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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 6, 2019—9:30 AM EST]  Global equity markets are generally mixed this 

morning.  The EuroStoxx 50 is down 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 

was up 0.5% from the prior close.  Chinese markets were closed for the Lunar New Year.  U.S. 

equity index futures are signaling a higher open.  With 258 companies having reported, the S&P 

500 Q4 earnings stand at $41.23, higher than the $40.86 forecast for the quarter.  The forecast 

reflects a 13.4% increase from Q4 2017 earnings.  Thus far this quarter, 70.2% of the companies 

reported earnings above forecast, while 20.5% reported earnings below forecast. 

 

U.S. equity futures are a bit lower this morning in a very quiet trade.  Here is what we are 

watching today: 

 

State of the Union: For financial markets, there wasn’t much in the speech that mattered.  There 

was nothing on taxes and the potential for any major spending program is low.  For the most 

part, these speeches have become a political spectacle that usually lack substance.  However, 

there were two items of note that will bear watching.  First, the president indicated that the U.S. 

will “never be a socialist nation.”  Although there are some baby boomers attached to the term 

(Sen. Sanders perhaps the most notable), socialism has become a generational divide.  Those old 

enough to have seen communism and socialism on a large scale are quite familiar with its 

failings.  David Hume’s view that the only power that can offset self-interest is self-interest itself 

is perhaps one of the most radical insights into human behavior.  Accordingly, for baby boomers, 

it is ludicrous to suggest that socialism is an idea whose time has come.   

 

So, other than the fact that history isn’t taught anymore,1 why the interest in socialism from 

millennials?  One of the problems of socialism is that it tends to disadvantage capital.  This 

tendency leads to underinvestment and, eventually, scarcity and inflation.  Inflation trends likely 

explain the generational attitude toward socialism. 

 

                                                 
1 Yeah, I’m sounding a bit like the grumpy old man… https://www.nbc.com/saturday-night-live/video/weekend-
update-segment---dana-carvey-as-grumpy-old-man/n9948 and http://www.nbc.com/saturday-night-
live/cast/dana-carvey-14886/character/grumpy-old-man-73276  

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.nbc.com/saturday-night-live/video/weekend-update-segment---dana-carvey-as-grumpy-old-man/n9948
https://www.nbc.com/saturday-night-live/video/weekend-update-segment---dana-carvey-as-grumpy-old-man/n9948
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This chart shows the average experience of inflation from age 16 to the age on the X axis.  In 

other words, a current 60-year-old’s experience spans from 1974 to 2018.  The line on the chart 

shows the adult experience of inflation for each year listed on the X axis.  We have calculated 

the average experience by generation.  Baby boomers have the highest inflation experience, 

whereas millennials have the lowest.  We would argue that the low inflation experience of 

millennials means that one of the key negatives to socialism, the tendency toward inflation, is 

less of an issue for that generation because it hasn’t experienced it.  Instead, that generation has 

tended to focus more on inequality and slow growth. 

 

Politically, socialism could become a wedge issue that the GOP will use against the Democrats, 

especially against the left-wing populist constituency within that party.  This could be an 

effective tool in the short run.  However, demographics will become a problem for the GOP over 

time if it adopts opposition to socialism as a wedge issue.   

 

Second, the other note from the speech that caught our attention was the comment about no more 

“endless wars.”  Endless wars are part of being the global hegemon because this role requires 

global military power projection (in part, the ability to project power globally is one element of 

how we define hegemony).  The goal of the superpower is to limit interventions and avoid 

needless conflicts in areas that have little strategic importance.  The U.S. has gotten itself into 

trouble on this issue when it lacks a clearly defined mission; once the goalpost moves from a 

specific aim to mission creep, e.g., “fostering democracy,” then the ability to limit involvement 

is undermined.  So, on the one hand, the president has a good point: we should engage in 

conflicts with clear goals in mind.  For example, if our goal in Afghanistan was to eliminate the 

country as a base of operations for al Qaeda and remove the Taliban from power, then we would 

have been out of the country a long time ago.  But, once we are on the hook to transplant 

democracy, we could be there forever.  On the other hand, there are some elements of hegemony 

that require a constant presence of American military power.  Keeping peace in Europe to 

resolve the German problem and preventing militarism in Japan by securing the country’s trade 
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routes require long-term commitments.  It isn’t obvious that the president sees the difference.  

We have no quarrel with his goal of leaving Afghanistan or even Syria (although the shift to a 

build-up in Iraq doesn’t look like a good idea); leaving NATO, on the other hand, could be a 

serious mistake.   

 

Brexit: PM May is going to leave the Irish backstop in place in her agreement.  She is 

negotiating with the EU to either limit the time that the backstop would be in place or adjust it to 

prevent the open border on the Irish frontier from keeping the U.K. in the EU Customs Union 

indefinitely.  There is evidence that the DUP, her Unionist coalition partner, is flexible on this 

issue which is a good sign.  Unfortunately, the hard Brexit groups within the Tories want no 

backstop at all which would likely lead to border controls on the Ireland/Northern Ireland border.  

Instead, this group wants new border technology (which doesn’t currently exist) to allow trade 

and people to move seamlessly across the frontier.2  Increasingly, it looks to us that May can 

either have (a) soft Brexit and break up the Tory Party, or (b) maintain Tory Party unity and hard 

Brexit.  Although it’s hard to say how she will lean, our concern is that she will take option (b). 

 

OPEC and Russia: The cartel is seeking a formal arrangement with Russia that would, in effect, 

expand the cartel.  Russia has some influence on some of the former Soviet states as well, which 

would broaden OPEC even further.  Some producers within OPEC, such as Iran, oppose adding 

Russia for fear that cartel policy would effectively be set in Riyadh and Moscow.3  If OPEC were 

to expand to include Russia and other nations, its ability to move prices would be enhanced.  The 

fact that the Saudis are even contemplating such an arrangement is a clear indication of waning 

U.S. influence in the Middle East.  At the same time, we doubt Russia would be a reliable 

coalition partner.  It has a history of breaking promises and would not likely adjust output in a 

way that would harm its national interests.  If OPEC is able to bring Russia and aligned nations 

into its fold, it would tend to be bullish for oil prices. 

 

Another dove: Dallas FRB President Kaplan is staking out a clearly dovish position on 

monetary policy.  In an interesting reversal from his predecessor, who tended to be persistently 

hawkish, Kaplan has indicated he wants “no further action on rates.”4  Although his openly 

dovish position is supportive of the idea that this tightening cycle may be over, it should be noted 

that he isn’t a voter this year. 

 

Trade talks: The U.S. negotiating team is off to Beijing next week.  The presidents of the two 

nations haven’t agreed to a meeting yet; it appears that if such a meeting is held, it will likely be 

a signal that an agreement has been reached.  We still expect a deal to be made, but not one that 

includes all the issues on technology that the U.S. wants.  President Trump needs a deal with 

China to help his reelection effort.  Increasing trade tensions with China would be a significantly 

negative factor for U.S. equities.5  Meanwhile, it appears the Europeans are slow-walking talks to 

                                                 
2 https://www.ft.com/content/7bd0b65e-2967-11e9-a5ab-
ff8ef2b976c7?emailId=5c5a5f749aa9160004850ede&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
3 https://www.wsj.com/articles/opec-pursues-formal-pact-with-russia-11549394604  
4 https://finance.yahoo.com/news/dallas-fed-president-robert-kaplan-interest-rates-180000672.html  
5 https://www.wsj.com/articles/u-s-trade-negotiators-heading-to-beijing-next-week-11549408957  

https://www.ft.com/content/7bd0b65e-2967-11e9-a5ab-ff8ef2b976c7?emailId=5c5a5f749aa9160004850ede&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/7bd0b65e-2967-11e9-a5ab-ff8ef2b976c7?emailId=5c5a5f749aa9160004850ede&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/opec-pursues-formal-pact-with-russia-11549394604
https://finance.yahoo.com/news/dallas-fed-president-robert-kaplan-interest-rates-180000672.html
https://www.wsj.com/articles/u-s-trade-negotiators-heading-to-beijing-next-week-11549408957
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run out the clock6 and avoid auto tariffs.  Trade positions appear almost impossible to overcome; 

the U.S. wants open trade in agriculture which would upset the EU’s carefully negotiated 

Common Agricultural Policy.  The EU wants open trade on industrial goods which the U.S. isn’t 

likely to give.  The whole point of the Transatlantic Trade and Investment Partnership (TTIP) 

was designed to overcome these hurdles on a systemic basis.  But, since it and the TPP have been 

shelved, we are back to talks with little hope of success.  We suspect the Europeans may be 

hoping that Trump fails to win reelection and the pressure will be relieved.  That will be true 

only if the Democrats (a) nominate an establishment candidate, and (b) that person wins.  It is 

quite possible that the Democrats nominate a populist (e.g., Sen. Brown) who would be even 

tougher on trade than Trump.  

 

German industrial policy: Although the news will likely only excite the most wonky of 

analysts, Germany is creating a new industrial policy7 designed to support large industrial 

combinations to create national champions.  Essentially, Germany wants the EU to support an 

anti-competitive industrial policy led mostly by Germany and France.  One of the underlying 

assumptions in Berlin is that when the Germans say “EU” they really mean Berlin and Paris.  It 

will be interesting to see if the EU will acquiesce to German policy goals or prevent such 

combinations to maintain competition.  
 

U.S. Economic Releases 
 

MBA mortgage applications fell 2.5% from the prior week.  Purchases and refinancing fell 4.9% 

and 0.3%, respectively.  The average 30-year fixed rate fell 7 bps from 4.76% to 4.69%. 

 

The November trade deficit came in narrower than expected at $49.3 bn compared to the forecast 

of $54.0 bn.  The prior report’s deficit was revised to $55.7 from $55.5 bn.   

 

                                                 
6 https://www.politico.eu/article/the-great-transatlantic-trade-charade-european-union-us-donald-trump-tariffs-
cars/?utm_source=POLITICO.EU&utm_campaign=1f4bc9d6d3-
EMAIL_CAMPAIGN_2019_02_06_05_40&utm_medium=email&utm_term=0_10959edeb5-1f4bc9d6d3-190334489  
7 https://www.politico.eu/article/peter-altmaier-railbus-germany-promotes-champions-as-eu-moves-to-kill-
railbus/?utm_source=POLITICO.EU&utm_campaign=1f4bc9d6d3-
EMAIL_CAMPAIGN_2019_02_06_05_40&utm_medium=email&utm_term=0_10959edeb5-1f4bc9d6d3-190334489  

https://www.politico.eu/article/the-great-transatlantic-trade-charade-european-union-us-donald-trump-tariffs-cars/?utm_source=POLITICO.EU&utm_campaign=1f4bc9d6d3-EMAIL_CAMPAIGN_2019_02_06_05_40&utm_medium=email&utm_term=0_10959edeb5-1f4bc9d6d3-190334489
https://www.politico.eu/article/the-great-transatlantic-trade-charade-european-union-us-donald-trump-tariffs-cars/?utm_source=POLITICO.EU&utm_campaign=1f4bc9d6d3-EMAIL_CAMPAIGN_2019_02_06_05_40&utm_medium=email&utm_term=0_10959edeb5-1f4bc9d6d3-190334489
https://www.politico.eu/article/the-great-transatlantic-trade-charade-european-union-us-donald-trump-tariffs-cars/?utm_source=POLITICO.EU&utm_campaign=1f4bc9d6d3-EMAIL_CAMPAIGN_2019_02_06_05_40&utm_medium=email&utm_term=0_10959edeb5-1f4bc9d6d3-190334489
https://www.politico.eu/article/peter-altmaier-railbus-germany-promotes-champions-as-eu-moves-to-kill-railbus/?utm_source=POLITICO.EU&utm_campaign=1f4bc9d6d3-EMAIL_CAMPAIGN_2019_02_06_05_40&utm_medium=email&utm_term=0_10959edeb5-1f4bc9d6d3-190334489
https://www.politico.eu/article/peter-altmaier-railbus-germany-promotes-champions-as-eu-moves-to-kill-railbus/?utm_source=POLITICO.EU&utm_campaign=1f4bc9d6d3-EMAIL_CAMPAIGN_2019_02_06_05_40&utm_medium=email&utm_term=0_10959edeb5-1f4bc9d6d3-190334489
https://www.politico.eu/article/peter-altmaier-railbus-germany-promotes-champions-as-eu-moves-to-kill-railbus/?utm_source=POLITICO.EU&utm_campaign=1f4bc9d6d3-EMAIL_CAMPAIGN_2019_02_06_05_40&utm_medium=email&utm_term=0_10959edeb5-1f4bc9d6d3-190334489
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The chart above shows the trade balance.  The tightening of the trade balance is due to the drop 

in imports outweighing the drop in exports.  Falling imports is consistent with economic 

weakness; we will be watching to see if this is a temporary issue or a broader signal of problems 

for the economy. 
 

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

EUROPE

Germany Factory Orders m/m jan -7.0% -4.3% -6.7% ** Equity and bond bearish

Markit Germany Construction m/m jan 50.7 53.3 ** Equity and bond neutral

Russia Wellbeing Fund m/m jan $59.1 bn $58.1 bn ** Equity and bond neutral

AMERICAS

Mexico Leading Indicators m/m feb -0.08 -0.13 ** Equity and bond neutral

Brazil Vehicle Sales Fenabrave m/m jan 199797 234557 ** 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) 273 273 0 Up

3-mo T-bill yield (bps) 236 236 0 Neutral

TED spread (bps) 37 37 0 Neutral

U.S. Libor/OIS spread (bps) 241 241 0 Up

10-yr T-note (%) 2.70 2.70 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 5 5 0 Down

Currencies Direction

dollar up Neutral

euro down Up

yen up Neutral

pound up Neutral

franc flat Neutral

Central Bank Action Prior Expected

Bank of England Bank Rate 0.750% 0.750% On forecast

BOE Asset Purchase Target 10 bn 10 bn On forecast

BOE Corporate Bond Target 435 bn 435 bn 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. 
 

Price Prior Change Explanation

Brent $61.71 $61.98 -0.44%

WTI $53.45 $53.66 -0.39%  

Natural Gas $2.70 $2.66 1.43%  

Crack Spread $12.52 $12.70 -1.42%

12-mo strip crack $14.59 $14.69 -0.71%

Ethanol rack $1.41 $1.41 0.06%

Gold $1,312.87 $1,315.32 -0.19%

Silver $15.73 $15.85 -0.73%

Copper contract $282.50 $281.70 0.28%

Corn contract 380.25$       380.75$       -0.13%

Wheat contract 527.25$       527.25$       0.00%

Soybeans contract 919.50$       920.25$       -0.08%

Baltic Dry Freight 629 634 -5

Actual Expected Difference

Crude (mb) 1.5

Gasoline (mb) 1.5

Distillates (mb) -2.3

Refinery run rates (%) -0.55%

Natural gas (bcf) -250.0

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.  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 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 2/5/2019 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 2/5/2019 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 
 

January 31, 2019 
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P/E as of 1/30/2019 = 16.2x

 
 

Based on our methodology,8 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. 

                                                 
8 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. 


