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[Posted: January 23, 2017—9:30 AM EST]  Global equity markets are mixed this morning.  

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

0.6% from the prior close.  Chinese markets were up, with the Shanghai composite up 0.4% and 

the Shenzhen index up 0.9%.  U.S. equity futures are signaling a lower open.  With 63 

companies having reported, the S&P 500 Q4 earnings stand at $31.18, higher than the $30.77 

forecast for the quarter.  The forecast reflects a 3.2% increase from Q4 2015 earnings.  Thus far 

this quarter, 68.3% of the companies reported earnings above forecast, while 19.0% reported 

earnings below forecast. 

 

It was a rather tumultuous weekend with the incoming administration sparring with the media 

over a number of issues.  Those factors are being hashed out in the media so we won’t focus on 

them.  However, what we are paying attention to is the impact on financial markets.  The dollar 

is sharply lower this morning; some of this weakness is probably due to the fact that there was so 

little in the weekend comments from the new government on trade and tax policy.  The inaugural 

speech was clear that the U.S. will be adjusting its superpower role, something we discussed in 

the 2017 Geopolitical Outlook under the idea that the U.S. is shifting from a mostly benevolent 

hegemon to a malevolent superpower.  The speech puts the world on notice that U.S. foreign 

policy will be about boosting U.S. growth even at the potential expense of foreign growth and 

stability.   

 

This, by itself, is a major shift in U.S. policy.  It essentially marks the end of how the U.S. has 

managed the world since 1944.  Although American policy has been successful (the primary goal 

was to prevent WWIII, which we did accomplish), it hasn’t been cheap.  The U.S. has been 

forced to increase the size of government (there is no such thing as a small government 

superpower), expand domestic and foreign surveillance (the U.S. had one intelligence agency at 

the end of WWII; now, 17), suffer through a series of status quo wars and run persistent trade 

deficits to ensure adequate global dollar liquidity.  These costs were significant and the burdens 

were not equally distributed.  Trump’s broad policy, it seems, is to lower these costs and 

redistribute the burden. 

 

It’s the actual policy measures that are unknown.  We note that this morning the U.S. formally 

exited TPP; TTIP is also essentially dead, meaning the U.S. won’t be the global pivot for trade 

rules.  Greg Ip had a report in the WSJ over the weekend suggesting that Trump doesn’t want a 

broad-based tariff.  Instead, he wants to be able to wield the threat of trade restrictions to 

encourage foreign firms to build plants and equipment in the U.S. and, at the same time, 

discourage U.S. firms from doing the same abroad.1  That may mean he will reject the Ryan 

corporate tax reform that includes border adjustments.  These adjustments will reduce the 

                                                 
1 http://www.wsj.com/articles/trump-on-trade-peace-through-strength-1485086400 (paywall) 
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president’s power to affect investment changes.  Instead, Trump has been calling for a large cut 

in corporate tax rates.  Interestingly enough, without the border tax adjustment, the tax cuts will 

likely lead to lower government tax revenue.  Trump seems to be signaling a general disregard 

for deficits.2 

 

This leads us to this morning’s market action.  Is the weaker dollar a sign that investors are 

concluding that Trump’s policies won’t be as dollar bullish as originally thought or is this mere 

profit-taking (“buy on the election, sell at inauguration”)?  We suspect it is more the latter.  

Trump’s policies appear to be reflationary; in other words, he wants to pump up nominal GDP 

growth.  Under normal circumstances, that should lead to dollar strength as rising nominal 

growth usually leads to higher interest rates.  For now, we are assuming that the Fed will raise 

rates faster if inflation rises quicker than expected. 

 

However, that thesis assumes the FOMC will react to higher inflation by tightening monetary 

policy.  We would not be surprised to see President Trump try to cajole the Fed into maintaining 

steady rates when faced with rising inflation.  Most of us have spent our careers during a period 

of central bank independence and support for inflation control.  However, that hasn’t always 

been the conduct of policy.  Under Fed Chairs Arthur Burns and William Miller, the Nixon and 

Carter administrations (especially the former) pressed the Fed to maintain easy money in the face 

of rising inflation.  Carter did reverse that policy with the appointment of Paul Volcker; we note 

that Carter was a one-term president.  Simply put, we would not be completely shocked to see 

Trump appoint doves to the two open governor positions and press the Fed to keep rates low 

despite rising inflation and wages.  If that is the outcome, we are looking at a dollar bear market.  

For now, we don’t think this is the most likely outcome but it is one we are watching closely.   

 

U.S. Economic Releases 

 

There are no economic releases or Fed speakers 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. 

 

                                                 
2 This is generally not unique; the party that holds the White House tends to be less concerned with deficits and 
becomes fiscally hawkish when out of power. 
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan All Industry Activity Index m/m nov 0.3% 0.2% 0.4% ** Equity and bond neutral

Supermarket Sales y/y dec -0.2% 0.8% ** Equity and bond neutral

Leading Index CI y/y nov 102.8 102.7 ** Equity and bond neutral

Coincident Index y/y nov 115.0 115.1 ** Equity and bond neutral

EUROPE

Switzerland Money Supply M3 y/y dec 3.0% 2.0% 2.5% ** Equity and bond neutral

Total Sight Deposits m/m jan 532.3 bn 531.4 bn ** Equity and bond neutral

Domestic Sight Deposits m/m jan 464.3 bn 464.1 bn ** Equity and bond neutral

Russia Industrial Production y/y dec 3.2% 2.7% 1.7% *** Equity bullish, bond bearish

AMERICAS

Canada Wholesale Trade Sales m/m nov 0.2% 1.1% 0.6% ** Equity and bond neutral

Brazil FGV CPI IPC-S m/m jan 0.6% 0.6% 0.7% ** Equity and bond neutral

Mexico Unemployment Rate m/m dec 3.7% 3.6% 3.7% *** 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) 104 104 0 Up

3-mo T-bill yield (bps) 49 49 0 Neutral

TED spread (bps) 56 55 1 Neutral

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

10-yr T-note (%) 2.45 2.47 -0.02 Neutral

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

EUR/USD 3-mo swap (bps) 41 41 0 Neutral

Currencies Direction

dollar down Neutral

euro up Neutral

yen up Down

pound up Down

franc up 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 $54.95 $55.49 -0.97% Long Liquidation

WTI $52.53 $53.22 -1.30%

Natural Gas $3.18 $3.20 -0.84%

Crack Spread $14.78 $14.69 0.61%

12-mo strip crack $15.89 $15.84 0.36%

Ethanol rack $1.59 $1.59 -0.14%

Gold $1,214.87 $1,210.32 0.38% Weaker dollar

Silver $17.17 $17.09 0.49%

Copper contract $263.95 $262.50 0.55%

Corn contract 369.00$       369.75$       -0.20%

Wheat contract 428.25$       428.25$       0.00%

Soybeans contract 1,060.00$    1,067.50$   -0.70%

Baltic Dry Freight 925 942 -17

Shipping

Energy Markets

Metals

Grains

 
 

Weather 

 

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

Precipitation is also not expected for most of the country. 
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 Asset Allocation Weekly Comment 
Confluence Investment Management offers various asset allocation products which are managed using 

“top down,” or macro, analysis.  We report asset allocation thoughts on a weekly basis, updating this 

section every Friday.  

 

January 20, 2017 

 

After a short foray into emerging markets, we exited that position in our latest allocation.  Prior 

to the Trump victory, we had expected the dollar to weaken which would have supported 

emerging markets.  However, the dollar’s resurgence is a bearish factor for emerging markets, 

leading the Asset Allocation Committee to look elsewhere for return. 
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The blue line on this chart looks at the relative performance of emerging markets to the S&P 

500.  When the line is rising, the S&P is outperforming emerging markets.  The red line is the 

JPM real dollar index.  The two series are positively correlated at 81.4%, meaning that a stronger 

dollar tends to support the S&P relative to emerging markets.   

 

Although the dollar is richly valued based on most currency valuation models, we believe that 

two factors will tend to support continued strength.   
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1. The Federal Reserve is set to accelerate its rate hikes this year, while other major central 

banks are looking to maintain stimulus.  Although the stronger dollar may slow the pace 

of tightening, comments from the FOMC suggest a wide variation of opinions on the 

impact of the dollar on the economy.  Thus, until it is abundantly clear that the exchange 

rate is hurting the economy and lowering inflation, we suspect the Fed will move rates 

higher. 

2. Fiscal and trade policy are being designed to reduce imports.  President-elect Trump is 

publically shaming firms for investing outside the U.S. and threatening trade restrictions 

against countries like China.  Speaker Ryan’s corporate tax reform includes a “border 

adjustment” that would effectively tax imports and not tax exports.  When the reserve 

currency nation restricts trade, it reduces the supply available to world markets.  Since 

there is no clear substitute for the dollar for reserve purposes, meaning the slope of the 

demand curve should remain static, a drop in supply should lead to a stronger dollar. 

 

Eventually, the dollar will rise to a level that will fully offset the impact of relatively tighter 

monetary policy and changes in fiscal and trade policy.  Although an exact level is difficult to 

determine, we would expect the JPM dollar index to rise to levels of past bull markets. 

 

 
 

To reach levels seen in the 1995-2001 bull market, the dollar index should rise about another 

10%.  We doubt we will reach the highs of the Volcker dollar bull market (which would entail 
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another 20% increase from current levels), but we would not be surprised to see a level between 

the two bull phases.  Such a rise will pressure emerging market equities. 

 

Finally, it is worth noting that the 1982 Mexican Debt Default and the 1997-99 Asian Economic 

Crisis occurred during rising dollar markets.  Dollar strength tends to weigh on commodity 

prices, which often are produced by emerging market nations.  In addition, emerging market 

nations and companies often borrow in dollars at lower interest rates relative to domestic rates.  

A rising dollar raises debt service costs and increases the odds of default. 

 

Thus, for the time being, we intend to forego a position in emerging markets.  However, once the 

dollar bull market is exhausted, emerging market equities could become attractive.    

  

  

 
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.  



 

 

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

www.confluenceinvestment.com 

 8 

Data Section 

 

U.S. Equity Markets – (as of 1/20/2017 close) 
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(Source: Bloomberg) 

 

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

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

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

 

Asset Class Performance – (as of 1/20/2017 close) 

 

-2.0% 0.0% 2.0% 4.0%

Small Cap

US Government Bond

Cash

US Corporate Bond

US High Yield

Real Estate

Mid Cap

Foreign Developed (local currency)

Commodities

Large Cap

Foreign Developed ($)

Emerging Markets (local currency)

Emerging Markets ($)

YTD Asset Class Total Return

Source: Bloomberg

  
 

Real Estate (FTSE NAREIT Index), Emerging Markets (MSCI Emerging Markets (USD and 

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

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

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

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date returns 

for various asset classes, updated daily.  

The asset classes are ranked by total 

return (including dividends), with green 

indicating positive and red indicating 

negative returns from the beginning of the 

year, as of prior close. 

 

Asset classes are defined as follows: 

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

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

2000 Index), Foreign Developed (MSCI 

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

January 19, 2017 
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P/E as of 1/18/2017 = 19.6x

 
 

Based on our methodology,3 the current P/E is 19.6x, unchanged from our last report.  A modest 

rise in equity values coupled with a modest decline in earnings expectations led to a relatively 

unchanged P/E.   
 
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. 

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


