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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: March 12, 2018—9:30 AM EDT]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 0.5% from the last close.  In Asia, the MSCI Asia Apex 50 

closed up 1.6% from the prior close.  Chinese markets were higher, with the Shanghai composite 

up 0.6% and the Shenzhen index up 1.2%.  U.S. equity index futures are signaling a higher open.   

 

Happy Monday!  We switched to daylight savings time on Sunday (a rather barbaric practice).  

Here is what we are watching this morning: 

 

Scrambling on Korea talks: Weekend reporting made it clear that the president agreed to talks 

on his own without consulting staff.  The normal protocol is for advisors to the president to meet 

with officials of the other nation, hammer out a deal or at least topics for leader discussion and 

then the leaders meet.  That way, the odds of a successful meeting are high.  This meeting is in 

reverse; the president agreed to a meeting but it is unclear exactly what will be discussed.  Yes, 

both the U.S. and North Korea have long-standing goals—North Korea wants a peace treaty and 

security guarantees, while the U.S. wants denuclearization—but there hasn’t been any real 

discussion about how to achieve these measures.  For example, North Korea probably wants a 

peace treaty that will include the removal of U.S. troops from the peninsula.  Denuclearization 

without inspections isn’t realistic.  Thus, we currently have talks promised without an agenda.  

More to come, obviously… 

 

NEC Chair: Shahira Knight has signaled she doesn’t want the job.  Chris Liddell has emerged 

as the front-runner.  He is a former Microsoft (MSFT, 96.54) and General Motors (GM, 37.84) 

executive who has close ties to Jared Kushner.  Kevin Warsh, the former Fed governor, has also 

been mentioned and Peter Navarro is also offering his services.  It should be noted the WSJ 

editorial board is critical of Liddell, suggesting he isn’t high profile enough or strong on free 

trade.1  Expect more drama on this appointment; however, financial markets probably won’t care 

all that much unless Navarro is selected—that decision would be taken as bearish. 

 

Iran nuclear deal in trouble?  Axios2 is reporting that the president indicated to Israeli PM 

Netanyahu that the U.S. will pull out of the Iranian nuclear deal if major changes are not made.  

According to this report, the U.S. has told European negotiators they have until May 12 to fix the 

deal or face U.S. withdrawal.  If the deal falls apart, look for Iran to make a dash for a bomb.  At 

                                                 
1 https://www.wsj.com/articles/a-not-so-liddell-problem-1520802951  
2 https://www.axios.com/trump-said-us-will-leave-iran-deal-netanyahu-d9672407-6d18-4978-a08b-
3051484b1486.html  
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worst, this leads to a U.S. or Israeli air campaign against Iranian nuclear sites.  At best, it sets off 

a nuclear arms race in the Middle East.  The Iran nuclear deal is far from perfect but it does 

appear to have frozen Iran’s nuclear program.  Given that Iran hasn’t really seen any 

improvement in its economy since the agreement, Tehran may conclude it is better off without a 

deal.  If the deal fails, we view it as bullish for oil prices. 

 

Saudi IPO postponed: According to the FT,3 the Saudi Aramco IPO won’t come to market this 

year but in 2019 at the earliest.  Apparently, the delay is due to the fact that CP Salman wants a 

$2.0 trillion valuation and company executives are struggling to achieve this number.  In a 

related report, the WSJ4 is reporting there is a pricing policy difference between Saudi Arabia 

and Iran.  The former wants oil prices in excess of $70 per barrel (Brent), while Iran wants a 

price closer to $60.  This is an interesting role reversal; historically, Iran has been a price hawk, 

wanting to maximize revenue, while Saudi Arabia has been a moderating force, worried that high 

prices induce demand destruction.  We believe Saudi Arabia needs that higher price to (a) 

balance its fiscal budget, and (b) improve the valuation for the Saudi Aramco IPO.  We remain 

bullish oil until the Saudi IPO prices; after that, we will need to see if Saudi Arabia’s market 

share policy changes. 

 

Trade talk: The president continues to make trade threats, this time targeting German luxury 

automakers.5  Interestingly enough, both BMW (EUR 85.46) and Mercedes-Benz (EUR 68.33) 

have extensive U.S. production and thus may not be all that affected by the tariff.  So far, 

financial markets are taking the stance that the talk is more aggressive than the reality.  Still, we 

view trade impediments as a serious threat to the financial markets because they would raise 

structural inflation, which would tend to depress P/Es and raise interest rates by boosting 

inflation fears. 

 

Abe scandal: In February 2017, Moritomo Gakuen, an ultra-nationalist school developer, 

acquired land in Osaka for ¥134 mm, about 10% of its appraised value.  Gakuen’s schools 

reportedly use texts from the Imperial era as part of the curriculum, a practice outlawed by the 

U.S. during occupation.  Although the administration has denied the reports, the principal of the 

school has indicated that the PM’s wife gave him a gift of ¥1.0 mm.  By itself, the donation isn’t 

illegal but Abe could be in trouble if he is found to have misled parliament.  Further 

investigations have revealed that 14 alterations were made to documents by the finance ministry 

surrounding the aforementioned land sales and are threatening to engulf Taro Aso, the finance 

minister.  The LDP is holding leadership meetings this autumn and Abe may not be able to hold 

his position if the scandal continues.  If Abe is ousted, Abenomics goes with him and we would 

expect the JPY to appreciate.  

 

 

                                                 
3 https://www.ft.com/content/62fa88b0-21f4-11e8-9a70-08f715791301  
4 https://www.wsj.com/articles/opec-divided-on-the-right-price-for-oil-
1520769600?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=t
op-stories  
5 https://www.ft.com/content/6bbd9e74-2546-11e8-b27e-cc62a39d57a0?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  

https://www.ft.com/content/62fa88b0-21f4-11e8-9a70-08f715791301
https://www.wsj.com/articles/opec-divided-on-the-right-price-for-oil-1520769600?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top-stories
https://www.wsj.com/articles/opec-divided-on-the-right-price-for-oil-1520769600?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top-stories
https://www.wsj.com/articles/opec-divided-on-the-right-price-for-oil-1520769600?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosgenerate&stream=top-stories
https://www.ft.com/content/6bbd9e74-2546-11e8-b27e-cc62a39d57a0?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/6bbd9e74-2546-11e8-b27e-cc62a39d57a0?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
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U.S. Economic Releases 

 

There were no economic releases prior to the publication of this report.  The table below shows 

the economic releases scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

14:00 Monthly Budget Statement m/m feb -$216.0 bn -$192.0 bn **
Fed speakers or events

Economic Releases

No speakers or events scheduled  
 

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 BSI Large All Industry q/q 1q 3.3 6.2 ** Equity and bond neutral

BSI Large All Manufacturing q/q 1q 2.9 9.7 ** Equity and bond neutral

Machine Tools y/y feb 39.5% 48.8% ** Equity and bond neutral

Australia Credit Card Purchases y/y jan A$26.5 bn A$27.9 bn ** Equity and bond neutral

Credit Card Balances y/y jan A$51.6 bn A$52.9 bn ** Equity and bond neutral

EUROPE

Switzerland Total Sight Deposits m/m mar 575.9 bn 576.0 bn ** Equity and bond neutral

Domestic Sight Deposits m/m mar 464.3 bn 458.3 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) 209 207 2 Up

3-mo T-bill yield (bps) 164 164 0 Neutral

TED spread (bps) 45 44 1 Neutral

U.S. Libor/OIS spread (bps) 165 165 0 Up

10-yr T-note (%) 2.89 2.89 0.00 Up

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

EUR/USD 3-mo swap (bps) 28 29 -1 Down

Currencies Direction

dollar down Down

euro flat Up

yen up 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 $65.18 $65.49 -0.47%

WTI $61.81 $62.04 -0.37%  

Natural Gas $2.75 $2.73 0.55%

Crack Spread $17.38 $17.46 -0.49%

12-mo strip crack $16.70 $16.83 -0.73%

Ethanol rack $1.55 $1.55 -0.01%

Gold $1,316.12 $1,323.93 -0.59%

Silver $16.45 $16.59 -0.82%

Copper contract $311.75 $313.60 -0.59%

Corn contract 388.75$       390.50$       -0.45%

Wheat contract 483.50$       489.25$       -1.18%

Soybeans contract 1,038.00$    1,039.25$   -0.12%

Baltic Dry Freight 1201 1197 4

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

the country, with warmer temperatures in the eastern region of the country.  Precipitation is 

expected for most of the country. 
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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.  
 

March 9, 2018 
 

Last year, we introduced an indicator of the basic health of the economy and added it to the 

many charts we monitor in gauging 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.   
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This chart shows the results of the indicator and the S&P 500 since 1995.  We have placed 

vertical lines at certain points when the indicator falls 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 provided an earlier bearish signal and also eliminated the false positives that the 

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

change approaches zero.   

 

What does the indicator say now?  The economy is healthy and currently supportive for equity 

markets.  Future market performance is likely to be more affected by the P/E multiple rather than 

earnings, which are dependent on economic growth.  The P/E is mostly a function of interest 

rates and inflation, although there is also an element of sentiment to the ratio.  For now, we 

expect the multiple to remain elevated but the risk of contraction will grow over time, especially 

if inflation worries increase.  We will have more to say on this issue in the coming weeks. 

 

 
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 3/9/2018 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 3/9/2018 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 
 

March 8, 2018 
 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM 4Q TRAILING P/E
P

/E

Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 3/7/2018 = 20.8x

 
 

Based on our methodology,6 the current P/E is 20.8, unchanged from last week.  Earnings remain 

strong but the S&P remains elevated for the quarter, even with the recent correction.     

 
 

 
 
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 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 three actual quarters (Q2, Q3 and Q4) and one estimate (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. 


