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[Posted: January 22, 2018—9:30 AM EST]  Global equity markets are generally higher this 

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

closed up 0.3% from the prior close.  Chinese markets were up, with the Shanghai composite up 

0.4% and the Shenzhen index up 1.2%.  U.S. equity index futures are signaling a lower open.  

With 53 companies having reported, the S&P 500 Q4 earnings stand at $35.02, higher than the 

$34.84 forecast for the quarter.  The forecast reflects a 10.7% increase from Q4 2016 earnings 

and a 4.2% increase from Q3 2017.  Thus far this quarter, 77.4% of the companies reported 

earnings above forecast, while 11.3% reported earnings below forecast. 

 

The media is focused on the government shutdown but, if the markets are a guide, there isn’t 

much to see.  This is what we are watching this morning: 

 

BREAKING: The IMF has boosted its estimate for global GDP to 3.9%, up 0.2%, in part due to 

the U.S. tax cut.  This would be the fastest growth in seven years.   

 

The shutdown: The shutdown continues this morning with little signs of reconciliation.  For this 

to end, one side has to concede to the other and the primary impetus would be negative polling.  

That’s why both sides are desperately spinning blame on the other side.  Although reliable and 

timely polling remains scarce, it appears to us that partisans are convinced the other side is 

responsible and will suffer the most damage.  Until it becomes obvious that one side is clearly 

being blamed, this shutdown could go on for a while.  Currently, the decision markets are putting 

the odds at 50/50 for an end to the shutdown by Thursday.  We would not be surprised to see this 

go into the weekend.   

 

What are the potential effects?  First, if the shutdown does last into the weekend, the president 

probably won’t go to Davos.  Second, more parts of the government will begin to shut down and 

other services will slow.  The economic effect will be modest, perhaps 0.1% to GDP.  Third, the 

most important market effect would occur if economic data starts to be delayed.  For example, 

we may see initial claims delayed if this shutdown lasts a week.  The weekly crude oil inventory 

report could be affected, although the latest news from the EIA is that the data will be released 

on time.  As this shutdown continues, even if the data has been collected there may not be 

workers in place who can sort and publish it.  The longer this goes on, the more markets will be 

“flying blind.”  Overall, this shutdown isn’t likely to be a big deal.  The focus from the financial 

markets has been on tax reform and since that bill was passed expectations for 2018 were rather 

low anyway.  Thus, we view it as a media event but nothing more. 

 

Turkey invades: Turkish troops have crossed the border into Syria to attack a Kurdish rebel 

group that has gained control of the area.  The U.S. has been supporting the Kurdish Syrian 

Democratic Forces who have been attacking what remains of Islamic State.  Ankara’s action is 
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provocative; Syrian leader Assad has opposed the move and Russia is struggling to remain 

neutral.  And, the U.S. opposes Turkey’s invasion.  President Erdogan has promised the 

operation will be swift; no leader wants to find himself bogged down in an insurgency war in a 

foreign country.  At the same time, the borders of Syria and Iraq are borders in name only in 

various parts, and Turkey may decide that controlling a part of what was once Syria to prevent 

the Kurds from gaining control is an attractive position.   

 

The Brazil problem: Brazil is holding presidential elections in October.  The two leading 

candidates are Luiz Inácio Lula da Silva and Jair Bolsonaro.  The former, known as “Lula,” was 

president from 2003 to 2011.  He is considered a hard leftist, although one could argue he 

governed as a center-left president.  Lula is the leading candidate and will probably win in the 

fall, except…an appeals court this week could uphold his earlier conviction for corruption and 

money laundering.  If the court upholds the conviction, Lula can’t run (and could go to jail).   

Bolsonaro is a hard-right candidate who has allegedly made disparaging comments about 

women, Africans and gays.  As we are seeing in many parts of the world, the center isn’t holding 

support and radical candidates are doing well in polls.  If Lula’s conviction is upheld, we may 

see Brazilian financial markets suffer. 

 

Merkel wins (the first step): The SDP did agree to open formal coalition talks with the 

CDU/CSU this weekend.  The vote was close, as these things go—only 56% of the SDP party 

leadership was on board with beginning discussions.  Usually, these decisions are executed with 

a voice vote but it was too close for that procedure.  The next step is for the parties to decide on 

mandates—which party controls various ministries.  Once that is done, the SDP membership 

must approve the actual coalition.  Although joining another grand coalition is not very popular 

with SDP members, the alternative of another election is even more troubling. Thus, we think the 

grand coalition will be formed and Chancellor Merkel will continue to govern Germany. 

 

Iranian banks: We recently discussed Iran’s protests in a WGR.1  The weekend NYT2 reported 

that a factor in the protests was a series of bank failures that caused the loss of depositors’ 

money.  In the West, such concerns have been ameliorated through deposit insurance.  Prior to 

the 1930s, bank failures would often cause depositor losses.  Iran shows no signs of adopting 

deposit insurance and the general tone of the article suggests the authorities are blaming 

depositors for their losses.  Iranian political leaders should be careful with such claims.  Bank 

balance sheets are always a bit opaque because it is hard to determine the value of bank assets 

(mostly loans); a healthy bank can become a troubled one with a few defaults.  It appears that in 

Iran, the politically well-connected were able to secure favorable loans that they defaulted on and 

the costs are being born by depositors.  Losing deposits tends to adversely affect the middle class 

who have less liquidity to diversify into other asset classes.   

 

OPEC: Russia and OPEC members are hinting they may continue to cooperate even after the 

current agreement expires.  We doubt Russia will be joining OPEC or cooperating all that much 

in the future.  But, as we noted last week, Russia’s Reserve Fund is exhausted and falling oil 

                                                 
1 See WGR, The Iranian Protests, 1/8/2018. 
2 https://www.nytimes.com/2018/01/20/world/middleeast/iran-protests-corruption-
banks.html?emc=edit_mbe_20180122&nl=morning-briefing-europe&nlid=5677267&te=1  

http://www.confluenceinvestment.com/weekly-geopolitical-report-the-iranian-protests-january-8-2018/
https://www.nytimes.com/2018/01/20/world/middleeast/iran-protests-corruption-banks.html?emc=edit_mbe_20180122&nl=morning-briefing-europe&nlid=5677267&te=1
https://www.nytimes.com/2018/01/20/world/middleeast/iran-protests-corruption-banks.html?emc=edit_mbe_20180122&nl=morning-briefing-europe&nlid=5677267&te=1


 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 3 

prices would be deadly for its economy.  Thus, this “jawboning” to keep oil prices elevated is a 

costless way to keep revenues strong.   

 

U.S. Economic Releases 

 

The Chicago Fed National Activity Index came in above expectations at 0.27 compared to the 

forecast of 0.22.  The prior report was revised downward from 0.15 to 0.11. 
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The chart above shows the six-month moving average of the Chicago Fed National Activity 

Index.  The current reading is +0.192, an increase from the last report of +0.162.  This is one of 

our favorite indicators and it shows an economy growing on trend. 
 

There are no economic releases or Fed events scheduled for the rest of the day.  

 

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 Tokyo Condominium Sales y/y dec -7.5% 24.6% * Equity and bond neutral

Convenience Store Sales y/y dec -0.3% -0.3% * Equity and bond neutral

EUROPE

Switzerland Money Supply M3 y/y dec 3.2% 4.4% ** Equity and bond neutral

Total Sight Deposits CHF m/m jan 574.7 bn 573.8 bn * Equity and bond neutral

Domestic Sight Deposits CHF m/m jan 468.9 bn 473.9 bn * Equity and bond neutral

Russia Budget Balance ytd dec -1.336 tn -0.532 tn 1.700 tn ** Equity bearish, bond bullish

AMERICAS

Canada Manufacturing Sales m/m nov 3.4% -0.4% 2.0% ** Equity and bond neutral

International Securities Transactions m/m nov 19.56 bn 20.81 bn ** 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) 174 174 0 Up

3-mo T-bill yield (bps) 140 141 -1 Neutral

TED spread (bps) 34 34 0 Neutral

U.S. Libor/OIS spread (bps) 150 149 1 Up

10-yr T-note (%) 2.65 2.66 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) 28 24 4 Down

Currencies Direction

dollar down Neutral

euro up Up

yen down Neutral

pound up Neutral

franc up Neutral

Central Bank Action Current Prior Expected

BOJ Policy Balance Rate -0.100% -0.100% On forecast

BOJ 10-yr Yield Target 0.000% 0.000% 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. 
 



 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 5 

Price Prior Change Explanation

Brent $68.56 $68.61 -0.07%

WTI $63.31 $63.37 -0.09%  

Natural Gas $3.22 $3.19 1.04% Colder Weather

Crack Spread $17.59 $17.63 -0.19%

12-mo strip crack $19.62 $19.72 -0.52%

Ethanol rack $1.41 $1.42 -0.28%

Gold $1,332.41 $1,331.84 0.04%

Silver $17.03 $17.02 0.07%

Copper contract $321.05 $318.75 0.72%

Corn contract 354.00$       352.50$       0.43%

Wheat contract 426.75$       422.75$       0.95%

Soybeans contract 984.75$       977.25$       0.77%

Baltic Dry Freight 1125 1139 -14

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts call for warmer temperatures east of Missouri, while the rest of 

the country will see cooler to normal temperatures.  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.  
 

January 19, 2018 
 

Since the beginning of the year, long-term interest rates have moved higher.  The constant 

maturity 10-year Treasury yield ended 2017 at 2.40%.  That yield climbed to 2.60% in January, 

which is above our recently released 2018 Outlook forecast.  We are not adjusting our forecast 

quite yet because the driving factor behind our forecast was continued flattening of the yield 

curve.  However, if the curve doesn’t flatten further, we will need to revisit that forecast.   

 

The recent rise in yields has led several commentators to declare a new bear market in bonds had 

developed.  We sort of agree with this statement; we believe a secular bear market in bonds 

began in 2016 and we will likely see gradually rising rates for the foreseeable future.  However, 

the key word is “gradually.”  The last secular bear market in bonds began in 1945 and took over 

two decades to become a serious problem for financial markets. 
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This chart shows the 10-year T-note yield from 1921 to the present.  In 1945, yields made their 

secular low and gradually rose into the early 1980s.  Note the gradual ascent of yields for the 

first couple decades.  It wasn’t until yields rose above 5% in the late 1960s that rising rates began 

to have an adverse impact on financial markets.   Of course, when one is talking about secular 

cycles that last three to four decades, the last experience may not be indicative of what the 

current secular bear market will look like.  Fortunately, the Bank of England has maintained 
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long-term databases of British interest rates and can offer us some insights into long-term cycles.  

The chart below shows the interest rate of British Consols beginning in 1701.  These instruments 

were bonds without a maturity; essentially, they were very long-duration instruments.  Note that 

bull and bear markets tended to last a very long time and, in fact, the British bond bear market 

after WWII was impressive in terms of rate increases but rather normal in terms of length.   

 

 
 

Why do secular cycles in bonds last so long?  For the most part, secular cycles in long-duration 

interest rates are driven by inflation expectations.  Rising inflation undermines the real value of 

interest return; investors, stung by inflation, will demand ever higher yields for protection.  

When policy changes to corral inflation, it takes some time before investors “forget” their 

unpleasant experiences and accept a lower interest rate.  After a long period of low inflation, 

investors are “fooled” by rising inflation, at least at its early stages.  This underestimation in 

inflation leads to falling real returns and prompts demand for rising rates. 

 

What makes the current period interesting is that the baby boomers are unusually sensitive to 

inflation fears because most of them spent their formative years during the high-inflation period 

of the 1970s.  Thus, any signs of inflation, regardless of how minor, tend to lead to “discomfort” 

in the fixed income markets.  The existence and current prominence of the baby boom generation 

will likely keep long-duration rates from rising very much in the coming years.  The oldest 

boomer is 72 this year, while the youngest is 54.  Clearly, over the next two decades, the memory 

of 1970s inflation will fade and the subsequent generations will be much more likely to be fooled 

by inflation and will be slow to demand higher yields.  This fact will probably lead to the final 

stages of the bond bear market, which will be rather painful for investors.   
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So, what does an investor do in the meantime?  We look for gradually rising rates over time.  

The policies of neoliberalism, which supported globalization and deregulation,3 successfully 

ended the high inflation period of the 1970s.  We are likely in the early stages of a retreat from 

neoliberalism.  The rise of populism in the West is partly due to citizens becoming acutely aware 

of the costs of neoliberalism (high level of inequality and job insecurity) without being aware of 

its benefits (low inflation, long business expansions).  Although it will take some time, tolerance 

of higher inflation will likely increase.  Investors have two strategies for such an environment.  

First, corporate credit tends to do better in the early stages of a secular bear market because 

gradually rising prices reduce credit risk as firms find it easier to pass along higher prices.  

Second, bond laddering, the purchase of instruments at various points of the yield curve, offers 

some defense from rising rates.  As time passes, the duration of a laddered portfolio falls, 

reducing rate risk.  As the nearest instrument matures, the investor buys a longer term instrument 

and the process repeats.  We are currently deploying both strategies in our fixed income 

allocations.   

  

  

  

 
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.  

                                                 
3 We define deregulation as the unfettered implementation of new technology and methods on the economy.   
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Data Section 

 

U.S. Equity Markets – (as of 1/19/2018 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 1/19/2018 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 18, 2018 
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P/E as of 1/17/2018 = 20.9x

 
 

Based on our methodology,4 the current P/E is 20.9x, down 0.5x from the last report.  Although 

the S&P is rising, upward revisions to 2018 Q1 earnings led to the drop 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. 

                                                 
4 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. 


