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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 2, 2018—9:30 AM EDT]  Global equity markets are generally mixed this 

morning.  The EuroStoxx 50 is up 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.6% from the prior close.  Chinese markets were mixed, with the Shanghai 

composite relatively unchanged and the Shenzhen index down 0.1%.  U.S. equity index futures 

are signaling a higher open.  With 303 companies having reported, the S&P 500 Q1 earnings 

stand at $38.21, higher than the $36.49 forecast for the quarter.  The forecast reflects an 18.4% 

increase from Q1 2017 earnings.  Thus far this quarter, 80.8% of the companies reported 

earnings above forecast, while 12.6% reported earnings below forecast. 

 

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.1 

 

Presidential subpoena?  In early March, Special Counsel Mueller threatened to issue a 

subpoena to the president if he did not cooperate with the investigation, according to the 

president’s former attorney, John Dowd, who resigned later that month. The release of this report 

adds to the complexity of the ongoing investigation into Russian meddling. Yesterday, questions 

that Mueller planned to ask President Trump were leaked to the NYT, which drew the ire of 

Trump who called the leak disgraceful. Although negotiations are still ongoing for a possible 

interview between Trump and Mueller, it appears that the president’s counsel is trying to apply 

public pressure in order to gain leverage in negotiating the terms of the interview. A former 

assistant to Mueller claimed—citing grammatical errors as evidence—that the leak could have 

come from the president.2 Furthermore, there has been growing speculation that Trump will try 

to shut down the investigation prematurely, possibly by removing the official overseeing the 

investigation, Deputy Attorney General Rosenstein. That said, we are confident a meeting 

between both sides will eventually take place. So far, markets have not reacted to the reports 

surrounding the president’s potential interview, but we will continue to monitor the situation. 

 

Heightened trade tensions: There is growing speculation that trade tariff exemptions for U.S. 

allies will expire on June 1 unless each country agrees to a new trade deal. At a meeting of steel 

industry executives, White House Trade Adviser Peter Navarro stated that all countries receiving 

a trade exemption will face an import quota or other restrictions. This development will likely 

                                                 
1 Correction: in yesterday’s Daily Comment we reported the rate decision was yesterday.  
2 http://thehill.com/homenews/news/385602-muellers-former-assistant-says-grammatical-errors-prove-leaked-
questions-came  

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 
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not go over well with the European Union, which has stated it will not negotiate until the 

exemption is made permanent. In the event that the U.S. imposes tariffs on European steel, the 

EU has made plans to retaliate in kind by imposing $3.5 billion worth of tariffs on U.S. goods. 

Although no goods were named specifically, the EU plans to target U.S. steel, industrial products 

and agricultural products.3  

 

Brexit impasse: The likelihood of a “hard” Brexit has increased as pro-Brexit members of 

Parliament have placed pressure on PM May to drop her plan for a “customs partnership” model, 

which is one of the two models being discussed in the Brexit cabinet subcommittee meeting. 

Under the customs partnership model, the U.K. would collect tariffs set by the EU on goods 

coming into the U.K. on behalf of the EU. If these goods did not leave the U.K. and U.K. tariffs 

were lower, companies could claim a refund for the difference. The other plan would require the 

use of technology that would allow countries to pay duties in bulk every few months for access 

to the U.K. market. Brexit supporters describe the customs partnership as very complicated, 

unworkable and likely to leave the door open for the U.K. to rejoin the customs union in the 

future. On the other hand, proponents of the customs partnership model believe it will make it 

easier to strike future trade deals and satisfy the Irish border problem. The appointment of Sajid 

Javid as home secretary, who campaigned on remaining in the EU but is now believed to be in 

favor of Brexit, will likely be a determining factor in the decision.  

 

U.S. Economic Releases 

 

MBA mortgage applications fell 2.5% from the prior week. Purchases and refinancing fell 1.6% 

and 3.5%, respectively. The average 30-year fixed rate rose 7 bps from 4.73% to 4.80%. 

 

ADP employment change came in above expectations at 208k compared to the forecast of 198k.  

The prior report was revised downward from 241k to 228k.  

 

                                                 
3 https://www.reuters.com/article/us-usa-trade-europe-measures-exclusive/exclusive-eu-may-target-3-5-billion-
of-u-s-imports-for-trade-retaliation-sources-idUSKCN1GE2FO  

https://www.reuters.com/article/us-usa-trade-europe-measures-exclusive/exclusive-eu-may-target-3-5-billion-of-u-s-imports-for-trade-retaliation-sources-idUSKCN1GE2FO
https://www.reuters.com/article/us-usa-trade-europe-measures-exclusive/exclusive-eu-may-target-3-5-billion-of-u-s-imports-for-trade-retaliation-sources-idUSKCN1GE2FO
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The chart above shows the change in ADP employment and private payrolls.  A high ADP 

employment change number signals a strong BLS non-farm payroll report for Friday. 

 

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

 

EST Speaker or event

14:00 FOMC Rate Decision

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Monetary Base m/m apr 7.8% 9.1% ** Equity and bond neutral

Monetary Base End of Period m/m apr ¥498.3 tn ¥487.0 tn ** Equity and bond neutral

Nikkei Japan PMI Services m/m apr 52.5 50.9 ** Equity and bond neutral

Nikkei Japan PMI Composite m/m apr 53.1 51.3 ** Equity and bond neutral

Consumer Confidence m/m apr 43.6 44.3 44.5 *** Equity bearish, bond bullish

India Nikkei India PMI Manufacturing m/m apr 51.6 51.0 ** Equity and bond neutral

New Zealand Unemployment Rate q/q 1q 4.4% 4.5% 4.4% *** Equity and bond neutral

Employment Change q/q 1q 0.6% 0.5% 0.6% ** Equity and bond neutral

Average Hourly Earnings q/q 1q 1.1% 0.8% 0.5% ** Equity bullish, bond bearish

EUROPE

Eurozone GDP y/y 1q 0.4% 0.6% 0.4% *** Equity and bond neutral

Unemployment Rate m/m mar 8.5% 8.5% 8.5% *** Equity and bond neutral

Markit Eurozone Manufacturing m/m apr 56.2 56.0 56.0 ** Equity and bond neutral

Italy Markit/ADACI Italy Manufacturing m/m apr 53.5 55.1 54.5 ** Equity and bond neutral

Unemployment Rate y/y mar 11.0% 10.9% 10.9% *** Equity bearish, bond bullish

GDP y/y 1q 1.4% 1.6% 1.4% *** Equity and bond neutral

France Markit France Manufacturing y/y apr 53.8 53.4 53.4 ** Equity bullish, bond bearish

AMERICAS

Canada GDP y/y feb 3.0% 2.7% 2.8% *** Equity bullish, bond bearish

Markit Canada Manufacturing m/m apr 55.5 55.7 ** 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) 181 181 0 Neutral

TED spread (bps) 56 55 1 Neutral

U.S. Libor/OIS spread (bps) 184 184 0 Up

10-yr T-note (%) 2.99 2.97 0.02 Up

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

EUR/USD 3-mo swap (bps) 8 12 -4 Down

Currencies Direction

dollar down Down

euro up Up

yen up Up

pound up Up

franc flat Neutral

Central Bank Action Current Prior Expected

FOMC Rate Decision (Upper Bound) 1.750% 1.750% On forecast

FOMC Rate Decision (Lower Bound) 1.500% 1.500% 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 $73.01 $73.13 -0.16%

WTI $67.46 $67.25 0.31%  

Natural Gas $2.79 $2.80 -0.46%

Crack Spread $20.12 $20.60 -2.33%

12-mo strip crack $18.91 $19.21 -1.55%

Ethanol rack $1.56 $1.56 0.06%

Gold $1,309.84 $1,303.85 0.46% Weaker Dollar

Silver $16.35 $16.17 1.11%

Copper contract $307.50 $303.75 1.23%

Corn contract 404.50$       405.75$       -0.31%

Wheat contract 524.75$       529.25$       -0.85%

Soybeans contract 1,048.50$    1,053.25$   -0.45%

Baltic Dry Freight 1327 1341 -14

Actual Expected Difference

Crude (mb) 1.0

Gasoline (mb) -0.5

Distillates (mb) -1.5

Refinery run rates (%) 0.45%

Natural gas (bcf) -18.0

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.
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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.4  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: 

 

                                                 
4 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 5/1/2018 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 5/1/2018 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 
 

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

 
 

Based on our methodology,5 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. 

                                                 
5 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. 


