critical year before the next 

election. 

 

Car loans: A number of outlets are citing a New York FRB report on auto delinquencies10 as a 

sign of trouble for the economy.  There has been an increase in sub-prime auto loans in recent 

years so it is no surprise that is where the delinquencies lie. 

 

                                                 
5 https://www.washingtonpost.com/business/economy/white-house-wont-commit-to-congress-border-deal-to-
avert-shutdown/2019/02/12/16275638-2ed9-11e9-813a-0ab2f17e305b_story.html?utm_term=.46c0fefcc3a7  
6 https://www.wsj.com/articles/china-u-s-seek-to-narrow-gap-on-trade-for-trump-xi-to-close-at-summit-
11549976897  
7 https://www.scmp.com/economy/china-economy/article/2185928/china-president-xi-jinping-meet-top-us-
delegation-friday  
8 https://www.ft.com/content/aeba2484-2b91-11e9-a5ab-
ff8ef2b976c7?emailId=5c63a2f9701a160004084307&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
9 See WGRs, What to do with China: Part I (1/28/2019) and Part II (2/4/2019). 
10 https://libertystreeteconomics.newyorkfed.org/2019/02/just-released-auto-loans-in-high-
gear.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=busi
ness  

https://www.washingtonpost.com/business/economy/white-house-wont-commit-to-congress-border-deal-to-avert-shutdown/2019/02/12/16275638-2ed9-11e9-813a-0ab2f17e305b_story.html?utm_term=.46c0fefcc3a7
https://www.washingtonpost.com/business/economy/white-house-wont-commit-to-congress-border-deal-to-avert-shutdown/2019/02/12/16275638-2ed9-11e9-813a-0ab2f17e305b_story.html?utm_term=.46c0fefcc3a7
https://www.wsj.com/articles/china-u-s-seek-to-narrow-gap-on-trade-for-trump-xi-to-close-at-summit-11549976897
https://www.wsj.com/articles/china-u-s-seek-to-narrow-gap-on-trade-for-trump-xi-to-close-at-summit-11549976897
https://www.scmp.com/economy/china-economy/article/2185928/china-president-xi-jinping-meet-top-us-delegation-friday
https://www.scmp.com/economy/china-economy/article/2185928/china-president-xi-jinping-meet-top-us-delegation-friday
https://www.ft.com/content/aeba2484-2b91-11e9-a5ab-ff8ef2b976c7?emailId=5c63a2f9701a160004084307&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/aeba2484-2b91-11e9-a5ab-ff8ef2b976c7?emailId=5c63a2f9701a160004084307&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_1_28_2019.pdf
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_2_4_2019.pdf
https://libertystreeteconomics.newyorkfed.org/2019/02/just-released-auto-loans-in-high-gear.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://libertystreeteconomics.newyorkfed.org/2019/02/just-released-auto-loans-in-high-gear.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://libertystreeteconomics.newyorkfed.org/2019/02/just-released-auto-loans-in-high-gear.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
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Auto finance companies have the greatest exposure compared to their balance sheet, representing 

50% of the $150 bn these firms hold.  Banks with assets over $50 bn hold about 25% of their 

overall auto loans in this category.  The big banks are not a worry; the auto finance companies, 

on the other hand, are likely at risk.  However, a couple of things should be noted.  First, unlike 

houses, cars have a much shorter lifespan, lasting around 10 years or so.  Second, cars are easier 

to repossess—they roll!  Thus, the systemic impact from this issue can probably be contained.  

What is encouraging is that we are not seeing credit card delinquencies at the same frequency. 
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In the last recession, credit card delinquencies rose about three years after the trough in auto 

delinquencies.  So far, that hasn’t occurred, which reduces the systemic concern. 

 

However, there may be a political issue.  In looking at the age of the delinquent borrower, the 

bracket of 50-59 is the largest.  Politically, this has been characterized as the “left behind” age 

bracket.  The rise here could be a sign that the economic conditions of this age range haven’t 

improved and may put them in play in 2020. 
 

 
 

Italy and gold reserves: Yesterday, we reported that the populist coalition in Italy was 

considering the seizure of the central bank’s gold reserves.  As a follow-up, government officials 

claim the goal of acquiring the gold is to establish ownership.  But, the government has no 

intention to use the gold to plug holes in the budget.11   

 

China in contact with the Venezuelan opposition: Chinese officials have been in discussions 

with the Guaido administration to protect China’s massive loans to Venezuela.  This would 

suggest that China’s real motivation is financial and not geopolitical.  In other words, China has 

no great affinity for Maduro—it just wants to get its debt serviced.  That is not good news for the 

Maduro regime.12   

 

                                                 
11 https://www.reuters.com/article/us-italy-gold-borghi/italy-government-wont-sell-a-gram-of-gold-reserves-
league-lawmaker-idUSKCN1Q20Q1  
12 https://www.wsj.com/articles/china-holds-talks-with-venezuelan-opposition-on-debt-oil-projects-11549993261  

https://www.reuters.com/article/us-italy-gold-borghi/italy-government-wont-sell-a-gram-of-gold-reserves-league-lawmaker-idUSKCN1Q20Q1
https://www.reuters.com/article/us-italy-gold-borghi/italy-government-wont-sell-a-gram-of-gold-reserves-league-lawmaker-idUSKCN1Q20Q1
https://www.wsj.com/articles/china-holds-talks-with-venezuelan-opposition-on-debt-oil-projects-11549993261
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An old bad idea resurfaces: The Oregon legislature approved measures that will install rent 

controls on rental properties in the state.13  This is a topic that is usually taught in Micro 101 in 

discussions of price floors and ceilings.  Under nearly all circumstances, such actions lead to 

shortages of rental properties.  This is because such legislation comes because people feel the 

rent is too high.  The goal is to lower rents.  The schematic below shows the result. 

 

 
 

Under price control (Pc), the supply falls to Q1 but the demand is Q4; things are good for those 

fortunate to get property at Pc/Q1, but there will be others who cannot rent at those prices 

because the property won’t exist.  The degree of shortage is a function of the price sensitivity 

(elasticity) of each curve; if the supply is perfectly inelastic (a vertical supply curve) then the 

impact of rent control is a drop in landlord revenue as there will be no fewer units available but 

shortages will still develop because more renters will be enticed by the lower rental cost.   

 

The high rent problem is mostly about zoning.  Existing residents tend to oppose new apartment 

developments because it increases demand on local services and homeowners worry about 

reducing the value of their homes.  Rent controls won’t increase the supply of new apartments.  

What the legislature failed to understand, it seems, is that the high rent issue is a supply side 

problem; the best way to achieve Q4 would be to increase supply to where the intersection of the 

supply curve reaches the Pc/Q4 point.  But, that would collide with the NIMBY sentiment that 

opposes new developments.  A good podcast on this issue is cited here.14   
 

U.S. Economic Releases 
 

MBA mortgage applications fell 3.7% from the prior week.  Purchases and refinancing are down 

6.1% and 0.1%, respectively.  The average 30-year fixed rate fell by 4 bps from 4.69% to 4.65%. 

 

                                                 
13 https://www.oregonlive.com/politics/2019/02/oregon-senate-approves-statewide-rent-control-tenant-
protections.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&strea
m=business  
14 https://www.npr.org/templates/transcript/transcript.php?storyId=633224790  

https://www.oregonlive.com/politics/2019/02/oregon-senate-approves-statewide-rent-control-tenant-protections.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.oregonlive.com/politics/2019/02/oregon-senate-approves-statewide-rent-control-tenant-protections.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.oregonlive.com/politics/2019/02/oregon-senate-approves-statewide-rent-control-tenant-protections.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.npr.org/templates/transcript/transcript.php?storyId=633224790
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CPI came in below expectations, remaining unchanged from the prior month.  Core CPI also 

came in line with expectations, rising 0.2% from the prior month.  
 

 
 

The chart above shows the year-over-year change in headline CPI and core CPI.  Headline CPI 

and core CPI rose 1.6% and 2.2%, respectively.  The drop in CPI is largely due to a drop in the 

price of gasoline, which fell 10.1% from the prior year.  

 

Real average weekly earnings rose by 1.9% from the prior year, while real average hourly 

earnings rose 1.7% from the prior year for all workers and 2.0% for non-supervisory workers.  
 

 
  
The chart above shows real average hourly earnings for production and nonsupervisory workers.  

Although the rise in earnings suggests the labor market is starting to become tight, we do not 
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expect the Fed to change its stance on monetary policy.  However, this rise in real earnings 

should support improved consumption in the coming months. 

 

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

EDT Indicator Expected Prior Rating

10:00 Monthly Budget Statement m/m dec -$11.000 bn -$204.900 bn **

EST Speaker or event

12:00 Patrick Harker Speaks at Symposium on Prosperity President of the Federal Reserve Bank of Philadelphia

District or position

Economic Releases

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.  

 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan PPI y/y jan 0.6% 1.5% 1.0% ** Equity bearish, bond bullish

Australia Westpac Consumer Confidence m/m feb 4.3% -4.7% ** Equity and bond neutral

New Zealand QV House Prices m/m jan 2.9% 3.2% ** Equity and bond neutral

EUROPE

Eurozone Industrial Production m/m dec -4.2% -3.3% -3.3% *** Equity and bond bearish

UK CPI y/y jan 1.8% 2.1% 1.9% *** Equity bullish, bond bearish

CPI Core y/y jan 1.9% 1.9% 1.9% *** Equity and bond neutral

RPI y/y jan 2.5% 2.7% 2.6% ** Equity and bond neutral

RPI ex Mort Int Payments y/y jan 2.5% 2.7% 2.6% ** Equity and bond neutral

PPI Input m/m jan 2.9% 3.7% 3.8% ** Equity bullish, bond bearish

PPI Output m/m jan 2.1% 2.5% 2.2% ** Equity bullish, bond bearish

AMERICAS

Mexico Formal Job Creation Total m/m jan 94.6k -378.6k ** Equity bullish, bond bearish

International Reserves Weekly w/w feb $175.511 bn $175.523 bn ** Equity and bond neutral

ANTAD Same-Store Sales y/y jan 2.5% 3.4% ** Equity and bond neutral

Brazil Retail Sales m/m dec 0.6% 4.4% 3.5% ** Equity bearish, bond bullish

Retail Sales Broad m/m dec -1.7% 1.5% -0.7% ** Equity and 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 269 270 -1 Up

3-mo T-bill yield (bps) 238 238 0 Neutral

TED spread (bps) 31 32 -1 Neutral

U.S. Libor/OIS spread (bps) 241 240 1 Up

10-yr T-note (%) 2.68 2.69 -0.01 Neutral

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

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

Currencies Direction

dollar up Neutral

euro down Up

yen down Neutral

pound up Neutral

franc flat Neutral

Central Bank Action Current Prior Expected

RBNZ Official Cash Rate 2.900% 3.200% On forecast  
 

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 $63.37 $62.42 1.52% Uncertainty in Venezuela

WTI $53.74 $53.10 1.21%  

Natural Gas $2.59 $2.69 -3.68%  

Crack Spread $14.02 $13.65 2.70%

12-mo strip crack $15.80 $15.41 2.50%

Ethanol rack $1.44 $1.44 0.26%

Gold $1,310.73 $1,310.80 -0.01%

Silver $15.68 $15.71 -0.14%

Copper contract $277.35 $277.20 0.05%

Corn contract 378.50$       378.25$       0.07%

Wheat contract 522.75$       521.75$       0.19%

Soybeans contract 916.75$       917.50$       -0.08%

Baltic Dry Freight 598 595 3

Actual Expected Difference

Crude (mb) 2.4

Gasoline (mb) 1.2

Distillates (mb) -1.7

Refinery run rates (%) -0.85%

Natural gas (bcf) -82.0

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 2/12/2019 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 2/12/2019 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), 



 

 

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

www.confluenceinvestment.com 

12 

 

P/E Update 
 

February 7, 2019 
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Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

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

 
 

Based on our methodology,15 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. 

                                                 
15 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. 


