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[Posted: February 27, 2018—9:30 AM EST]  Global equity markets are lower this morning.  

The EuroStoxx 50 is down 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 closed 

down 0.4% from the prior close.  Chinese markets were lower, with the Shanghai composite 

down 1.1% and the Shenzhen index down 0.2%.  U.S. equity index futures are signaling a lower 

open.  With 456 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, 73.7% of the companies 

reported earnings above forecast, while 17.5% 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.  

 

Financial markets are very quiet in front of Chair Powell’s testimony before the House Financial 

Services Committee.  Here are the news items we are watching: 

 

Powell’s formal comments: A quick reading of Chair Powell’s first formal testimony indicates 

that the Fed sees the economy as strong and inflation remains under control, although some of 

the low readings are due to transitory factors.  Thus, gradual rate increases are to be expected.  

Although we have seen a mild uptick in rates since the release of his comments, in reality, 

nothing here is a shock.  Oral testimony begins at 10:00 EST.  While we expect Powell to 

conduct himself in a professional manner, since he is new to the role, there is always a chance of 

fireworks.   

 

Military shakeup in Saudi Arabia: The Kingdom of Saudi Arabia (KSA) fired its top military 

commanders, including the chief of staff and the heads of the air force and ground forces.  We 

suspect two reasons for the move.  First, the war in Yemen is going badly and new leadership is 

probably needed.  Second, the crown prince, who is essentially the de facto leader of the KSA, is 

likely promoting his own loyalists to these positions.  Having the loyalty of the armed forces is a 

necessary component of political stability.   

 

U.S. Economic Releases 

 

The advance data on the goods trade balance for January tells a familiar tale—the trade deficit is 

widening.  The January goods balance was -$74.4 bn, worse than the -$72.3 bn forecast.  Over 

the past month, exports declined 2.2% while imports fell 0.5%.  As the chart below shows, the 
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deficit has been rapidly widening.  A larger trade deficit is to be expected as the fiscal deficit 

increases the need for saving; a trade deficit is how foreign saving is acquired.   

 

 
 

A wider trade deficit tends to be dollar bearish. 

 

January wholesale inventories rose 0.7% from the prior month, more than the 0.4% rise forecast.  

Retailer inventories rose 0.8%. 

 

 
 

The above chart shows the yearly change in both retail and wholesale inventories.  Growth rates 

are rather normal for this stage of the business cycle.  However, we are seeing an impressive 

tightening of inventories relative to sales. 

 

 



 

 

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

www.confluenceinvestment.com 

 3 

This is likely due to stronger sales and improved inventory management. 

 

 
 

January durable goods orders fell 3.7% compared to expectations of a 2.0% decline.  Excluding 

the volatile transportation sector, orders fell 0.3% compared to an expected 0.4% rise.   

 

 
 

This chart shows overall orders and non-defense capital goods orders on a yearly basis.  

Although the monthly numbers are volatile, the yearly data shows steady improvement in orders 

since 2015.   
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FHFA home prices for December rose 0.3%, a bit weaker than the 0.4% forecast.   

 

 
 

From last year, prices are up 6.5%. 

 

The S&P CoreLogic home prices rose 6.30% from last year, modestly weaker than the 6.35% 

number expected.   

 

 
 

Overall, today’s economic data was mildly disappointing.  The trade data is becoming a drag on 

growth, orders were rather soft (although the trend is favorable) and home prices were in line.   
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For the rest of the day: 

 

EDT Indicator Expected Prior Rating

10:00 Richmond FRB Manufacturing index m/m feb 15.0 14.0 **

10:00 Conference Board Consumer Confidence m/m feb 126.5 125.4 ***

EST Speaker or event District 

10:00 Jerome Powell testifies before House Financial Services Cmt. 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

New Zealand Trade balance m/m jan  '-NZ$ 3.2 bn  '-NZ$ 2.8 bn  '-NZ$ 2.7 bn** Equity and bond neutral

EUROPE

Eurozone M3 Money stock y/y jan 4.6% 4.6% 4.6% *** Equity and bond neutral

Economic confidence m/m feb 114.1 114.7 114.0 * Equity and bond neutral

Consumer confidence m/m feb 0.1 0.1 0.1 *** Equity and bond neutral

France Consumer confidence m/m feb 100.0 103.0 104.0 *** Equity bearish, bond bullish

Germany CPI y/y feb 1.4% 1.6% 1.5% *** Equity bullish, bond bearish

Italy Manufacturing confidence m/m feb 110.6 109.9 109.2 *** Equity bullish, bond bearish

Consumer confidence m/m feb 115.6 115.0 115.5 *** Equity bullish, bond bearish

Economic sentiment m/m feb 108.7 105.6 ** Equity bullish, bond bearish

AMERICAS

Brazil Inflation y/y feb -0.4% -0.4% -0.5% *** Equity and bond neutral

Mexico Unemployment rate m/m jan 3.4% 3.4% 3.3% * Equity and bond neutral

Trade balance m/m jan MXN -4.4 bn MXN -2.6 bn MXN -0.2 bn** 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. 
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Today Prior Change Trend

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

3-mo T-bill yield (bps) 163 163 0 Neutral

TED spread (bps) 33 31 2 Neutral

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

10-yr T-note (%) 2.87 2.86 0.01 Up

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

EUR/USD 3-mo swap (bps) 31 31 0 Down

Currencies Direction

dollar neutral Down

euro neutral Up

yen neutral Up

pound neutral Up

franc neutral 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 $67.42 $67.50 -0.12%

WTI $63.76 $63.91 -0.23%  

Natural Gas $2.66 $2.69 -1.08%

Crack Spread $20.11 $19.99 0.61%

12-mo strip crack $18.26 $18.19 0.36%

Ethanol rack $1.54 $1.54 0.11%

Gold $1,330.90 $1,333.68 -0.21%

Silver $16.60 $16.66 -0.38%

Copper contract $320.70 $322.45 -0.54%

Corn contract 378.00$       377.25$       0.20%

Wheat contract 476.00$       472.75$       0.69%

Soybeans contract 1,049.50$    1,046.00$   0.33%

Baltic Dry Freight 1191 1185 6

Actual Expected Difference

Crude (mb) 2.0 -2.0

Gasoline (mb) 1.0 -1.0

Distillates (mb) -0.9 0.9

Refinery run rates (%) -0.30% 0.30%

Natural gas (bcf) -69.0 69.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts continue to signal colder than normal temperatures for much of 

the nation.  
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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,1 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.  

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

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


 

 

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

www.confluenceinvestment.com 

 9 

Data Section 

 

U.S. Equity Markets – (as of 2/26/2018 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 2/26/2018 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 22, 2018 
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P/E as of 2/21/2018 = 20.5x

 
 

Based on our methodology,2 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. 

                                                 
2 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. 


