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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 7, 2019—9:30 AM EST]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 1.1% from the last close.  In Asia, the MSCI Asia Apex 50 

was down 0.2% from the prior close.  Chinese markets were closed for the Lunar New Year.  

U.S. equity index futures are signaling a lower 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 under pressure again this morning.  Here is what we are watching: 

 

What’s eating the market?  We are seeing a series of foreign central bank easing actions or 

signals thereof.  Yesterday, the Reserve Bank of Australia surprised the markets with a rate cut.  

Today, the Reserve Bank of India joined the parade.  The Bank of England didn’t ease at its 

meeting this morning (as expected) but offered a gloomy view for Brexit,1 suggesting uncertainty 

surrounding the deal is undermining the economy.  In light of these actions, we are seeing the 

dollar move higher this morning.   

 

The relationship between equities and the dollar is not all that straightforward.  There are periods 

when equities seem bolstered by dollar strength but other periods when dollar weakness is 

supportive to equities.  The upper lines on the chart below show the yearly change in the JPM 

dollar index and the S&P 500.  The lower line shows the 10-year rolling correlation.  During the 

1980s, the correlation between the series was modestly negative; a stronger dollar tended to be a 

bearish factor.  In the 1995-2000 stock market boom, the two series were positively correlated.  

But, since 2000, the correlation has been steadily weakening and is now quite negative.   

 

 

 

                                                 
1 https://www.fxstreet.com/analysis/bank-of-england-lowers-the-growth-forecast-as-brexit-uncertainty-makes-
more-damage-201902071239  
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One of the first items taught in basic statistics is that “correlation doesn’t equal causality.”  This 

is an important observation, especially now.  As the cost of computing power falls, it becomes 

rather easy to data mine and find all sorts of correlations.  In fact, some in the tech world seem to 

believe that correlations are all that matter.  But, most of us realize that correlations absent 

theories are not only a waste of time and resources, but they can be dangerous.   

 

So, what’s the theory here?  A stronger currency is a form of monetary policy tightening.  

Currency appreciation lowers the cost of imports, easing inflation, and makes exports less 

competitive, reducing labor demand.  In the 1990s, equities were rising on “new era” beliefs, that 

technology and the end of the Cold War were game-changers which gave a massive boost to 

investor confidence.  In addition, the Asian economic crisis occurred then and the resulting dollar 

appreciation was seen as a sign of strength.  But, outside that period, to a greater or lesser extent, 

a stronger dollar has been a negative factor for equities.  Usually, it isn’t a huge factor, so the 

impact either isn’t enough to matter all that much or it can be offset by the Federal Reserve by 

easing or not tightening. 

 

We are seeing clear signs that the global economy is weakening.  The EU today lowered its 

growth forecasts.2  China’s economy is slowing.  Although the U.S. economy is also slowing, 

growth remains above trend.  The growth difference may be leading to renewed interest in the 

dollar.  Another factor is the prevalence of negative yielding debt around the world. 

 

                                                 
2 https://www.cnbc.com/2019/02/07/germany-economy-raises-fears-as-european-commission-lowers-forecasts-
.html and https://www.bloomberg.com/news/articles/2019-02-07/italian-bonds-euro-fall-after-eu-cuts-economic-
growth-forecasts?srnd=fixed-income  

https://www.cnbc.com/2019/02/07/germany-economy-raises-fears-as-european-commission-lowers-forecasts-.html
https://www.cnbc.com/2019/02/07/germany-economy-raises-fears-as-european-commission-lowers-forecasts-.html
https://www.bloomberg.com/news/articles/2019-02-07/italian-bonds-euro-fall-after-eu-cuts-economic-growth-forecasts?srnd=fixed-income
https://www.bloomberg.com/news/articles/2019-02-07/italian-bonds-euro-fall-after-eu-cuts-economic-growth-forecasts?srnd=fixed-income
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(Source: Axios) 
 

The U.S. doesn’t have such debt and thus the recent increase in negative yielding debt may be 

helping the dollar as well. 

 

Our base case is that the dollar will depreciate this year.  On a parity basis, it is rich against most 

currencies at a level that usually leads to a reversal.  But, if the divergence in growth is leading to 

dollar strength, it will tend to weigh on U.S. equities.  In the face of appreciation, the FOMC 

should be open to easing; however, in U.S. policy, forex is the mandate of the Treasury (even 

though it lacks any policy tools to affect exchange rates) so the Fed tends to leave the dollar out 

of its discussions.  We have seen equities rise on the back of the Fed’s reversal on monetary 

policy.  Nevertheless, if global growth continues to slow and foreign central banks continue to 

ease, going neutral may not be enough for further market appreciation. 

 

Brexit: It’s getting a bit nasty this morning.  European Council President Donald Tusk indicated 

that there is “a special place in hell” for U.K. Euroskeptics.3  PM May is trying to reopen talks on 

the Irish backstop but Tusk’s comments suggest she isn’t likely to get the EU to budge.4  What 

makes this worrisome is that Tusk has been openly encouraging the U.K. to reverse course and 

stay in the EU.  His comments seem to indicate he has concluded that all is lost and a hard Brexit 

may be inevitable.  Meanwhile, Labour Party leader Corbyn offered May conditional support for 

a soft Brexit.  He is demanding May accept a permanent customs union, a pledge to maintain the 

EU’s worker’s rights, commitments for U.K. participation in EU agencies and unambiguous 

                                                 
3 https://www.ft.com/content/5d79d8e6-2a09-11e9-a5ab-
ff8ef2b976c7?emailId=5c5bc7a31533c300044fb54e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
4 https://www.ft.com/content/dddd1d26-295b-11e9-a5ab-ff8ef2b976c7 and 
https://www.nytimes.com/2019/02/06/world/europe/theresa-may-brexit-tusk-brussels-
backstop.html?emc=edit_mbe_20190207&nl=morning-briefing-europe&nlid=567726720190207&te=1  

https://www.ft.com/content/5d79d8e6-2a09-11e9-a5ab-ff8ef2b976c7?emailId=5c5bc7a31533c300044fb54e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/5d79d8e6-2a09-11e9-a5ab-ff8ef2b976c7?emailId=5c5bc7a31533c300044fb54e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/dddd1d26-295b-11e9-a5ab-ff8ef2b976c7
https://www.nytimes.com/2019/02/06/world/europe/theresa-may-brexit-tusk-brussels-backstop.html?emc=edit_mbe_20190207&nl=morning-briefing-europe&nlid=567726720190207&te=1
https://www.nytimes.com/2019/02/06/world/europe/theresa-may-brexit-tusk-brussels-backstop.html?emc=edit_mbe_20190207&nl=morning-briefing-europe&nlid=567726720190207&te=1
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agreements on EU security arrangements.5  Most of these are an anathema to the Brexiteers.  

What Corbyn is doing is creating conditions where Labour MPs could vote for May’s plan (or 

something close to it) that may be enough to overcome Tory opposition.  His goal is to split the 

Tories permanently and hang what is bound to be an unpopular agreement on May.  As we noted 

yesterday, it looks like May can either have (a) a soft Brexit and break up the Tory Party, or (b) 

maintain Tory Party unity and a hard Brexit.  Obviously, she wants to split the horns of that 

dilemma so her plan seems to be to run out the clock and hope that the Euroskeptics in her own 

party cave at the last hour rather than suffer a hard Brexit.  In other words, she is risking option 

(b) in order to avoid being the party leader that will be remembered by history as the one who 

broke British Conservativism.  Thus, the risks of a hard Brexit are rising. 

 

The farm problem: Chinese tariffs on U.S. grain have been a majorly negative factor for the 

farm belt.  Despite measures from the administration to lessen the blow from lost sales, 

economic conditions in the farm belt are deteriorating.  Bankruptcies are rising and debt levels 

appear unsustainable.6  There is no doubt that some farmers likely overexpanded during last 

decade’s biofuel boom and have taken on too much debt to maintain their operations as grain 

prices fell.  But, the loss of export markets has put vulnerable operations in grave danger.  This 

isn’t a new story in American agriculture.  The cycle of expansion and contraction is well 

known.  However, farmers now have a proximate cause for their woes—administration trade 

policy.7  That may not be completely fair; after all, the administration didn’t force them to 

overcommit.  But, the tariffs will be seen as the event that triggered the farm downturn.  Given 

how critical the farm belt is in Trump’s base, we would expect the growing crisis to add an 

incentive for a short-term trade deal with China.  And, obviously, our cited articles will be 

known to Chinese trade negotiators.  We would expect them to use this news to maximum 

leverage. 

 

The government and 5G: The Trump administration is reportedly preparing a plan to expand 

the government’s role in developing the next generation of technology and artificial intelligence.  

The administration is said to be unveiling a series of executive orders8 to support efforts to gain 

superiority in these areas.  The U.S. is in a race of sorts with China on these new technologies, 

which China wants to dominate as part of its “China 2025” policy (which it currently disavows).   

 

European news: A day after Germany unveiled its new industrial policy9 designed to support 

large industrial combinations to create national champions, the EU shot down a merger between 

two large railroad companies on competition concerns.10  The U.S. ambassador to the EU, 

                                                 
5 https://www.ft.com/content/11938442-2a66-11e9-a5ab-
ff8ef2b976c7?emailId=5c5bc7a31533c300044fb54e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
6 https://www.wsj.com/articles/this-one-here-is-gonna-kick-my-buttfarm-belt-bankruptcies-are-soaring-
11549468759  
7 https://www.politico.com/story/2019/02/06/farm-crisis-trump-trade-policies-1147987  
8 https://www.wsj.com/articles/trump-preparing-plan-to-boost-ai-5g-technology-11549474459  
9 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  
10 https://www.nytimes.com/2019/02/06/business/eu-siemens-alstom-
train.html?emc=edit_mbe_20190207&nl=morning-briefing-europe&nlid=567726720190207&te=1  

https://www.ft.com/content/11938442-2a66-11e9-a5ab-ff8ef2b976c7?emailId=5c5bc7a31533c300044fb54e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/11938442-2a66-11e9-a5ab-ff8ef2b976c7?emailId=5c5bc7a31533c300044fb54e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/this-one-here-is-gonna-kick-my-buttfarm-belt-bankruptcies-are-soaring-11549468759
https://www.wsj.com/articles/this-one-here-is-gonna-kick-my-buttfarm-belt-bankruptcies-are-soaring-11549468759
https://www.politico.com/story/2019/02/06/farm-crisis-trump-trade-policies-1147987
https://www.wsj.com/articles/trump-preparing-plan-to-boost-ai-5g-technology-11549474459
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
https://www.nytimes.com/2019/02/06/business/eu-siemens-alstom-train.html?emc=edit_mbe_20190207&nl=morning-briefing-europe&nlid=567726720190207&te=1
https://www.nytimes.com/2019/02/06/business/eu-siemens-alstom-train.html?emc=edit_mbe_20190207&nl=morning-briefing-europe&nlid=567726720190207&te=1
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Gordon Sondland, suggested the EU and the U.S. should “lock arms” against a common enemy, 

China.11  There has been increasing commentary about how Europe can keep the U.S. in NATO 

and maintain America’s support for Europe.  The tradeoff may be that Europe severs its relations 

with China in return for American support.  Northern Macedonia (reflecting its new name12) has 

formally joined NATO, becoming the 30th member of the treaty group.13 

 

Energy update: Crude oil inventories rose 1.5 mb last week compared to the forecast rise of 1.3 

mb. 
 

100

200

300

400

500

600

1920 1930 1940 1950 1960 1970 1980 1990 2000 2010 2020

U.S. COMMERCIAL CRUDE OIL INVENTORIES

M
B

Sources:  DOE, CIM

250

300

350

400

450

500

550

600

05 06 07 08 09 10 11 12 13 14 15 16 17 18

U.S. COMMERCIAL CRUDE OIL INVENTORIES

M
B

Sources:  DOE, CIM

  
In the details, estimated U.S. production was unchanged at 11.9 mbpd.  Crude oil imports were 

steady, while exports rose 0.9%.  Refinery runs unexpectedly rose 0.6%.  Gasoline inventories 

rose less than forecast. 

                                                 
11 https://www.politico.eu/article/gordon-sondland-us-ambassador-eu-donald-trump-against-china-trade-
influence/?utm_source=POLITICO.EU&utm_campaign=2e1ae2b28b-
EMAIL_CAMPAIGN_2019_02_07_05_44&utm_medium=email&utm_term=0_10959edeb5-2e1ae2b28b-
190334489  
12 https://www.nytimes.com/2019/02/06/world/europe/macedonia-
nato.html?emc=edit_mbe_20190207&nl=morning-briefing-europe&nlid=567726720190207&te=1  
13 https://www.politico.eu/article/macedonia-signs-nato-
agreement/?utm_source=POLITICO.EU&utm_campaign=2e1ae2b28b-
EMAIL_CAMPAIGN_2019_02_07_05_44&utm_medium=email&utm_term=0_10959edeb5-2e1ae2b28b-
190334489  

https://www.politico.eu/article/gordon-sondland-us-ambassador-eu-donald-trump-against-china-trade-influence/?utm_source=POLITICO.EU&utm_campaign=2e1ae2b28b-EMAIL_CAMPAIGN_2019_02_07_05_44&utm_medium=email&utm_term=0_10959edeb5-2e1ae2b28b-190334489
https://www.politico.eu/article/gordon-sondland-us-ambassador-eu-donald-trump-against-china-trade-influence/?utm_source=POLITICO.EU&utm_campaign=2e1ae2b28b-EMAIL_CAMPAIGN_2019_02_07_05_44&utm_medium=email&utm_term=0_10959edeb5-2e1ae2b28b-190334489
https://www.politico.eu/article/gordon-sondland-us-ambassador-eu-donald-trump-against-china-trade-influence/?utm_source=POLITICO.EU&utm_campaign=2e1ae2b28b-EMAIL_CAMPAIGN_2019_02_07_05_44&utm_medium=email&utm_term=0_10959edeb5-2e1ae2b28b-190334489
https://www.politico.eu/article/gordon-sondland-us-ambassador-eu-donald-trump-against-china-trade-influence/?utm_source=POLITICO.EU&utm_campaign=2e1ae2b28b-EMAIL_CAMPAIGN_2019_02_07_05_44&utm_medium=email&utm_term=0_10959edeb5-2e1ae2b28b-190334489
https://www.nytimes.com/2019/02/06/world/europe/macedonia-nato.html?emc=edit_mbe_20190207&nl=morning-briefing-europe&nlid=567726720190207&te=1
https://www.nytimes.com/2019/02/06/world/europe/macedonia-nato.html?emc=edit_mbe_20190207&nl=morning-briefing-europe&nlid=567726720190207&te=1
https://www.politico.eu/article/macedonia-signs-nato-agreement/?utm_source=POLITICO.EU&utm_campaign=2e1ae2b28b-EMAIL_CAMPAIGN_2019_02_07_05_44&utm_medium=email&utm_term=0_10959edeb5-2e1ae2b28b-190334489
https://www.politico.eu/article/macedonia-signs-nato-agreement/?utm_source=POLITICO.EU&utm_campaign=2e1ae2b28b-EMAIL_CAMPAIGN_2019_02_07_05_44&utm_medium=email&utm_term=0_10959edeb5-2e1ae2b28b-190334489
https://www.politico.eu/article/macedonia-signs-nato-agreement/?utm_source=POLITICO.EU&utm_campaign=2e1ae2b28b-EMAIL_CAMPAIGN_2019_02_07_05_44&utm_medium=email&utm_term=0_10959edeb5-2e1ae2b28b-190334489
https://www.politico.eu/article/macedonia-signs-nato-agreement/?utm_source=POLITICO.EU&utm_campaign=2e1ae2b28b-EMAIL_CAMPAIGN_2019_02_07_05_44&utm_medium=email&utm_term=0_10959edeb5-2e1ae2b28b-190334489
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(Source: DOE, CIM) 

 

This is the seasonal pattern chart for commercial crude oil inventories.  We would expect to see a 

steady increase in inventory levels that will peak in early May.  This week’s increase, like last 

week, was below the seasonal norm.  If this continues, it would be a bullish factor for oil prices. 
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Based on oil inventories alone, fair value for crude oil is $58.27.   Based on the EUR, fair value 

is $55.51.  Using both independent variables, a more complete way of looking at the data, fair 
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value is $55.74.  By all these measures, current oil prices are generally in the neighborhood of 

fair value.  However, we still expect prices to move toward $60 later this year on rising oil 

exports.   
 

U.S. Economic Releases 
 

Initial claims came in above expectations at 234k compared to the forecast of 221k.   
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The chart above shows the four-week moving average of initial claims, which rose from 220.25k 

to 224.75k. 

 

The table below shows the economic releases and Fed events scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

15:00 Consumer Credit m/m dec $17.000 bn $22.149 bn **

EST Speaker or event

19:30 James Bullard Speaks at St. Cloud State University President of the Federal Reserve Bank of St. Louis

District or position

Economic Releases

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Official Reserves Assets m/m jan $1.279 tn $1.271 tn ** Equity and bond neutral

Tokyo Average Office Vacancies m/m jan 1.82 1.88 ** Equity and bond neutral

Leading Index CI m/m dec 97.9 99.1 97.9 ** Equity and bond neutral

Coincident Index m/m dec 102.3 102.9 102.2 ** Equity and bond neutral

Australia AiG Perf of Construction Index m/m jan 43.1 42.6 ** Equity and bond neutral

NAB Business Confidence m/m 4q 1 3 ** Equity and bond neutral

Foreign Reserves m/m jan A$61.3 bn A$76.3 bn ** Equity and bond neutral

New Zealand Unemployment Rate m/m jan 4.3% 3.9% 4.1% *** Equity and bond bearish

Employment Change y/y 4q 2.3% 2.8% 2.6% ** Equity and bond neutral

Participation Rate q/q 4q 70.9% 71.1% 71.1% ** Equity and bond bearish

Average Hourly Earnings q/q 4q 1.0% 1.4% 0.8% ** Equity and bond neutral

EUROPE

Germany Industrial Production m/m dec -3.9% -4.7% -3.4% *** Equity and bond bearish

France Trade Balance m/m jan -4.653 bn -5.099 bn -4.617 bn ** Equity bearish, bond bullish

Current Account Balance m/m jan -1.100 bn -2.800 bn ** Equity and bond neutral

Italy Retail Sales m/m dec -0.6% 1.6% 0.8% ** Equity and bond bearish

UK Halifax House Price m/m jan -2.9% 2.2% -0.7% ** Equity and bond bearish

Switzerland UBS Real Estate Bubble Index m/m 4q 0.87 0.87 ** Equity and bond neutral

Foreign Currency Reserves m/m jan 741.5 bn 729.0 bn 731.3 bn ** Equity and bond neutral

Russia CPI y/y jan 5.0% 4.3% 5.1% *** Equity bearish, bond bullish

CPI Core y/y jan 4.1% 3.7% 4.6% *** Equity and bond neutral

AMERICAS

Mexico Consumer Confidence Index m/m jan 111.9 108.6 104.4 ** Equity and bond neutral

Vehicle Domestic Sales m/m jan 111212 141963 ** Equity and bond neutral

International Reserves Weekly m/m feb $175.523 bn $175.156 bn ** Equity bullish, bond bearish

Canada Building Permits m/m dec 6.0% 2.6% -1.0% ** Equity bullish, bond bearish

Ivey Purchasing Managers Index m/m jan 54.7 59.7 ** Equity and bond neutral

Brazil Vehicle Sales Anfavea m/m jan 199794 234531 * Equity and bond neutral

Vehicle Production Anfavea m/m dec 196767 177700 * Equity and bond neutral

Vehicle Exports Anfavea m/m nov 25034 31709 * 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) 274 273 1 Up

3-mo T-bill yield (bps) 235 237 -2 Neutral

TED spread (bps) 39 37 2 Neutral

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

10-yr T-note (%) 2.67 2.70 -0.03 Neutral

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

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

Currencies Direction

dollar up Neutral

euro down Up

yen up Neutral

pound down Neutral

franc flat Neutral

Central Bank Action Current Prior Expected

Bank of England Bank Rate 0.750% 0.750% 0.750% On forecast

BOE Asset Purchase Target 10 bn 10 bn 10 bn On forecast

BOE Corporate Bond Target 435 bn 435 bn 435 bn On forecast

RBI Repurchase Rate 6.250% 6.500% 6.500% On forecast

RBI Reverse Repo Rate 6.000% 6.250% 6.250% On forecast

RBI Cash Reserve Ratio 4.000% 4.000% 4.000% On forecast

Selic Rate 6.500% 6.500% 6.500% On forecast  
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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 $62.25 $62.69 -0.70%

WTI $53.39 $54.01 -1.15%  

Natural Gas $2.63 $2.66 -1.39%  

Crack Spread $13.31 $13.56 -1.85%

12-mo strip crack $15.05 $15.19 -0.91%

Ethanol rack $1.41 $1.41 0.01%

Gold $1,310.13 $1,306.60 0.27%

Silver $15.70 $15.67 0.16%

Copper contract $283.20 $283.65 -0.16%

Corn contract 379.50$       380.00$       -0.13%

Wheat contract 521.50$       526.00$       -0.86%

Soybeans contract 920.50$       921.75$       -0.14%

Baltic Dry Freight 629 629 0

Actual Expected Difference

Crude (mb) 1.3 1.5 -0.2

Gasoline (mb) 0.5 1.5 -1.0

Distillates (mb) -2.3 -2.3 0.0

Refinery run rates (%) 0.60% -0.55% 1.15%

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 2/6/2019 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 2/6/2019 close) 
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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 7, 2019 
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P/E as of 2/6/2019 = 16.5x

 
 

Based on our methodology,14 the current P/E is 16.5x, up 0.3x from last week.  Rising index 

values and a decline in Q1 earnings expectations 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. 

                                                 
14 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. 


