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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 20, 2019—9:30 AM EDT]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.7% from the last close.  In Asia, the MSCI Asia Apex 50 

was down 0.1% from the prior close.  Chinese markets were mixed, with the Shanghai composite 

remaining unchanged and the Shenzhen index down 0.3%.  U.S. equity index futures are 

signaling a flat open.   
 

Happy Fed Day!  The FOMC finishes its meeting today.  Other than that, markets are very quiet.  

Here is what we are watching this morning: 

 

The FOMC: As we noted on Monday, the financial markets have the Fed on hold for the 

foreseeable future.  This is a quarterly meeting, so we will get dots; the financial markets will be 

looking to see if their position on steady policy is confirmed by the committee.  There are also 

expectations that the Fed will establish a terminal level for the balance sheet.  While we continue 

to have doubts that the balance sheet matters all that much (excess reserves sit idle on bank 

balance sheets, earning just below fed funds), it will matter psychologically.  The market hopes 

QT ends in the fall.  We would expect a modest downgrade in economic expectations and no 

change in the inflation target.1  We do have one concern about today’s meeting—expectations 

have turned so dovish that there is almost no chance of a bullish surprise and any hint of worry 

about inflation or disappointment on the balance sheet could lead to a bearish reaction.  It’s not a 

long-term issue, but it could affect today’s trade. 

 

Kazakhstan: Nursultan Nazarbayev, the only president in the 28-year history of the country, 

announced his resignation yesterday.2  Although he had indicated he was planning to resign at 

some point, his signals were generally ignored given that he is in good health.  At the same time, 

the news isn’t all it seems.  Nazarbayev intends to maintain control over the security apparatus, 

meaning the next president will not have the same degree of control.  Kazakhstan has a resource-

dependent economy; oil represents about 35% of the country’s GDP and 75% of its exports.  The 

currency has steadily depreciated during Nazarbayev’s reign, with a large drop in 2015 as oil 

prices fell. 

 

                                                 
1 For our take on the inflation target issue, see the Asset Allocation Weekly (3/8/19). 
2 https://www.ft.com/content/7bff2594-4ab8-11e9-8b7f-d49067e0f50d  
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Geopolitically, Kazakhstan faces two major threats, Russia and Uzbekistan.  Russia likes to keep 

its former Soviet regions under control (see Belarus, Georgia and Ukraine as examples), and 

Uzbekistan has the largest population of any of the “stan” nations.  Recent regulatory changes in 

Uzbekistan, which make foreign investing easier, are lifting the Uzbek economy and may pose a 

threat to Kazakhstan’s economic dominance of the former Soviet “stan” states.   

 

Nazarbayev has stayed in power by balancing various powerful factions within Kazakhstan, 

including the head of the energy sector and the security forces.  He is expected to promote the 

status of family members in the transition.3  As long as Nazarbayev remains active in the 

country’s political system, Kazakhstan will remain stable.  However, once he exits the scene, a 

period of instability is likely.   

 

Brexit: PM May’s plan to keep running her Brexit deal in front of MPs until they blinked was 

scotched by Speaker Bercow yesterday.  May announced she would see a 90-day extension 

simply to avoid a chaotic exit.  May’s government is trying to determine how to get around 

Bercow’s decision.  They could ask MPs to secure a majority and ask Bercow to allow for a third 

vote.  Although we expect Bercow to allow another vote in the face of a majority, it isn’t obvious 

that May can muster one.  May could end this parliamentary session and call another one.  Or, 

the Queen could prorogate the current parliament and bring a new session.  All these outcomes 

are possible, but long shots.  The market’s take is that an extension will occur but, with the 

deadline looming in a mere nine days, the chances of a hard break are still active. 

 

Chinese debt defaults: China’s private sector debt defaults jumped in 2018 to $23.8 bn, up 

fourfold from 2017.4  Although the increase is a bit jarring, total non-financial corporate debt is 

around $13.0 trillion, so the amount, on its own, is clearly manageable.  However, credit quality 

                                                 
3 https://www.ft.com/content/beeb26dc-4af9-11e9-8b7f-d49067e0f50d  
4 https://www.cnbc.com/2019/03/20/chinese-companies-had-record-amount-of-corporate-bond-defaults-in-
2018.html  

https://www.ft.com/content/beeb26dc-4af9-11e9-8b7f-d49067e0f50d
https://www.cnbc.com/2019/03/20/chinese-companies-had-record-amount-of-corporate-bond-defaults-in-2018.html
https://www.cnbc.com/2019/03/20/chinese-companies-had-record-amount-of-corporate-bond-defaults-in-2018.html
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in China remains a concern because the government tends to foster growth levels that require 

increasing levels of debt.   

 

Japan downgrades economy: Japan downgraded its assessment of the economy for the first 

time in three years, citing the U.S./China trade dispute.5  Global growth has been slowing and 

Japan’s announcement simply confirms the weakness. 

 

U.S. Economic Releases 
 

MBA applications rose 1.6% from the prior week.  Purchases and refinancing rose by 0.3% and 

3.5%, respectively.  The average 30-year fixed rate fell by 9 bps from 4.64% to 4.55%. 

 

The table below lists the Fed events scheduled for the rest of the day. 
 

EST Speaker or event

14:00 Federal Reserve Releases Beige Book

14:00 Interest Rate on Excess Reserves Federal Reserve Board

District or position

Federal Reserve Board

Economic Releases

 No economic releases today

Fed speakers or events

 
 

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.  
 

                                                 
5 https://www.reuters.com/article/us-japan-economy-report/japan-government-downgrades-economy-view-as-u-
s-china-trade-war-bites-
idUSKCN1R10SD?stream=business&utm_campaign=newsletter_axiosmarkets&utm_medium=email&utm_source=
newsletter  

https://www.reuters.com/article/us-japan-economy-report/japan-government-downgrades-economy-view-as-u-s-china-trade-war-bites-idUSKCN1R10SD?stream=business&utm_campaign=newsletter_axiosmarkets&utm_medium=email&utm_source=newsletter
https://www.reuters.com/article/us-japan-economy-report/japan-government-downgrades-economy-view-as-u-s-china-trade-war-bites-idUSKCN1R10SD?stream=business&utm_campaign=newsletter_axiosmarkets&utm_medium=email&utm_source=newsletter
https://www.reuters.com/article/us-japan-economy-report/japan-government-downgrades-economy-view-as-u-s-china-trade-war-bites-idUSKCN1R10SD?stream=business&utm_campaign=newsletter_axiosmarkets&utm_medium=email&utm_source=newsletter
https://www.reuters.com/article/us-japan-economy-report/japan-government-downgrades-economy-view-as-u-s-china-trade-war-bites-idUSKCN1R10SD?stream=business&utm_campaign=newsletter_axiosmarkets&utm_medium=email&utm_source=newsletter
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Machine Tool Orders y/y feb -29.3% -29.3% ** Equity and bond neutral

Convenience Store Sales y/y feb 2.0% 0.8% ** Equity and bond neutral

Australia Westpac Leading Index m/m feb 0.0% 0.0% ** Equity and bond neutral

Skilled Vacancies m/m feb -0.9% 1.3% ** Equity and bond bearish

New Zealand BoP Current Account Balance q/q 4q -3.256 bn -6.149 bn -3.550 bn ** Equity bullish, bond bearish

Current Account GDP Ratio ytd 4q -3.7% -3.6% -3.9% *** Equity bullish, bond bearish

EUROPE

Germany PPI y/y feb 2.6% 2.6% 2.9% ** Equity bullish, bond bearish

UK CPI m/m feb 1.9% 1.8% 1.8% *** Equity and bond neutral

CPI Core m/m feb 1.8% 1.9% 1.9% *** Equity and bond neutral

RPI m/m feb 2.5% 2.5% 2.5% ** Equity and bond neutral

PPI Input m/m feb 3.7% 2.9% 4.1% ** Equity and bond neutral

PPI Output m/m feb 2.2% 2.1% 2.2% ** Equity and bond neutral

House Price Index y/y jan 1.7% 2.5% 2.4% ** Equity and bond neutral

Switzerland Exports Real m/m feb 1.3% 0.6% ** Equity and bond neutral

Imports Real m/m feb -3.0% 4.8% ** Equity and bond neutral

Swiss Watch Exports y/y feb 3.4% 0.2% ** Equity and bond neutral

Russia PPI y/y feb 9.0% 9.5% 8.9% ** 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) 263 261 2 Up

3-mo T-bill yield (bps) 239 239 0 Neutral

TED spread (bps) 24 22 2 Neutral

U.S. Libor/OIS spread (bps) 240 240 0 Up

10-yr T-note (%) 2.60 2.61 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) 8 8 0 Down

Currencies Direction

dollar up Neutral

euro flat Up

yen down Neutral

pound down Neutral

franc flat Neutral

Central Bank Action Current Prior Expected

FOMC  Rate Decision (Upper Bound) 2.500% 2.500% On forecast

FOMC  Rate Decision (Lower Bound) 2.250% 2.250% On forecast

Interest Rate on Excess Reserves 2.400% 2.400% On forecast

Selic Rate 6.500% 6.500% On forecast  
 

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 $67.29 $67.61 -0.47%

WTI $58.39 $59.03 -1.08%  

Natural Gas $2.86 $2.87 -0.49%  

Crack Spread $22.01 $21.80 0.97%

12-mo strip crack $17.57 $17.45 0.65%

Ethanol rack $1.49 $1.49 0.07%

Gold $1,304.67 $1,306.56 -0.14%

Silver $15.32 $15.37 -0.31%

Copper contract $292.20 $292.30 -0.03%

Corn contract 371.25$       371.25$       0.00%

Wheat contract 456.75$       456.50$       0.05%

Soybeans contract 902.00$       904.00$       -0.22%

Baltic Dry Freight 712 721 -9

Actual Expected Difference

Crude (mb) 2.0

Gasoline (mb) -2.5

Distillates (mb) -1.2

Refinery run rates (%) 0.40%

Natural gas (bcf) -54.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show cooler temperatures for most 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 15, 2019 
 

The Financial Accounts of the United States, formerly known as the Flow of Funds Report, was 

released last week.  It is a plethora of information about the state of the economy.  Below we 

discuss the charts we find most noteworthy. 

 

First, here is the saving balance by sector. 
 

-8

-4

0

4

8

12

-15 

-10 

-5 

0 

5 

10 

50 55 60 65 70 75 80 85 90 95 00 05 10 15

BUSINESS HOUSEHOLDS

GOVERNMENT FOREIGN

NET SAVING BY ECONOMIC SECTOR

Sources: Haver Analytics, CIM

(as % of GDP)

%
 G

D
P

%
 G

D
P

 
 

The tax cut has led to an increase in business saving and a wider fiscal deficit.  Household and 

foreign saving was essentially unchanged.  We are watching to see if the administration’s trade 

policy reduces the trade deficit; if it does, then foreign saving, the inverse of the trade deficit, 

will decline and require higher saving from the other three sectors to offset that saving decline. 

 

Second, the share of national income going to capital and labor were mostly stable. 
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Since the end of communism in the early 1990s, capital has been taking a steadily larger share of 

national income.  In each expansion, the capital share has made a higher peak.   

 

Third, the drop in equity markets adversely affected household net worth. 
 

 
 

Net worth relative to after-tax income took a dive in Q4; the recent recovery in equity markets 

should reverse this dip, but we do note that in previous cycles such declines tended to signal that 

the business cycle was coming to a close. 
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Fourth, owners’ equity in real estate finally reached 60%, a level which we consider normal.  

This was the level the market was at pre-1995, when the government eased the rules on home 

ownership.  During the real estate crisis, equity plunged as falling home prices collided with 

excessive mortgage debt.  From a financial perspective, this suggests the residential real estate 

market has overcome the trauma of the Great Financial Crisis.6 
 

 
 

Finally, household deleveraging is continuing, although the pace has slowed. 
 

 
 

                                                 
6 This is only true for the financial system.  Many communities are still struggling with the aftermath of the crisis. 
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This chart shows household debt as a percentage of after-tax income.  From the early 1980s into 

2005, household debt rose steadily.  The Great Financial Crisis led households to lower their 

debt levels relative to income.  Although there is no generally accepted level that signals when 

deleveraging has been achieved (we would prefer around 80%), the continued decline is both 

good and bad.  It is good because the reduction in debt is supportive for household balance 

sheets.  However, growth will tend to be slower during periods of deleveraging. 

 

Overall, the report does show the tax bill affected business saving and government dissaving.  

The recent market decline was reflected in the slide in household net worth.  Capital is still 

gaining on labor; the housing market is now on a more solid footing compared to a decade ago.  

And, household balance sheets are improving.  Overall, we view the report as consistent with 

steady, slow growth. 

 

 

 

 
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 3/19/2019 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 3/19/2019 close) 
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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 
 

March 14, 2019 
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P/E as of 3/13/2019 = 17.7x

 
 

Based on our methodology,7 the current P/E is 17.7x, up 0.2x from last week.  The rise in the P/E 

was due to declining earnings estimates.     

 
 
 
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. 

                                                 
7 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. 


