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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 23, 2018—9:30 AM EDT]  Global equity markets are lower this morning.  The 

EuroStoxx 50 is down 1.4% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

2.6% from the prior close.  Chinese markets were lower, with the Shanghai composite down 

3.4% and the Shenzhen index down 4.5%.  U.S. equity index futures are signaling a higher open.   

 

It was a dark and stormy night for risk assets.  However, we are seeing glimmers of light in U.S. 

equity futures as they have recovered their overnight losses and have turned positive.  Here’s 

what we are watching: 

 

A budget deal: The budget deal passed Congress, meaning a shutdown was averted.  Along with 

it is a clear ending of austerity. 

 

 
 

This chart shows the contribution of government spending to GDP, smoothed with a three-year 

moving average.  This chart always comes as a surprise; this only measures what the government 

spends on goods and services.  Much of government spending is transfer payments which are 

captured by the consumption or investment sectors of the economy.  As the chart shows, we have 

only seen two other periods when government spending detracted from growth and both 

occurred during periods of military demobilization.  It is remarkable to see government spending 

reduce growth during a period of overall weak economic activity.  Much of this weakness was 
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due to falling state and local government revenues; these entities usually cannot deficit spend so, 

as revenue declined, so did their spending.  However, the federal government did not offset these 

declines due to the austerity policy of sequester.  That policy is clearly over.  Thus, government 

spending will now provide support for growth.  Of course, deficits will rise as well.  This will 

either lead to (a) a wider trade deficit, or (b) higher inflation.  [BREAKING: President Trump 

tweets he may veto the spending bill due to the lack of wall funding and the lack of 

resolution on DACA.  However, if there is a veto, the shutdown will likely be short and, if 

anything, more spending will be the result.] 

 

John Bolton: H.R. McMaster was ousted from his position as National Security Advisor, 

effective April 9, and will be replaced by John Bolton.  Bolton has extensive government 

experience and is a well-known policy hawk.  This is the president’s third National Security 

Advisor.  Michael Flynn left early in the term due to scandal, while the president and McMaster 

never got along and reports suggest that Tillerson and Mattis were not fond of McMaster.  

However, Bolton is an entirely different figure.  He is an experienced Washington hand who is 

well versed on how to use the apparatus of state to move policy.  He is on record calling for 

military action against both Iran and North Korea, and he supported the invasion of Iraq.  

Although much of the media is framing this decision as the president selecting a National 

Security Advisor who is more aligned with his views, it should be noted that the president’s 

positions are fluid while Bolton’s are quite consistent.  Thus, if talks with North Korea bring a 

thaw, it’s hard to imagine Bolton will like this outcome and he may be vocal in his opposition.  

Bolton and Trump do appear to be on the same page regarding Iran, which means the nuclear 

deal is clearly in danger and the Middle East could be heating up.  In response, we have seen oil 

and gold prices lift.   

 

Trade:  China announced token retaliation against the administration’s announced sanctions.  

Although trade policy is worrisome, we want to reiterate that, at least so far, the bark has been 

far worse than the bite.  We view what has transpired so far as warning shots across the bow 

rather than the onset of hostilities.  If everything the U.S. has announced is implemented, it will 

affect about 10% of China’s exports to the U.S. and 2% of its global exports.  That’s not to say 

what is happening isn’t important.  To some extent, targeting China probably signals the fact that 

the U.S. is no longer treating China as an emerging capitalist democracy but as a strategic 

competitor.  For the past three decades, the U.S. has allowed China to engage in openly 

mercantilist trade policies on the assumption that rising income would eventually force the CPC 

to democratize.  That assumption has mostly been proven false and now the U.S. has to fashion a 

new response to China.  This trade action by the administration will probably be seen by 

historians as the beginning of this process.   

 

The recent action in steel equities offers a cautionary tale of how difficult it is to position 

investments in this trade policy environment. 
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(Source: Bloomberg) 

 

This is a chart of the S&P steel sub-index.  Expectations of trade action lifted this group in 

February.  Since March 9, the index is down 12.1% as the administration exempted allies from 

the steel tariffs.  Clearly, it is hard to position for such policy uncertainty.   

 

U.S. Economic Releases 
 

February durable goods came in above expectations, rising 3.1% from the prior month compared 

to the forecast gain of 1.6%.  The prior report’s loss was revised from 3.6% to 3.5%.  Durables 

ex-transportation came in above expectations, rising 1.2% from the prior month compared to the 

forecast of 0.5%.  The prior report’s loss of 0.3% was revised to 0.2%.  Capital goods orders 

non-defense ex-air came in above expectations, rising 1.8% from the prior month compared to 

the forecast gain of 0.9%.  The prior month’s loss of 0.3% was revised to 0.4%.  Capital goods 

shipments non-defense ex-air came in above expectations at 1.4% from the prior month 

compared to the forecast rise of 0.5%.  The prior report’s loss of 0.1% was revised to a gain of 

0.1%. 

 



 

 

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

www.confluenceinvestment.com 

 4 

 
 

The chart above shows the annual change in new durable goods orders and shipments.  Annually, 

new orders rose by 8.9%, shipments rose by 6.8%, unfilled orders rose by 2.3% and inventories 

rose by 4.5%. 

 

We also note that non-defense capital goods orders remain firm. 

 

 
 

The table below shows the economic releases scheduled for the rest of the day.  
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EDT Indicator Expected Prior Rating

10:00 New Home Sales m/m feb 620k 593k ***

10:00 New Home Sales m/m feb 4.6% -7.8% **
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 National CPI m/m feb 1.5% 1.4% 1.5% *** Equity and bond neutral

National CPI ex Fresh Food m/m feb 1.0% 0.9% 1.0% *** Equity and bond neutral

National CPI ex Fresh Food, Energy y/y feb 0.5% 0.4% 0.5% *** Equity and bond neutral

Japan buying foreign bonds y/y feb ¥0.854 tn ¥1.090 tn * Equity and bond neutral

Japan buying foreign stocks y/y feb -¥0.386 tn -¥0.023 tn * Equity and bond neutral

Foreign buying Japan bonds y/y feb -¥0.352 tn ¥0.486 tn * Equity and bond neutral

Foreign buying Japan stocks m/m feb -¥1.153 tn -¥0.432 tn * Equity and bond neutral

EUROPE

France Wages q/q 4q 0.2% 0.1% 0.1% ** Equity and bond neutral

Russia Money Supply Narrow Def m/m mar 9.68 tn 9.63 tn ** 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) 227 225 2 Up

3-mo T-bill yield (bps) 168 169 -1 Neutral

TED spread (bps) 59 56 3 Neutral

U.S. Libor/OIS spread (bps) 172 171 1 Up

10-yr T-note (%) 2.83 2.83 0.00 Up

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

EUR/USD 3-mo swap (bps) 10 9 1 Down

Currencies Direction

dollar down Down

euro up Up

yen up Up

pound up Up

franc flat Neutral

Central Bank Action Current Prior Expected

Key Rate 7.250% 7.500% 7.250% On forecast

BOE Bank Rate 0.500% 0.500% 0.500% On forecast

BOE Asset Purchase Target 435 bn 435 bn 435 bn On forecast

BOE Corporate Bond Target 10 bn 10 bn 10 bn 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. 
 

Price Prior Change Explanation

Brent $69.11 $68.91 0.29%

WTI $64.54 $64.30 0.37%  

Natural Gas $2.61 $2.62 -0.27%

Crack Spread $19.97 $20.13 -0.79%

12-mo strip crack $18.55 $18.68 -0.71%

Ethanol rack $1.56 $1.55 0.21%

Gold $1,341.50 $1,329.03 0.94% Weaker Dollar

Silver $16.53 $16.39 0.86%

Copper contract $301.20 $302.00 -0.26%

Corn contract 370.75$       376.00$       -1.40%

Wheat contract 448.25$       455.75$       -1.65%

Soybeans contract 1,014.25$    1,029.75$   -1.51%

Baltic Dry Freight 1117 1117 0

Actual Expected Difference

Crude (mb) -2.6 3.4 -6.0

Gasoline (mb) -1.7 -2.5 0.8

Distillates (mb) -2.0 -2.0 0.0

Refinery run rates (%) 1.70% -0.40% 2.1%

Natural gas (bcf) -86.0 -93.0 7.0

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 most of 

the country, with warmer temperatures in the southeastern region.  Precipitation is expected for 

the eastern half 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 23, 2018 
 

Last week, the Federal Reserve published its Financial Accounts of the United States report, 

formerly known as the Flow of Funds report.  The report is a storehouse of important financial 

information.  In this most recent report, a few things emerged that raised concerns.  The first 

issue is net saving.  Net saving is a macroeconomic identity; for every sector that saves, some 

other sector must dissave so the four major sectors of the economy—business, households, 

government and foreign—balance to zero each quarter.   
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The chart on the left shows the four major sectors.  Household saving is income less 

consumption, business saving is revenue less investment, government saving is taxes less 

spending and the foreign sector is the inverse of the current account.  All the data are scaled by 

GDP.  Business saving vacillates between saving and dissaving; when businesses dissave, it 

means their investment exceeds their income and they are using the capital markets for funding.  

This chart shows important long-term trends in the economy; household saving peaked in the 

mid-1970s and fell steadily into the Great Financial Crisis, with dissaving in 2004-05.  Foreign 

saving (a larger trade deficit) became common during the 1980s and has remained elevated ever 

since.  To accommodate the foreign saving, either government or the private sector has lowered 

saving rates.  

 

The chart on the right shows a rather disturbing development—a sharp drop in household saving 

and a commensurate rise in business saving.  It isn’t clear what exactly caused households to 

lower their saving, but it could be that households were anticipating the tax cut and increased 

their spending.  It’s also not clear why businesses boosted saving.  In general, rising business 

saving comes at the expense of lower investment.  One quarter’s data doesn’t make a trend, but if 

this pattern persists it would suggest lower future household consumption (eventually, the lack of 

saving undermines spending) and a decline in investment.  Given that government dissaving is 
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poised to rise and the president wants to impede trade, the domestic private sector would be 

called upon to fund the public deficit.  That development would likely lead to slower growth. 

 

The second issue shown in the recent report is that household deleveraging appears to have 

ended in Q4. 
 

 
 

This chart shows household debt as a percentage of after-tax income.  Although this ratio 

stabilized in 2016, it rose this quarter to its highest level since Q4 2014.  Although not a major 

increase, the trend is disturbing because we doubt households have much additional debt 

capacity. 
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The two upper lines in this chart show the household financial obligations ratio, which includes 

debt payments plus auto leasing payments, rent, property taxes and homeowners insurance 
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relative to after-tax income, and the household debt service ratio, which is just debt service 

(mortgage and consumer credit) relative to after-tax income.  The lower line on the chart shows 

the difference between the two ratios.  Both ratios have been rising but the financial obligations 

ratio has been increasing faster, likely reflecting higher rent payments.  The difference, which 

has distributional effects, is now at record levels.  The other concern is that both ratios are rising 

at the same time as tightening monetary policy.  Rising interest rates coupled with higher levels 

of debt will likely mean rising debt obligations, which will eventually weaken consumption. 

 

While our analysis of the economic data still suggests a recession won’t happen this year, the 

trends in some series do suggest the cycle is aging and the potential is rising for a slowdown in 

2019.  We continue to monitor the data closely as this year unfolds. 
 

 
 

 

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 3/22/2018 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 3/22/2018 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 22, 2018 
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P/E as of 3/21/2018 = 20.7x

 
 

Based on our methodology,1 the current P/E is 20.7, down 0.1x from last week.  Earnings remain 

strong and recent weakness in the S&P led to the modest drop 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. 

                                                 
1 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. 


