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[Posted: January 11, 2018—9:30 AM EST]  Global equity markets are generally mixed this 

morning.  The EuroStoxx 50 is flat from the last close.  In Asia, the MSCI Asia Apex 50 closed 

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

0.1% and the Shenzhen index up 0.4%.  U.S. equity index futures are signaling a higher open. 

 

Chinese pullback in Treasuries: Yesterday, citing an anonymous source, Bloomberg News 

reported that China is considering reducing or halting its purchases of U.S. Treasuries; China has 

since denounced the report as “fake news.”  Initially, U.S. Treasuries, the dollar and U.S. equities 

fell on the news, but have since rebounded.  The report is interesting for two reasons: 1) it shows 

that China’s use of soft power to reduce U.S. influence around the world also extends to 

delegitimizing the U.S. media; and 2) this report could be China’s way of signaling to President 

Trump that it will not back down in the event of a trade war.  China reducing its purchases of 

U.S. Treasuries could have a negative impact on the U.S. economy as the U.S. is currently under 

pressure to find alternative sources of financing in order to replace the loss in government 

revenue due to passage of the tax bill.  A decrease in demand for U.S. Treasuries may lead to 

higher interest rates which could also make it more expensive for households and corporations to 

borrow.  However, as long as China continues to run an enormous trade surplus with the U.S., its 

only alternative to buying Treasuries is to sell the dollars it accumulates.  This would have the 

effect of appreciating its currency relative to the dollar, not likely China’s desired outcome.  

Hence, we tend to discount the validity of the report. 

 

NAFTA exit imminent: Reuters reported this morning that Canadian officials expect President 

Trump to announce U.S. withdrawal from NAFTA later this month.  Mexico has already 

announced it would also leave NAFTA upon the U.S.’s exit.  Canada, on the other hand, is 

exploring other options and we suspect it may reconsider joining TPP.  If this report is true, 

President Trump would likely face staunch opposition in Congress, especially among 

establishment Republicans.  A U.S. departure from NAFTA would likely be bearish for U.S. 

equities, especially for automakers who rely on supply-chains set up throughout the three 

countries.  All things considered, Canada probably leaked this report in order to gain leverage in 

the next round of meetings in Montreal on January 23-28.  We will continue to monitor this 

situation.  

 

Trump open to talking with North Korea: In a phone call to South Korean President Moon 

Jae-in, President Trump stated he would be open to setting up talks with Kim Jung-un under the 

right conditions.  At the moment, it is unclear what conditions the president would be willing to 

accept, but in the past he has stated that North Korea would have to abandon its nuclear program 

before discussions can begin.  Despite President Trump’s apparent willingness to hold talks with 

North Korea, there are also reports suggesting the president is considering punitive airstrikes.  

This carrot-and-stick approach has been a signature negotiating style of this administration; 
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therefore, we have not put much weight on the latter issue and expect tensions between the two 

countries to simmer down.  

 

Uncertainty in Catalonia: The Catalan parliament is due to hold its first meeting at the end of 

the month but it is unclear who will be the next leader.  According to Catalan bylaws, the leader 

of parliament needs to be present in order to present the government program.  Given that the 

presumed two possible leaders are either in jail or in exile, it is unclear who will lead the 

parliament.  There have been discussions that Carles Puigdemont could present the government 

program via Skype, but skeptics claim that will be challenged in court as they would argue that 

he needs to be there physically.  Puigdemont’s second in command, Oriol Junqueras, is currently 

in jail.  Current Catalan President Carmen Forcadell has announced that she will not continue her 

duties as president in the upcoming parliament.  

 

Possible second Brexit referendum?  The prospect of a second referendum on Brexit is 

currently gaining steam as Brexit campaigner Nigel Farage admitted earlier today that he is 

warming to the idea.  British Prime Minister Theresa May has come out against the notion of 

holding a second referendum as it would surely undermine the U.K.’s leverage with the EU 

during Brexit negotiations.  Since the U.K. announced its intention to leave the EU in March of 

last year, Theresa May has struggled to gain support for a cohesive Brexit strategy going into 

negotiations with EU officials. 

 

U.S. Economic Releases 

 

Initial jobless claims came in above expectations at 261k compared to the forecast of 245k.   
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The chart above shows the four-week moving average of initial jobless claims.  The four-week 

moving average rose from 246.75 to 250.75.   
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PPI final demand came in below expectations, falling 0.1% from the prior month compared to 

the forecast gain of 0.2%.  PPI excluding food and energy fell by 0.1% from the prior month 

compared to the forecast gain of 0.2%.  Core PPI came in below expectations, rising 0.1% from 

the prior month compared to the forecast of 0.2%. 

 

 
 

The chart above shows the relationship between PPI final demand and PPI excluding food and 

energy.  Annually, headline PPI and PPI excluding food and energy rose 2.7% and 2.3%, 

respectively.  We note the relationship of PPI to CPI isn’t all that strong so the impact on 

consumer inflation is not significant.   

 

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

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m nov 51.8 **

14:00 Monthly Budgement Statement m/m nov -$26.0 bn -$1385 bn **

EST Speaker or event

15:30 William Dudley Speaks on US Economic Outlook

Fed speakers or events

District or position

Economic Releases

President of the Federal Reserve Bank of New York  
 

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 
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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

Japan Official Reserve Assets y/y dec $1264.3 bn $1261.2 bn ** Equity and bond neutral

Tokyo Average Office Vacancies y/y dec 3.12 3.03 ** Equity and bond neutral

Leading Index CI y/y nov 108.6 106.5 108.6 ** Equity and bond neutral

Coincident Index y/y nov 118.1 116.4 117.9 ** Equity bullish, bond bearish

Australia Retail Sales y/y nov 1.2% 0.5% 0.4% * Equity bullish, bond bearish

New Zealand QV House Price y/y dec 6.6% 6.4% ** Equity and bond neutral

EUROPE

Eurozone Industrial Production m/m nov 3.2% 3.7% 3.1% *** Equity and bond neutral

France Bank of France Sentiment m/m dec 110 106 107 ** Equity bullish, bond bearish

Germany Budget Maastricht % of GDP m/m 2017 1.2% 0.6% 1.1% *** Equity bullish, bond bearish

GDP NSA m/m 2017 2.2% 1.9% 2.3% ** Equity and bond neutral

Italy Retail Sales m/m nov 1.4% -2.1% 1.0% ** Equity bullish, bond bearish

Russia CPI q/q dec 2.5% 2.5% ** Equity and bond neutral

CPI core m/m dec 2.1% 2.3% 2.4% ** Equity bearish, bond bullish

AMERICAS

Canada Building Permits m/m dec -7.7% 3.5% -1.0% *** Equity and bond neutral  
 

Financial Markets 
 

The table below highlights some of the indicators that we follow on a daily basis.  Again, the 

color coding is similar to the foreign news description above.  We will add a paragraph below if 

a certain move merits further explanation. 

 

Today Prior Change Trend

3-mo Libor yield (bps) 170 171 -1 Up

3-mo T-bill yield (bps) 139 140 -1 Neutral

TED spread (bps) 31 31 0 Neutral

U.S. Libor/OIS spread (bps) 147 146 1 Up

10-yr T-note (%) 2.54 2.56 -0.02 Neutral

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

EUR/USD 3-mo swap (bps) 27 25 2 Down

Currencies Direction

dollar up Neutral

euro down Up

yen down Neutral

pound down Neutral

franc down Neutral  
 

Commodity Markets 
 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 
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Price Prior Change Explanation

Brent $69.45 $69.20 0.36%

WTI $63.97 $63.57 0.63%  

Natural Gas $2.94 $2.91 1.20%  

Crack Spread $16.77 $16.88 -0.61%

12-mo strip crack $19.75 $19.84 -0.42%

Ethanol rack $1.41 $1.42 -0.07%

Gold $1,318.52 $1,316.89 0.12%

Silver $16.97 $16.98 -0.04%

Copper contract $324.95 $323.55 0.43%

Corn contract 349.25$       349.00$       0.07%

Wheat contract 432.50$       434.25$       -0.40%

Soybeans contract 955.25$       955.00$       0.03%

Baltic Dry Freight 1366 1395 -29

Actual Expected Difference

Crude (mb) -4.9 -3.8 -1.2

Gasoline (mb) 4.1 3.3 0.9

Distillates (mb) 4.3 2.3 2.0

Refinery run rates (%) -1.40% -0.50% -0.9%

Natural gas (bcf) -325.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

rest of the country will see cooler to normal temperatures.  Precipitation is expected for the 

northwestern region. 
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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.  
 

January 5, 2018 
 

Equity markets had a very strong 2017, with the S&P 500 up over 20% for the year.  Earnings 

rose more than expected, the economy continued to expand and investor sentiment was buoyant, 

all of which contributed to rising equities.  The tax bill, signed in late December, will give 

equities a lift going into 2018.  In this report, we will examine equity market behavior as part of 

the presidential cycle. 

 

To perform this exercise, we look at weekly closes for the S&P 500 starting in 1928.  We 

rebased the index for every four-year election cycle, so the first year is the actual election year 

(with elections held in November) along with the next three years of the term.  Using this 

database, we can sort by incoming party, incumbent party, high correlating terms, etc.  Earlier 

this year, we published this graph. 
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The red line on the chart shows the average S&P 500 performance for a new GOP president; the 

blue line shows the performance during the Trump administration.  From the beginning of 2016 

into Q3 2017, the two lines closely followed each other.  However, they have diverged rather 

dramatically since then.  We suspect that the anticipation of tax reform has led to the sharp rise 

in equities.   

 

The real question is how will equities perform in 2018?  The tax reductions built into the tax bill 

will likely have a significant impact on corporate earnings; we will have more to say about that 
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in subsequent reports.  However, another way to look at equities is by comparing the 

performance of the current Trump term to other four-year cycles. 
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HIGHEST CORRELATING YEAR

IS 2012-15; YEAR END PROJECTS

3267.65

 
 

There are six other periods that correlate at 90% or above.  Three of the six show weakness in the 

second full year of the administration, 1960-63, 1964-67 and 1988-91.  In the first instance, the 

Cuban Missile Crisis likely led to the pullback.  The escalation of the Vietnam War and rising 

inflation (the highest rise in the CPI in nine years) weighed on equities in 1966.  The First Gulf 

War and the 1990-91 recession were behind weaker equities in the 1988 cycle.  The other three 

had mostly rising equity values in the second full year of the political cycle.   

 

Interestingly enough, the highest correlating cycle is 2012-15, the second Obama term.  

Although the current index is running a bit behind compared to that year, the index pattern is 

most similar.  If we continue to track that cycle and narrow the gap, the S&P 500 would end up 

at 3267.65 at the end of 2018.   

 

How is this exercise useful?  This analysis looks at high correlation periods and projects what 

may occur assuming that no major exogenous events occur.  Obviously, a war or recession 

would lead to different outcomes.  But, if the U.S. avoids an economic downturn or a major 

political or geopolitical event, equity markets could have another strong year.  

  

 
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 1/10/2018 close) 
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(Source: Bloomberg) 

 

These S&P 500 and sector return charts are designed to provide the reader with an easy overview 

of the year-to-date and prior trading day total return.  Sectors are ranked by total return; green 

indicating positive and red indicating negative return, along with the overall S&P 500 in black. 

 

Asset Class Performance – (as of 1/10/2018 close) 
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Real Estate (FTSE NAREIT Index), Emerging Markets (MSCI Emerging Markets (USD and 

local currency) Index), Cash (iShares Short Treasury Bond ETF), U.S. Corporate Bond (iShares 

iBoxx $ Investment Grade Corporate Bond ETF), U.S. Government Bond (iShares 7-10 Year 

Treasury Bond ETF), U.S. High Yield (iShares iBoxx $ High Yield Corporate Bond ETF), 

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date returns 

for various asset classes, updated daily.  

The asset classes are ranked by total 

return (including dividends), with green 

indicating positive and red indicating 

negative returns from the beginning of the 

year, as of prior close. 

 

Asset classes are defined as follows: 

Large Cap (S&P 500 Index), Mid Cap 

(S&P 400 Index), Small Cap (Russell 

2000 Index), Foreign Developed (MSCI 

EAFE (USD and local currency) Index), 
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P/E Update 
 

January 11, 2018 
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P/E as of 1/10/2017 = 21.4x

 
 

Based on our methodology,1 the current P/E is 21.4x, up 0.8x from the last report.  A rising S&P 

and falling earnings led to a sharp rise in the P/E this week.    
 
 
This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based 
upon sources and data believed to be accurate and reliable. Opinions and forward looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 

                                                 
1 The above chart offers a running snapshot of the S&P 500 P/E in a long-term historical context.  We are using a 
specific measurement process, similar to Value Line, which combines earnings estimates and actual data.  We use 
an adjusted operating earnings number going back to 1870 (we adjust as-reported earnings to operating earnings 
through a regression process until 1988), and actual operating earnings after 1988.  For the current quarter, we 
use the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings 
sum includes two actual quarters (Q2 and Q3) and two estimates (Q4 and Q1).  We take the S&P average for the 
quarter and divide by the rolling four-quarter sum of earnings to calculate the P/E.  This methodology isn’t perfect 
(it will tend to inflate the P/E on a trailing basis and deflate it on a forward basis), but it will also smooth the data 
and avoid P/E volatility caused by unusual market activity (through the average price process).  Why this process?  
Given the constraints of the long-term data series, this is the best way to create a very long-term dataset for P/E 
ratios. 


