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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: February 1, 2019—9:30 AM EST]  Global equity markets are mixed this morning.  

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

unchanged from the prior close.  Chinese markets were higher, with the Shanghai composite up 

1.3% and the Shenzhen index up 2.8%.  U.S. equity index futures are signaling a higher open.  

With 180 companies having reported, the S&P 500 Q4 earnings stand at $40.74, lower than the 

$40.86 forecast for the quarter.  The forecast reflects a 13.4% increase from Q4 2017 earnings.  

Thus far this quarter, 70.6% of the companies reported earnings above forecast, while 21.1% 

reported earnings below forecast. 
 

It’s employment day!  We cover the data in detail below but here is a quick rundown.  The 

payroll data came in much stronger than expected, but there was a large downward revision to 

December.  The unemployment rate ticked higher, but that was likely due to the government 

shutdown.  Overall, the data show (a) the economy is still doing well, and (b) there is still slack 

in the labor force.  Here is what we are watching this morning: 

 

BREAKING NEWS: As expected, the U.S. will withdraw from the Intermediate-Range Nuclear 

Forces Treaty.1  The U.S. has accused Russia of violating the treaty; this is the reason for the 

withdrawal.  This treaty has been in place since 1987. 

 

China: Although the trade talks ended with something of a whimper, more meetings are 

expected to follow and the president’s upbeat assessment of the talks makes it look like a deal of 

some kind is coming.  In particular, Chairman Xi and President Trump will meet in February, 

perhaps to hammer out and announce the final deal.2  We will likely see a partial deal by March 

1 with more talks to follow.  To some extent, both leaders benefit by extending the clock.  Once 

the elections pass, we expect U.S. and Chinese relations to become more hostile, but neither 

leader is relishing the economic dislocation that comes from breaking the relationship now.  

Consequently, we expect some sort of deal soon and maybe talks that stretch into next year.  The 

key figure to watch is Lighthizer.  If the trade negotiator figures out he is being played and won’t 

be allowed to construct the deal he really wants with China, then he will likely leave the 

government.  As long as he stays, we suspect he thinks that an agreement to fundamentally 

change the trade and investment relationship with China is still possible. 

 

                                                 
1 https://en.wikipedia.org/wiki/Intermediate-Range_Nuclear_Forces_Treaty  
2 https://www.wsj.com/articles/china-trade-negotiators-proposing-trump-xi-meeting-in-china-next-month-
11548940089 and https://www.ft.com/content/8cddb4d4-2565-11e9-8ce6-
5db4543da632?emailId=5c53d7385117e90004fae6fc&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
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Brexit: This is what we know: neither side wants a hard Brexit.  The majority in the British 

Parliament want a different deal than what PM May negotiated.  The EU is not likely to change 

the agreement.  Thus, we are heading into a binary outcome where either (a) Britain accepts 

May’s plan, or (b) we get a hard Brexit.3  May seems to believe the best way to get outcome (a) 

is to run the clock down until the end of March and see Parliament acquiesce to her plan.4  We 

also suspect that May agreed to go back to the EU to try to change the deal knowing full well 

there is little likelihood of that outcome, although, perhaps, the odds aren’t zero.5  May might 

hope to get some cosmetic changes so that she can frame another vote as a “new deal.”  

Meanwhile, new twists have developed.  Spain wants Gibraltar to be treated as a colony of the 

U.K. rather than territory.6  Reopening negotiations with a body that requires a unanimous vote 

can bring unexpected complications.    

 

Venezuela: John Bolton hinted on Twitter that the U.S. might support safe passage for Maduro 

and other regime officials. 

 

I wish Nicolas Maduro and his top advisors a long, quiet retirement, living on a nice 

beach somewhere far from Venezuela. They should take advantage of President Guaido’s 

amnesty and move on. The sooner the better. 

 

Other than that, not much has change on the Venezuelan front. 

 

Fed Governors: Although the administration has not formally withdrawn Marvin Goodfriend 

from consideration, in reality, there is little chance he will get approved and there is an even 

smaller likelihood that the president would want a hawk for the position.  In something of a 

surprise, there were reports that Herman Cain, once a GOP presidential candidate, was being 

considered for the post.  It should be noted that Cain does have relevant experience—he was on 

the board of the K.C. FRB, spending some time as chairman.  The K.C. FRB has become the 

most consistent hawkish member of the FOMC, so Cain’s consideration does appear at odds with 

the president’s desire for doves.  It would appear the establishment wing of the administration is 

still trying to slip centrists and hawks past the president and onto the FOMC. 

 

An Iran sanctions workaround?  The EU has created a Special Purpose Vehicle that would 

allow companies in the EU to get around U.S. sanctions on Iran.7  The new vehicle, called the 

“Instrument in Support of Trade Exchanges,” or INSTEX, is designed to avoid using dollars and 

may simply use barter for the trade of humanitarian goods.  We doubt it finds much use; without 

using a currency, a seller of EU agricultural goods would need to accept Iranian oil, for example.  

                                                 
3 https://www.nytimes.com/2019/01/31/business/brexit-european-
union.html?emc=edit_mbe_20190201&nl=morning-briefing-europe&nlid=567726720190201&te=1  
4 https://www.ft.com/content/484b050c-2578-11e9-8ce6-
5db4543da632?emailId=5c53d7385117e90004fae6fc&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
5 https://www.youtube.com/watch?v=zMRrNY0pxfM  
6 https://www.ft.com/content/ab72fb3a-2578-11e9-b329-
c7e6ceb5ffdf?emailId=5c53d7385117e90004fae6fc&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
7 https://www.politico.eu/article/trump-iran-europe-sanction-powers-set-up-firm-to-
thwart/?utm_source=POLITICO.EU&utm_campaign=1f45bc1d0f-
EMAIL_CAMPAIGN_2019_02_01_05_45&utm_medium=email&utm_term=0_10959edeb5-1f45bc1d0f-190334489  

https://www.nytimes.com/2019/01/31/business/brexit-european-union.html?emc=edit_mbe_20190201&nl=morning-briefing-europe&nlid=567726720190201&te=1
https://www.nytimes.com/2019/01/31/business/brexit-european-union.html?emc=edit_mbe_20190201&nl=morning-briefing-europe&nlid=567726720190201&te=1
https://www.ft.com/content/484b050c-2578-11e9-8ce6-5db4543da632?emailId=5c53d7385117e90004fae6fc&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/484b050c-2578-11e9-8ce6-5db4543da632?emailId=5c53d7385117e90004fae6fc&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.youtube.com/watch?v=zMRrNY0pxfM
https://www.ft.com/content/ab72fb3a-2578-11e9-b329-c7e6ceb5ffdf?emailId=5c53d7385117e90004fae6fc&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/ab72fb3a-2578-11e9-b329-c7e6ceb5ffdf?emailId=5c53d7385117e90004fae6fc&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.politico.eu/article/trump-iran-europe-sanction-powers-set-up-firm-to-thwart/?utm_source=POLITICO.EU&utm_campaign=1f45bc1d0f-EMAIL_CAMPAIGN_2019_02_01_05_45&utm_medium=email&utm_term=0_10959edeb5-1f45bc1d0f-190334489
https://www.politico.eu/article/trump-iran-europe-sanction-powers-set-up-firm-to-thwart/?utm_source=POLITICO.EU&utm_campaign=1f45bc1d0f-EMAIL_CAMPAIGN_2019_02_01_05_45&utm_medium=email&utm_term=0_10959edeb5-1f45bc1d0f-190334489
https://www.politico.eu/article/trump-iran-europe-sanction-powers-set-up-firm-to-thwart/?utm_source=POLITICO.EU&utm_campaign=1f45bc1d0f-EMAIL_CAMPAIGN_2019_02_01_05_45&utm_medium=email&utm_term=0_10959edeb5-1f45bc1d0f-190334489
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It isn’t obvious if that cargo could be insured due to U.S. sanctions.  Most likely, this body will 

represent a signal that the EU can operate independently of U.S. policy but, in reality, it can’t.  

We expect the administration to be harshly critical of this action and no major EU company to 

participate for fear of running afoul of U.S. sanctions.8 

 

Another reason for Iran to be unpopular with Americans: Tehran has banned public dog 

walking or riding in cars with dogs.9 
 

U.S. Economic Releases 
 

The change in non-farm payrolls for January came in well above expectations at 304k compared 

to the forecast of 165k.  The prior report was revised downward from 312k to 222k.  Therefore, 

the two-month payroll net revision rose 13k.  The change in private payrolls came in above 

expectations at 296k compared to the forecast of 175k.  The prior report was revised downward 

from 301k to 206k.  The change in manufacturing payrolls was below expectations, rising by 13k 

compared to the forecast of a 19k gain.  
 

 
 

The chart above shows the change in total private employment, which suggests the economic 

expansion continues.   

  

                                                 
8 https://www.nytimes.com/2019/01/31/world/europe/europe-trade-iran-nuclear-
deal.html?emc=edit_mbe_20190201&nl=morning-briefing-europe&nlid=567726720190201&te=1  
9 https://www.bbc.com/news/blogs-news-from-elsewhere-47041611  

https://www.nytimes.com/2019/01/31/world/europe/europe-trade-iran-nuclear-deal.html?emc=edit_mbe_20190201&nl=morning-briefing-europe&nlid=567726720190201&te=1
https://www.nytimes.com/2019/01/31/world/europe/europe-trade-iran-nuclear-deal.html?emc=edit_mbe_20190201&nl=morning-briefing-europe&nlid=567726720190201&te=1
https://www.bbc.com/news/blogs-news-from-elsewhere-47041611
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The chart above shows the 12-month moving total of the change in non-farm payrolls; a dip 

under 1.5mm signals recession. 

 

The unemployment rate came in higher than expectations at 4.0% compared to the forecast of 

3.9%.  The labor force participation rate was 63.2%, while the U-6 unemployment rate rose 

sharply to 8.1%.  The chart below shows the relationship between the unemployment rate and the 

employment/population ratio.  The divergence of the two variables has been one of the defining 

factors of this recovery and argues that labor market slack still remains. 
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The chart below shows the underemployment rate, also referred to as the U-6 rate, which 

probably spiked from contractors being laid off due to the government shutdown.  In addition, 

the continued “pull” of the economy may be bringing citizens into the job market who were 

previously out of the labor force.  This can cause a temporary rise in the U-6 measure. 
  

 
  
Average hourly earnings for all workers came in below expectations, rising 0.1% from the prior 

month compared to the forecast of 0.3%. 
 

 
 

The chart above shows the yearly change in overall wages for all workers along with production 

and non-supervisory workers.  Wage growth has been strengthening. 

 

Although the numbers were mixed, the government shutdown may have distorted an otherwise 

strong report.  Because workers furloughed by the government shutdown received back pay the 

establishment survey treated them as employed, while the household survey may have been 
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impacted by government officials who declared themselves unemployed.  Thus, the payroll 

numbers were likely unaffected and the unemployment rate rose more than usual.  In all, the jobs 

report has given the Fed flexibility to either maintain or hike rates.  The strong payroll numbers 

suggest the economy is still expanding at an unsustainable pace, and the soft earnings suggest the 

labor market is still not tight.  
 

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 US Manufacturing PMI m/m jan 54.9 54.9 **

10:00 ISM Manufacturing m/m jan 54.0 54.1 **

10:00 ISM Employment m/m jan 56.2 **

10:00 ISM Prices Paid m/m jan 54.3 54.9 **

10:00 ISM New Orders m/m jan 51.1 **

10:00 U. of Michigan Sentiment m/m jan 90.7 90.7 **

10:00 U. of Michigan Current Conditions m/m jan 110.0 **

10:00 U. of Michigan Expectations m/m jan 78.3 **

10:00 U. of Michigan 1 yr Inflation m/m jan 2.7% **

10:00 U. of Michigan 5-10 Yr Inflation m/m jan 2.6% **

10:00 Construction Spending m/m nov 0.2% -0.1% **

10:00 Wholesale Inventories m/m nov 0.5% 0.8% **

10:00 Wholesale Trade Sales m/m nov -0.2% **

Ward Total Vehicle Sales m/m jan 17.20 mn 17.50 mn **

EST Speaker or event

9:45 Robert Kaplan Speaks in Austin President of the Federal Reserve Bank of Dallas

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

ASIA-PACIFIC

China Caixin China PMI Mfg m/m jan 48.3 49.7 49.6 ** Equity and bond bearish

Japan Job-to-Applicant Ratio m/m dec 1.63 1.63 1.63 ** Equity and bond neutral

Jobless Rate m/m dec 2.4% 2.5% 2.5% *** Equity bullish, bond bearish

Nikkei Japan PMI Mfg m/m jan 50.3 50.0 ** Equity and bond neutral

Vehicle Sales y/y jan 2.3% -4.4% ** Equity bullish, bond bearish

India Nikkei India PMI Mfg y/y dec 53.9 53.2 ** Equity bullish, bond bearish

Australia AiG Perf of Mfg Index m/m jan 52.5 49.5 ** Equity bullish, bond bearish

CBA Australia PMI Mfg m/m jan 53.9 54.3 ** Equity and bond neutral

CoreLogic House Px m/m jan -1.2% -1.3% ** Equity and bond neutral

PPI q/q 4q 0.5% 0.8% ** Equity and bond neutral

Commodity Index SDR q/q 4q 6.9% 10.5% ** Equity and bond neutral

New Zealand ANZ Consumer Confidence m/m jan -0.2% 2.8% ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Manufacturing m/m jan 50.5 50.5 50.5 ** Equity and bond neutral

CPI Core y/y jan 1.1% 1.0% 1.0% *** Equity bearish, bond bullish

CPI Estimate m/m jan 1.4% 1.6% 1.4% *** Equity bearish, bond bullish

Germany Markit/ BME Germany Manufacturing m/m jan 49.7 49.9 49.9 ** Equity and bond bearish

France Budget Balance ytd dec -76.1 bn -95.6 bn ** Equity bullish, bond bearish

Markit France Manufacturing m/m jan 51.2 51.2 51.2 ** Equity and bond neutral

Italy Markit/ADACI Italy Manufacturing m/m jan 47.8 49.2 48.8 ** Equity and bond bearish

UK Markit UK PMI Manufacturing m/m jan 52.8 54.2 53.5 ** Equity and bond neutral

Switzerland SECO Consumer Confidence m/m jan -4 -6 -5 *** Equity and bond neutral

Retail Sales Real y/y dec -0.3% -0.5% 0.0% ** Equity and bond bearish

PMI Manufacturing m/m jan 54.3 57.8 56.4 ** Equity and bond neutral

Russia Markit Russia PMI Mfg m/m jan 50.9 51.7 51.4 ** Equity and bond neutral

AMERICAS

Mexico Net Outstanding Loans y/y dec 4.453 tn 4.455 tn ** Equity and bond neutral

Canada GDP y/y nov 1.7% 2.2% 1.6% *** Equity and bond neutral

Industrial Product Price m/m dec -0.7% -0.8% 0.1% ** Equity and bond bearish

Raw Materials Price Index m/m dec 3.8% -11.7% 4.0% ** Equity and bond neutral

Brazil Industrial Production m/m dec -3.6% -0.9% -3.9% *** Equity and bond neutral

Markit Brazil PMI Manufacturing m/m jan 52.7 52.6 ** 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) 274 274 0 Up

3-mo T-bill yield (bps) 234 234 0 Neutral

TED spread (bps) 40 40 0 Neutral

U.S. Libor/OIS spread (bps) 240 241 -1 Up

10-yr T-note (%) 2.63 2.63 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 5 6 -1 Down

Currencies Direction

dollar down Neutral

euro flat Up

yen down Neutral

pound up Neutral

franc down Neutral  
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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 $60.86 $60.84 0.03%

WTI $53.67 $53.79 -0.22%  

Natural Gas $2.81 $2.81 -0.21%  

Crack Spread $11.18 $11.23 -0.46%

12-mo strip crack $14.30 $14.40 -0.68%

Ethanol rack $1.39 $1.39 -0.01%

Gold $1,321.64 $1,321.25 0.03%

Silver $15.99 $16.06 -0.43%

Copper contract $276.15 $278.45 -0.83%

Corn contract 378.75$       376.50$       0.60%

Wheat contract 518.50$       516.50$       0.39%

Soybeans contract 924.00$       915.25$       0.96%

Baltic Dry Freight 668 721 -53

Actual Expected Difference

Crude (mb) 0.9 3.0 -2.1

Gasoline (mb) -2.2 2.4 -4.7

Distillates (mb) -1.1 -2.0 0.9

Refinery run rates (%) -2.80% -0.65% -2.15%

Natural gas (bcf) -173.0 -200.0 27.0

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 in the southeastern region.   
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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 1, 2019 
 

In our analysis, both small caps and mid-caps are undervalued relative to their large cap cousins. 
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These charts compare mid-caps and small caps to large cap stocks.  We log-transform the data 

and use a time trend to scale the transformed indices as well.  The lower line on both charts 

indicate that small caps and especially mid-caps are deeply underperforming large caps. 

 

Why is this occurring?  One clue is the relative underperformance in the last recession.  Smaller 

capitalization stocks tend to be more sensitive to the economic cycle.  Thus, monetary policy 

tightening can raise fears of recession and encourage investors to move to larger companies that 

would better withstand economic weakness.  Note that both of the smaller capitalization indices 

underperformed large caps during the slowdown in late 2015 into 2016.  However, when 

recession was avoided, both recovered strongly.  In addition, both the smaller capitalization 

groups are mildly inversely correlated to the broad P/E multiple; using the CAPE, a rising 

multiple tends to benefit large cap stocks more than the smaller caps, although the impact is 

rather modest.  Since the CAPE has been contracting, this factor should contribute to our 

expected smaller capitalization rebound. 

 

Thus, given the deep level of undervaluation relative to large caps, we tend to favor both small 

and mid-caps.  This position assumes that a recession will be avoided over the next year to 18 

months.  However, if the economy stumbles into recession, large caps will likely continue to 

outperform their smaller capitalization brethren.    

 
 

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 1/31/2019 close) 

 

0.0% 5.0% 10.0% 15.0%

Utilities
Health Care
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Materials

Technology
S&P 500

Financials
Consumer Discretionary
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Energy

Industrials

YTD Total Return
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Materials
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Technology

Industrials

Energy

S&P 500

Consumer Discretionary

Health Care

Consumer Staples

Utilities

Telecom

Prior Trading Day Total Return

 
(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 1/31/2019 close) 

 

0.0% 5.0% 10.0% 15.0%

Cash

US Government Bond

US Corporate Bond

US High Yield

Commodities

Foreign Developed (local currency)

Foreign Developed ($)

Emerging Markets (local currency)

Large Cap

Emerging Markets ($)

Mid Cap

Small Cap

Real Estate

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 as of 1/30/2019 = 16.2x

 
 

Based on our methodology,10 the current P/E is 16.2x, up 0.2x from last week.  The rebound in 

equities 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. 

                                                 
10 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. 


