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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 25, 2019—9:30 AM EST]  Global equity markets are generally higher this 

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

was up 0.4% from the prior close.  Chinese markets were higher, with the Shanghai composite 

up 5.6% and the Shenzhen index up 5.4%.  U.S. equity index futures are signaling a higher open.  

With 444 companies having reported, the S&P 500 Q4 earnings stand at $41.30, higher than the 

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

Thus far this quarter, 67.3% of the companies reported earnings above forecast, while 23.0% 

reported earnings below forecast. 
 

It’s a risk-on day with China’s equities on a tear.  Here is what we are watching this morning: 
 

It’s official—tariffs are delayed: Although anyone paying attention would not be surprised by 

this outcome, President Trump confirmed that the next round of tariffs on China will be 

delayed.1  Citing “substantial progress” on intellectual property and technology transfer, the 

president tweeted that a delay would be implemented.  The delay means that $200 bn of Chinese 

goods will not, for the time being, see a tariff hike from 10% to 25%.  Before this announcement, 

there was some concern about what appeared to be an open conflict between USTR Lighthizer 

and the president over the issue of the memorandums of understanding (MOU).  The president 

seemed to be indicating that the MOUs didn’t matter whereas Lighthizer views them as the 

structure of the trade agreement.  Since the administration isn’t planning a formal trade 

agreement (which would require congressional approval), the MOUs are the deal.2  The tiff 

between the president and the USTR is probably more about form than substance; the White 

House is arguing that the president was merely indicating he wanted a longer term agreement 

and seemed to misunderstand what an MOU meant.  The reason we highlight this discussion is 

because we view Lighthizer’s tenure at the administration as critical.  If he concludes that he is 

being impeded by the president from getting a substantive agreement because the White House 

needs a pre-election “win,” then we believe the USTR will resign.  Thus, the friction may be a 

sign of underlying tensions on this potential division. 
 

So, despite what appeared to be an obvious direction in these talks, financial markets liked the 

delay in tariffs.  We note that although U.S. markets are stronger this morning, Chinese equities 

                                                 
1 https://www.wsj.com/articles/trump-to-delay-tariff-increases-on-chinese-imports-11551050187  
2 https://www.wsj.com/articles/officials-play-down-appearance-of-rift-between-trump-and-lighthizer-on-trade-
11550974778  
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jumped,3 suggesting less optimism outside the U.S.  Our positon remains unchanged—we will 

get a deal with China on trade but not the deal.4 
 

Venezuela: The weekend ended in a stalemate.  The aid massed at the Venezuelan frontier 

mostly stayed out of the country.  There was significant violence and growing talks about outside 

intervention.5  We are not sure what outside intervention would look like; if an invasion is 

decided, we suspect the U.S. would want to lead a multilateral force that would unseat Maduro.  

Getting Maduro out is probably doable; stabilizing the country is another matter.  The best way 

out would be for the military to turn on Maduro but, so far, that hasn’t happened. 
 

Brexit: The drama continues.  PM May is delaying her final vote on her program until March 

126 in a clear bid to push close to the deadline and bring Brexit supporters to her plan.  

Meanwhile, later this week, Parliament will vote on a new plan that would preclude a hard 

Brexit.  An earlier plan failed but given how May is using the deadline to improve the odds of 

her arrangement, it might just pass this time.  At the same time, the EU has countered with a 

proposal to delay Britain’s exit by up to 21 months if a deal isn’t done.7  We suspect the EU is 

putting this long delay out there as a way to scare Brexiteers that if they don’t take May’s deal 

then it won’t mean hard Brexit but an eternal limbo of delay.  A long delay would be bullish for 

the GBP and would increase the odds of avoiding a hard Brexit. 
 

Trump on oil: The president is calling for lower oil prices; futures prices dropped on the news. 
 

                                                 
3 https://www.ft.com/content/981da9c0-38ad-11e9-b72b-
2c7f526ca5d0?emailId=5c737d6f8dee5d00047bf15c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
4 https://www.scmp.com/news/china/diplomacy/article/2187578/cautious-optimism-beijing-us-china-trade-deal 
and https://www.ft.com/content/8abe631c-389b-11e9-b72b-
2c7f526ca5d0?emailId=5c737d6f8dee5d00047bf15c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
5 https://www.ft.com/content/e11a3f30-383f-11e9-b856-
5404d3811663?emailId=5c737d6f8dee5d00047bf15c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 and 
https://www.wsj.com/articles/venezuela-opposition-calls-for-consideration-of-force-against-regime-11551040222  
6 https://www.ft.com/content/ac3aedc8-382b-11e9-b72b-
2c7f526ca5d0?emailId=5c737d6f8dee5d00047bf15c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
7 https://www.bloomberg.com/news/articles/2019-02-24/eu-is-said-to-mull-idea-of-proposing-brexit-extension-
to-2021  

https://www.ft.com/content/981da9c0-38ad-11e9-b72b-2c7f526ca5d0?emailId=5c737d6f8dee5d00047bf15c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/981da9c0-38ad-11e9-b72b-2c7f526ca5d0?emailId=5c737d6f8dee5d00047bf15c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.scmp.com/news/china/diplomacy/article/2187578/cautious-optimism-beijing-us-china-trade-deal
https://www.ft.com/content/8abe631c-389b-11e9-b72b-2c7f526ca5d0?emailId=5c737d6f8dee5d00047bf15c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/8abe631c-389b-11e9-b72b-2c7f526ca5d0?emailId=5c737d6f8dee5d00047bf15c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/e11a3f30-383f-11e9-b856-5404d3811663?emailId=5c737d6f8dee5d00047bf15c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/e11a3f30-383f-11e9-b856-5404d3811663?emailId=5c737d6f8dee5d00047bf15c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/venezuela-opposition-calls-for-consideration-of-force-against-regime-11551040222
https://www.ft.com/content/ac3aedc8-382b-11e9-b72b-2c7f526ca5d0?emailId=5c737d6f8dee5d00047bf15c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/ac3aedc8-382b-11e9-b72b-2c7f526ca5d0?emailId=5c737d6f8dee5d00047bf15c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.bloomberg.com/news/articles/2019-02-24/eu-is-said-to-mull-idea-of-proposing-brexit-extension-to-2021
https://www.bloomberg.com/news/articles/2019-02-24/eu-is-said-to-mull-idea-of-proposing-brexit-extension-to-2021
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(Source: Barchart.com) 

 

The president has been sensitive to the impact of oil prices on political popularity, although the 

impact of energy prices on consumer confidence is modest at best.  He is pressing OPEC to boost 

output.  We suspect, unlike what we saw last autumn, the cartel won’t help him this time.  In the 

fall, the White House pressed OPEC to increase production to offset Iranian sanctions.  

However, the U.S. granted numerous countries waivers on Iranian purchases, leading to 

oversupply and a sharp drop in prices.  We doubt OPEC will heed the call of Washington this 

time around.  Thus, the drop today probably won’t hold.  In addition, we note that Mexico’s oil 

production has fallen to a three-decade low, which is reducing supply.8 

 

The economy: The Chicago FRB released its National Activity Index today.  It’s one of our 

favorite indices, giving us a broad monthly look at the economy.  As the report below shows, the 

data isn’t pretty.  We smooth the data in the chart below to account for monthly volatility, but the 

report is a concern.  We note the Atlanta FRB’s GDPNow report is projecting a 1.4% increase in 

GDP for Q4. 

 

                                                 
8 https://www.reuters.com/article/us-mexico-oil-pemex/mexicos-pemex-crude-output-lowest-since-records-
began-idUSKCN1QC00E  

https://www.reuters.com/article/us-mexico-oil-pemex/mexicos-pemex-crude-output-lowest-since-records-began-idUSKCN1QC00E
https://www.reuters.com/article/us-mexico-oil-pemex/mexicos-pemex-crude-output-lowest-since-records-began-idUSKCN1QC00E
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Here is the contribution table: 
 

 
 

The mid-month data on retail sales, industrial production and durable goods lowered personal 

consumption expenditures by about 75 bps.  Falling inventories reduced it earlier by another 

nearly 30 bps.  We would expect Q1 to be soft as well; the FOMC’s pause appears to be well 

timed. 

 

The Fed: We are in the midst of a generational change in policy management.  The 1970s were a 

period when the Fed accommodated inflation impulses to support full employment.  The Volcker 

reformation led to a focus on inflation reduction and the management of inflation expectations.  

Now, there is a rethink going on at the central bank in light of the breakdown of the Phillips 

Curve model.9  New ideas include moving to an inflation target that is less fixated on short-term 

                                                 
9 https://www.stlouisfed.org/from-the-president/video-appearances/2019/bullard-cnbc-inflation-monetary-
policy?utm_source=twitter&utm_medium=SM&utm_content=stlouisfed&utm_campaign=faf2b8b8-21c3-41a8-
aded-4ac0fcea8dba&stream=business  

https://www.stlouisfed.org/from-the-president/video-appearances/2019/bullard-cnbc-inflation-monetary-policy?utm_source=twitter&utm_medium=SM&utm_content=stlouisfed&utm_campaign=faf2b8b8-21c3-41a8-aded-4ac0fcea8dba&stream=business
https://www.stlouisfed.org/from-the-president/video-appearances/2019/bullard-cnbc-inflation-monetary-policy?utm_source=twitter&utm_medium=SM&utm_content=stlouisfed&utm_campaign=faf2b8b8-21c3-41a8-aded-4ac0fcea8dba&stream=business
https://www.stlouisfed.org/from-the-president/video-appearances/2019/bullard-cnbc-inflation-monetary-policy?utm_source=twitter&utm_medium=SM&utm_content=stlouisfed&utm_campaign=faf2b8b8-21c3-41a8-aded-4ac0fcea8dba&stream=business
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increases above target to targeting inflation over a longer period, which would allow for inflation 

“overshoots.”10 

 

And, it’s not just the Fed.  We are seeing an inflation rethink across the economy.  The 

emergence of Modern Monetary Theory, which explicitly uses inflation to guide fiscal policy, is 

a sign that policymakers are thinking more broadly on deficits.  An op-ed in the NYT over the 

weekend suggests that deficits may not matter much anymore.11  Even Warren Buffet has backed 

down on deficits.12  This looks to us like the early stirrings of reflation.  In the short run, this turn 

won’t matter all that much but the past four decades of steadily falling inflation, falling interest 

rates and rising equity multiples may not be duplicated over the next four decades if this trend 

continues. 

 

U.S. Economic Releases 
 

The Chicago Fed National Activity Index came in below expectations at -0.43 compared to the 

forecast of 0.15.  The prior report was revised downward from 0.27 to 0.05.  The chart below 

shows the data; we smooth it with a six-month moving average.  The average fell sharply from 

the prior month but remains well above the recession indicator.  This index, which is a broad-

based monitor of the economy, suggests the U.S. economy is growing above its long-run trend 

but is starting to lose some momentum.   
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The table below shows the economic releases and Fed events scheduled for the rest of the day. 
 

                                                 
10 https://www.wsj.com/articles/fed-embarks-on-a-rethink-of-its-inflation-target-11551016801  
11 https://www.nytimes.com/2019/02/23/upshot/how-america-learned-to-stop-worrying-and-love-deficits-and-
debt.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosedge&stream=busines
s  
12http://www.berkshirehathaway.com/letters/2018ltr.pdf?utm_source=newsletter&utm_medium=email&utm_ca
mpaign=newsletter_axiosmarkets&stream=business, see page 14 

https://www.wsj.com/articles/fed-embarks-on-a-rethink-of-its-inflation-target-11551016801
https://www.nytimes.com/2019/02/23/upshot/how-america-learned-to-stop-worrying-and-love-deficits-and-debt.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosedge&stream=business
https://www.nytimes.com/2019/02/23/upshot/how-america-learned-to-stop-worrying-and-love-deficits-and-debt.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosedge&stream=business
https://www.nytimes.com/2019/02/23/upshot/how-america-learned-to-stop-worrying-and-love-deficits-and-debt.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosedge&stream=business
http://www.berkshirehathaway.com/letters/2018ltr.pdf?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
http://www.berkshirehathaway.com/letters/2018ltr.pdf?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
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EDT Indicator Expected Prior Rating

10:00 Wholesale Inventories m/m feb 0.3% 0.3% **

10:00 Wholesale Trade Sales m/m feb -0.3% -0.6% **

10:30 Dallas Fed Manufacturing Activity m/m feb 4.9 1.0 **

EST Speaker or event

11:00 Richard Clarida Speaks with Community Leaders in Dallas

District or position

Economic Releases

Fed speakers or events

Vice Chairman of Board of Governors of Federal Reserve  
 

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 Services y/y jan 1.1% 1.1% 1.1% ** Equity and bond neutral

Leading Index CI m/m dec 97.5 97.9 ** Equity and bond neutral

Coincident Index m/m dec 101.8 102.3 ** Equity and bond neutral

New Zealand Retail Sales Ex Inflation q/q 4q 1.7% 0.0% 0.5% ** Equity bullish, bond bearish

EUROPE

Switzerland Total Sight Deposits CHF w/w feb 576.5 bn 576.3 bn ** Equity and bond neutral

Domestic Sight Deposits CHF w/w feb 493.6 bn 492.7 bn ** Equity and bond neutral

AMERICAS

Brazil FGV Consumer Construction m/m feb 0.2% 0.4% 0.3% ** 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) 265 265 0 Up

3-mo T-bill yield (bps) 239 240 -1 Neutral

TED spread (bps) 26 25 1 Neutral

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

10-yr T-note (%) 2.67 2.65 0.02 Neutral

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

EUR/USD 3-mo swap (bps) 8 6 2 Down

Currencies Direction

dollar down Neutral

euro up Up

yen down Neutral

pound up 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 $66.41 $67.12 -1.06% Russia Oil Production Cuts Fall Short

WTI $56.75 $57.26 -0.89%  

Natural Gas $2.77 $2.72 1.99%  

Crack Spread $20.49 $20.61 -0.61%

12-mo strip crack $17.15 $17.29 -0.81%

Ethanol rack $1.45 $1.45 0.08%

Gold $1,329.83 $1,329.40 0.03%

Silver $15.96 $15.92 0.20%

Copper contract $295.90 $294.80 0.37%

Corn contract 387.25$       384.50$       0.72%

Wheat contract 490.50$       491.75$       -0.25%

Soybeans contract 932.50$       923.75$       0.95%

Baltic Dry Freight 634 630 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 in Florida and its surrounding areas.   
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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 22, 2019 
 

In 2017, we introduced an indicator of the basic health of the economy and added it to the many 

charts we monitor to gauge market conditions.  The indicator is constructed with commodity 

prices, initial claims and consumer confidence.  The thesis behind this indicator is that these 

three components should offer a simple and clear picture of the economy; in other words, rising 

initial claims coupled with falling commodity prices and consumer confidence is a warning that a 

downturn may be imminent.  The opposite condition should support further economic recovery.  

In this report, we will update the indicator with January data. 

 

-6

-4

-2

0

2

4

6

0 

500 

1,000 

1,500 

2,000 

2,500 

3,000 

96 98 00 02 04 06 08 10 12 14 16 18

INDICATOR SP500

ECONOMIC DATA/S&P INDICATOR

S
&

P
 5

0
0

IN
D

IC
A

T
O

R

Sources:  Haver Analytics, CIM  
 

This chart shows the results of the indicator and the S&P 500 since 1995.  The updated chart 

shows that the economy did slip late last year.  We have placed vertical lines at certain points 

when the indicator fell below zero.  Although it works fairly well as a signal that equities are 

turning lower, there is a lag.  In other words, by the time this indicator suggests the economy is 

in trouble, the recession is likely near or underway and the equity markets have already begun 

their decline. 
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To make the indicator more sensitive, we took the 18-month change and put the signal threshold 

at -1.0.  This provides an earlier bearish signal and also eliminates the false positives that the 

zero threshold generates.  Notwithstanding, we will pay close attention when the 18-month 

change approaches zero as it did in January.  

 

What does the indicator say now?  The economy has weakened but is not yet at a point where an 

investor should become defensive.  Breaking below the red line would be our signal to expect a 

broader downturn.  Most likely, we are going through a period similar to what we experienced in 

2016.  If so, and the economic data begins to improve, then we should see equities turn higher 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 2/22/2019 close) 

 

0.0% 10.0% 20.0%

Health Care
Consumer Staples

Utilities
Materials
Financials

Telecom
S&P 500

Consumer Discretionary
Technology

Energy
Industrials

YTD Total Return

-0.5% 0.0% 0.5% 1.0% 1.5%

Consumer Staples

Financials

Energy

Materials

Consumer Discretionary

Utilities

S&P 500

Industrials

Health Care

Telecom

Technology

Prior Trading Day Total Return

 
(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 2/22/2019 close) 

 

0.0% 5.0% 10.0% 15.0% 20.0%

Cash

US Government Bond

US Corporate Bond

US High Yield

Commodities

Emerging Markets (local currency)

Foreign Developed ($)

Foreign Developed (local currency)

Emerging Markets ($)

Large Cap

Real Estate

Mid Cap

Small Cap

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 21, 2019 
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P/E as of 2/20/2019 = 16.7x

 
 

Based on our methodology,13 the current P/E is 16.7x, up 0.1x from last week.  Rising index 

values 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. 

                                                 
13 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. 


