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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 5, 2019—9:30 AM EST]  Global equity markets are generally mixed this 

morning.  The EuroStoxx 50 is down 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 

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

up 0.9% and the Shenzhen index up 2.3%.  U.S. equity index futures are signaling a higher open.   

 

It’s a very quiet news morning.  When the Chinese National Party Congress dominates the news, 

you can tell things are slow.  Equity futures are steady after a drubbing yesterday.  Here is what 

we are watching this morning: 

 

After the Chinese trade deal: Although negotiations continue, the U.S. is moving on to other 

areas.  Trade talks between the U.S. and EU will begin on March 6.  It appears the EU is 

planning to negotiate a series of discrete deals, perhaps with the idea that a series of “wins” 

might distract Washington from attempting broader negotiations.  The EU desperately wants to 

avoid opening up its agricultural market and facing tariffs on autos.  Thus, it appears the plan is 

to agree to a series of small, narrow pacts to avoid the ones that would be most problematic and 

then hope that a new regime comes to Washington.1 

 

We also note that the U.S. is ending preferential trade treatment for Turkey and India.2  In a 

sense, this change, which gives better trade arrangements for developing nations, reflects India’s 

size.  In other words, India is now a big enough economy that the U.S. wants it to give up its 

trade barriers.  Meanwhile, the decision to drop Turkey from the program reflects continued 

tensions between the two nations.  Turkey and the U.S. had a dispute over a detained American 

pastor, disagreed over the Kurds and Syria and apparently came to different conclusions over the 

fate of Jamal Khashoggi.  The official reason given for removing Turkey from the program was, 

like India, based on the size of its economy.  Overall, these moves highlight a change in U.S. 

trade policy.  American trade policy during the Cold War was to tie allies to the U.S. economy 

through trade and the dollar.  President Trump is adjusting this policy stance away from 

geopolitical goals to economic ones. 

 

Finally, on trade, there is a new realization of the fallout from bilateral agreements.  In another 

major change in U.S. trade policy, the Trump administration has moved from multilateral 

agreements to bilateral ones.  This move greatly favors the U.S.; America’s size and the 

                                                 
1 https://www.reuters.com/article/us-eu-us-trade/eu-set-for-trade-talks-with-u-s-on-march-6-amid-concern-over-
tariffs-idUSKCN1QL1BU?feedType=RSS&feedName=businessNews  
2 https://www.ft.com/content/80979472-3ee4-11e9-b896-
fe36ec32aece?emailId=5c7e08d3ea828400040a8db1&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
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dominance of the dollar mean every one-on-one negotiation is biased toward the U.S.  By design, 

the Cold War trade policy of multilateralism did not allow the U.S. to fully exercise its 

dominance which encouraged other nations to join such arrangements.  For other nations, it 

allowed them to trade on a favored basis with the U.S. and avoid being dominated.  However, in 

bilateral arrangements, what is won in one agreement may disadvantage a third nation.  For 

example, it appears that China will commit to large purchases of U.S. LNG.  This could crowd 

out Canadian and Australian producers.3   If this does become the trend, look for nations to rush 

to Washington to make deals because being the last nation to negotiate an agreement will put that 

nation at great disadvantage. 

 

China meetings: As widely expected, China has lowered its growth forecast to 6.0% from 

6.5%.4  Although the media tends to get all verklempt over China’s GDP, it should be noted that 

given the way China’s economy is structured it can generate any GDP it wants—it simply has to 

decide how much debt it wants to add to its growing pile.  So, the decline in the growth 

trajectory is a good sign; it shows that China is trying to slow the growth of its debt.  At the same 

time, we think the level of GDP that would not require higher debt is probably around 3%.  It 

does appear China is going to stimulate its economy but on a lower scale than seen in the past. 

 

In another budget decision, China increased its military spending by 7.5%, making it the world’s 

second largest spender.5 

 

We also note that the Xi regime remains cautious on market reforms.  A joint project of Beijing 

and the World Bank has been quashed.  It appears the Xi government was uncomfortable with 

the paper’s recommendation of State-Owned Enterprise (SOE) reform.6  It is also worth noting 

that China’s influence on the World Bank has increased as it pays more to the bank’s operations. 

 

Venezuela: Opposition leader Juan Guaido returned to Venezuelan yesterday without incident.  

European diplomats met him when he arrived, which may have calmed the situation.7  Although 

Guaido remains very popular, the military in Venezuela continues to support Maduro so, until 

that changes, the standoff will continue.  What is uncertain is which actor benefits from time.  

Maduro may be waiting out Guaido on the assumption that the divided opposition will fold the 

longer Maduro continues to control the government.  Guaido may be betting that U.S. sanctions 

will begin to deprive Maduro of the funding necessary to maintain the military’s support, and the 

longer the money isn’t available the more vulnerable Maduro becomes.  If they both take these 

positions, the stalemate will continue. 

                                                 
3 https://www.wsj.com/articles/trumps-china-deal-could-punish-u-s-allies-11551697117  
4 https://www.ft.com/content/558d78d2-3eda-11e9-b896-
fe36ec32aece?emailId=5c7e08d3ea828400040a8db1&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
5 https://www.ft.com/content/5956db00-3e28-11e9-b896-
fe36ec32aece?emailId=5c7e08d3ea828400040a8db1&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
6 https://www.washingtonpost.com/world/asia_pacific/china-is-blocking-world-bank-report-that-calls-for-state-
owned-enterprise-reform/2019/03/01/15607f9a-3b72-11e9-b10b-
f05a22e75865_story.html?utm_term=.4c3c837da5d0  
7 https://www.washingtonpost.com/world/the_americas/juan-guaido-attempts-to-return-to-venezuela-risking-
arrest/2019/03/04/ee51c78e-3dfa-11e9-85ad-
779ef05fd9d8_story.html?utm_term=.21e65f1369d3&wpisrc=nl_todayworld&wpmm=1  

https://www.wsj.com/articles/trumps-china-deal-could-punish-u-s-allies-11551697117
https://www.ft.com/content/558d78d2-3eda-11e9-b896-fe36ec32aece?emailId=5c7e08d3ea828400040a8db1&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/558d78d2-3eda-11e9-b896-fe36ec32aece?emailId=5c7e08d3ea828400040a8db1&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/5956db00-3e28-11e9-b896-fe36ec32aece?emailId=5c7e08d3ea828400040a8db1&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/5956db00-3e28-11e9-b896-fe36ec32aece?emailId=5c7e08d3ea828400040a8db1&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.washingtonpost.com/world/asia_pacific/china-is-blocking-world-bank-report-that-calls-for-state-owned-enterprise-reform/2019/03/01/15607f9a-3b72-11e9-b10b-f05a22e75865_story.html?utm_term=.4c3c837da5d0
https://www.washingtonpost.com/world/asia_pacific/china-is-blocking-world-bank-report-that-calls-for-state-owned-enterprise-reform/2019/03/01/15607f9a-3b72-11e9-b10b-f05a22e75865_story.html?utm_term=.4c3c837da5d0
https://www.washingtonpost.com/world/asia_pacific/china-is-blocking-world-bank-report-that-calls-for-state-owned-enterprise-reform/2019/03/01/15607f9a-3b72-11e9-b10b-f05a22e75865_story.html?utm_term=.4c3c837da5d0
https://www.washingtonpost.com/world/the_americas/juan-guaido-attempts-to-return-to-venezuela-risking-arrest/2019/03/04/ee51c78e-3dfa-11e9-85ad-779ef05fd9d8_story.html?utm_term=.21e65f1369d3&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/the_americas/juan-guaido-attempts-to-return-to-venezuela-risking-arrest/2019/03/04/ee51c78e-3dfa-11e9-85ad-779ef05fd9d8_story.html?utm_term=.21e65f1369d3&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/the_americas/juan-guaido-attempts-to-return-to-venezuela-risking-arrest/2019/03/04/ee51c78e-3dfa-11e9-85ad-779ef05fd9d8_story.html?utm_term=.21e65f1369d3&wpisrc=nl_todayworld&wpmm=1
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Greece returns: Greece is issuing its first 10-year sovereign bond in a decade.  The spread 

appears to be around 340 bps over a similar German instrument.8 

 

An equity market observation: In the Q4 correction, we noted there was a spike in retail 

money market levels.  The rise in money market funds was similar to what we saw in 2007-08 

and suggested investor panic.  It is worth noting that the pace of increases in retail money market 

funds has slowed but is still increasing during the rally we have seen recently.  It appears the 

rally this year has had little retail participation. 
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The blue line on the chart, read off the left axis, shows the level of retail money market funds; 

they are currently about $1.2 trillion.  Note that in 2007-08, the level rose over $1.3 trillion 

before equities rolled over.  A sustained rally in stocks from the 2009 lows coincided with a 

rapid deployment of retail money market liquidity.  The orange bars on the chart show when the 

level of retail money market funds fell below $920 bn.  In this cycle, this appears to be the 

equilibrium level; equity markets tended to stall when money market funds fell to this area.   

 

It is remarkable that we have seen such a strong bounce with little evidence of retail investor 

participation.  This leads us to one of two conclusions.  First, if retail stays away, the rally will 

likely stall around this level and we will remain rangebound with 2800 on the S&P as 

“resistance,” or the upper bound of the range.  Second, if retail returns, a strong rally is possible 

that will likely take us above 3000 on the index.  Unfortunately, determining which outcome is 

more likely is nearly impossible.  It all comes down to those eternal drivers, fear and greed.  If 

the former wins out, we would not expect too much more upside this year.  If the latter wins, we 

have a good way to move higher.  Stay tuned…   

                                                 
8 https://www.wsj.com/articles/greece-looks-to-borrow-amid-buoyant-markets-11551722073  

https://www.wsj.com/articles/greece-looks-to-borrow-amid-buoyant-markets-11551722073
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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 and Fed events scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

9:45 Markit Services PMI m/m feb 56.2 56.2 **

9:45 Markit Composite PMI m/m feb 55.8 **

10:00 ISM Non-Manufacturing Index m/m feb 57.4 56.7 **

10:00 New Home Sales m/m dec 600k 657k **

10:00 New Home Sales m/m dec -8.7% 16.9% **

10:00 Monthly Budget Statement m/m jan $10.0 bn -$13.5 bn **

EST Speaker or event

11:30 Thomas Barkin Speaks at the Rural Economy President of the Federal Reserve Bank of Richmond

District or position

Economic Releases

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Nikkei Japan PMI Composite m/m feb 50.7 50.9 ** Equity and bond neutral

Nikkei Japan PMI Services m/m feb 52.3 51.6 ** Equity bullish, bond bearish

China Caixin China PMI Composite m/m feb 50.7 50.9 ** Equity and bond neutral

Caixin China PMI Services m/m feb 51.1 53.6 53.5 ** Equity and bond neutral

India Nikkei India PMI Services m/m feb 52.5 52.2 ** Equity and bond neutral

Nikkei India PMI Composite m/m feb 53.8 53.6 ** Equity and bond neutral

Australia CBA Australia PMI Services m/m feb 48.7 49.3 ** Equity and bond bearish

CBA Australia PMI Composite m/m feb 49.1 49.7 ** Equity and bond bearish

BoP Current Account Balance m/m 4q -A$7.2 bn -A$10.7 bn -A$9.2 bn ** Equity and bond neutral

Net Exports of GDP m/m 4q -0.2 0.4 -0.1 *** Equity and bond bearish

EUROPE

Eurozone Markit Eurozone Services m/m feb 52.8 52.3 52.3 ** Equity bullish, bond bearish

Markit Eurozone Composite m/m feb 51.9 51.4 51.4 ** Equity bullish, bond bearish

Retail Sales m/m jan 2.2% 0.8% 2.1% ** Equity and bond neutral

Italy Markit/ADACI Italy Services m/m feb 50.4 49.7 49.5 ** Equity bullish, bond bearish

Markit/ADACI Italy Composite m/m feb 49.6 48.8 48.6 ** Equity and bond neutral

GDP y/y 4q 0.0% 0.1% 0.1% *** Equity and bond neutral

UK New Car Registrations m/m feb 1.4% -1.6% * Equity and bond neutral

Markit/CIPS UK Services PMI m/m feb 51.3 50.1 49.9 ** Equity bullish, bond bearish

Markit/ CIPS UK Composite PMI m/m feb 51.5 50.3 50.1 ** Equity bullish, bond bearish

Official Reserves Changes m/m feb $0.073 bn $1.535 bn * Equity and bond neutral

Switzerland CPI y/y feb 0.6% 0.6% 0.5% *** Equity and bond neutral

CPI EU Harmonized y/y feb 0.7% 0.7% *** Equity and bond neutral

CPI Core y/y feb 0.4% 0.5% 0.5% *** Equity and bond neutral

Russia Markit Russia PMI Services m/m feb 55.3 54.9 54.4 ** Equity and bond neutral

Markit Russia PMI Composite m/m feb 54.1 53.6 ** Equity and bond neutral

AMERICAS

Mexico Leading Indicators m/m jan 0.00 -0.08 ** Equity and bond neutral

Vehicle Domestic Sales m/m feb 103679 111212 ** Equity and bond neutral

Canada MLI Leading Indicator m/m jan 0.0% -0.3% ** Equity and bond neutral

Bloomberg Nanos Confidence m/m mar 55.0 54.4 ** 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) 260 262 -2 Up

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

TED spread (bps) 21 23 -2 Neutral

U.S. Libor/OIS spread (bps) 241 241 0 Up

10-yr T-note (%) 2.74 2.72 0.02 Neutral

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

EUR/USD 3-mo swap (bps) 9 9 0 Down

Currencies Direction

dollar up Neutral

euro flat Up

yen down Neutral

pound down Neutral

franc down Neutral

Central Bank Action Current Prior Expected

RBA Official Cash Rate 1.500% 1.500% 1.500% On forecast  
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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 $65.77 $65.67 0.15%

WTI $56.73 $56.59 0.25%  

Natural Gas $2.88 $2.86 0.84%  

Crack Spread $20.72 $20.62 0.47%

12-mo strip crack $17.18 $17.14 0.23%

Ethanol rack $1.45 $1.45 0.25%

Gold $1,285.83 $1,286.74 -0.07%

Silver $15.11 $15.09 0.12%

Copper contract $294.70 $290.90 1.31%

Corn contract 374.50$       374.75$       -0.07%

Wheat contract 453.50$       455.50$       -0.44%

Soybeans contract 913.25$       916.00$       -0.30%

Baltic Dry Freight 669 664 5

Actual Expected Difference

Crude (mb) 1.1

Gasoline (mb) -1.5

Distillates (mb) -0.9

Refinery run rates (%) -0.05%

Natural gas (bcf)

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, with warmer 

temps on the East Coast.   
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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 1, 2019 
 

Our cyclical position on foreign investing remains with a zero allocation; although the committee 

has not been negative on foreign, our work suggested that the risk/reward compared to small and 

mid-cap stocks warranted putting more assets in those areas.  However, we are continuing to pay 

close attention to foreign as an area that may be attractive in the future. 

 

In the past, we have noted that relative performance between foreign developed and U.S. equities 

is sensitive to the dollar.  In general, during periods of dollar strength, U.S. equities tend to 

outperform (assuming both are denominated in dollars, which is the case for a U.S. investor). 
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The blue line on the chart shows the ratio of performance between EAFE and the U.S., rebased 

to 1970.  When this line is rising, foreign stocks are outperforming.  The red line shows the JPM 

Dollar Index.  Note that a rising dollar tends to favor U.S. outperformance, while dollar 

weakness helps foreign market performance.   Although the dollar has remained strong, both on 

a purchasing power parity basis and a cycle basis, the dollar is extended and should begin to 

depreciate later this year. 

 

However, in this business cycle, U.S. stocks have generally outperformed even during periods of 

dollar weakness.  This has led us to look for other factors that might account for this discrepancy.  

It appears that the growth/value variation explains at least part of this divergence. 
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As in the first chart, the blue line shows the relative equity performance.  The red line shows the 

Russell 3000 Growth/Value divergence; a rising line suggests growth outperformance.  Growth 

stocks have outperformed in this bull market but are showing signs they may finally be starting 

to give way to value.  The primary driver of growth/value is the P/E ratio.  Significant multiple 

expansion isn’t all that likely, although a return to the 18x+ area would not be surprising.   

 

Why would the growth/value divergence affect foreign stocks?  The most likely reason is index 

construction.  U.S. indices will tend to have a greater weighting toward technology due to the 

size of that industry in the U.S. economy.  Foreign nations, for the most part, have less dominant 

tech industries.  With technology being considered a growth sector, a period of strong technology 

performance would tend to lead to outperformance by growth.  If foreign equity indices have less 

technology, they would likely underperform.  Consequently, when the growth/value balance 

shifts to the latter, we would anticipate foreign outperformance.  The table below provides a 

comparison of sector exposures. 
 

  MSCI EAFE S&P 500 Difference 

Energy  5.9% 5.4% 0.5% 

Materials  7.4% 2.7% 4.7% 

Industrials  14.1% 9.7% 4.3% 

Consumer Discretionary  11.2% 10.0% 1.3% 

Consumer Staples  11.8% 7.1% 4.6% 

Healthcare  11.4% 14.9% -3.5% 

Financials  19.2% 13.3% 5.9% 

Information Technology  6.2% 20.5% -14.3% 

Communication Services  5.6% 10.1% -4.4% 

Utilities  3.5% 3.2% 0.2% 

Real Estate  3.7% 3.0% 0.7% 

Source: Morningstar Direct, Data as of 2/22/19     
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Overall, we continue to monitor the relative performance of foreign compared to other asset 

classes.  If our risk/reward estimates change later this year, we could consider a return to 

international.   

 

 

 
 

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 3/4/2019 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 3/4/2019 close) 
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US Government Bond
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Emerging Markets (local currency)

Emerging Markets ($)

Foreign Developed ($)

Foreign Developed (local currency)

Large Cap

Real Estate

Mid Cap

Small Cap

YTD Asset Class Total Return

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 
 

February 28, 2019 
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Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 2/27/2019 = 16.8x

 
 

Based on our methodology,9 the current P/E is 16.8x, up 0.1x from last week.  Rising index 

values led to the rise 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. 

                                                 
9 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 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 long-term dataset for P/E ratios. 


