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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 19, 2019—9:30 AM EST]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is down 0.4% 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 0.1% 

and the Shenzhen index up 0.2%.  U.S. equity index futures are signaling a lower open.  With 

394 companies having reported, the S&P 500 Q4 earnings stand at $41.37, higher than the 

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

Thus far this quarter, 67.5% of the companies reported earnings above forecast, while 23.1% 

reported earnings below forecast. 

 

Welcome back!  The three-day weekend is now past and it’s back to work.  Global equities are 

weaker this morning and U.S. equity futures are too.  Here is what we are watching this morning: 

 

The world goes dovish: The FOMC is reconsidering its balance sheet policy1 and it looks like 

the reduction will end sooner than originally planned.  It also appears the rate policy is on hold.  

But, the Fed isn’t the only central bank considering easier policy.  The BOJ warns that a weaker 

JPY could trigger additional stimulus,2 the ECB says it will react to slowing growth3 and the 

PBOC is signaling further stimulus.4  Where will all this lead?  We wonder if the actions of 

foreign central banks are hinging on preventing dollar weakness.  If the world’s central banks all 

move to stimulate growth, we would expect gold to benefit. 

 

Trade: Trade talks with China resume this week.  Although the administration’s policy is 

designed to change America’s trade relationship,5 this goal is running into the issue of the 2020 

elections.  A change in policy that puts up trade barriers to reduce inequality will have an adverse 

effect on the economy, at least initially, while the system recalibrates.  If that coincides with the 

election, it could doom the president’s hopes for reelection.  Thus, we expect the president to 

take a deal rather than the comprehensive agreement trade hawks are hoping for.  However, if we 

are wrong and the president stays the course, then the economy could face a shock that would 

weaken growth and undermine market confidence. 

                                                 
1 https://www.ft.com/content/14f833ee-3173-11e9-8744-e7016697f225  
2 https://www.bloomberg.com/news/articles/2019-02-19/kuroda-says-stronger-yen-could-force-boj-s-hand-on-
stimulus  
3 https://www.bloomberg.com/news/articles/2019-02-18/praet-says-ecb-could-change-rate-guidance-if-outlook-
worsens  
4 https://www.reuters.com/article/us-china-pboc-perpetuals/china-pledges-more-support-for-banks-perpetual-
bonds-to-boost-lending-idUSKCN1Q80BG  
5 See WGRs, The Malevolent Hegemon: Part I (11/26/2018), Part II (12/3/2018) and Part III (12/10/2018). 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.ft.com/content/14f833ee-3173-11e9-8744-e7016697f225
https://www.bloomberg.com/news/articles/2019-02-19/kuroda-says-stronger-yen-could-force-boj-s-hand-on-stimulus
https://www.bloomberg.com/news/articles/2019-02-19/kuroda-says-stronger-yen-could-force-boj-s-hand-on-stimulus
https://www.bloomberg.com/news/articles/2019-02-18/praet-says-ecb-could-change-rate-guidance-if-outlook-worsens
https://www.bloomberg.com/news/articles/2019-02-18/praet-says-ecb-could-change-rate-guidance-if-outlook-worsens
https://www.reuters.com/article/us-china-pboc-perpetuals/china-pledges-more-support-for-banks-perpetual-bonds-to-boost-lending-idUSKCN1Q80BG
https://www.reuters.com/article/us-china-pboc-perpetuals/china-pledges-more-support-for-banks-perpetual-bonds-to-boost-lending-idUSKCN1Q80BG
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_11_26_2018.pdf
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_12_3_2018.pdf
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_12_10_2018.pdf


 

 

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

www.confluenceinvestment.com 

 2 

Taiwan tensions: Although they never really go away, we are seeing rising tensions between 

China and Taiwan.6  When the Nationalists fled to the island after Mao won the mainland, both 

governments maintained that they were the legitimate government of China.  However, as the 

years have passed, more people in Taiwan view themselves not as Chinese but as Taiwanese.  

Beijing views Taiwan as a renegade province.  For the most part, both governments deploy 

strategic ambiguity to maintain peace.  But, Chairman Xi has made nationalism part of his 

governing strategy and thus he is becoming increasingly intolerant of Taiwan’s defiance.  We 

note the U.S. is increasing freedom of navigation patrols in the South China Sea,7 which may be 

in response to the idea that Taiwan could be in peril. 

 

Labour splinters: Although the numbers aren’t large, we note that a group of seven MPs broke 

off from the Labour Party over Corbyn’s policy on Brexit.8  The group isn’t big enough at this 

point to change Corbyn’s policy path, but it could grow, and it highlights the growing divergence 

in British politics between those who want to stay in the EU and those who wish to leave.  And, 

that divergence cuts across party lines. 

 

Return of the populists: This morning, Vermont Senator Bernie Sanders announced he is 

running for president again in 2020.  This announcement came as a surprise to no one as it was 

widely speculated that he was going to run again after falling short against Secretary Hillary 

Clinton in 2016.  To say this time is different would be a bit of an understatement.  Last election 

cycle, Bernie Sanders’s brand of left-wing populism led many to label him as a fringe candidate.  

Today, however, left-wing populism has become mainstream in the Democratic Party.  As of 

now, there are several candidates who have already announced or are presumed to be considering 

a run for the Democratic nominee.  The list includes Elizabeth Warren, Sherrod Brown, Kamala 

Harris, Joe Biden, Julian Castro, Amy Klobuchar, Corey Booker and Kirsten Gillibrand.  There 

is no clear favorite at this time, but Bernie Sanders is widely considered to be a front-runner.  It 

is possible there will be no centrist nominee for president in 2020; we doubt financial markets 

will take that outcome well. 
 

U.S. Economic Releases 

 

There were no economic releases prior to the publication of this report.  The table below shows 

the economic releases scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

10:00 NAHB Housing Market Index m/m feb 59 58 **

Economic Releases

No speakers or events scheduled

Fed speakers or events

 
 

 

                                                 
6 https://www.washingtonpost.com/opinions/2019/02/18/chinas-xi-jinping-is-growing-impatient-with-taiwan-
adding-tensions-with-united-states/?utm_term=.3fd403ceec33  
7 https://www.scmp.com/news/china/diplomacy/article/2186461/us-steps-freedom-navigation-patrols-south-
china-sea-counter  
8 https://www.ft.com/content/924b9286-335e-11e9-bb0c-
42459962a812?emailId=5c6b85d15495b7000468513c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  

https://www.washingtonpost.com/opinions/2019/02/18/chinas-xi-jinping-is-growing-impatient-with-taiwan-adding-tensions-with-united-states/?utm_term=.3fd403ceec33
https://www.washingtonpost.com/opinions/2019/02/18/chinas-xi-jinping-is-growing-impatient-with-taiwan-adding-tensions-with-united-states/?utm_term=.3fd403ceec33
https://www.scmp.com/news/china/diplomacy/article/2186461/us-steps-freedom-navigation-patrols-south-china-sea-counter
https://www.scmp.com/news/china/diplomacy/article/2186461/us-steps-freedom-navigation-patrols-south-china-sea-counter
https://www.ft.com/content/924b9286-335e-11e9-bb0c-42459962a812?emailId=5c6b85d15495b7000468513c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/924b9286-335e-11e9-bb0c-42459962a812?emailId=5c6b85d15495b7000468513c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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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

Japan Core Machine Orders m/m dec -0.1% -1.0% 0.0% * Equity bearish, bond bullish

Tokyo Condominium Sales y/y jan 0.9% 0.8% 3.4% ** Equity bearish, bond bullish

Australia ANZ Roy Morgan Weekly Consumption m/m jan 115.2 114.1 * Equity and bond neutral

New Zealand Performance Services Index m/m jan 56.3 53.0 ** Equity and bond neutral

EUROPE

Eurozone ECB Current Account Balance m/m dec 16.3 bn 20.3 bn ** Equity and bond neutral

ZEW Survey Expectations m/m jan -16.6 -20.9 ** Equity and bond neutral

Construction Output m/m dec -0.4% -0.1% ** Equity and bond neutral

Italy Industrial Sales m/m dec -3.5% 0.1% ** Equity bearish, bond bullish

Industrial Orders m/m dec -1.8% -0.2% ** Equity bearish, bond bullish

Germany ZEW Survey Current Situation m/m feb 15.0 27.6 20.0 ** Equity bearish, bond bullish

ZEW Survey Expectations w/w feb -13.4 -15.0 -13.6 ** Equity and bond neutral

UK Claimant Count Rate m/m jan 2.8% 2.8% ** Equity and bond neutral

Jobless Claims Change m/m jan 14.2k 20.8k ** Equity bearish, bond bullish

ILO Unemployment Rate 3Mths y/y dec 4.0% 4.0% 4.0% *** Equity and bond neutral

Russia PPI y/y jan 9.5% 11.7% 9.2% *** Equity and bond neutral

Switzerland Exports Real m/m jan 0.6% -5.0% ** Equity and bond neutral

Imports Real m/m jan 4.8% 3.7% ** Equity and bond neutral

Swiss Watch Exports y/y jan 0.2% -2.8% ** 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) 268 269 -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) 240 240 0 Up

10-yr T-note (%) 2.66 2.66 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 11 11 0 Down

Currencies Direction

dollar up Neutral

euro down Up

yen down Neutral

pound flat Neutral

franc down 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 $66.34 $66.50 -0.24%

WTI $56.08 $55.59 0.88%  

Natural Gas $2.62 $2.63 -0.38%  

Crack Spread $15.93 $16.24 -1.90%

12-mo strip crack $16.84 $17.12 -1.64%

Ethanol rack $1.45 $1.45 0.03%

Gold $1,329.80 $1,326.89 0.22%

Silver $15.84 $15.81 0.16%

Copper contract $282.90 $280.35 0.91%

Corn contract 383.50$       382.75$       0.20%

Wheat contract 504.00$       507.00$       -0.59%

Soybeans contract 920.75$       921.50$       -0.08%

Baltic Dry Freight 643 639 4

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

temps on the East Coast.  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 15, 2019 
 

The pullback in equities in Q4 coincided with a sharp drop in long-duration Treasury yields.  

However, the recovery seen in early 2019 has not led to a rise in yields. 

 

 
(Source: Bloomberg) 

 

This chart shows the S&P 500 (left axis) and the 10-year T-note yield (right axis).  Note that 

yields and the equity markets tended to rise together in the first three quarters of 2018.  More 

importantly, they tracked each other in the fourth quarter; as equity values fell, yields also 

declined.  However, as equities have recovered since late December, yields have not rebounded 

into the range where they were when the S&P was around 2700. 

 

In part, yields are currently running below fair value. 
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This chart shows our bond model; the core variables are fed funds and the 15-year average of 

CPI.9  In addition to these variables, we add the JPY/USD exchange rate, crude oil prices, 

German 10-year sovereign yields and the Federal deficit/GDP ratio.  The market would not be 

“rich” in this model until yields approach 2.17% but they are modestly below fair value after 

being above fair value for most of last year.   

 

There are thee variables that account for the decline in the 10-year T-note yield, fed funds, 

German sovereign 10-year yields and oil prices.  In October, the 10-year T-note yield was 

running around 3.15%.  That level had discounted oil prices at $60 per barrel, German yields at 

20 bps and a terminal fed funds rate of 3.25%.  The decline in the fed funds estimate to 2.50% 

accounted for 30 bps in the decline in yield, while the remaining 3 bps to fair value came from 

the decline in oil prices to $55 per barrel and German 10-year sovereign yield declines to 14 bps. 

 

The “undershoot” to 2.70, below the fair value of 2.87%, could be achieved with a fed funds of 

2.12%.  Given that the actual target is the mid-point between the upper and lower bound of the 

fed funds target (the announced rate is actually the upper bound), this would imply a rate cut.  

Or, a decline in inflation expectations to 1.8% from 2.1% could also account for the undershoot, 

assuming no change in fed funds.   

 

We suspect the primary reason for the slide is that inflation expectations have probably fallen.  

This is because there isn’t much in the data to support the FOMC cutting rates. 

 

                                                 
9 Which is a proxy for inflation expectations. 
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This chart compares the fed funds target to the implied three-month LIBOR rate from the two-

year deferred Eurodollar futures contract.  History shows that policymakers tend to stop raising 

rates when the spread between these two rates invert.  As the spread line shows, the spread is 

near inversion which is consistent with a policy pause but would not be consistent with rate 

declines.  Policy cuts would be in order if the implied yield were to fall further, but that evidence 

doesn’t exist for now.   

 

If inflation expectations are leading to the undershoot, then stronger economic growth could 

trigger a rise in inflation fears.   We would not be surprised to see a modest rise in yields in the 

coming weeks, but a rise beyond 3.00% on the 10-year T-note yield would likely require a return 

to policy tightening by the FOMC.  We would not expect such a shift until later this year, if then.   

   

    

 
 

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 2/15/2019 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 2/15/2019 close) 
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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 14, 2019 
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P/E as of 2/13/2019 = 16.6x

 
 

Based on our methodology,10 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. 

                                                 
10 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. 


