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[Posted: February 7, 2017—9:30 AM EST]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is down 0.3% from the last close.  In Asia, the MSCI Asia Apex 50 closed 

down 0.4% from the prior close.  Chinese markets were mixed, with the Shanghai composite 

relatively unchanged and the Shenzhen index down by 0.1%.  U.S. equity futures are signaling a 

higher open.  With 279 companies having reported, the S&P 500 Q4 earnings stand at $31.56, 

higher than the $30.77 forecast for the quarter.  The forecast reflects a 3.2% increase from Q4 

2015 earnings.  Thus far this quarter, 66.3% of the companies reported earnings above forecast, 

while 20.8% reported earnings below forecast. 

 

We are seeing the dollar rise this morning along with U.S. equity futures.  There isn’t a lot of 

news to indicate a reason for the rise in the greenback.  Perhaps the best explanation is that the 

drop we have seen in the dollar over the past two weeks has mostly been a technical correction.  

Momentum indicators, such as the moving-average convergence/divergence indicator and the 

stochastic indicator, became overbought, suggesting that the market had gotten ahead of itself.  

Since mid-January, we have seen the market move from overbought to oversold, and chart 

traders have probably concluded that the short trade has reached its limit.  Although the dollar is 

overvalued based on inflation differentials, expectations of tighter monetary policy (Dallas FRB 

President Harker suggested yesterday that March could be a “live meeting”), fiscal expansion 

and tax reform (the big one being the border adjustment) all point to a stronger greenback.   

 

It appears that the recent U.S. operation in Yemen had a bigger target—Qassim al-Rimi, the head 

of al Qaeda in the Arabian Peninsula.  He apparently survived and is now taunting President 

Trump.  Operations to remove leaders from terrorist groups have been part of the war against 

these groups since 9/11.  However, this action in Yemen does bear watching.  There has been 

growing speculation that the U.S. is taking a tougher stand against Iran and there is a temptation 

to view the proxy war in Yemen as a Saudi/Iranian conflict.  Specifically, National Security 

Advisor Flynn has been openly hostile to Iran, saying “the days of turning a blind eye to Iran’s 

hostile and belligerent actions” have come to an end and he has also blamed Iran for Houthi 

actions against U.S. allies, Saudi Arabia and the UAE.  Although there are elements of a proxy 

war, the overall conflict is local.  Yemen has struggled to unify for years.  In fact, from 1967 to 

1990, Yemen was divided into North Yemen and South Yemen. 
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(Source: Wikipedia Commons) 

 

There are echoes of this division in the current conflict; in fact, the Houthi military actions are 

more tribal in nature.  Still, our worry is that the Trump administration could be lured into a 

quagmire in Yemen as a way of indirectly attacking Iran.  Simply put, escalating the conflict in 

Yemen would probably be a distraction and “winning” (an undefined outcome at this point) 

would not significantly undermine Iran. 

 

China’s foreign exchange reserves fell by $12.3 bn in January, a bit more than forecast.   

 

 
(Source: Bloomberg) 
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This chart shows China’s forex reserves since 2000.  They peaked in mid-2014 and have steadily 

declined ever since.  We have seen the level dip under $3.0 trillion, which, being a large round 

number, is psychologically significant.  However, as the chart shows, the recent decline is simply 

part of a longer trend.  Why are reserves falling?  One of the key reasons is that the PBOC is 

trying to prop up the value of the CNY.  Without support, the Chinese currency would be 

weaker.  Second, falling reserves could signal capital flight; as Chinese citizens move their assets 

out of China, it lowers the nation’s reserves.  China has been clamping down on capital flows 

which may account for the slower drain of reserves but the overall trend is probably lower.  Is 

this necessarily a bad thing?  Not completely.  The buildup of reserves reflected a deliberate 

policy to use export promotion for development.  If China is restructuring toward consumption, 

then this level of forex reserves is probably unnecessary.  If, however, the drop in reserves is 

mostly due to capital flight, then it is a worry because it suggests that Chinese investors are 

unhappy with developments in the Chinese economy and political system.   

 

U.S. Economic Releases 

 

The trade deficit narrowed more than expected, at -$44.3 bn compared to the forecast of -$45.0 

bn.  The trade deficit in the prior report was revised wider from -$45.2 bn to -$45.7 bn.  

 

 
 

The chart above shows the trade balance in goods and services.  Exports and imports increased 

by 4.2% and 4.6%, respectively.  

 

The table below shows the domestic releases scheduled for the rest of the day. 
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EDT Indicator Expected Prior Rating

10:00 JOLTS Job Openings m/m dec 5580 5522 **

15:00 Consumer Credit m/m dec $20.000 bn $24.532 bn **

Economic Releases

No speakers or events scheduled

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. 
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Foreign Reserves y/y jan 2.9982 tn 3.0105 tn 3.0035 tn ** Equity and bond neutral

Japan Official Reserve Assets y/y dec 1.2316 tn 1.2169 tn ** Equity and bond neutral

Leading Index CI y/y dec 105.2 102.8 105.5 ** Equity and bond neutral

Coincident Index y/y dec 115.2 115.0 115.2 ** Equity and bond neutral

Australia AiG Performance of Construction Index y/y jan 47.7 47.0 ** Equity and bond neutral

ANZ Roy Morgan Weekly Consumption m/m feb 117.5 118.1 ** Equity and bond neutral

Foreign Reserves q/q jan A$68.6 bn A$76.1 bn ** Equity and bond neutral

New Zealand 2yr Inflation Expectations q/q 1q 1.9% 1.7% ** Equity and bond neutral

EUROPE

Germany Industrial Production y/y dec -3.0% 2.2% 2.5% ** Equity bearish, bond bullish

France Trade Balance y/y dec -3.421 bn -4.377 bn -3.500 bn ** Equity bullish, bond bearish

Current Account Balance y/y dec -1.1 bn -2.3 bn ** Equity bullish, bond bearish

Budget Balance y/y dec -69.0 bn -93.3 bn ** Equity bullish, bond bearish

U.K. Halifax House Prices m/m jan -0.9% 1.7% 0.0% ** Equity and bond neutral

Switzerland SECO Consumer Confidence y/y jan -3 -13 -11 ** Equity and bond neutral

Foreign Currency Reserves y/y jan 643.7 645.3 bn 646.1 bn ** Equity and bond neutral

Russia Official Reserves y/y jan 390.6 bn 377.7 bn 386.0 bn ** Equity and bond neutral

AMERICAS

Brazil FGV Inflation y/y jan 6.0% 7.2% 6.0% ** Equity and bond neutral

Canada International Merchandise m/m feb 0.92 bn 0.53 bn 0.2 bn ** Equity bearish, bond bullish

Building Permits m/m mar -6.6% -3.5% -0.1% ** Equity bearish, bond bullish  
 

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) 103 103 0 Up

3-mo T-bill yield (bps) 52 52 0 Neutral

TED spread (bps) 51 52 -1 Neutral

U.S. Libor/OIS spread (bps) 68 68 0 Neutral

10-yr T-note (%) 2.42 2.41 0.01 Neutral

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

EUR/USD 3-mo swap (bps) 29 29 0 Neutral

Currencies Direction

dollar up Neutral

euro down Neutral

yen down Down

pound down Down

franc down Neutral

Central Bank Action Current Prior Expected

RBA Cash Rate Target 1.50% 1.50% 1.50% 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 $55.52 $55.72 -0.36% Long Liquidation

WTI $52.81 $53.01 -0.38%

Natural Gas $3.11 $3.05 1.90%

Crack Spread $11.95 $12.17 -1.79%

12-mo strip crack $14.64 $14.74 -0.71%

Ethanol rack $1.59 $1.58 0.20%

Gold $1,231.29 $1,235.53 -0.34% Stronger Dollar

Silver $17.66 $17.74 -0.43%

Copper contract $264.20 $265.15 -0.36%

Corn contract 363.75$       363.75$       0.00%

Wheat contract 421.50$       422.50$       -0.24%

Soybeans contract 1,036.00$    1,036.00$   0.00%

Baltic Dry Freight 735 752 -17

Actual Expected Difference

Crude (mb) 2.5

Gasoline (mb) 1.5

Distillates (mb) 0.5

Refinery run rates (%) -0.20%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for most of the country.  

Precipitation is not 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 3, 2017 

 

Although our current allocation models exclude emerging markets, we still monitor various 

emerging market nations for potential opportunities.  A country that has been in the news 

recently is Mexico.  President Trump has been targeting Mexico and the North American Free 

Trade Agreement (NAFTA) for Mexico’s persistent trade surpluses with the U.S.   

 

 
 

This chart shows the rolling 12-month trade account with Mexico; the vertical line on the chart 

shows the month when NAFTA was enacted.  As the chart clearly shows, the trade deficit with 

Mexico has widened significantly, although it is interesting to note that it hasn’t worsened since 

the last recession.   

 

Trade deficits act as a drag on GDP; the tradeoff is microeconomic.  Imports tend to improve the 

competitiveness of an economy. 
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Until the 1980s, the U.S. tended to run modest current account surpluses.1  Note that inflation 

steadily declined after 1980.  From 1960 to 1980, inflation averaged 5.1%.  From 1980 to the 

present, it has averaged 3.3%, and since 1990, 2.1%.  Competition from foreign trade forces 

domestic firms to be more competitive and cost efficient.  At the same time, since the U.S. 

provides the reserve currency, there is an incentive for other nations to implement policies 

designed to run trade surpluses with the U.S. in order to acquire dollars.  These policies tend to 

suppress domestic consumption and expand investment, with the global effect of boosting 

growth through trade.   

 

The peso/dollar exchange rate has a strong impact on the performance of investments into 

Mexico.  Currently, our model of the exchange rate suggests the peso is deeply undervalued. 

 

                                                 
1 The current account is the merchandise trade account plus private and public transfers and remittances. 
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This model uses relative inflation and the trade account as independent variables.  It suggests the 

peso is 33% undervalued relative to the dollar.  Note that this undervaluation began in mid-2014 

as the dollar began to rise across most currencies due to expectations of U.S. monetary policy 

tightening.  The peso weakened further due to the election of Donald Trump, who promised to 

build a wall across the southern border of the U.S.   

 

The weak peso has had an effect on Mexican equity values; in peso terms, the MSCI Mexico 

Index is up 10.1% since mid-2014, an annual gain of 3.8%.  In U.S. dollar terms, it is down 

28.1%, or -12.0% annualized.   

 

Although the peso is quite competitive with the U.S. at current levels, the degree of political risk 

is so elevated at present that we are not ready to allocate to Mexican equity markets.  However, 

at some point, the currency should stabilize and offer an opportunity for our asset allocation 

accounts.  Until then, we continue to closely monitor this market.    

  

  

 
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 2/6/2017 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 2/6/2017 close) 

 

0.0% 2.0% 4.0% 6.0% 8.0%

Cash

Real Estate

Commodities

Foreign Developed (local currency)

US Corporate Bond

US Government Bond

Small Cap

US High Yield

Mid Cap

Large Cap

Foreign Developed ($)

Emerging Markets (local currency)

Emerging Markets ($)

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 Update 
 

February 2, 2017 

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM 4Q TRAILING P/E

P
/E

Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 2/1/2017 = 19.6x

 
 

Based on our methodology,2 the current P/E is 19.6x, unchanged from our last report.   
 
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. 

                                                 
2 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 and last 
quarter, we use the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-
quarter earnings sum includes the actual (Q2 and Q3) and two estimates (Q4, 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. 


