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[Posted: February 28, 2018—9:30 AM EST]  Global equity markets are lower this morning.  

The EuroStoxx 50 is down 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 closed 

down 1.3% from the prior close.  Chinese markets were mixed, with the Shanghai composite 

down 1.0% and the Shenzhen index up 0.2%.  U.S. equity index futures are signaling a lower 

open.  With 467 companies having reported, the S&P 500 Q4 earnings stand at $36.16, 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, 74.3% of the companies 

reported earnings above forecast, while 17.1% 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 treading water this morning after a hard sell-off yesterday.  The proximate 

cause was Chair Powell’s testimony to the House Financial Services Committee.  Here is what 

we are watching this morning: 

 

The Powell testimony: Although his prepared remarks were unremarkable, his comments on the 

economy were rather upbeat.  He suggested that the combination of a fiscal tailwind and 

improving exports are leading to accelerating growth.  These comments were made in the 

context of a question on whether the median FOMC forecast of three hikes this year is still 

relevant.  Powell suggested that the economic outlook has improved since then, leaving open the 

possibility of four hikes this year.  Market reaction was swift and relentless.  Equities and fixed 

income prices fell, commodities dropped and the dollar rose.  The Fed chair is suggesting that, at 

long last, cash may become an asset class again, which is unwelcome news for nearly all other 

asset classes.   

 

Was the market reaction justified?  Although pundits were belaboring the point that there 

wasn’t really anything new in what Powell said, there is another issue that bears examination.  

Powell isn’t an economist.  We cannot observe a record of academic publications that would 

offer us any insight into what he actually believes.  His voting record as a member of the FOMC 

doesn’t provide any real insight, either—he voted with the chair.  So, in reality, we really don’t 

know how he personally leans in terms of policy.  The upbeat assessment of the economy could 

be an indication that he is more hawkish than assumed (we rate him as a “3” on our “1” (extreme 

hawk) to “5” (extreme dove) scale).  Again, it isn’t clear if what we heard yesterday signals any 

clarity on Powell’s actual policy stance.  We will probably need a series of comments and 

speeches before we can determine what Powell really thinks.  Until then, expect higher than 
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normal volatility around his comments.  We will get an important clue tomorrow—if Powell did 

not want to signal four hikes and didn’t welcome the market reaction, he has the chance to soften 

his position when he testifies before the Senate Banking Committee.  It is a rather common 

practice for Fed chairs to adjust market expectations by using the first testimony as a sort of trial 

balloon.  Thus, we will be watching to see how Powell reacts to the sharp market response we 

saw yesterday.   

 

Expectations of policy tightening are rising: In observing the implied three-month LIBOR rate 

from the deferred Eurodollar futures, the financial markets are now taking the dots plot seriously.  

The charts below show that the weekly implied three-month LIBOR rate is well above the 

highest levels seen in 2011.  The right-hand chart shows that the FOMC tends to raise rates until 

fed funds match the implied LIBOR rate.  This chart clearly indicates the Fed has “runway” to 

raise rates significantly, toward 3.0%.  It should be noted that the implied LIBOR rate falls to the 

level of fed funds in several tightening cycles, signaling to the FOMC that it should stop raising 

rates (the crossovers are shown with vertical lines).  Thus, the implied rate doesn’t necessarily 

mean that a 3% rate is a guarantee.  But, it does suggest that, for now, the financial markets are 

discounting tightening.   
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Is the economy doing all that well?  There is no evidence of recession, but the economy isn’t 

all that robust, either.  Below we note Q4 GDP data.  The Atlanta FRB GDPNow assessment is 

that Q1 growth is going to be in line with Q4. 
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In looking at the estimates of contribution to growth, weakening consumption is the largest 

element of the declining forecast, which began at 4.2% and has declined to 2.6%. 

 

 
 

Brexit is evolving into a political crisis: PM May is rapidly being pulled into a political 

maelstrom.  Her party is a mix of “hard” and “soft” Brexit supporters.  The soft supporters accept 

an EU exit but want to remain in the trading union.  This would not be a good outcome; the U.K. 

will then be forced to accept migrants and EU rules without the benefit of representation.  

However, remaining in the trading union will preserve London’s role in finance and bring less 
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disruption to the economy.  The hard exit supporters want a complete break with the EU; this 

stance has proven difficult to manage.  The EU is pushing for a hard border between Northern 

Ireland and Ireland which could undermine the fragile peace deal between those two states.  The 

disruption to the economy from a hard Brexit could be massive.  PM May has been trying to 

weave a path between these two camps in her party; our read is that the majority of her members 

are hard Brexiteers but the actual majority in Parliament are soft Brexiteers.  This division is 

being exploited by the head of the Labour Party, Jeremy Corbyn, who has positioned the Labour 

Party to support a soft Brexit.  Corbyn’s position is threatening to divide the Tories, who only 

have a majority in government because of a coalition with a small Unionist party in Northern 

Ireland.  So far, 10 Conservative MPs have come out in favor of a soft Brexit.  Given that the 

Tory/DUP coalition only has a one-seat majority, PM May is under threat of a no-confidence 

vote.  If she loses, we expect elections and there is a real possibility that a Labour coalition could 

gain power.  A Corbyn-led government will terrify the financial markets.  For the U.S., it would 

be a preview of a Sanders or Warren presidency.  Although we still believe the GBP is cheap, all 

bets are off if the May government falls.   

 

Rethink on TPP?  At an NPR interview, Treasury Secretary Mnuchin indicated he is engaged in 

“high level talks” with the other 11 members of the TPP and the U.S. might consider rejoining 

the group.  His comments were not a complete surprise; President Trump suggested something 

similar at Davos.  Without details, it’s hard to understand what rejoining TPP would look like, 

but we think this is further evidence of the establishment/populist divide within the Trump 

government.  The populists are horrified by trade and see multilateral agreements as job killers; 

the establishment sees agreements like NAFTA and TPP (and TTIP) as (a) ways to contain 

inflation and labor costs, and (b) methods of maintaining America’s superpower role.  We 

suspect the president uses the TPP comments as a way to encourage the establishment members 

of his coalition but, without actual action (and we don’t expect any to occur), this is just talk. 

 

Consumer confidence: Yesterday, the Conference Board reported that consumer confidence hit 

a new cycle high.  We note that consumer confidence correlates highly with P/Es.  Thus, the rise 

in confidence is a bullish factor for equities. 

 

 



 

 

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

www.confluenceinvestment.com 

 5 

U.S. Economic Releases 

 

MBA mortgage applications rose 2.7% from the prior week.  Purchases rose 6.2%, while 

refinancing fell by 1.2% from the prior week.  The average 30-year fixed rate remained 

unchanged from the prior week at 4.6%. 

 

The second reading of Q4 GDP came in line with forecasts at 2.5%.  Personal consumption came 

in above expectations at 3.8% compared to the forecast of 3.6%.  Core PCE was also in line with 

expectations, rising 1.9% from the prior quarter.  The GDP price index came in below 

expectations, rising 2.3% from the prior quarter compared to the forecast of 2.4%. 

 

 
 

Although Q4 GDP was revised downward slightly, the economy is likely to expand for the 

foreseeable future as the tax cuts will likely boost consumption.  

  

Q4 2017 Second Reading Q4 2017 First Reading Difference

GDP 2.5% 2.6% -0.1%

Consumption 2.6% 2.6% 0.0%

Investment 0.6% 0.6% 0.0%

Inventories -0.7% -0.7% 0.0%

Net Exports -1.1% -1.1% 0.0%

Government 0.5% 0.5% 0.0%  
  

The table above shows the contributions to GDP.  The rise in consumption was offset by a rise in 

imports and a decline in business inventories.   
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This chart shows the contributions graphically.  Net exports were a major negative for GDP in 

Q4. 

 

The table below shows the economic releases and Fed events scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

9:45 Chicago PMI m/m feb 64.1 65.7 *

10:00 Pending home sales m/m jan 0.5% 0.5% ***

EST Speaker or event

14:00 US Federal Reserve Releases Beige Book

Fed speakers or events

Economic Releases

Members of the Board of Governors

District or position

 
 

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Retail sales y/y jan -1.8% 2.4% 3.6% ** Equity bearish, bond bullish

Industrial Production y/y jan -6.6% 4.4% 5.3% *** Equity bearish, bond bullish

 Housing starts y/y jan -13.2% -2.1% -4.7% ** Equity bearish, bond bullish

Construction orders y/y jan 0.9% -8.1%  * Equity and bond neutral

China Manufacturing PMI m/m feb 50.3 51.3 51.2 * Equity and bond neutral

Non-manufacturing PMI m/m feb 54.4 55.3 55.0 ** Equity and bond neutral

Composite PMI m/m dec 52.9 54.6  ** Equity and bond neutral

India Nikkei manufacturing PMI m/m feb 52.1 52.4 ** Equity and bond neutral

New Zealand Net Migration m/m jan 6210.0 5700.0 ** Equity and bond neutral

ANZ Activity Outlook m/m feb 20.4 15.6 ** Equity and bond neutral

EUROPE

Eurozone CPI y/y feb 1.2% 1.2% 1.3% ** Equity and bond neutral

Core CPI y/y feb 1.0% 1.0% 1.0% *** Equity and bond neutral

France PPI y/y feb 0.9% 1.7% * Equity and bond neutral

Consumer spending y/y jan -1.9% 1.1% 1.0% * Equity bearish, bond bullish

GDP y/y Q4 2.5% 2.4% 2.4% *** Equity and bond neutral

CPI y/y feb 1.2% 1.4% 1.3% *** Equity and bond neutral

Germany GfK consumer confidence m/m mar 10.8 10.9 11.0 ** Equity and bond neutral

Unemployment rate m/m feb 5.4% 5.4% 5.4% *** Equity and bond neutral

Italy CPI NIC incl tobacco m/m feb 0.1% 0.2% 0.2% *** Equity bearish, bond bullish

CPI EU Harmonized m/m feb 0.7% 1.2% 1.0% *** Equity bearish, bond bullish

AMERICAS

Brazil Unemployment rate m/m jan 12.2% 12.0% 11.8% ** Equity bearish, bond bullish

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 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) 198 196 2 Up

3-mo T-bill yield (bps) 162 163 -1 Neutral

TED spread (bps) 36 32 4 Neutral

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

10-yr T-note (%) 2.88 2.89 -0.01 Up

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

EUR/USD 3-mo swap (bps) 33 31 2 Down

Currencies Direction

dollar up Down

euro down Up

yen up Up

pound down 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. 
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Price Prior Change Explanation

Brent $66.45 $66.63 -0.27%

WTI $62.87 $63.01 -0.22%  

Natural Gas $2.69 $2.68 0.07%

Crack Spread $19.93 $20.11 -0.89%

12-mo strip crack $18.26 $18.30 -0.20%

Ethanol rack $1.54 $1.54 -0.04%

Gold $1,320.05 $1,318.36 0.13%

Silver $16.44 $16.43 0.08%

Copper contract $316.80 $318.65 -0.58%

Corn contract 380.00$       379.25$       0.20%

Wheat contract 484.25$       477.00$       1.52%

Soybeans contract 1,057.25$    1,049.50$   0.74%

Baltic Dry Freight 1188 1191 -3

Actual Expected Difference

Crude (mb) 2.0

Gasoline (mb) 1.0

Distillates (mb) -0.9

Refinery run rates (%) -0.30%

Natural gas (bcf) -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
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Data Section 

 

U.S. Equity Markets – (as of 2/27/2018 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 2/27/2018 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. 


