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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: January 23, 2019—9:30 AM EST]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 

was down 0.2% from the prior close.  Chinese markets were higher, with the Shanghai composite 

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

open.  With 55 companies having reported, the S&P 500 Q4 earnings stand at $40.33, lower than 

the $40.86 forecast for the quarter.  The forecast reflects a 13.4% increase from Q4 2017 

earnings.  Thus far this quarter, 58.2% of the companies reported earnings above forecast, while 

41.8% reported earnings below forecast. 

 

After a hard drop yesterday, equities are rising modestly this morning.  Here is what we are 

watching: 

 

The importance of trade: Equity market action on Friday and Tuesday made it abundantly clear 

how focused financial markets are on trade. 
 

 
(Source: Barchart) 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
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This is a five-day chart of the S&P futures.  On Friday, reports that China was prepared to bring 

the bilateral trade deficit to zero over six years led to a strong rally, shown by the blue line.  The 

red line shows the drop on reports that the U.S. rebuffed a Chinese offer to send officials for 

preparatory talks before the already scheduled meeting at the end of January.1  However, in the 

afternoon, National Economic Council Director Kudlow did an interview where he indicated that 

trade meetings were still on, leading to the rally shown by the green line.2   

 

What we suspect is happening is that the Mnuchin/Kudlow wing of the administration is battling 

for the “heart and mind” of the president against the Navarro/Lighthizer wing and are making 

dueling press statements that are affecting equity markets.3  On the one hand, 2019 is critical to 

the 2020 elections; if a recession begins this year it would doom Trump’s re-election chances, 

and even if recovery occurs in 2020 it will likely be too late to offset the weakness that would 

have already occurred.  This fact would suggest the president will take a deal with China that 

boosts optimism.  On the other hand, China is now a strategic competitor.  China is becoming a 

serious military threat to the Far East and is working to move up the value chain by dominating 

technology, an area that the U.S. has ruled for years.  Thus, there are longer term issues of 

resetting Chinese relations to a hostile stance.  The actions against Huawei (002502, Shenzhen, 

CNY 4.15) are part of that policy direction.4  Our position is that Trump will make a short-term 

trade agreement with China and delay additional tariffs.  However, in the long run, U.S. policy 

toward China will take a more aggressive turn which will disrupt global supply chains.  If the 

president decides the long-term goal outweighs the short-term goal, then the potential for a 

recession and further economic weakness rises significantly.   

 

Pressure on Venezuela: The U.S. has mostly stayed out of the turmoil hammering Venezuela.  

The Bush administration did make positive comments about the 2002 coup attempt that failed 

against Hugo Chavez but there was no evidence of active support.  Subsequent administrations 

have applied various sanctions but avoided any that would seriously disrupt the Venezuelan oil 

industry (Chavez and Maduro accomplished that all on their own).  Although the government has 

systematically undermined a divided opposition through arrests and domestic intelligence, 

conditions have deteriorated to the point where forces opposing the government are rising under 

new leadership.5  More ominously for the government, there are increasing reports of military 

unrest.6  Chavez did a good job of keeping the military aligned with the regime, playing on his 

veteran status, but Maduro does not have the same ties.  Now, it appears the Trump 

administration is taking a more active role to undermine Maduro.7  The most likely outcome is a 

                                                 
1 https://www.ft.com/content/466cc9e2-1e4c-11e9-b126-46fc3ad87c65  
2 https://www.cnbc.com/video/2019/01/22/the-full-interview-with-national-economic-council-director-larry-
kudlow.html  
3 https://www.reuters.com/article/us-usa-china-trade-analysis/trump-wont-soften-hardline-on-china-to-make-
trade-deal-advisers-idUSKCN1PH02I  
4 https://www.reuters.com/article/us-usa-china-huawei-tech/u-s-will-seek-extradition-of-huawei-cfo-from-
canada-idUSKCN1PG2HL  
5 https://www.nytimes.com/2019/01/22/world/americas/who-is-juan-
guaido.html?emc=edit_mbe_20190123&nl=morning-briefing-europe&nlid=567726720190123&te=1  
6 https://www.nytimes.com/2019/01/21/world/americas/venezuela-maduro-national-guard.html?module=inline  
7 https://www.axios.com/trump-regime-change-venezuela-maduro-pence-video-b2a231d5-af89-4b49-bf68-
dae2fc2a2f8e.html  

https://www.ft.com/content/466cc9e2-1e4c-11e9-b126-46fc3ad87c65
https://www.cnbc.com/video/2019/01/22/the-full-interview-with-national-economic-council-director-larry-kudlow.html
https://www.cnbc.com/video/2019/01/22/the-full-interview-with-national-economic-council-director-larry-kudlow.html
https://www.reuters.com/article/us-usa-china-trade-analysis/trump-wont-soften-hardline-on-china-to-make-trade-deal-advisers-idUSKCN1PH02I
https://www.reuters.com/article/us-usa-china-trade-analysis/trump-wont-soften-hardline-on-china-to-make-trade-deal-advisers-idUSKCN1PH02I
https://www.reuters.com/article/us-usa-china-huawei-tech/u-s-will-seek-extradition-of-huawei-cfo-from-canada-idUSKCN1PG2HL
https://www.reuters.com/article/us-usa-china-huawei-tech/u-s-will-seek-extradition-of-huawei-cfo-from-canada-idUSKCN1PG2HL
https://www.nytimes.com/2019/01/22/world/americas/who-is-juan-guaido.html?emc=edit_mbe_20190123&nl=morning-briefing-europe&nlid=567726720190123&te=1
https://www.nytimes.com/2019/01/22/world/americas/who-is-juan-guaido.html?emc=edit_mbe_20190123&nl=morning-briefing-europe&nlid=567726720190123&te=1
https://www.nytimes.com/2019/01/21/world/americas/venezuela-maduro-national-guard.html?module=inline
https://www.axios.com/trump-regime-change-venezuela-maduro-pence-video-b2a231d5-af89-4b49-bf68-dae2fc2a2f8e.html
https://www.axios.com/trump-regime-change-venezuela-maduro-pence-video-b2a231d5-af89-4b49-bf68-dae2fc2a2f8e.html
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military coup which would overthrow the regime.  In the short run, if the takeover is “messy” it 

is a bullish factor for oil; although Venezuela’s oil production has plummeted to just over a 

million barrels per day (it once produced over three million per day), chaos would likely reduce 

output to zero.  However, if Maduro is ousted and the next government is supportive of foreign 

investment, then an eventual rise in output is very likely.   

 

Shutdown: There is some movement on the government shutdown; the Senate is expected to 

vote on competing plans to temporarily fund operations.8  We don’t expect either to pass the 

House or be signed into law but the fact that votes are taking place is some form of progress.  

There are widespread reports of government workers who are not being paid but are required to 

work who are not coming in.  Especially critical are those working for the IRS; if they don’t go 

to work, tax refunds could be delayed.9  Here are all the economic releases that have been 

delayed: 
 

 
(Source: Axios) 

 

Brexit: There’s not too much new to report.  We are seeing tensions rise between Ireland and the 

EU on the border issue.  Ireland wants to avoid a hard border with Northern Ireland on fears that 

a return to a hard border will lead to sectarian conflict.  Ireland suggested it would not enforce a 

strict border even with a hard Brexit, while the EU indicated Ireland would need to put hard 

border controls in place if a hard Brexit occurs.10  Hard Brexit supporters have argued that 

technology could allow for trade to be monitored without a hard border control.  However, a soft 

border could become a headache for the U.K. as well because it could become a conduit for 

                                                 
8 https://www.ft.com/content/06b2765c-1e98-11e9-b126-
46fc3ad87c65?emailId=5c47f93d51f118000497abae&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
9 https://www.washingtonpost.com/business/economy/hundreds-of-irs-employees-are-skipping-work-that-could-
delay-tax-refunds/2019/01/22/1885e74e-1e7d-11e9-8e21-59a09ff1e2a1_story.html?utm_term=.50d990d9fc2e  
10 https://www.ft.com/content/05114d7e-1e42-11e9-b126-
46fc3ad87c65?emailId=5c47f93d51f118000497abae&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  

https://www.ft.com/content/06b2765c-1e98-11e9-b126-46fc3ad87c65?emailId=5c47f93d51f118000497abae&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/06b2765c-1e98-11e9-b126-46fc3ad87c65?emailId=5c47f93d51f118000497abae&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.washingtonpost.com/business/economy/hundreds-of-irs-employees-are-skipping-work-that-could-delay-tax-refunds/2019/01/22/1885e74e-1e7d-11e9-8e21-59a09ff1e2a1_story.html?utm_term=.50d990d9fc2e
https://www.washingtonpost.com/business/economy/hundreds-of-irs-employees-are-skipping-work-that-could-delay-tax-refunds/2019/01/22/1885e74e-1e7d-11e9-8e21-59a09ff1e2a1_story.html?utm_term=.50d990d9fc2e
https://www.ft.com/content/05114d7e-1e42-11e9-b126-46fc3ad87c65?emailId=5c47f93d51f118000497abae&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/05114d7e-1e42-11e9-b126-46fc3ad87c65?emailId=5c47f93d51f118000497abae&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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people to cross into the U.K. without papers being checked.  Still, divisions within the EU 

increase the odds that the union may be more willing to adjust than it has been indicating.  We 

are also noting softening opposition to May’s plan.  Although the vote failed spectacularly last 

week, Brexiteers are beginning to fear that their desire for a hard break with the EU is not a 

majority position; in fact, the majority support avoiding hard Brexit at all costs.  If the choice is 

to remain in the EU or May’s proposal, the latter is starting to look much better.11  Although we 

fear a hard Brexit could occur because neither the EU nor the U.K. will budge, there is some 

evidence of movement that is raising hope for a more orderly outcome.  That factor is why the 

GBP is doing better.  Meanwhile, we continue to hear reports of firms leaving the U.K. on fears 

of a hard Brexit.12 

 

Davos: This picture says it all: 
 

 
(Source: Axios) 

 

U.S. Economic Releases 
 

MBA mortgage applications fell 2.7% from the prior week.  Purchases and refinancing are down 

2.2% and 5.3%, respectively.  The average 30-year fixed rate mortgage rose by 1 bp from 4.74% 

to 4.75%. 

                                                 
11 https://www.ft.com/content/2848f57c-1e3c-11e9-b126-
46fc3ad87c65?emailId=5c47f93d51f118000497abae&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
12 https://www.ey.com/uk/en/newsroom/news-releases/19-01-07-ey-financial-services-brexit-tracker-heightened-
uncertainty-drives-financial-services-companies-to-move-almost-800-billion-pounds-of-assets-to-
europe?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=busines
s  

https://www.ft.com/content/2848f57c-1e3c-11e9-b126-46fc3ad87c65?emailId=5c47f93d51f118000497abae&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/2848f57c-1e3c-11e9-b126-46fc3ad87c65?emailId=5c47f93d51f118000497abae&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ey.com/uk/en/newsroom/news-releases/19-01-07-ey-financial-services-brexit-tracker-heightened-uncertainty-drives-financial-services-companies-to-move-almost-800-billion-pounds-of-assets-to-europe?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.ey.com/uk/en/newsroom/news-releases/19-01-07-ey-financial-services-brexit-tracker-heightened-uncertainty-drives-financial-services-companies-to-move-almost-800-billion-pounds-of-assets-to-europe?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.ey.com/uk/en/newsroom/news-releases/19-01-07-ey-financial-services-brexit-tracker-heightened-uncertainty-drives-financial-services-companies-to-move-almost-800-billion-pounds-of-assets-to-europe?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.ey.com/uk/en/newsroom/news-releases/19-01-07-ey-financial-services-brexit-tracker-heightened-uncertainty-drives-financial-services-companies-to-move-almost-800-billion-pounds-of-assets-to-europe?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
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The FHFA House Price Index came in above expectations, rising 0.4% from the prior month 

compared to the forecast of 0.3%.    
 

 
 

The chart above shows the year-over-year change in the FHFA House Price Index.  Housing 

prices have risen 6.0% from the prior year.  Although still rising, the price momentum is starting 

to show signs of weakness. 

 

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

EDT Indicator Expected Prior Rating

10:00 Richmond Fed Manufacturing Index m/m jan -2 -8 **

Economic Releases

No speakers or events scheduled

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.  

 



 

 

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

www.confluenceinvestment.com 

 6 

Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Trade Balance m/m dec -¥55.3 bn -¥737.3 bn -¥42.3 bn ** Equity bearish, bond bullish

All Industry Activity Index m/m nov -0.3% 1.9% -0.4% ** Equity and bond neutral

Australia Westpac Leading Index m/m dec -0.2% -0.1% ** Equity and bond neutral

Skilled Vacancies m/m dec 0.7% -0.1% ** Equity and bond neutral

New Zealand CPI y/y 4q 1.9% 1.9% 1.8% *** Equity and bond neutral

EUROPE

France Business Confidence m/m jan 102 102 103 ** Equity and bond neutral

Manufacturing Confidence m/m jan 103 104 103 ** Equity and bond neutral

Production Outlook Indicator m/m jan -11 -10 -9 ** Equity bearish, bond bullish

Business Survey Outlook m/m jan 1 2 ** Equity and bond neutral

U.K. CBI Trends Total Orders m/m jan -1 8 5 ** Equity bearish, bond bullish

CBI Trends Selling Prices m/m jan 18 14 12 ** Equity and bond neutral

CBI Business Optimism m/m jan -23 -16 -25 ** Equity and bond neutral

AMERICAS

Brazil IBGE Inflation y/y jan 3.8% 3.9% 3.8% *** Equity bullish, bond bearish

CNI Industrial Confidence m/m jan 64.7 63.8 ** Equity bullish, bond bearish

Canada Wholesale Trade Sales m/m nov -1.0% 1.0% -0.3% ** Equity and bond bearish

Manufacturing Sales m/m nov -1.4% -0.1% -1.0% ** Equity and bond bearish

Mexico Unemployment Rate m/m dec 3.4% 3.3% 3.2% ** Equity bearish, bond bullish  
 

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) 277 276 1 Up

3-mo T-bill yield (bps) 238 236 2 Neutral

TED spread (bps) 39 40 -1 Neutral

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

10-yr T-note (%) 2.76 2.74 0.02 Neutral

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

EUR/USD 3-mo swap (bps) 3 1 2 Down

Currencies Direction

dollar down Neutral

euro flat Up

yen down Neutral

pound up Neutral

franc flat Neutral

Central Bank Action Current Prior Expected

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

BOJ 10-yr Yield Target 0.000% 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. 
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Price Prior Change Explanation

Brent $62.09 $61.50 0.96% Slowing US Shale Growth

WTI $53.50 $53.01 0.92%  

Natural Gas $3.11 $3.04 2.17%  

Crack Spread $13.02 $13.14 -0.86%

12-mo strip crack $15.56 $15.61 -0.29%

Ethanol rack $1.39 $1.40 -0.35%

Gold $1,285.14 $1,285.22 -0.01%

Silver $15.40 $15.34 0.41%

Copper contract $266.95 $265.95 0.38%

Corn contract 380.75$       379.00$       0.46%

Wheat contract 523.50$       521.25$       0.43%

Soybeans contract 913.00$       909.25$       0.41%

Baltic Dry Freight 1036 1092 -56

Actual Expected Difference

Crude (mb) -0.5

Gasoline (mb) 3.0

Distillates (mb) 1.1

Refinery run rates (%) -1.00%

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 on the West Coast.   
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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 18, 2019 
 

Equity markets struggled in 2018; although new highs were achieved twice during the year, 

volatility was elevated compared to 2017. 

 

 
 

This is a chart of the CBOE VIX index, a measure of implied volatility from the equity options 

market.  An elevated VIX means implied volatility is high, which implies a wider dispersion of 

expected outcomes for future equity index outcomes.  As fear rises, it would make sense for 

investors to react.  As the chart shows, for most of 2017, the VIX ranged between 10 and 15.  

Last year, the range was significantly wider.   As fear rose, investors reacted by accumulating 

higher levels of cash.   
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This chart shows the weekly close for the S&P 500 along with the level of retail money market 

funds.  We have highlighted the 2007-09 recession in gray.  The tan areas show periods when the 

level of money market funds fell below $920 bn.  In this bull market, we have tended to see the 

upside momentum wane once money market funds fell below the aforementioned level.  In other 

words, the market ran out of “dry powder.” 

 

What is occurring now is completely different.  Money market levels are nearly $1.2 trillion.  

They are rising in a manner closely resembling what we observed before the Great Recession.  It 

appears that the level and rise of money market funds is consistent with the financial markets’ 

expectations of a recession.  If a recession is avoided—if the trade conflict with China cools and 

the FOMC avoids overtightening—then odds likely favor a recovery in equities.  The retail 

money market data suggests there is ample liquidity to support a significant rally.  Of course, not 

all those money market funds will necessarily move back to equities.  Given higher interest rates, 

some of it could stay in money markets.  But, the key point is that financial markets appear to be 

in recession mode now.  If recession is avoided in 2019, as we expect, the odds of a significant 

rally in equities is likely.   

  

 

 

 
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 

 10 

Data Section 

 

U.S. Equity Markets – (as of 1/22/2019 close) 
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Industrials
Financials

Energy

YTD Total Return

-3.0% -2.0% -1.0% 0.0% 1.0%

Energy

Industrials

Telecom

Consumer Discretionary

Technology

S&P 500

Materials

Financials

Consumer Staples

Health Care
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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 1/22/2019 close) 

 

-5.0% 0.0% 5.0% 10.0%

US Government Bond

Cash

US Corporate Bond

US High Yield

Emerging Markets (local currency)

Foreign Developed (local currency)

Foreign Developed ($)

Commodities

Emerging Markets ($)

Large Cap

Real Estate

Mid Cap

Small Cap

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), 



 

 

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

www.confluenceinvestment.com 

11 

 

P/E Update 
 

January 17, 2019 
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P/E as of 1/16/2019 = 16.0x

 
 

Based on our methodology,13 the current P/E is 16.0x, up 0.3x from last week.  The rebound in 

equities and a decline in earnings estimates 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. 

                                                 
13 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. 


