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[Posted: February 13, 2018—9:30 AM EST]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is down 0.6% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

1.3% from the prior close.  Chinese markets were up, with the Shanghai composite up 1.0% and 

the Shenzhen index up 0.4%.  U.S. equity index futures are signaling a lower open.  With 342 

companies having reported, the S&P 500 Q4 earnings stand at $35.94, higher than the $34.84 

forecast for the quarter.  The forecast reflects a 10.7% increase from Q4 2016 earnings and a 

4.2% increase from Q3 2017.  Thus far this quarter, 76.6% of the companies reported earnings 

above forecast, while 14.9% reported earnings below forecast. 

 

Looking for something to read?  In our travels we are often asked about books we recommend.  

As a result, we have created The Reading List.  The list is a group of books, separated by 

category, that we believe are interesting and insightful.  Each book on the list has an associated 

review to help you decide if you want to read it.  We will be adding to the list over time.  Books 

marked with a “*” are ones we consider classics and come highly recommended.  

 

Happy Valentine’s Day eve (a gentle reminder to our readers to not forget)!  Equity markets 

appear to be taking a breather this morning after two strong recovery days.  We expect another 

few days of “backing and filling” to build a base before a new uptrend develops.  Here is what 

we are watching this morning: 

 

Was the VIX gamed?  Bloomberg1 is reporting that the VIX futures were manipulated by a 

form of order “spoofing,” where an entity places S&P futures option orders that they do not 

intend to honor.  This activity could push the VIX higher.  It does appear that the VIX move was 

unusually high relative to the decline in equities; at the same time, we have our doubts that the 

entire turmoil was caused by manipulation.  It is rather obvious that there was a buildup in short 

volatility positions based on momentum alone and the short volatility positions were vulnerable 

to a squeeze when we saw a correction in equities.  However, it is possible that the spoofing, if 

true, exacerbated the squeeze and led to the panic reversal.   

 

Inflation tomorrow: We get the CPI data tomorrow.  Given recent inflation worries, the market 

will pay unusually close attention to this report. 

 

Reciprocal trade tariffs?  In an apparent surprise to the White House staff, President Trump 

indicated he plans to announce a “reciprocal tax” on trade.  The tax seems to be that if they have 

higher tariffs than the U.S. does, an equalizing tax could be implemented.   This looks to us like 

throwing a “bone to the base” but, at this point, we don’t see the president or the White House 

                                                 
1 https://www.bloomberg.com/news/articles/2018-02-13/vix-manipulation-costs-investors-billions-whistle-
blower-says  
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using (or perhaps even having) political capital for passage.  First, current tariff practices are 

based on years of WTO and multilateral negotiations.  A reciprocal tariff would violate those 

measures.  Although the U.S. could leave the WTO, the global trade ramifications would be 

enormous.  It’s not clear if Congress would approve such a tax.  What it does show us is that 

even if the right-wing establishment that surrounds the president steers policy toward typical 

establishment GOP policy priorities (lower taxes, deregulation), the president still has a populist 

theme.  If the U.S. moves toward protectionism, we expect a series of inflation problems to 

develop and a more profound bond bear market to evolve.  We are not there yet…but we monitor 

the trade/protection issue very closely.  On a related note, Axios2 reports that a survey of the 

majority of CEOs around the world show support for protectionism to restrict technology and 

intellectual capital.  

 

U.S. attack kills Russian allies in Syria: Bloomberg3 reports that a force of 200 mercenaries, 

mostly Russians fighting (volunteering?) for Syrian President Assad, attacked a base and refinery 

held by the U.S. and allied forces.  According to reports, some of the Russians were veterans of 

the Ukraine campaign, another area where Russia claimed that volunteers supported operations 

in a foreign nation.  It is possible that the attack was a rogue operation but it does highlight the 

level of confusion and uncertainty surrounding the conflict in Syria and western Iraq. 

 

Zuma out?  The African National Congress (ANC) has ordered President Zuma to resign, which 

would end the scandal-ridden regime and allow for Cyril Ramaphosa, the party leader, to become 

the new president of South Africa.  Zuma has been trying to stall, asking for a three- to six-

month period to exit, but the ANC has apparently had enough.  It is not clear if Zuma will step 

down.  He likely fears that he will face corruption charges once he is out of office and could end 

up in prison or face a clawback in illicit funds.  One way or another, we expect Zuma to go 

which would likely be bullish for the ZAR.  A stronger currency is usually associated with 

stronger precious metals prices, especially platinum as South Africa is one of two major world 

producers (the other being Russia).  South African mines pay their workers in ZAR but earn 

USD when they sell their metals on world markets.  A stronger currency means higher 

production prices which tends to reduce mining activity. 

 

The chart below shows the relationship of platinum prices to the ZAR exchange rate.  We have 

inverted the scale; ZAR is quoted in currency per dollar so a smaller number means a stronger 

currency.  The correlation since 2000 isn’t all that strong, but the correlation since 2010 

approaches 95%.  Thus, one of the outcomes from Zuma’s ouster could be stronger platinum 

prices. 

 

                                                 
2 https://www.axios.com/global-ceo-protectionism-ge-survey-06ab38ff-7c34-47a0-a647-4e2dcb58ec44.html  
3 https://www.bloomberg.com/news/articles/2018-02-13/u-s-strikes-said-to-kill-scores-of-russian-fighters-in-syria  

https://www.axios.com/global-ceo-protectionism-ge-survey-06ab38ff-7c34-47a0-a647-4e2dcb58ec44.html
https://www.bloomberg.com/news/articles/2018-02-13/u-s-strikes-said-to-kill-scores-of-russian-fighters-in-syria
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Kuroda set for another term: Current BOJ Governor Kuroda appears on track to be 

reappointed for a second term.  This is a rare outcome; his term expires in April but if he is 

reappointed and serves his term he would be the longest serving BOJ governor in history.  

Kuroda has been an avid supporter of Abenomics and so Kuroda will likely remain head of 

Japan’s central bank as long as PM Abe remains in office. 

 

German tensions: Martin Schulz, the leader of the SDP, has made a series of mistakes that have 

reduced the odds that the SPD rank and file will approve the grand coalition government recently 

negotiated with Merkel’s CDU/CSU.  Prior to last September’s elections, Schulz indicated he 

would not join a coalition with the Merkel conservatives.  However, the SDP took a drubbing in 

the national polls, winning only 20% of the electorate.  When Merkel was unable to cobble 

together a coalition of Free Democrats and Greens into a government, she would have either had 

to (a) assemble another grand coalition with the SDP, (b) operate as a minority government, or 

(c) call for new elections.  The SDP feared that option (c) would lead to even greater losses and 

thus Schulz had to break his grand coalition promise.  That move angered the SPD membership.  

Schulz did negotiate a good deal for his minority party, getting both the finance and foreign 

ministries, a much stronger outcome than the vote count would have indicated.  Then, he made 

another unforced error by personally accepting the foreign ministry portfolio, ousting the current 

SDP holder of that office, Sigmar Gabriel.  The uproar from party members was so intense that 

Schulz was forced to give up the foreign ministry and allow Gabriel to maintain the office.  

Schulz remains party leader but he is deeply wounded politically and it isn’t a certainty that the 

rank and file vote, which will be completed by March 2, will confirm the grand coalition.  If the 

vote fails, elections will likely be held later this year and the EUR may face some weakness.  

 

Watching oil: The IEA reported today that OPEC has done a remarkable job in reducing the 

inventory overhang plaguing the oil market.  However, it warns that rising shale production in 

the U.S. could scuttle these efforts.  The EIA, the DOE’s data arm, is forecasting that shale 

output will rise to 6.8 mbpd by the end of March.  Another concern is that part of the recent 

budget agreement directs the DOE to sell 100 mb of oil out of the SPR, adding to the 189 mb 
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that has been scheduled for sale since 2015.  The government is starting to use the SPR as an “oil 

piggybank.”  Although the need for SPR has been reduced due to shale production, there is a 

growing risk that oil prices could spike if a major Mideast oil disruption were to occur.  Finally, 

the Louisiana Offshore Oil Port (LOOP) is preparing to allow for exports.  The LOOP is the only 

offshore oil port that can handle supertanker oil directly.  Shifting the LOOP for exports is a 

major change.  Overall, we remain bullish on oil but these developments are bearish and warrant 

attention. 

 

U.S. Economic Releases 

 

NFIB Small Business Optimism came in above expectations at 106.9 compared to the forecast of 

105.3. 
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The chart above shows the level of NFIB Small Business Optimism.  The current reading is the 

second highest reading on record; the highest reading was set last November at 107.5.  The boost 

in optimism has largely been attributed to the recent tax cuts.  

 

There are no economic releases scheduled for the rest of the day. 

 

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 
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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 PPI m/m jan 2.7% 3.1% 2.7% ** Equity and bond neutral

Machine Tool Orders y/y jan 48.8% 48.3% * Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption m/m feb 119.5 122.7 * Equity and bond neutral

NAB Business Conditions m/m jan 19 13 ** Equity and bond neutral

NAB Business Confidence m/m jan 12 11 ** Equity and bond neutral

EUROPE

France Wages q/q 4q 0.1% 0.3% 0.2% ** Equity bearish, bond bullish

Private Sector Payrolls q/q 4q 0.3% 0.3% 0.3% ** Equity and bond neutral

Switzerland Producer and import prices y/y jan 1.8% 1.8% ** Equity and bond neutral

U.K. CPI y/y jan 3.0% 3.0% 2.9% *** Equity and bond neutral

CPI core y/y jan 2.7% 2.5% 2.6% *** Equity and bond neutral

RPI y/y jan 4.0% 4.1% 4.0% ** Equity and bond neutral

PPI Input m/m jan 4.7% 4.9% 4.1% ** Equity bullish, bond bearish

PPI Output m/m jan 2.8% 3.3% 3.0% ** Equity and bond neutral

House Price Index y/y jan 5.2% 5.1% 4.9% ** Equity bullish, bond bearish

AMERICAS

Mexico Formal Job Creation Total y/y feb 113.7k -337.5k * Equity and bond neutral

Canada Bloomberg Nanos Confidence y/y jan 58.6 59.0 * 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) 182 181 1 Up

3-mo T-bill yield (bps) 156 156 0 Neutral

TED spread (bps) 27 25 2 Neutral

U.S. Libor/OIS spread (bps) 155 155 0 Up

10-yr T-note (%) 2.83 2.86 -0.03 Neutral

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

EUR/USD 3-mo swap (bps) 32 36 -4 Down

Currencies Direction

dollar down Down

euro up Up

yen up Neutral

pound up Neutral

franc up 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 $62.48 $62.59 -0.18%

WTI $59.08 $59.29 -0.35%  

Natural Gas $2.61 $2.55 2.43%

Crack Spread $13.43 $13.45 -0.17%

12-mo strip crack $17.17 $17.15 0.13%

Ethanol rack $1.49 $1.49 0.09%

Gold $1,329.53 $1,322.70 0.52% Weaker Dollar

Silver $16.65 $16.55 0.61%

Copper contract $313.50 $308.65 1.57%

Corn contract 366.50$       367.00$       -0.14%

Wheat contract 474.00$       476.00$       -0.42%

Soybeans contract 1,001.25$    1,001.75$   -0.05%

Baltic Dry Freight 1123 1125 -2

Actual Expected Difference

Crude (mb) 3.0

Gasoline (mb) 1.6

Distillates (mb) 0.0

Refinery run rates (%) -1.00%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts call for warmer temperatures for the eastern region, with cooler 

to normal temperatures 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.  
 

February 9, 2018 
 

The continued rise in long-term interest rates is clearly grabbing the attention of financial 

markets.  Stronger than expected wage growth was the proximate cause of the recent lift in 

yields.  Although overall wages rose 2.9%, wages for production and non-supervisory workers 

grew only 2.4%.  Still, it is clear that fears of inflation stemming from an accelerating economy 

and concerns about monetary policy tightening are leading to rising interest rates.   

 

Here is our updated 10-year T-note model. 
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The model’s core variables are fed funds and the 15-year moving average of inflation, which we 

use as a proxy for inflation expectations. The other three variables are the yen, oil prices and 

German long-duration sovereign yields.  The current yield on the 10-year T-note, which is in the 

2.80% range, is running above fair value.  The standard error for this model, shown on the lower 

part of the graph as the parallel lines running along the midpoint of the standard error, is ±70 bps.  

Thus, reaching a level that would signal excessively high yields would be 3.20%.   

 

Complicating this case is the fact that the FOMC is expected to raise rates at least three times this 

year, and perhaps four, German yields are rising and oil prices have increased as well.  To 

project the potential lift in yields, we made some projections.  Assuming the FOMC moves the 

upper end of the target rate to 2.25%, with nothing else changing, fair value for the 10-year T-

note will reach 2.825%.  The recent lift in 10-year T-note yields appears to be mostly discounting 

tighter monetary policy.  If oil prices reach $75 per barrel, the fair value yield would hit 2.90%, 

and if German yields rise to 1.00%, we would see 2.95%.  This suggests to us that a reasonable 
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projection of variables likely takes us to a 3.00% 10-year T-note in the coming months.  In other 

words, it appears the 10-year T-note yield is mostly about discounting tighter monetary policy. 

 

One other factor worth mentioning is that bond and stock prices have been positively correlated 

recently.  Under these circumstances, the effectiveness of bonds as a portfolio diversification tool 

is reduced.   
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It’s interesting that the returns were positively correlated from 1970 to 1998.  What caused the 

reversal?  Most likely it’s a function of the steady decline in interest rates from their high peak in 

the early 1980s to normal levels by the late 1990s.  In other words, falling yields were the norm 

during that two-decade period and, as rates fell, it supported rising P/E multiples.  After rates 

normalized by the end of the 1990s, the ordinary inverse relationship between equities and bond 

prices emerged.  Although the short-term price action between bonds and equities is a concern, 

we doubt it will be maintained.  Since the shift in the correlation occurred in the late 1990s, we 

have seen two periods when the one-year rolling correlation became positive, 2007 and 2015.  

Neither event lasted very long nor did it undermine the longer term diversification that longer 

duration bonds offered.  We suspect the current positively correlated event is due to an 

overbought correction in equities and a bond market discounting tighter monetary policy (as 

noted above).  Thus, we view this as a temporary event.  
 

 
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 2/12/2018 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 2/12/2018 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 
 

February 8, 2018 
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P/E as of 2/7/2018 = 20.8x

 
 

Based on our methodology,4 the current P/E is 20.8, down 0.2x from last week.  Rising earnings 

and falling equity prices led to the modest decline 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. 

                                                 
4 The above 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 very long-term dataset for P/E 
ratios. 


