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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 8, 2019—9:30 AM EST]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.5% from the last close.  In Asia, the MSCI Asia Apex 50 

was down 0.6% from the prior close.  Chinese markets were closed for the Lunar New Year.  

U.S. equity index futures are signaling a lower open.  With 323 companies having reported, the 

S&P 500 Q4 earnings stand at $41.41, 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 21.1% reported earnings below forecast. 

 

U.S. equity futures are under pressure again this morning.  Here is what we are watching today: 

 

Trade: Yesterday, we noted that the lack of dollar depreciation was starting to become a 

problem for equities.  Although the reversal of the FOMC on monetary policy is, by itself, 

negative for the dollar, in forex, everything is relative and weakening global growth is triggering 

even easier policy abroad.  It appears dollar concerns, tied to weakening global growth, caused 

yesterday’s initial drop.  However, the decline was exacerbated by reports that Presidents Xi and 

Trump will not likely meet before the March 1 deadline for talks.1  That news was followed up 

by an appearance by Larry Kudlow, who suggested the parties are far away from a deal.2  The 

fact that the president’s meeting may be held later than March 1 isn’t by itself a serious problem; 

both parties could decide to postpone the deadline.  However, Kudlow’s comments are more 

worrisome.  We pair Kudlow with Mnuchin as part of the establishment wing of the 

administration.  The former member of the Reagan government and chief economist for Bear 

Stearns is usually upbeat and normally frames the trade talks in a positive light.  Thus, his 

caution either (a) reflects his personal concern, or (b) is a signal from the establishment wing of 

the administration that the talks are stalling and financial markets are being harmed.  In other 

words, Kudlow may be trying to push the president to intervene and make a deal over the heads 

of the anti-trade populists.  We would expect a market decline if a trade deal isn’t made and 

tariffs on China go into effect.  We still expect a trade deal simply because both sides need to 

reduce tensions in the short run. 

 

There were two other trade items of note.  The recently negotiated USMCA is facing a serious 

challenge in Congress.  Democrats want additional worker and environmental protections and 

                                                 
1 https://www.axios.com/trump-xi-china-trade-war-meeting-401840ad-896f-4569-a569-c43829bf218d.html  
2 https://www.cnbc.com/2019/02/07/kudlow-theres-a-pretty-sizable-difference-before-a-china-trade-deal-
happens.html  
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establishment Republicans are worried that the new treaty has too many impediments to trade.3  

If the new trade deal fails to pass and NAFTA (which remains in force for now) ends, then it will 

be a major shock to all three economies but especially Mexico and Canada.  As we noted 

yesterday, President Trump is expected to issue an executive order which would ban telecom 

equipment produced by Huawei (002502, Shenzhen, CNY 3.47).  As part of this order, the U.S. 

will likely consider sanctions on countries that continue to use the equipment.4 

 

France v. Italy: In an unusual inter-European spat, France recalled its ambassador to Italy5 after 

the leader of the Five-Star Movement, Luigi Di Maio, met with leaders of the “yellow vest” 

movement.6  Di Maio is a deputy PM and his party is a major coalition partner in the 

government.  For a leader of a European government to meet with opposition leaders of another 

European government without warning is a serious breach of international protocol.  The 

meetings highlight the growing establishment/populist divide that is undermining European unity 

and cooperation.   

 

OPEC and the crown prince: As is common with our news cycle, we move from outrage to 

outrage.  The horrific assassination of Jamal Khashoggi has mostly slipped from the headlines.  

However, we note that two new stories emerged yesterday.  The first is evidence that Crown 

Prince Mohammed bin Salman had personally threatened Khashoggi more than a year before his 

murder.7  We also note the U.N. issued a report suggesting the Saudis interfered with Turkey’s 

investigation of the event.8 

 

What we find interesting about these news items is that they come closely behind reports that 

OPEC is wooing Russia and other nations aligned with Moscow to join the oil cartel to increase 

the group’s market power.  The U.S. would oppose such an arrangement.  We also note that 

Congress is opening up an old threat to use American anti-trust laws against the cartel.9  We 

suspect the aforementioned reports are the U.S. signaling to Riyadh that Washington is opposed 

to the combination of OPEC and Russia.  Now we will watch to see the degree of decline of 

American influence in the Middle East. 

 

Brexit: There are reports that the May government is moving rapidly to create emergency plans 

for a hard Brexit.10  The acknowledgement (or perhaps leak) is a signal that either (a) the 

government is coming to the conclusion that the likelihood of a hard Brexit is increasing, or (b) 

                                                 
3 https://www.nytimes.com/2019/02/06/business/nafta-trump-deal.html  
4 https://www.politico.com/story/2019/02/07/trump-ban-chinese-telecom-1157090  
5 https://www.nytimes.com/2019/02/07/world/europe/france-italy-ambassador-yellow-
vests.html?emc=edit_mbe_20190208&nl=morning-briefing-europe&nlid=567726720190208&te=1  
6 https://www.france24.com/en/20190206-france-italy-di-maio-meets-yellow-vest-protesters-
unacceptable?wpisrc=nl_todayworld&wpmm=1 and 
https://twitter.com/GerardAraud/status/1093518723913261056?wpisrc=nl_todayworld&wpmm=1  
7 https://www.nytimes.com/2019/02/07/us/politics/khashoggi-mohammed-bin-
salman.html?emc=edit_mbe_20190208&nl=morning-briefing-europe&nlid=567726720190208&te=1  
8 https://www.ohchr.org/EN/NewsEvents/Pages/DisplayNews.aspx?NewsID=24143&LangID=E  
9 https://www.wsj.com/articles/congress-moves-to-counter-opecs-pursuit-of-pact-with-russia-11549573722  
10 https://www.ft.com/content/58637ad8-2a31-11e9-a5ab-
ff8ef2b976c7?emailId=5c5d05bdd83b3f00042c1d53&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  

https://www.nytimes.com/2019/02/06/business/nafta-trump-deal.html
https://www.politico.com/story/2019/02/07/trump-ban-chinese-telecom-1157090
https://www.nytimes.com/2019/02/07/world/europe/france-italy-ambassador-yellow-vests.html?emc=edit_mbe_20190208&nl=morning-briefing-europe&nlid=567726720190208&te=1
https://www.nytimes.com/2019/02/07/world/europe/france-italy-ambassador-yellow-vests.html?emc=edit_mbe_20190208&nl=morning-briefing-europe&nlid=567726720190208&te=1
https://www.france24.com/en/20190206-france-italy-di-maio-meets-yellow-vest-protesters-unacceptable?wpisrc=nl_todayworld&wpmm=1
https://www.france24.com/en/20190206-france-italy-di-maio-meets-yellow-vest-protesters-unacceptable?wpisrc=nl_todayworld&wpmm=1
https://twitter.com/GerardAraud/status/1093518723913261056?wpisrc=nl_todayworld&wpmm=1
https://www.nytimes.com/2019/02/07/us/politics/khashoggi-mohammed-bin-salman.html?emc=edit_mbe_20190208&nl=morning-briefing-europe&nlid=567726720190208&te=1
https://www.nytimes.com/2019/02/07/us/politics/khashoggi-mohammed-bin-salman.html?emc=edit_mbe_20190208&nl=morning-briefing-europe&nlid=567726720190208&te=1
https://www.ohchr.org/EN/NewsEvents/Pages/DisplayNews.aspx?NewsID=24143&LangID=E
https://www.wsj.com/articles/congress-moves-to-counter-opecs-pursuit-of-pact-with-russia-11549573722
https://www.ft.com/content/58637ad8-2a31-11e9-a5ab-ff8ef2b976c7?emailId=5c5d05bdd83b3f00042c1d53&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/58637ad8-2a31-11e9-a5ab-ff8ef2b976c7?emailId=5c5d05bdd83b3f00042c1d53&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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the government wants to signal to Parliament that if it wants to avoid a hard Brexit, it will need 

to accept May’s deal.  A hard Brexit will be difficult for policymakers because the event would 

be a supply side shock (the aggregate supply curve will move violently toward the origin and 

steepen), but the best short-term tools are demand side (tax cuts, fiscal spending, easier monetary 

policy).  If the government implements the latter into the former, a major inflation spike will 

result.  If the BOE accommodates the spike, the GBP will plunge; if it attacks the rise, the U.K. 

economy will suffer a nasty decline.   

 

One of the factors we have been investigating lately is that a hard Brexit might actually 

accelerate the end of the United Kingdom.  Scotland has been holding periodic referendums to 

leave the kingdom; so far, they have all failed but leaving might be more attractive if the 

economy collapses after a hard Brexit.  The same problem exists in Northern Ireland.  

Demographics are slowly moving toward unification of the island and an economic crisis in the 

U.K. might accelerate the process.  For now, these scenarios are rather distant but, seeing how 

the leadership is handling the current situation, it is hard to make a case that Scotland is better off 

in the U.K. and Northern Ireland could be better off aligned with Dublin.11  It should be noted 

that both areas voted for “Remain” in the referendum.  The irony of all this is that the goal of 

Brexit was to improve the sovereignty of the U.K.; it would be a bitter outcome if it ends the 

kingdom altogether.  At some point, we could see a move by moderates within both the 

Conservatives and Labour to join and prevent a hard Brexit.12  But, such a move would likely 

lead to a split in the Tories and Labour domination for the foreseeable future.   

 

So, with all this uncertainty, why is the GBP holding on so well?  The PredictIt decision markets 

suggest that the March 29 deadline will be postponed. 

 

 
(Source: Predictit) 

                                                 
11 No doubt hardline Protestants in Northern Ireland would blanch at joining the south.  But, their numbers are 
shrinking and they could always immigrate to Britain.   
12 https://www.politico.eu/article/theresa-may-tory-mps-brexit-prisoners-
dilemma/?utm_source=POLITICO.EU&utm_campaign=fe431629fe-
EMAIL_CAMPAIGN_2019_02_08_05_46&utm_medium=email&utm_term=0_10959edeb5-fe431629fe-190334489  

https://www.politico.eu/article/theresa-may-tory-mps-brexit-prisoners-dilemma/?utm_source=POLITICO.EU&utm_campaign=fe431629fe-EMAIL_CAMPAIGN_2019_02_08_05_46&utm_medium=email&utm_term=0_10959edeb5-fe431629fe-190334489
https://www.politico.eu/article/theresa-may-tory-mps-brexit-prisoners-dilemma/?utm_source=POLITICO.EU&utm_campaign=fe431629fe-EMAIL_CAMPAIGN_2019_02_08_05_46&utm_medium=email&utm_term=0_10959edeb5-fe431629fe-190334489
https://www.politico.eu/article/theresa-may-tory-mps-brexit-prisoners-dilemma/?utm_source=POLITICO.EU&utm_campaign=fe431629fe-EMAIL_CAMPAIGN_2019_02_08_05_46&utm_medium=email&utm_term=0_10959edeb5-fe431629fe-190334489
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Note that in November the odds of exiting at the end of March were at 70%; odds are now down 

below 40%.  As long as the market believes Brexit will be delayed, the selloff in the GBP will be 

avoided.  

 

And, now for something completely different: Japan is apparently facing a crime wave led by 

senior citizens.  Poverty is leading some older people in Japan to opt for arrest.  At least in prison 

the government will provide basic food and shelter.13 
  
U.S. Economic Releases 
 

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

EST Speaker or event

13:15 Mary Daly speaks on Economic Forecast Conference President of the Federal Reserve Bank of San Francisco

District or position

Economic Releases

 No economic releases today

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.  

 

                                                 
13 https://www.bbc.com/news/stories-
47033704?utm_source=pocket&utm_medium=email&utm_campaign=pockethits  

https://www.bbc.com/news/stories-47033704?utm_source=pocket&utm_medium=email&utm_campaign=pockethits
https://www.bbc.com/news/stories-47033704?utm_source=pocket&utm_medium=email&utm_campaign=pockethits
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Household Spending m/m dec 0.1% -0.6% 0.8% ** Equity bearish, bond bullish

Labor Cash Earnings m/m dec 1.8% 2.0% 1.7% ** Equity and bond neutral

Real Cash Earnings m/m dec 1.4% 1.1% 1.7% ** Equity and bond neutral

BoP Current Account Balance m/m dec ¥0.453 tn ¥0.757 tn ¥0.469 tn ** Equity and bond neutral

Housing Loans q/q 4q 2.4% 2.4% ** Equity and bond neutral

Eco Watchers Survey Current Situation m/m jan 45.6 48.0 48.3 ** Equity and bond bearish

Eco Watchers Survey Outlook m/m jan 49.4 48.5 48.1 ** Equity and bond neutral

EUROPE

Germany Current Account Balance m/m dec 21.000 bn 21.400 bn 23.300 bn *** Equity bearish, bond bullish

France Private Sector Payrolls m/m jan 0.1% 0.1% 0.1% ** Equity and bond neutral

Wages m/m jan 0.2% 0.3% 0.3% *** Equity and bond neutral

Industrial Production m/m dec -1.4% -2.1% -1.4% *** Equity and bond neutral

Manufacturing Production m/m jan -1.0% -2.2% -1.2% *** Equity and bond neutral

Italy Industrial Production m/m dec -2.5% -2.6% -3.3% *** Equity and bond neutral

Switzerland Unemployment Rate m/m jan 2.8% 2.7% 2.7% *** Equity and bond bearish

Russia Money Supply Narrow Def m/m feb 10.13 tn 10.24 tn * Equity and bond neutral

AMERICAS

Mexico CPI y/y jan 4.4% 4.8% 4.5% *** Equity and bond neutral

CPI Core m/m jan 0.2% 0.5% 0.2% *** 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) 236 236 0 Neutral

TED spread (bps) 38 38 0 Neutral

U.S. Libor/OIS spread (bps) 240 240 0 Up

10-yr T-note (%) 2.64 2.66 -0.02 Neutral

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

EUR/USD 3-mo swap (bps) 7 8 -1 Down

Currencies Direction

dollar flat Neutral

euro flat Up

yen flat Neutral

pound flat Neutral

franc flat Neutral

Central Bank Action Current Prior Expected

Mexican Overnight Rate 7.750% 7.750% 7.750% On forecast

Russia Key Rate 8.250% 8.250% 8.250% 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. 
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Price Prior Change Explanation

Brent $61.81 $61.63 0.29%

WTI $52.41 $52.64 -0.44%  

Natural Gas $2.57 $2.55 0.82%  

Crack Spread $14.06 $13.82 1.71%

12-mo strip crack $15.67 $15.53 0.89%

Ethanol rack $1.41 $1.41 -0.12%

Gold $1,312.60 $1,310.11 0.19%

Silver $15.78 $15.74 0.29%

Copper contract $282.10 $282.85 -0.27%

Corn contract 377.75$       376.50$       0.33%

Wheat contract 515.50$       513.25$       0.44%

Soybeans contract 914.25$       913.25$       0.11%

Baltic Dry Freight 610 629 -19

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) -237.0 -250.0 13.0

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 8, 2019 
 

Gold is considered by some to be a commodity, but we treat it as a non-liability-backed currency.  

In other words, gold isn’t created because someone makes a loan.  Instead, it is created by 

mining.  In addition, most commodities are consumed but much of the gold refined through the 

ages still exists.  In other words, gold may be “lost” but it is rarely consumed.  Even in jewelry, it 

can return to its bullion state with modest effort.   

 

Instead, gold provides one of the three functions of money.  It is rarely used as a medium of 

exchange and we don’t price things in ounces of gold, so it isn’t a numeraire.  But, it does act as 

a store of value.  Thus, gold demand tends to rise during periods of monetary instability.  

Monetary instability is partially described as rapid increases in the money supply, currency 

depreciation and negative real interest rates.  When any of these three events occur, they tend to 

be supportive for gold prices.  In other words, gold prices tend to react to excessive money 

growth, dollar weakness and falling real short-term interest rates.   

 

Our gold model uses the central bank balance sheets of the Federal Reserve and the European 

Central Bank, the two most frequently used currencies for foreign reserves.  We also add the 

EUR/USD exchange rate as a proxy for the dollar and the real two-year T-note yield.   
 

0
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GOLD SPOT MODEL FAIR VALUE

GOLD MODEL
(Fed's Balance Sheet, ECB Balance Sheet, EUR/USD, real 2-yr)

Sources:  Haver Analytics, CIM

Fair Value = $1414

 
 

The model’s current fair value is $1,414, suggesting the current price is undervalued.  We have 

seen the fair value decline recently.  This is due to the explanatory variables adjusting in a 

bearish fashion; the Fed’s balance sheet is contracting, short-term real interest rates have 

increased and the dollar has strengthened.  However, even taking these issues into account, gold 
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prices still appear cheap.  If our expectations of dollar weakness this year come to pass, the fair 

value for gold will likely rise.  However, given the level of undervaluation, gold should have 

further upside potential in the coming months.   

    

 
 

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 2/7/2019 close) 
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Energy

Industrials

YTD Total Return

-2.0% -1.5% -1.0% -0.5% 0.0% 0.5%
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Utilities
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Technology

Health Care

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 2/7/2019 close) 

 

0.0% 5.0% 10.0% 15.0%

Cash

US Government Bond

US Corporate Bond

Commodities

US High Yield

Foreign Developed ($)

Foreign Developed (local currency)

Emerging Markets (local currency)

Emerging Markets ($)

Large Cap

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 Update 
 

February 7, 2019 
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Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

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. 


