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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: May 1, 2018—9:30 AM EDT]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is unchanged from the last close.  In Asia, the MSCI Asia Apex 50 

closed up 1.3% from the prior close.  Chinese markets were closed for May Day celebrations.  

U.S. equity index futures are signaling a higher open.  With 274 companies having reported, the 

S&P 500 Q1 earnings stand at $38.11, higher than the $36.49 forecast for the quarter.  The 

forecast reflects an 18.4% increase from Q1 2017 earnings.  Thus far this quarter, 79.9% of the 

companies reported earnings above forecast, while 13.5% reported earnings below forecast. 

 

Tariff extensions: Last night, President Trump announced he would extend the deadline for 

temporary trade tariff exemptions for U.S. allies by an additional 30 days. Earlier this year, citing 

national security concerns, President Trump placed trade tariffs on foreign steel and aluminum. 

The president wants U.S. allies to accept either quotas on steel or a deal on industrial goods 

tariffs in exchange for permanent exemptions. Deals with Argentina, Brazil and Australia are 

close to being finalized, while Canada and Mexico are also close to a deal.1 Meanwhile, the 

European Union is reluctant to begin discussions without a permanent trade exemption first, 

claiming the temporary exemptions cause market uncertainty that affect business decisions. The 

temporary trade exemptions come as the U.S. prepares to send representatives to China to 

discuss trade.   

 

Nuclear plans in Iran? Yesterday, Israeli Prime Minister Benjamin Netanyahu revealed an 

archive of stolen nuclear plans from Iran to prove that Iran lied about its nuclear program. The 

archive did not include any evidence that Iran has broken the nuclear agreement since it took 

effect in 2016. In response to the accusation, France Foreign Minister Agnes von der Muhll 

stated that this new information could provide leverage for getting additional assurances from 

Iran in order to keep the deal in place, but cautioned that the archived information will be studied 

before there is a final decision. Although there is still a lot of uncertainty about whether 

President Trump will pull out of the deal, it has been reported that he knew about the archive as 

early as March 5. Therefore, we do not believe the president’s position has changed.  

 

Mueller interview: This morning, questions that special counsel Robert Mueller would like to 

ask the president were leaked to the NYT. Currently, the president’s lawyers are negotiating the 

terms of a possible interview between President Trump and Mueller in order to speed up the 

investigation. Although most of the questions were related to accusations of obstruction of 

                                                 
1 https://www.theguardian.com/australia-news/2018/may/01/australia-avoids-trumps-steel-tariffs-as-deadline-
passes-reports  
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justice due to the president’s handling of James Comey, there were also questions about the 

president’s ties to Russia and the relationship he had with his advisers. That said, impeachment is 

still very unlikely and the Russia investigation appears to be headed to a close. 

 

Taiwan in retreat: The NYT reports that China was able to convince the Dominican Republic to 

sever diplomatic ties with Taiwan in exchange for increased trade. The deal will likely lead to 

further isolation of Taiwan, which China still considers a part of its territory. The relationship 

between Taiwan and China has become tenser with the election of Tsai Ing-wen, who has earned 

the ire of China after refusing to endorse the “one China” policy. In response to Ing-wen’s 

rejection, China has pressured countries to cut diplomatic ties with Taiwan in order to force her 

government to reconsider its stance. As of right now, it appears China will use soft power to 

force Taiwan back into its orbit but this approach may change as China is becoming more 

assertive throughout the Pacific. We will continue to monitor this situation. 

 

Fed rate decision: Today, the Federal Reserve is expected to leave interest rates unchanged, but 

rising inflation and steady economic growth has led many to speculate that the Fed could raise 

rates as early as next month. As a result, the dollar has strengthened against peer currencies.  

 

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

10:00 Markit Manufacturing PMI m/m apr 56.5 56.5 **

10:00 Construction Spending m/m mar 0.5% 0.1% ***

10:00 ISM Manufacturing m/m apr 58.5 59.3 **

10:00 ISM Prices Paid m/m apr 57.3 **

10:00 ISM New Orders m/m apr 78.5 78.1 **

10:00 ISM Employment m/m apr 61.9 **

Wards Total Vehicle Sales m/m apr 13.30 mn 13.42 mn **

Wards Domestic Vehicle Sales m/m apr 17.10 mn 17.40 mn **
Fed speakers or events

EST Speaker or event District 

14:00 FOMC Rate Decision Federal Reserve Board

Economic Releases

 
 

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 
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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 Nikkei Japan PMI Mfg m/m apr 53.8 53.3 ** Equity and bond neutral

Vehicle Sales m/m apr 0.5% -4.9% ** Equity and bond neutral

India Eight Infrastructure Industries m/m apr 4.1% 5.3% ** Equity and bond neutral

Australia AiG Performance of Mfg Index m/m apr 58.1 63.1 ** Equity and bond neutral

CBA Australia PMI Mfg m/m apr 55.5 54.3 ** Equity bullish, bond bearish

ANZ Roy Morgan Weekly Consumption w/w apr 119.2 118.4 ** Equity bullish, bond bearish

CoreLogic House Px m/m apr -0.3% -0.2% ** Equity and bond neutral

New Zealand Building Permits m/m mar 14.7% 5.7% ** Equity bullish, bond bearish

EUROPE

U.K. Net Consumer Credit m/m mar 0.3 bn 1.6 bn 1.4 bn ** Equity and bond neutral

Net Lending Sec. on Dwellings m/m mar 4.0 bn 3.7 bn 3.6 bn ** Equity and bond neutral

Mortgage Approvals m/m mar 62.9k 63.9 k 63.0 k *** Equity and bond neutral

Markit UK PMI Manufacturing m/m mar 53.9 55.1 54.8 *** Equity and bond neutral

AMERICAS

Mexico Industrial Product Price m/m mar 0.8% 0.1% 0.8% ** Equity and bond neutral

Raw Material Price Index m/m mar 2.1% -0.3% ** Equity and bond neutral

Bloomberg Nanos Confidence m/m apr 57.9 58.1 ** Equity and bond neutral

Brazil Primary Budget Balance m/m mar -25.1 bn -17.4 bn -24.5 bn ** Equity bearish, bond bullish

Nominal Budget Balance m/m mar -57.6 bn -45.8 bn -58.4 bn ** Equity and bond neutral

Net Debt % GDP m/m mar 52.3% 52.0% 52.3% ** 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) 236 236 0 Up

3-mo T-bill yield (bps) 181 180 1 Neutral

TED spread (bps) 55 56 -1 Neutral

U.S. Libor/OIS spread (bps) 184 183 1 Up

10-yr T-note (%) 2.95 2.95 0.00 Up

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

EUR/USD 3-mo swap (bps) 12 10 2 Down

Currencies Direction

dollar up Down

euro down Up

yen down Up

pound down 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. 
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Price Prior Change Explanation

Brent $74.16 $74.69 -0.71% Rise in US Rig Count

WTI $67.97 $68.57 -0.88%  

Natural Gas $2.80 $2.76 1.41%

Crack Spread $20.94 $21.18 -1.17%

12-mo strip crack $19.38 $19.59 -1.06%

Ethanol rack $1.57 $1.57 -0.16%

Gold $1,307.91 $1,315.39 -0.57% Stronger Dollar

Silver $16.26 $16.33 -0.44%

Copper contract $306.15 $307.40 -0.41%

Corn contract 400.75$       400.75$       0.00%

Wheat contract 507.25$       510.50$       -0.64%

Soybeans contract 1,043.50$    1,048.50$   -0.48%

Baltic Dry Freight 1341 1361 -20

Actual Expected Difference

Crude (mb) 1.0

Gasoline (mb) -0.5

Distillates (mb) -1.5

Refinery run rates (%) 0.45%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

the country, with cooler temperatures in the eastern region.  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.  
 

April 27, 2018 
 

In our recent rebalance, the Asset Allocation Committee added a position in gold.  There were 

two reasons behind the decision.  First, we estimate that gold prices are undervalued compared to 

relevant fundamental factors. 
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The chart on the left is our gold valuation model.  It uses the balance sheets of the Federal 

Reserve and the European Central Bank, the EUR/USD exchange rate and inflation-adjusted 

two-year Treasury yields.  The model currently indicates gold prices are deeply undervalued.  

Much of this undervaluation is probably due to expectations of balance sheet contraction and 

higher real yields.2  For example, if the Fed’s balance sheet was cut to $3.0 trillion from the 

current $4.4 trillion, the fair value would drop to 1585.73 (assuming the other variables remain 

unchanged).  In other words, it appears the financial markets are discounting a more bearish turn 

in fundamentals than is probably likely.   

 

The chart on the right shows the price of gold relative to the holdings of gold by exchange-traded 

products (ETPs).  The price of gold tends to track the holdings of ETPs with two periods of 

divergence.  Gold prices tended to track higher in both periods.   

 

Second, gold is a flight-to-safety asset.  During periods of turmoil, investors will often shift to 

safety assets.  With the potential for a geopolitical event rising in the coming months, the 

committee has concluded that allocating some of the portfolio to gold is prudent.   Here are some 

of the potential events: 

 

                                                 
2 Note that from 2010 into 2012, the model indicated that gold was overvalued.  This was likely due to the market 
overestimating the degree of balance sheet expansion. 
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1. North Korea: If talks between Kim Jong-un and President Trump go awry, the chances 

for war in the Far East rise significantly.  We view these talks as “make or break”; if they 

fail, it is hard to see a path forward that doesn’t result in conflict. 

2. Iran: The Trump administration’s policies toward Iran are hardening.  If the Obama-era 

nuclear deal is scotched and new sanctions are imposed, we expect Iran to move toward a 

nuclear weapon which increases the odds of a conflict. 

3. China: Trade tensions with China are rising.  A full blown trade war will tend to boost 

inflation and if the Federal Reserve is constrained in responding due to political pressure 

then gold will be an attractive response.   

For these reasons, we have added gold to the portfolio.  We will continue to monitor market 

conditions to address future risks.   

  
 

 

 
 

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 4/30/2018 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 4/30/2018 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), 



 

 

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

www.confluenceinvestment.com 

8 

 

P/E Update 
 

April 26, 2018 
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P/E as of 4/25/2018 = 18.9x

 
 

Based on our methodology,3 the current P/E is 18.9x, unchanged from last week.   
 
 
 
 
 
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. 

                                                 
3 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 (Q3 and Q4) and two estimates (Q1 and Q2). 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. 


