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[Posted: February 20, 2018—9:30 AM EST]  Global equity markets are generally mixed this 

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

closed down 0.6% from the prior close.  Chinese markets are closed due to the Lunar New Year 

holiday.  U.S. equity index futures are signaling a lower open.  With 398 companies having 

reported, the S&P 500 Q4 earnings stand at $36.12, higher than the $34.84 forecast for the 

quarter.  The forecast reflects a 10.7% increase from Q4 2016 earnings and a 4.2% increase from 

Q3 2017.  Thus far this quarter, 74.9% of the companies reported earnings above forecast, while 

16.3% reported earnings below forecast. 

 

Looking for something to read?  In our travels we are often asked about books we recommend.  

As a result, we have created The Reading List.  The list is a group of books, separated by 

category, that we believe are interesting and insightful.  Each book on the list has an associated 

review to help you decide if you want to read it.  We will be adding to the list over time.  Books 

marked with a “*” are ones we consider classics and come highly recommended.  

 

The next Japanese PM?  The NYT1 had a profile on Taro Kono, a 55-year-old LDP leader who 

is setting himself up to be the next PM when the current holder, Shinzo Abe, likely retires in five 

years.  Kono is the current foreign minister; he was educated at Georgetown, interned with both 

Alan Cranston and Richard Shelby in the 1990s (when the latter senator was a Democrat) and 

speaks fluent English.  Although he has mostly stayed aligned with the Abe government’s 

policies, he is thought to be more liberal (in Japanese political structure, that would mean less 

nationalistic) and would probably be a figure American policymakers could negotiate with given 

his familiarity with the U.S.  Of course, in five years, Japan may be looking for someone who 

will foster a more independent Japan.   

 

Is the U.S. comfortable with Europe rearming?  The FT2 reports that the U.S. is expressing 

concern about an EU effort to coordinate military activity among the 27 member nations.  

Although it’s nearly a ritual for U.S. administrations to complain about European nations free 

riding their military commitments to NATO, Americans tend to forget this isn’t really a bug in 

the system but part of the design.  After WWII, the U.S. set up NATO and essentially guaranteed 

European security.  The goal was to create conditions where another world war would not 

originate among the nations of Europe which, for a number of reasons, were predisposed to 

conflict.  By taking over European security through NATO, Europe was mostly forced to follow 

U.S. foreign policy goals.  Although there were costs to American taxpayers and generations of 

GIs forced to deploy in Europe, the policy was successful; we haven’t fought another world war 

over European issues since 1945.  However, recent comments from President Trump seemingly 

                                                 
1 https://www.nytimes.com/2018/02/17/world/asia/japan-taro-kono-political-maverick.  
2 https://www.ft.com/content/a1e82b7a-147c-11e8-9376-4a6390addb44  
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have encouraged the EU to think about its own collective defense absent the U.S.  If the EU 

continues down this path, the U.S. could find itself not only with a competitor on the global stage 

but one that would develop foreign policies that may contradict U.S. goals.  American 

administrations are all for more EU defense spending under NATO because the U.S. can 

generally control that organization.  A larger EU military sans NATO could be a serious 

problem. 

 

Tariff and quota threats: The Commerce Department has declared that the inflows of industrial 

metals from abroad pose a national security threat to the U.S.  The metals were found to harm 

American firms and thus could put the U.S. at risk if war were to occur.  The recommendations 

included a sweeping 24% tariff hike on all steel imports.  There is no doubt foreign nations take 

steps to improve the competitiveness of their products through policy; the provider of the reserve 

currency is going to be subject to these sorts of behaviors.  For the financial markets, closing 

trade is risky because it will (a) reduce the efficiency of the U.S. and world economy, and (b) 

invite retaliation and reduce global trade, in general.  We are adherents of hegemonic stability 

theory, which means the world economy cannot function effectively without a superpower that 

provides global security and a reserve currency, which also requires being the importer of last 

resort.  Protectionism is a retreat by America from this hegemonic role, and it raises the potential 

for an inflation problem. 

 

The Saudis as price hawks: The Kingdom of Saudi Arabia (KSA) was instrumental in the Arab 

Oil Embargo in 1973.  The KSA wanted to punish the West for its support of Israel in the Yom 

Kippur War.  The jump in oil prices contributed to the 1973-75 recession and stoked higher 

inflation in the U.S.  From that point, the KSA was mostly moderate on boosting prices though 

OPEC price actions.  The KSA did cause some major price declines when it was defending 

market share but it generally didn’t support aggressive actions to boost prices.  The KSA and its 

other Arab Peninsula neighbors are “high oil reserve/low population” nations that generally 

support moderate prices to avoid demand destruction.  Comments over the weekend3 from  

Saudi Energy Minister Khalid Al-Falih clearly indicate that the KSA is willing to keep 

production cuts in place even if supplies tighten and oil prices rise.  His comments not only 

signal that the KSA is favoring higher oil prices, but they suggest a change in policy direction.  

For the time being (we suspect until the Saudi Aramco IPO prices), the KSA is going to be a 

price hawk on oil. 

 

U.S. Economic Releases 

 

There were no economic releases or Fed events scheduled for the rest of the day.   

 

Foreign Economic News 
 

We monitor numerous global economic indicators on a continuous basis.  The most significant 

international news that was released overnight is outlined below.  Not all releases are equally 

significant, thus we have created a star rating to convey to our readers the importance of the 

                                                 
3 https://www.bloomberg.com/amp/news/articles/2018-02-19/once-opec-s-oil-price-dove-saudi-arabia-takes-a-
harder-line?__twitter_impression=true  

https://www.bloomberg.com/amp/news/articles/2018-02-19/once-opec-s-oil-price-dove-saudi-arabia-takes-a-harder-line?__twitter_impression=true
https://www.bloomberg.com/amp/news/articles/2018-02-19/once-opec-s-oil-price-dove-saudi-arabia-takes-a-harder-line?__twitter_impression=true
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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 Machine tool orders m/m jan 48.8% 48.8% * Equity and bond neutral

Convenience Store Sales m/m jan 0.1% -0.3% * Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption m/m feb 115.3 119.5 ** Equity and bond neutral

New Zealand PPI Output m/m 4q 1.0% 1.0% ** Equity and bond neutral

PPI Input m/m 4q 0.9% 1.0% ** Equity and bond neutral

EUROPE

Eurozone Current Account Balance m/m dec 45.8 bn 37.8 bn ** Equity bullish, bond bearish

Construction Output m/m dec 0.1% 0.5% * Equity and bond neutral

Zew Survey Expectations m/m feb 29.3 31.8 ** Equity and bond neutral

Italy Current Account Balance y/y dec 5.872 bn 4.881 bn ** Equity bullish, bond bearish

Germany PPI m/m jan 0.5% 0.2% 0.3% ** Equity bullish, bond bearish

Zew Current Situation y/y feb 92.3 95.2 94.0 ** Equity and bond neutral

Zew Survey Expectations y/y feb 17.8 20.4 15.9 ** Equity and bond neutral

Switzerland Exports Real m/m jan -5.1% 2.8% ** Equity bearish, bond bullish

Import Real m/m jan 3.8% 0.6% ** Equity bearish, bond bullish

Swiss Watch Exports y/y jan 12.6% 0.7% ** Equity and bond neutral

Russia Retail Sales Real m/m jan 2.8% 3.1% 2.4% ** Equity and bond neutral

Real Disposable Income m/m jan 0.0% -1.8% -0.5% *** Equity bullish, bond bearish

Unemployment Rate y/y jan 5.2% 5.1% 5.3% *** Equity bullish, bond bearish

Real Wages y/y jan 6.2% 4.6% 5.0% *** Equity bullish, bond bearish

PPI y/y dec 5.0% 8.4% 6.4% ** Equity and bond neutral

AMERICAS

Brazil Economic Activity y/y dec 1.4% 1.0% 0.5% ** Equity bullish, 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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 188 187 1 Up

3-mo T-bill yield (bps) 158 157 1 Neutral

TED spread (bps) 31 31 0 Neutral

U.S. Libor/OIS spread (bps) 159 158 1 Up

10-yr T-note (%) 2.91 2.88 0.03 Neutral

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

EUR/USD 3-mo swap (bps) 33 32 1 Down

Currencies Direction

dollar up Down

euro down Up

yen down Neutral

pound down 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 $65.16 $65.67 -0.78%

WTI $62.11 $61.68 0.70%  

Natural Gas $2.63 $2.56 2.85%

Crack Spread $14.34 $14.48 -0.99%

12-mo strip crack $17.81 $17.93 -0.67%

Ethanol rack $1.54 $1.54 0.11%

Gold $1,338.61 $1,346.46 -0.58%

Silver $16.52 $16.67 -0.90%

Copper contract $320.85 $326.85 -1.84%

Corn contract 377.00$       375.00$       0.53%

Wheat contract 474.50$       471.50$       0.64%

Soybeans contract 1,046.75$    1,032.50$   1.38%

Baltic Dry Freight 1087 1084 3

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts call for warmer temperatures for the eastern region, with cooler 

to normal temperatures for the rest of the country.  Precipitation is expected for most of the 

eastern region. 
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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 16, 2018 
 

Do fiscal deficits matter?  This is one of the more polarizing topics in economics.  The recent tax 

bill and budget agreement will increase the deficit, which has led to all sorts of worries and 

claims.  Here are a few observations: 

 

1. Politically, deficits matter to the party out of power.  Protesting against deficits are one of 

the few ways a party out of power can restrain the party in power.  Thus, the party in 

power tends to ignore deficits because it doesn’t want to be restrained.  In addition, there 

is always a fear that borrowing capacity could become constrained, so by the time the 

party out of power regains a majority, it will be stuck with implementing austerity.  Each 

party believes there are some types of public expenditures that are good for their own 

sake and should be paid for even if the deficit increases.  Although a generalization, 

Republicans tend to support defense spending and tax cuts; Democrats tend to support 

health care and social spending.  Thus, what angers each side about the other side’s 

priorities is that they view their own priorities as sacred and the others’ as buying votes.   

2. The economic impact is complicated and dependent upon market and economic 

conditions.  One of the most common mistakes people make in terms of the deficit is the 

error of composition.  This is a classic logic error where one postulates that what is true 

on a small scale is also true on a large scale.  Thus, it’s common for politicians4 to note 

that a household can’t borrow money to unsustainable levels and neither can the 

government.  However, there is a big difference between a government and a household.  

First, the former can use force to collect revenue to service debt (if you don’t pay your 

taxes, the government can use coercion), and second, the government prints the currency 

used to pay the debt.  If households could use force to service their debt and print money, 

they would be like the government and thus could borrow much more. 

3. The major issue with deficits is spending priorities.  The government of a developing 

nation should run deficits to build out infrastructure because the return on the investment 

will likely exceed the cost.  In wartime, borrowing money to fund the war effort makes 

sense because the state will cease to exist if the nation loses the war.  Education is 

arguably a good public investment, as is domestic security.  One would expect strong 

debates about how much of these public5 or quasi-public goods should be provided.  The 

                                                 
4 Usually the party out of power, but not always.  There are a few political figures that are consistently opposed to 
deficits and government debt regardless of whether or not their party is in control of Congress. 
5 In public finance, a public good is a good that cannot be easily excluded and is non-rivalrous, meaning that it is 
either provided to all or none.  Fire protection cannot be easily segregated, for example.   In theory, one could 
argue that the fire department should only put out fires from households that pay their “fire bill.”  In reality, it is 
probably impossible to allow one house to burn down and not adversely affect neighboring homes who did pay 
their fees.  Police services, libraries, etc. are examples of pure public goods.  If the government or a non-profit 
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reality is that it’s difficult to estimate the value of public investment and spending, and 

arguments over these issues will be perpetual.   

 

Do deficits matter?  Yes, but not in the simple form that pundits suggest.  When the government 

spends more money than it takes in from taxes, that saving has to be acquired from the other 

major sectors of the economy, the private sector (households and businesses) or the foreign 

sector (through the trade account).   
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Private saving balance = (business revenue less business investment) + (household saving 

less consumption) 

 

Public saving balance = (taxes less government spending and transfers) 

 

Foreign saving balance = inverse of the current account  

 

The above chart shows the three sectors of the saving balance; it’s a macroeconomic identity, 

meaning that it will always equal zero.  Thus, when the government deficit expands, it must be 

                                                                                                                                                             
entity doesn’t provide the good, no private sector firm will provide it because it cannot ensure it will get paid 
(getting back to the government’s ability to use coercion to collect taxes).  Quasi-public goods are goods that can 
be provided by the private sector but is sometimes provided in less quantities than considered optimal.  If 
households don’t earn enough to provide for the wellbeing of a family, a quasi-public good would be public 
assistance.  The private sector does provide food and shelter but it may not produce enough to be a feasible 
option for a low income household. 
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funded by saving created by either the foreign sector or the private sector.  When the government 

runs a surplus, it depletes private sector saving or reduces foreign inflows.   

 

The impact on the economy depends on the return from government spending relative to the 

return from the private sector or the foreign sector.  If public spending has a higher rate of return 

than investment in the private sector, then fiscal deficits are reasonable.  However, this 

calculation is extraordinarily difficult.  Think of the rate of return on the Strategic Petroleum 

Reserve; if the world experiences a major war in the Middle East and oil rises to $150 per barrel, 

the investment when oil was cheaper would almost certainly be positive.  The same would be 

true for peacetime defense spending when war breaks out.  However, outside of dire situations 

and under shorter time frames, private sector investment probably has a higher rate of return.   

 

Our concern is the market impact.  The classic fear is that deficits trigger inflation and higher 

interest rates.  The theory is that if the government runs a deficit, the private sector will offset it, 

which will require a drop in consumption and crowd out private investment.  The drop in 

consumption is usually facilitated by higher prices and the contraction of investment would 

usually constrain output and lift inflation as well.  The data actually shows that higher deficits 

did seem to boost interest rates from the late 1950s into the early 1980s; however, the 

relationship became uncorrelated thereafter. 
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Since 1983, long-duration Treasury rates have steadily declined despite the trend in the deficit.  

In comparison to the first graph, what changed in 1983 was the expanding current account 

deficit, which brought in another source of saving to fund the fiscal deficit. 

 

One area that will likely be affected is the dollar.  The dollar was mostly uncorrelated with the 

fiscal balance until the peak of the “Volcker dollar” in 1985.  However, since then, with a two-
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year lag, the fiscal account correlates directly with the dollar at a level of 70%.  A fiscal surplus 

tends to be dollar bullish, while a widening deficit is dollar bearish. 
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We believe this occurs because of the dollar’s reserve status.  There is a constant demand for 

dollars on world markets to facilitate trade.  A wider fiscal deficit makes more dollars available 

for world markets; rising supply tends to weaken the dollar’s price, the exchange rate.  On the 

other hand, a fiscal surplus (or narrower deficit) means the supply of dollars is less, boosting the 

exchange rate.   

 

Although it is possible that a weaker dollar could lift prices, the evidence is scant; foreign 

countries use exports for growth and to lower unemployment in their nations. As a result, they 

tend to accept margin compression rather than give up market share through higher prices.  

Accordingly, we think the preponderance of the evidence suggests the expanding fiscal deficit 

will be dollar bearish and supportive for foreign assets. 
 

 

 
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 2/16/2018 close) 
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(Source: Bloomberg) 

 

These S&P 500 and sector return charts are designed to provide the reader with an easy overview 

of the year-to-date and prior trading day total return.  Sectors are ranked by total return; green 

indicating positive and red indicating negative return, along with the overall S&P 500 in black. 

 

Asset Class Performance – (as of 2/16/2018 close) 

 

-10.0% -5.0% 0.0% 5.0%

Real Estate

US Government Bond

US Corporate Bond

Foreign Developed (local currency)

US High Yield

Cash

Mid Cap

Commodities

Small Cap

Foreign Developed ($)

Emerging Markets (local currency)

Large Cap

Emerging Markets ($)

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 15, 2018 
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P/E as of 2/14/2018 = 20.6x

 
 

Based on our methodology,6 the current P/E is 20.6, down 0.2x from last week.  Rising earnings 

and falling equity prices led to the modest decline 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. 

                                                 
6 The above 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 very long-term dataset for P/E 
ratios. 


