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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 27, 2019—9:30 AM EDT]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is down 0.3% from the last close.  In Asia, the MSCI Asia Apex 50 was up 

0.1% from the prior close.  Chinese markets were up, with the Shanghai composite up 0.9% and 

the Shenzhen index also up 0.9%.  U.S. equity index futures are signaling a lower open.   
 

Equities are modestly lower in a quiet news environment.  The big story remains in the long end 

of the yield curve as the 10-year T-note yield falls below 2.40%.  Here is what we are watching 

this morning: 

 

Why are bonds rallying?  We suspect there are two factors sending yields lower.  First, 

expectations toward monetary policy have flipped.  The market expects the next move by the 

FOMC will be to lower rates.  Stephen Moore, the president’s most recent nominee for Fed 

governor, is calling for an immediate rate cut of 50 bps.  Although none of his future colleagues 

are supporting him (so far), assuming he is confirmed, he will be a consistent voice in favor of 

rate cuts.  It should be noted there is an international element to this trend.  ECB President 

Draghi indicated today that his bank is prepared to support the Eurozone economy by delaying 

policy tightening.1  Second, there are growing fears that the economy is not only slowing but 

may be stumbling.  With inflation low and economic data weak, there is an incentive for safety 

assets.  To some extent, the rally in bonds is starting to look like a momentum trade, which 

probably means it’s getting overdone.  Reversing the rally will require improved economic data. 

 

Brexit: The “indicative voting” process begins today and will likely continue into tomorrow.2  

Sixteen different proposals are being considered.  None are binding on the government; however, 

if any get overwhelming support (which isn’t likely) then PM May would be forced to either 

support the proposal or resign.  Champions of Brexit are coming to the realization that May’s 

plan may be the best they can get, so there has been some talk of simply accepting the May 

plan.3  Overall, we doubt anything definitive comes out of this process; if we are correct, the 

odds of a long delay are increasing. 

 

Bouteflika out?  The current president of Algeria appears to be losing support of the military.  

The army chief of staff, Gen. Ahmed Salah, is now openly calling for the president to be 

                                                 
1 https://www.cnbc.com/2019/03/27/ecb-president-mario-draghi.html  
2 https://www.ft.com/content/03c149f2-4f01-11e9-9c76-
bf4a0ce37d49?emailId=5c9b0c3905985700040ff276&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
3 https://www.ft.com/content/097b854c-4fb5-11e9-9c76-
bf4a0ce37d49?emailId=5c9b0c3905985700040ff276&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
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removed.4  Bouteflika has suffered a series of strokes and is, by most accounts, incapacitated.  

So, if the military has decided that he is finished then it probably means the end is near.  A 

peaceful transfer of power in Algeria is important; the country is a member of OPEC and a 

significant supplier of natural gas to Europe.   

 

An update: Earlier this month, we reported that a shadowy dissident group had broken into 

North Korea’s embassy in Madrid as President Trump and Chairman Kim Jong-un were meeting 

in Hanoi.  Apparently, the leader of the “operation,” a Mexican national living in the U.S., 

Adrian Hong Chang, fled to Portugal after the raid and flew back to the U.S.  An American, Sam 

Ruy, was also involved.  Spanish officials have issued international arrest warrants for both men.  

According to reports, the group has offered materials seized in the raid to the FBI.  U.S. security 

officials have declined to comment.5   

 

Turkey and the lira shorts: In the run-up to elections, Turkey has sent overnight interest rates 

to nosebleed levels, around 300%, to punish currency shorts.  To short a currency, a trader 

essentially borrows in the currency he is shorting.  The high interest rates are making shorting 

really expensive, reducing the attractiveness of such activity.  Obviously, it will be impossible to 

continue such high interest rates indefinitely.  At some point, those overnight rates will begin to 

affect other areas of the Turkish yield curve.  But, in the short run, the move will stabilize the 

lira, which has been under pressure recently.6 

 

The return of the exurbs: The WSJ reports that housing development away from urban centers 

has been showing signs of life, adding to evidence that the housing market is continuing to 

recover.7  The article suggests that even younger buyers, who up until now have opted for urban 

rental property, are following the path of their parents and grandparents and moving out of the 

cities for cheaper housing after starting families.   

 

U.S. Economic Releases 
 

MBA mortgage applications rose 8.9% from the prior week.  Purchases and refinancing are up 

6.4% and 12.4%, respectively.  The average 30-year fixed rate fell by 10 bps from 4.55% to 

4.45%.  

 

The January trade deficit came in narrower than expected at $51.1 bn compared to the forecast of 

$57.0 bn.  The prior report’s deficit was revised to $59.9 bn from $59.8 bn.   

 

                                                 
4 https://www.nytimes.com/2019/03/26/world/africa/algeria-army-president-
bouteflika.html?emc=edit_fd_20190327&nl=&nlid=567726720190327&te=1  
5 https://www.nytimes.com/2019/03/26/world/europe/spain-north-korea-embassy-
attack.html?utm_source=POLITICO.EU&utm_campaign=ee67c38c08-
EMAIL_CAMPAIGN_2019_03_27_05_51&utm_medium=email&utm_term=0_10959edeb5-ee67c38c08-190334489  
6 https://finance.yahoo.com/news/turkish-lira-swap-rates-erupt-095606557.html  
7 https://www.wsj.com/articles/a-decade-after-the-housing-bust-the-exurbs-are-back-
11553610771?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top  

https://www.nytimes.com/2019/03/26/world/africa/algeria-army-president-bouteflika.html?emc=edit_fd_20190327&nl=&nlid=567726720190327&te=1
https://www.nytimes.com/2019/03/26/world/africa/algeria-army-president-bouteflika.html?emc=edit_fd_20190327&nl=&nlid=567726720190327&te=1
https://www.nytimes.com/2019/03/26/world/europe/spain-north-korea-embassy-attack.html?utm_source=POLITICO.EU&utm_campaign=ee67c38c08-EMAIL_CAMPAIGN_2019_03_27_05_51&utm_medium=email&utm_term=0_10959edeb5-ee67c38c08-190334489
https://www.nytimes.com/2019/03/26/world/europe/spain-north-korea-embassy-attack.html?utm_source=POLITICO.EU&utm_campaign=ee67c38c08-EMAIL_CAMPAIGN_2019_03_27_05_51&utm_medium=email&utm_term=0_10959edeb5-ee67c38c08-190334489
https://www.nytimes.com/2019/03/26/world/europe/spain-north-korea-embassy-attack.html?utm_source=POLITICO.EU&utm_campaign=ee67c38c08-EMAIL_CAMPAIGN_2019_03_27_05_51&utm_medium=email&utm_term=0_10959edeb5-ee67c38c08-190334489
https://finance.yahoo.com/news/turkish-lira-swap-rates-erupt-095606557.html
https://www.wsj.com/articles/a-decade-after-the-housing-bust-the-exurbs-are-back-11553610771?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.wsj.com/articles/a-decade-after-the-housing-bust-the-exurbs-are-back-11553610771?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
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The chart above shows the trade balance.  The U.S. trade deficit can be partially attributed to 

lower imports from China in January.  It appears that companies may have boosted imports in 

December in order to shore up their inventories before additional tariffs, which were never 

realized, were imposed onto Chinese goods.  President Trump had threatened to impose 

additional tariffs on Chinese goods if a deal was not complete by January 1.  Following an 

agreement to purchase more agricultural goods, President Trump decided not to impose the 

additional tariffs.  As a result, there was also a small jump in exports. 
 

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

EDT Indicator Expected Prior Rating

10:00 Current Account Balance q/q 4q -$130.0 bn -$124.8 bn **

EST Speaker or event

19:00 Esther George Speaks to Money Marketeers of New York President of the Federal Reserve Bank of Kansas City

Fed speakers or events

Economic Releases

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

EUROPE

France Consumer Confidence m/m mar 96 95 95 *** Equity and bond neutral

PPI y/y feb 2.1% 1.4% ** Equity and bond bearish

Italy Consumer Confidence m/m mar 111.2 112.4 112.5 *** Equity and bond neutral

Manufacturing Confidence m/m mar 100.8 101.7 101.4 ** Equity bearish, bond bullish

Economic Sentiment m/m mar 99.2 98.3 ** Equity and bond neutral

UK CBI Retailing Reported Sales m/m mar -18 0 4 ** Equity and bond bearish

CBI Total Dist. Reported Sales m/m mar -6 14 ** Equity and bond neutral

Switzerland Credit Suisse Survey Expectations m/m mar -26.9 -16.6 ** Equity and bond bearish

AMERICAS

Mexico Retail Sales y/y jan 1.9% -3.2% 2.0% ** Equity and bond neutral

Canada Bloomberg Nanos Confidence m/m mar 55.4 55.2 ** Equity and bond neutral

Brazil IBGE Inflation m/m mar 4.2% 3.7% 4.2% ** 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) 261 261 0 Up

3-mo T-bill yield (bps) 240 241 -1 Neutral

TED spread (bps) 21 20 1 Neutral

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

10-yr T-note (%) 2.38 2.42 -0.04 Neutral

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

EUR/USD 3-mo swap (bps) 13 15 -2 Down

Currencies Direction

dollar flat Neutral

euro up Up

yen up Neutral

pound up Neutral

franc flat Neutral

Central Bank Action Current Prior Expected

RBNZ Official Cash Rate 1.750% 1.750% 1.750% 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 $68.02 $67.97 0.07%

WTI $59.66 $59.94 -0.47%  

Natural Gas $2.72 $2.74 -0.80%  

Crack Spread $21.19 $21.19 0.00%

12-mo strip crack $17.34 $17.41 -0.42%

Ethanol rack $1.52 $1.52 -0.01%

Gold $1,317.18 $1,315.71 0.11%

Silver $15.40 $15.43 -0.22%

Copper contract $285.55 $285.40 0.05%

Corn contract 374.75$       377.25$       -0.66%

Wheat contract 470.00$       469.25$       0.16%

Soybeans contract 897.25$       900.75$       -0.39%

Baltic Dry Freight 683 689 -6

Actual Expected Difference

Crude (mb) -3.0

Gasoline (mb) -3.0

Distillates (mb) -0.5

Refinery run rates (%) 0.50%

Natural gas (bcf) -44.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer temperatures for the West Coast and cooler temps 

for the rest 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 22, 2019 
 

One factor we have been tracking is the recent behavior of retail money market funds.  We have 

noted that households began building money market funds about the time that the equity market 

peaked and U.S. trade policy began to turn toward protectionism.  In the coming months, money 

market funds continued to rise even as the S&P 500 made new highs.  However, as equity 

markets fell in Q4, money market funds rose rapidly, with the pace of the increase rivaling what 

we saw in 2007-08. 
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This chart shows retail money market funds and the S&P 500.  The gray shaded area shows the 

2007-09 recession.  The orange shaded areas show periods when money market funds fell below 

$920 bn.  When money market funds fell to those levels, equities tended to stall.  In recent 

weeks, the pace of increases in retail money market funds has slowed but still continues to rise, 

even with the market’s recovery.  It may be difficult for equities to move much higher without 

retail participation.   

 

In light of this analysis, which we have been discussing on a regular basis, another thought 

emerged—what is the role of cash in a portfolio?  To examine this issue, we decided to look at 

cash instruments in the holdings of households.   

 

It turns out that cash has a complicated history. 
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This chart shows the percentage of deposits in household financial assets.  From the early 1950s 

into the early 1980s, the level of deposits generally rose.  This rise was probably due to a number 

of factors.  During this period, there was a steady rise in household income; at the same time, the 

financial system was heavily regulated.  Regulations limited households’ flexibility in investing.  

However, by the mid-1980s, Regulation Q, which put caps on deposit rates, was removed.  And, 

the financial services industry greatly expanded the products available and improved the logistics 

of investing.  Financial deregulation increased the access to borrowing for households; thus, the 

need to save for purchases diminished.  Income inequality also rose after 1979, which likely 

concentrated saving into fewer households.  With more liquidity, these high income households 

were more likely to look for other investment opportunities.  Essentially, the bull market in 

stocks that began in the early 1980s and ended in 2000 was supported by a more than 10% point 

decline in the share of deposits in household accounts. 

 

Household deposits function as an investment, a way to smooth out spending and a flight to 

safety instrument.  Thus, one would expect there to be a close relationship between consumption 

and deposits and a rise in deposits relative to consumption during periods of crisis.  In fact, these 

features do exist, but there was a significant break in the relationship starting in 1990.   
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The chart on the left shows the time series of personal consumption and household deposits; the 

one on the right shows a scatterplot with regression lines.  Note that after 1990, the relationship 

curve shifted to the right, meaning that fewer deposits were required to support consumption.  

Deposits rose sharply in 2005, even faster than consumption.  That was when the housing crisis 

began and there was clearly a flight to safety. 

 

Since 2005, there has been a steady increase in deposits relative to consumption, which would 

suggest a generalized increase in fear relative to the period from 1995 to 2005. 
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This chart shows the ratio of deposits to consumption.  In 2000, deposits fell below 70% of 

consumption. The ratio rose after that and has currently reached 90%.  Note how fast the ratio 

rose after housing peaked in 2005—there was a clear flight to cash that culminated in the Great 
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Financial Crisis.  That level of fear has persisted, shown by the high level of deposits relative to 

consumption. 

 

In conclusion, as the first chart shows, we have seen a lift in money market funds.  This does 

suggest an elevated level of fear in financial markets.  However, the recent rise should be viewed 

within the context of overall cash holdings in households.   Essentially, households are holding 

high levels of deposits relative to consumption, suggesting rather high levels of caution already.  

We still believe that retail money market funds need to decline in order to see equities rise this 

year; however, it also seems that households are not as complacent as they were in 2005 and 

therefore the likelihood of a financial crisis is probably not very high. 

 

 

 
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 3/26/2019 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 3/26/2019 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 21, 2019 
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P/E as of 3/20/2019 = 17.8x

 
 

Based on our methodology,8 the current P/E is 17.8x, up 0.1x from last week.  The rise in the P/E 

was due to declining earnings estimates and rising index values.     

 
 
 
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. 

                                                 
8 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. 


