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[Posted: February 5, 2018—9:30 AM EST]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 1.3% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 1.4% from the prior close.  Chinese markets were mixed, with the Shanghai 

composite up 0.7% and the Shenzhen index down 0.8%.  U.S. equity index futures are signaling 

a lower open.  With 251 companies having reported, the S&P 500 Q4 earnings stand at $35.78, 

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, 76.9% of the companies 

reported earnings above forecast, while 14.3% reported earnings below forecast. 

 

It’s another down day for the broad swath of financial markets.  We are seeing weakness in 

equities; bonds have started to stabilize but we are seeing a rapid steepening of the yield curve.  

Market action has been mostly controlled with little evidence of panic…so far.  Here is what we 

are watching today: 

 

Equity issues: One of the key characteristics of this bull market has been the lack of volatility.  

We have experienced long stretches with no corrections.  We see a couple reasons for this 

pattern.  First, the FOMC has been transparent about monetary policy; in addition, policy has 

been accommodative.  Second, inflation and fears of inflation have been low.  The combination 

of clear policy and low inflation has reduced the fears of owning equities.  There is evidence the 

combination of these factors is starting to change.  First, although monetary policy remains 

transparent, it is becoming less accommodative as the market looks for at least three, if not four, 

rate hikes this year.  Second, inflation fears are rising.  The wage data from last week’s 

employment report showed a 2.9% increase in overall wages, although we did note that the gain 

was a much more modest 2.4% for non-supervisory workers.  Until the latter accelerates notably, 

we think inflation fears may be overdone.   

 

Inflation is the key issue.  When inflation rises, the correlation between stocks and bonds tends to 

turn positive, undermining diversification.  Under these conditions, bond and stock prices fall 

simultaneously.  That is the situation we are seeing now.  Whether or not it continues depends on 

the actual process of inflation.  In the short run, we look for a modest rise in price levels, with the 

core rate of CPI moving to around 2.5% by early 2019.  That rate is obviously higher than what 

we are seeing but such a move should be manageable.  The concern is, of course, whether the 

FOMC overreacts to this rise in price levels and tightens policy to the point where a recession is 

triggered.  At this juncture, there isn’t much evidence to suggest a recession is in the cards over 

the next couple of quarters.  Thus, the elements of a major sell-off in equities aren’t likely. 

 

Instead, it appears what we are witnessing is a fairly normal decline in stocks.  Since 1928, a 5% 

drop in equities occurs about 3.4 times per year.  Corrections (10% declines) occur 1.1 times per 

year.  The last 10% drop occurred in late 2015.  We are clearly due for a pullback. 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 
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(Source: Bloomberg) 

 

This chart shows the nearest futures contract for the S&P 500.  Technically, we are approaching 

the 50-day moving average, which may be a support area.  The lower segments on the chart 

show the Relative Strength Index and the Moving Average Convergence/Divergence indicator.  

The RSI has moved from overvalued to the balanced area.  It has not achieved an oversold level, 

which would be below the lower green line.  The MACD has rolled over but hasn’t shown signs 

of consolidation.  The charts suggest a good bit of the excess has been worked off but we are still 

facing further downside.   

 

No German coalition yet: The SDP and CDU/CSU missed their weekend deadline but talks are 

continuing today.  We still expect a deal to be struck, but the longer this goes on, the more 

pressure will develop on the EUR. 

 

Sanctions on Venezuela?  SOS Tillerson indicated that the U.S. is considering restricting 

imports of Venezuelan oil and cutting off exports of product to Caracas.  If this step is taken, it 

will roil the U.S. and foreign oil markets.  Although Venezuela will try to sell its oil to other 

buyers, the characteristics of its oil (heavy and sour) are best for the U.S. refining industry.  We 

suspect further sanctions will cut global oil supplies and boost prices.   

 

U.S. Economic Releases 

 

There were no releases prior to the publication of this report.  The table below shows the 

economic releases scheduled for the rest of the day.  

 



 

 

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

www.confluenceinvestment.com 

 3 

EDT Indicator Expected Prior Rating

9:45 Markit US Services PMI m/m jan 53.3 53.3 **

9:45 Markit US Composite PMI m/m jan 53.8 **

10:00 ISM Non-Manf. Composite m/m jan 56.7 55.9 **

Fed speakers or events

Economic Releases

No speakers or events scheduled  
 

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.  

 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Caixin China PMI Composite m/m jan 53.7 53.0 ** Equity and bond neutral

Caixin China PMI Services m/m jan 54.7 53.9 53.5 ** Equity bullish, bond bearish

Japan Nikkei Japan PMI Services m/m jan 51.9 51.1 ** Equity and bond neutral

Nikkei Japan PMI Composite m/m jan 52.8 52.2 ** Equity bullish, bond bearish

India Nikkei India PMI Services m/m jan 51.7 50.9 ** Equity bullish, bond bearish

Nikkei India PMI Composite m/m jan 52.5 53.0 ** Equity and bond neutral

Australia CBA Australia PMI Services m/m jan 53.8 55.1 ** Equity and bond neutral

CBA Australia PMI Composite m/m jan 54.2 55.5 ** Equity and bond neutral

AiG Performance of Mfg Index m/m jan 54.9 52.0 ** Equity bullish, bond bearish

New Zealand ANZ Commodity Price m/m jan 0.7% -2.2% ** Equity and bond neutral

EUROPE

Eurozone Retail Sales m/m jan -1.1% 1.5% -1.0% ** Equity bearish, bond bullish

Sentix Investor Confidence m/m jan 31.9 32.9 33.2 ** Equity and bond neutral

Markit Eurozone Services m/m jan 58.0 57.6 57.6 ** Equity bullish, bond bearish

Markit Eurozone Composite m/m jan 58.8 58.6 58.6 ** Equity bullish, bond bearish

Germany Markit Germany Services m/m jan 57.3 57.0 57.0 ** Equity bullish, bond bearish

Markit/ BME Germany Manufacturing m/m jan 59.0 58.8 58.8 * Equity bullish, bond bearish

Italy Markit/ADACI Italy Services m/m jan 57.0 55.4 55.9 ** Equity bullish, bond bearish

Markit/ ADACI Italy Composite m/m jan 59.0 56.5 57.4 ** Equity bullish, bond bearish

U.K. Markit/CIPS UK Services m/m jan 53.0 54.2 54.1 ** Equity and bond neutral

Markit/CIPS UK Composite y/y jan 53.5 54.9 54.6 ** Equity and bond neutral

Switzerland Total Sight Deposits m/m jan 574.7 bn 575.0 bn * Equity and bond neutral

Domestic Sight Deposits m/m jan 465.4 bn 465.1 bn * Equity and bond neutral

Russia Markit Russia PMI Services m/m jan 55.1 56.8 56.9 ** Equity and bond neutral

Markit Russia PMI Composite m/m jan 54.8 56.0 ** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 179 179 0 Up

3-mo T-bill yield (bps) 146 145 1 Neutral

TED spread (bps) 33 33 0 Neutral

U.S. Libor/OIS spread (bps) 154 154 0 Up

10-yr T-note (%) 2.84 2.84 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 30 30 0 Down

Currencies Direction

dollar up Down

euro down Up

yen up Neutral

pound down Neutral

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. 
 

Price Prior Change Explanation

Brent $67.92 $68.58 -0.96% Supply Speculation

WTI $65.08 $65.45 -0.57%  

Natural Gas $2.84 $2.85 -0.25%

Crack Spread $15.39 $15.88 -3.09%

12-mo strip crack $18.69 $18.99 -1.60%

Ethanol rack $1.50 $1.49 0.43%

Gold $1,336.95 $1,333.39 0.27%

Silver $16.86 $16.59 1.65%

Copper contract $320.45 $318.75 0.53%

Corn contract 358.50$       361.50$       -0.83%

Wheat contract 441.50$       446.75$       -1.18%

Soybeans contract 971.50$       978.75$       -0.74%

Baltic Dry Freight 1095 1114 -19

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

to normal temperatures for the rest 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 2, 2018 
 

The World Economic Forum in Davos was held recently and various comments were made about 

the dollar during the meetings.  Treasury Secretary Mnuchin seemed to imply that the 

administration was talking the dollar lower, a violation of unwritten protocols that make it 

acceptable to have a weaker currency in support of growth but improper to use depreciation to 

give a nation an advantage on trade.  Later, President Trump seemed to contradict his treasury 

secretary, suggesting the dollar should strengthen.  This led the financial media to deploy a 

parade of currency analysts to try to explain the dollar’s behavior.  The cacophony of comments 

did little to explain market action. 

 

Our position on exchange rates is that there is no single valuation method that works 

consistently.  In our over 30 years of monitoring and analyzing exchange rates, we have found 

they are usually characterized by regimes.  During some periods, trade balances drive exchange 

rates.  In other periods, interest rate differentials are the key factor.  Relative growth rates or 

productivity have also been relevant.  But, in the long run, the oldest valuation method, 

purchasing power parity, remains useful for investors.   

 

Purchasing power parity assumes that exchange rates bring equilibrium to relative prices.  In 

other words, if price levels in one nation are higher compared to another nation, the country with 

higher price levels will experience currency depreciation until price levels equalize.  In practice, 

the ratio of price levels isn’t perfect—not all goods in a price index are tradeable, inflation 

indices between countries are not identical and no markets are frictionless, so adjustments can 

take time.  But, what we find in practice is that when the exchange rate deviates widely from the 

ratio of inflation rates (or, purchasing power parity), the exchange rate usually adjusts. 

 

These are exactly the conditions we have seen recently. 
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This chart shows our calculation of purchasing power parity for the euro (based off the D-mark 

at euro parity and German inflation), the Canadian dollar, the British pound and the Japanese 

yen.  In all cases, the dollar is highly overvalued.  What we find missing in most comments about 

the dollar that we see in the financial media is that the dollar is weakening in response to 

overvaluation.  All these charts show that key market signals come at extremes.  As exchange 

rates approach the standard error lines, they become vulnerable to reversals.  And, when 

reversals occur, it is not uncommon for the exchange rate to move to an opposite extreme.  This 

likely means that the dollar will continue to weaken for an extended period. 

 

In response, our asset allocation has added foreign equities. 
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This chart shows the S&P and EAFE equity indices, denominated in dollars.  We have rebased 

the two to 1988 and calculated a ratio of the indices.  We have also added the Federal Reserve’s 

major current index.  When the dollar is strengthening, U.S. stocks tend to outperform.  When 

the dollar is elevated and reverses, it is usually favorable to foreign equities relative to U.S. 

equities.   

 

In general, both indices tend to be closely correlated.  As a result, shifting to overseas stocks 

doesn’t mean that domestic equities are expected to decline.  Instead, it suggests that the tailwind 

of a weaker dollar boosts the relative value of foreign stocks to a U.S. investor.  That is the 

rationale for our current allocation.  

  

  

 
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 2/2/2018 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 2/2/2018 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 

9 

 

P/E Update 
 

February 1, 2018 
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Based on our methodology,1 the current P/E is 21.0x, 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. 

                                                 
1 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. 


