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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 14, 2019—9:30 AM EST]  Global equity markets are mixed this morning.  

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

0.1% from the prior close.  Chinese markets were mixed, with the Shanghai composite down 

0.1% and the Shenzhen index up 0.7%.  U.S. equity index futures are signaling a higher open.  

With 372 companies having reported, the S&P 500 Q4 earnings stand at $41.36, higher than the 

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

Thus far this quarter, 68.2% of the companies reported earnings above forecast, while 22.4% 

reported earnings below forecast. 

 

Happy St. Valentine’s Day!  U.S. equity futures are trending higher this morning in quiet trading.  

Here is what we are watching: 

 

White House calming markets: The president is reportedly considering pushing back the trade 

deadline by 60 days and backing a border security bill that would avoid another shutdown.  As 

we have mentioned in the past, the president, who is likely gearing up for reelection, will look to 

tie up loose ends going into 2020.  As a result, we expect market volatility to simmer down as 

the president is unlikely to push for legislation that could endanger his reelection chances.  

 

Money market fund levels remain elevated: Although equity markets have recovered, the level 

of retail money market funds remains elevated. 

 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
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This chart shows the weekly close for the S&P 500 with the weekly level of retail money market 

funds.  Beginning in early 2018, money market funds have been rising rapidly, eerily tracking 

what we saw in 2007.  This suggests to us that some of this liquidity preference was being driven 

by investor fear.  It is true that money market yields have increased but we doubt they have 

moved up enough to account for this desire to hold cash.   

 

During this bull market, the S&P has tended to stall when retail money market levels fall below 

$920 bn, suggesting the equity market “ran out of liquidity”; these events are shown by vertical 

orange bars.  At present, even with the rally we have seen in equities this year, money market 

funds remain high.  If investor sentiment shifts, we would expect equities to benefit substantially.   

 

Mankiw Rule update: The Taylor Rule is designed to calculate the neutral policy rate given 

core inflation and the measure of slack in the economy.  John Taylor measured slack using the 

difference between actual GDP and potential GDP.  The Taylor Rule assumes that the Fed 

should have an inflation target in its policy and should try to generate enough economic activity 

to maintain an economy near full utilization.  The rule will generate an estimate of the neutral 

policy rate; in theory, if the current fed funds target is below the calculated rate then the central 

bank should raise rates.  Greg Mankiw, a former chair of the Council of Economic Advisors in 

the Bush White House and current Harvard professor, developed a similar measure that 

substitutes the unemployment rate for the difficult to observe measure of potential GDP. 

 

We have taken the original Mankiw rule and created three other variations.  Specifically, our 

models use core CPI and either the unemployment rate, the employment/population ratio, 

involuntary part-time employment and yearly wage growth for non-supervisory workers.  All 

four compare inflation and some measure of slack.  Here is the most recent data: 
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Three of the models would suggest the FOMC is well behind the curve and needs to be 

increasing the policy rate.  However, the employment /population ratio does imply some slack in 

the economy and would suggest the Fed has already lifted rates more than necessary.  Until 

recently, the wage variation was also suggesting caution.  In September, it was signaling a 

neutral rate of 2.78%.  However, as the line shows, the projected rate has moved up sharply as 

wages have increased.  We suspect some of this wage increase has been mandated by various 

state and local increases in minimum wages.  If so, the rise in wages should slow later this year. 

 

Overall, FOMC behavior seems to be tracking the employment/population ratio, which makes 

sense given the modest increases we are seeing in inflation.  If inflation follows the path of the 

manufacturing ISM, we could see a modest uptick in price levels later this year.  
 

 
 

The current employment/population ratio with 2.5% core CPI would generate a neutral policy 

rate of around 2.5%, suggesting the FOMC should not raise rates further assuming the projected 

rise in inflation is correct.  
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Energy update: Crude oil inventories rose 3.6 mb last week compared to the forecast rise of 2.4 

mb. 
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In the details, estimated U.S. production was unchanged at 11.9 mbpd.  Crude oil imports fell by 

0.9 mbpd, while exports fell 0.5 mbpd.  Refinery runs fell sharply, by 4.8%, compared to 

expectations of a 0.9% decline.   

 

The decline in runs was significant and is a clear signal that the refinery maintenance season is 

underway.    
 

 
(Sources: DOE, CIM) 

 

On average, refinery utilization should stabilize at these levels through most of March and then 

rise as spring comes to the Northern Hemisphere.  This will tend to reduce U.S. oil demand for 

the next several weeks and usually lead to rising crude oil inventories. 
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(Source: DOE, CIM) 

 

This is the seasonal pattern chart for commercial crude oil inventories.  We would expect to see a 

steady increase in inventories that will peak in early May; the pattern coincides with refinery 

maintenance.  Note that inventories are rising at a slower pace than normal.  This is mostly due 

to crude oil exports.  If this slow pace continues, it would be a bullish factor for oil prices. 
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Based on oil inventories alone, fair value for crude oil is $58.26.  Based on the EUR, fair value is 

$54.26.  Using both independent variables, a more complete way of looking at the data, fair 

value is $54.89.  By all these measures, current oil prices are generally in the neighborhood of 

fair value.  However, we still expect prices to move toward $60 later this year on rising oil 

exports.   
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U.S. Economic Releases 
 

Initial claims came in above expectations at 239k compared to the forecast of 225k.   
 

200

300

400

500

600

700

07 08 09 10 11 12 13 14 15 16 17 18 19

FOUR-WEEK AVERAGE OF

INITIAL CLAIMS

T
H

O
U

S
A

N
D

S

Sources:  BLS, CIM  
 

The chart above shows the four-week moving average of initial claims, which rose from 225.00k 

to 231.75k. 
 

PPI final demand came in above expectations, rising 0.3% from the prior month compared to the 

forecast gain of 0.2%.  The prior month’s loss was revised downward from 0.2% to 0.1%.  PPI 

excluding food and energy also came in above expectations, rising 0.3% from the prior month 

compared to the forecast of 0.2%.  The prior report’s loss was revised downward from 0.1% to 

0.0%.  Core PPI, which excludes food, energy and trade services, came in line with expectations, 

rising 0.2% from the prior month. 
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The chart above shows the year-over-year change in headline PPI and core PPI, which rose 2.5% 

and 2.7%, respectively.  

 

Advance retail sales for December came in below expectations, falling 1.2% from the prior 

month compared to the forecast of 0.1%.  The prior month’s gain of 0.2% was revised downward 

to 0.1%.  Retail sales ex-auto came in below expectations, falling 1.8% from the prior month 

compared to the forecast of unchanged.  Retail sales ex-auto and gasoline came in below 

expectations, falling 1.4% from the prior month compared to the forecast rise of 0.4%.  The retail 

sales control group came in below expectations, falling 1.7% from the prior month compared to 

the forecast of 0.4%.  The prior month’s report was revised from 0.9% to 1.0%. 
 

 
 

The chart above shows the year-over-year change in retail sales and core retail sales.  Annually, 

retail sales and core retail sales rose 2.3% and 2.2%, respectively.  This is the slowest pace of 

retail sales growth since 2009 and points to fears of a potential economic slowdown.  We expect 

the Fed to view this report as evidence to hold off on future hikes.  

 

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

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m feb 58.2 **

10:00 Business Inventories m/m nov 0.2% 0.6% **

Mortgage Delinquencies q/q 4q 4.5% **

MBA Mortgage Foreclosures q/q 4q 1.0% **

EST Speaker or event

11:00 Patrick Harker Discusses Approaches to Leadership President of the Federal Reserve Bank of Philadelphia

District or position

Economic Releases

Fed speakers or events
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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 Trade Balance m/m jan $39.160 bn $57.060 bn $34.300 bn ** Equity bullish, bond bearish

Foreign Direct Investment y/y jan 4.8% 24.9% ** Equity and bond neutral

Japan GDP Annualized SA m/m 4q 1.4% -2.5% 1.4% *** Equity and bond neutral

India Wholesale Prices y/y jan 2.8% 3.8% 3.7% ** Equity bearish, bond bullish

Australia Consumer Inflation Expectations m/m feb 3.7% 3.5% ** Equity and bond neutral

New Zealand REINZ House Sales y/y jan -2.5% -12.9% ** Equity and bond neutral

Food Prices m/m jan 1.0% -0.2% ** Equity and bond neutral

EUROPE

Eurozone Employment y/y 4q 1.2% 1.3% *** Equity and bond neutral

GDP y/y 4q 1.2% 1.2% 1.2% *** Equity and bond neutral

Germany Wholesale Prices y/y jan 1.1% 2.5% ** Equity and bond neutral

GDP y/y 4q 0.9% 1.1% 0.8% *** Equity and bond neutral

France ILO Unemployment Rate y/y 4q 8.8% 9.1% 9.1% *** Equity and bond neutral

Mainland Unemployment Change y/y 4q -90k 22k ** Equity and bond neutral

Switzerland Producer and import prices m/m jan -0.7% -0.6% -0.4% ** Equity and bond bearish

Russia Budget Balance ytd jan 0.283 tn 2.746 tn 0.145 tn ** Equity bearish, bond bullish

AMERICAS

Canada Teranet/National Bank HPI y/y jan 2.2% 2.5% ** Equity and bond neutral

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

Retail Sales Broad y/y dec 1.8% 5.8% 4.0% ** Equity bearish, bond bullish  
 

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) 269 269 0 Up

3-mo T-bill yield (bps) 237 238 -1 Neutral

TED spread (bps) 32 31 1 Neutral

U.S. Libor/OIS spread (bps) 241 241 0 Up

10-yr T-note (%) 2.68 2.70 -0.02 Neutral

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

EUR/USD 3-mo swap (bps) 9 9 0 Down

Currencies Direction

dollar up Neutral

euro up Up

yen up Neutral

pound down Neutral

franc flat Neutral  
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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 $64.53 $63.61 1.45% Demand Optimism

WTI $54.47 $53.90 1.06%  

Natural Gas $2.60 $2.58 0.85%  

Crack Spread $14.75 $14.33 2.95%

12-mo strip crack $16.20 $15.86 2.18%

Ethanol rack $1.45 $1.45 0.35%

Gold $1,306.42 $1,306.27 0.01%

Silver $15.57 $15.57 -0.03%

Copper contract $279.80 $277.30 0.90%

Corn contract 378.00$       378.75$       -0.20%

Wheat contract 521.75$       526.00$       -0.81%

Soybeans contract 916.25$       916.50$       -0.03%

Baltic Dry Freight 608 598 10

Actual Expected Difference

Crude (mb) 3.6 2.4 1.2

Gasoline (mb) 0.4 1.2 -0.8

Distillates (mb) 1.2 -1.7 2.9

Refinery run rates (%) -4.80% -0.85% -3.95%

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.   
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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 2/13/2019 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 2/13/2019 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), 
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P/E Update 
 

February 14, 2019 
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P/E as of 2/13/2019 = 16.6x

 
 

Based on our methodology,1 the current P/E is 16.5x, up 0.1x 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. 

                                                 
1 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. 


