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[Posted: February 26, 2018—9:30 AM EST]  Global equity markets are higher this morning.  

The EuroStoxx 50 is up 0.6% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

1.4% from the prior close.  Chinese markets were up, with the Shanghai composite up 1.2% and 

the Shenzhen index up 2.2%.  U.S. equity index futures are signaling a higher open.  With 452 

companies having reported, the S&P 500 Q4 earnings stand at $36.20, 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, 73.9% of the companies reported earnings 

above forecast, while 17.3% 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.  

 

There was a lot going on this weekend.  The Winter Olympics ended without incident and there 

was lots of news out of China.  Here is what we are watching: 

 

Xi as leader for life: At the CPC meetings in October, the party suggested that Chairman Xi 

could be planning to remain head of the communist party after two five-year terms.  Xi has 

systematically eliminated rivals and surrounded himself with allies.  It should be noted that the 

policy of chairing the CPC for just two terms is not law but a custom created by Deng Xiaoping 

to prevent another Mao.  However, the chairman of the CPC is also the president of China; in 

other words, that person is both head of the party and head of state.  The president is (or, at least, 

was) restricted by law to two five-year terms.  Over the weekend, the government indicated that 

the term limit law would be abolished at government meetings.  In some respects, this is a 

surprise.  Although the real power in China lies with the CPC, a formal change in the 

constitution to allow for more than two terms as president is important because it gives Xi (and 

his successors) formal power.  We will have more to say on this issue going forward; for now, 

given the jump we saw in Chinese equities, this is being seen as positive.  However, in the long 

run, it sets up another potential Mao and a new cult of personality. 

 

Chinese debt: Last week, we commented on the Chinese government’s effective seizure of 

Anbang insurance.  We suspect that much of this action is designed to corral debt growth.  A 

handful of Chinese conglomerates have used leverage to buy foreign assets, a practice that, at 

one time, was supported by Beijing.  As Xi moves to deleverage it signals to these debt-laden 

conglomerates that it is now time to not only stop borrowing but it is also necessary to actually 

reduce debt.  However, it isn’t clear to us whether it will be sufficient.  Local government 

borrowing is also significant and will be much harder to reduce without significantly slowing 
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growth.  At the same time, if Xi wants to move in this direction, he clearly has amassed enough 

power to do so. 

 

North Korea: There are two trends we are watching.  First, North Korea is apparently signaling 

a willingness to negotiate with the U.S.1  It isn’t clear what would actually be discussed; the U.S. 

wants North Korea to give up its nukes and that is probably a non-starter for Pyongyang.  North 

Korea would probably like a formal end to the Korean War, which the U.S. has never fully 

granted, and sanctions relief.  Washington will only give in to those desires when the nukes are 

gone.  At the same time, the U.S. has now sanctioned individual vessels apparently engaged in 

sanctions busting.  We are getting about as close to a blockade as one can get without a formal 

blockade, which is an act of war by most measures of international law.  We continue to watch 

these parallel tracks but believe we are probably closer to war than peace. 

 

Trump 2.0: In the administration’s first year, despite lots of populist rhetoric and fiery tweets, 

this has looked like a GOP establishment government.  Regulations and taxes have been reduced.  

However, we are approaching the period when the first principal figures begin to leave the 

administration.  In other words, we may shortly begin to see the generals and industry leaders 

exit to be replaced by persons less independent of the president.  The area we are focusing on is 

trade.  The White House is apparently considering a promotion of Peter Navarro to an assistant 

to the president.2  Navarro is a hardline trade warrior who wants to lift tariffs and bring about a 

trade surplus.  We also note that the White House is considering punitive tariffs on steel for 

national security purposes; interestingly enough, the military is cool to the idea, worried about 

undermining allies.  Overall, it is still unclear how this administration will evolve but, if we see a 

more populist government emerge later this year, then multiple contraction could offset the 

earnings boost facilitated by the recent tax cuts. 

 

Other items: Chair Powell gives his first Congressional testimony later this week in his new 

role.  Italians go to the polls this Sunday, and we will also find out if the German Socialists will 

join with the conservatives to form a grand coalition.   

 

U.S. Economic Releases 

 

The January Chicago FRB National Activity Index came in a bit soft, at 0.12 compared to 

expectations of 0.25.  However, because the series is rather volatile month to month, we smooth 

the data with a six-month moving average.  That data shows the economy is continuing to gather 

momentum.   

 

                                                 
1 https://mobile.nytimes.com/2018/02/25/world/asia/north-korea-us-
talks.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-
stories&referer  
2 https://www.nytimes.com/2018/02/25/us/politics/peter-navarro-trade.html  

https://mobile.nytimes.com/2018/02/25/world/asia/north-korea-us-talks.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories&referer
https://mobile.nytimes.com/2018/02/25/world/asia/north-korea-us-talks.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories&referer
https://mobile.nytimes.com/2018/02/25/world/asia/north-korea-us-talks.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories&referer
https://www.nytimes.com/2018/02/25/us/politics/peter-navarro-trade.html
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Current Reading

=+0.272

 
 

The current smoothed reading is 0.272 and is clearly rising.  The index is constructed to show 

trend growth at zero; thus a reading above zero shows above-trend growth.  Casual observation 

would suggest this expansion has seen very modest growth, with much of the time spent below 

zero.  However, that does appear to be changing. 

 

The improving economy bolsters the FOMC’s case for raising interest rates. 

 

-4

-3

-2

-1

0

1
0 

2 

4 

6 

8 

10 

88 90 92 94 96 98 00 02 04 06 08 10 12 14 16 18

CFNAI, 6-mo Avg FED FUNDS TARGET

FED FUNDS TARGET AND

THE CHICAGO FRB NATIONAL ACTIVITY INDEX

F
E

D
 F

U
N

D
S

 T
A

R
G

E
T

C
F

N
A

I

Sources:  Chicago FRB, Haver Analytics, CIM  
 

This chart shows the smoothed index with the fed funds target.  Tightening cycles are shown 

with gray bars.  Note that this tightening cycle began with the index below zero, which is 

unprecedented.  The fact that the FOMC began tightening with the economy exhibiting below-
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trend growth suggests policymakers believed rates were abnormally low and were raising them 

to adjust toward some estimate of normal.  However, now that the economy is growing above 

trend, it is easier to justify raising rates.   

 

For the rest of the day: 

 

EDT Indicator Expected Prior Rating

10:00 New Home Sales m/m jan 648k 625k ***

10:00 Dallas FRB Manufacturing Index m/m feb 30.0 33.4 **

EST Speaker or event District 

2:15 Governor Quarles on the Economy (NABE) Member of the Board of Governors

Fed speakers or events

Economic Releases

 
 

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 Leading indicators m/m dec -0.8% 1.9%  * Equity bearish, bond bullish

Concident indicators m/m dec 2.3% 1.5%  * Equity bullish, bond bearish

EUROPE

U.K. Housing finance m/m jan £40.1 bn £36.1 bn £37.0 bn * Equity bullish, bond bearish

AMERICAS

Brazil Current account balance m/m jan -$4.3 -$4.3 bn -$5.0 bn ** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 196 194 2 Up

3-mo T-bill yield (bps) 160 161 -1 Neutral

TED spread (bps) 35 33 2 Neutral

U.S. Libor/OIS spread (bps) 161 161 0 Up

10-yr T-note (%) 2.84 2.87 -0.03 Up

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

EUR/USD 3-mo swap (bps) 31 32 -1 Down

Currencies Direction

dollar up Down

euro down Up

yen down Up

pound up Up

franc down Neutral  
 

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 $67.26 $67.31 -0.07%

WTI $63.63 $63.55 0.13%  

Natural Gas $2.66 $2.63 1.45%

Crack Spread $19.86 $19.87 -0.05%

12-mo strip crack $18.14 $18.16 -0.12%

Ethanol rack $1.54 $1.54 0.00%

Gold $1,337.23 $1,328.71 0.64%

Silver $16.68 $16.53 0.91%

Copper contract $323.95 $323.30 0.20%

Corn contract 376.25$       374.50$       0.47%

Wheat contract 470.25$       464.25$       1.29%

Soybeans contract 1,054.25$    1,047.50$   0.64%

Baltic Dry Freight 1185 1167 18

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 day forecast is still showing warm weather for the eastern two-thirds of the nation and 

very cold weather to the west.  The 8-14 day forecast calls for colder weather across the nation, 

with the exception of New England and the extreme Southwest.  
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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 23, 2018 
 

Last week, we discussed the impact of the growing fiscal deficit on the economy and markets.  

We did note that fiscal deficits have tended to weaken the dollar.  This week, we want to expand 

on that analysis.  To start, we note that fiscal policy does not operate in a vacuum.  To measure 

the combined effect of monetary and fiscal policies, we added real fed funds (fed funds less 

yearly change in CPI) and the fiscal deficit as a percentage of GDP to create a policy proxy 

variable.  Real fed funds offset the impact of inflation and scaling the fiscal account to GDP 

shows the relative effect of fiscal policy. 
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The lower line of the chart is the sum of the upper two lines on the chart.  The thesis is that 

policy is stimulative when the lower line is rising.    
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This chart shows the policy proxy with the JPM dollar index.  The pattern seems to be that the 

dollar appreciates when policy tightens with at least a two- or three-year lag.  The “Volcker 

dollar” rally in the early 1980s was due to the combination of very high interest rates and rising 

fiscal deficits.  The dollar bull market from 1995 to 2002 was due to the combination of rather 

tight monetary and fiscal policies.  The most recent bull market, surprisingly, was tight fiscal 

policy (especially in light of the sluggish economy) and rather easy monetary policy. 

 

The first chart shows the Congressional Budget Office’s estimate for the future deficit.  If the 

FOMC does not significantly tighten monetary policy in the coming months, it looks like the 

dollar could come under pressure.  Obviously, if we were to get a repeat of Chair Volcker’s 

monetary policy, we would be bullish on the greenback.  However, we strongly doubt monetary 

policy will be that tight.  After all, real fed funds approached 10% in 1991.  And, if the economy 

were to weaken, the fiscal deficit would widen more than expected due to the automatic spending 

that comes from higher unemployment insurance and other income support and the lower 

revenue for falling tax receipts.   

 

Given the dollar’s current parity overvaluation, as we discussed earlier this month,3 the current 

fiscal expansion and continued accommodative monetary policy have the potential to exacerbate 

the weakening dollar.  A weak dollar is bullish for foreign equities and commodities, and usually 

boosts large capitalization stocks relative to small capitalization stocks.  The policy proxy is also 

suggesting steady headwinds for the dollar in the coming years.  Given how rarely changes occur 

in fiscal policy, we don’t expect major changes on that front anytime soon.  Although monetary 

policy will likely tighten, it will take significant increases in the fed funds target to offset the 

overvaluation noted in the parity analysis discussed in an earlier report and the widening fiscal 

deficit.  Thus, we look for dollar weakness to be a factor this year and into 2019. 
 

 

 
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.  

                                                 
3 See Asset Allocation Weekly, 2/2/18. 

http://www.confluenceinvestment.com/wp-content/uploads/AAW_Feb_2_2018.pdf
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Data Section 

 

U.S. Equity Markets – (as of 2/23/2018 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 2/23/2018 close) 
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Mid Cap
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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 22, 2018 
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P/E as of 2/21/2018 = 20.5x

 
 

Based on our methodology,4 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. 

                                                 
4 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. 


