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[Posted: January 24, 2018—9:30 AM EST]  Global equity markets are generally mixed this 

morning.  The EuroStoxx 50 is down 0.1% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.2% from the prior close.  Chinese markets were up, with the Shanghai composite 

up 0.4% and the Shenzhen index up 0.5%.  U.S. equity index futures are signaling a higher open.  

With 68 companies having reported, the S&P 500 Q4 earnings stand at $35.03, 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, 77.9% of the companies reported 

earnings above forecast, while 10.3% reported earnings below forecast. 

 

The big market mover this morning is the dollar.  Here is what we are watching: 

 

Treasury shift?  During the 1980s into the 1990s, U.S. Treasury secretaries frequently tried to 

move the currency markets.  James Baker was part of the Paris Accord in 1985 that led to a 

massive dollar depreciation and Lloyd Bentsen openly called for a stronger yen.  But, Bob Rubin 

declared a truce in the mid-1990s by indicating that, going forward, the U.S. would always 

support a “strong dollar.”  The content of the policy was hollow; strong was never defined and 

could have easily meant that the paper didn’t tear easily.  Nevertheless, what Rubin really 

signaled was that the U.S. would no longer try to adjust exchange rates by jawboning.  Instead, 

the policy of the U.S. Treasury was that markets should set the exchange rate and the U.S. would 

not intervene.  For the most part, Treasury secretaries since have followed this policy.1   

 

This morning, Steven Mnuchin appears to have ended the Rubin policy, openly declaring at an 

event in Davos that a weaker dollar is “good” for American trade.  If one wanted to send a clear 

message, it would be difficult to find a better venue.  Key political and business leaders are all in 

Switzerland (the president arrives tomorrow, by the way) and so either this statement was (a) an 

incredible blunder, or (b) clearly calculated to signal the U.S. is going to become more active in 

trying to close the trade deficit and will use a weaker dollar as one tool (trade impediments could 

be the other) to accomplish this goal.  We think it’s probably (b).  The fact that his comments are 

occurring just after the U.S. announced new tariffs is probably not a coincidence. 

 

As one would expect, the dollar has fallen on the comments.  Gold prices have also lifted.  

Foreign equities are coming under pressure, but there is mostly a net gain for a dollar-based 

investor. 

                                                 
1 The notable exception was George W. Bush’s first Treasury secretary, Paul O’Neill.  As a former executive of an 
industrial metals firm, he noted the dollar’s strength in the early part of the century and suggested it was 
overvalued.  There was a firestorm of negative comments and O’Neill rapidly retreated from his comments and 
said that if there was an official change in the strong dollar policy, he would invite all interested parties to Yankee 
Stadium for the announcement.  
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In addition to Mnuchin’s remarks, Commerce Secretary Wilbur Ross indicated that “trade wars 

are fought everyday…the difference is that U.S. troops are now coming to the ramparts.”  Both 

Mnuchin and Ross indicated that further trade actions are likely in the areas of intellectual 

property, steel and aluminum.  We expect the president to support these comments during his 

visit tomorrow. 

 

Here are a couple of interesting charts.  First, a weaker dollar will tend to push up import prices. 
 

 
 

This chart shows the yearly change in the JPM dollar index and import prices.  The two are 

rather highly correlated.  However, we would note that the correlation between import prices and 

core CPI is not all that strong, only about 31%, and import prices lead CPI by about 18 months.  

So, a significant weakening of the dollar will eventually push up inflation, but not for a while. 

 

The dollar’s impact on trade isn’t all that clear. 
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What is interesting is that it takes a rather large depreciation to affect trade and the trade deficit 

worsens in the initial stages of the dollar’s decline.  This is known as the “j-curve” effect.  What 

we haven’t seen before is protectionism and dollar weakness at the same time.  That combination 

would likely be inflationary. 

 

Meanwhile, the rest of the world puts on a brave face: Canadian PM Trudeau announced that 

his nation has concluded discussions for a new Pacific Rim trade agreement to replace the TPP.  

Although the agreement is expected to be signed in March, we view it as a shell; without the 

U.S. being part of it, it is hard to see who will play the role of “importer of last resort” that these 

multilateral trade agreements need.   

 

Going forward: As the administration moves on from its tax reform victory, it appears the next 

shift will be trade policy, which is almost certain to be protectionist.  Unlike the tax deal, trade 

interference will not be universally accepted by the business community.  We have not 

commented extensively on Special Council Mueller’s investigation because we believe, at their 

core, the outcomes of such investigations are dependent on politics.  Thus, as long as the GOP 

controls Congress, the president is probably in no danger of censure or impeachment.  However, 

that could change if establishment Republicans, who have gotten what they most wanted, a tax 

cut, see the turn against trade as a threat to business and support Mueller’s investigation.  We 

don’t think we are anywhere close to that yet, but it is a potential development that bears 

watching. 

 

Powell wins, Goodfriend struggles: As expected, Jay Powell easily won confirmation as the 

next Fed chair.  Markets expect Powell to maintain Yellen’s policies, although we reiterate that 

we really don’t know what Powell’s positions are on monetary policy.  He is not an economist 

and we have no trail of position papers to examine his policy stances.  He was confirmed 84-13; 

the “nays” were actually quite interesting, mostly the extreme left and right of the spectrum.  

How often do you see Elizabeth Warren (D-MA) join Ted Cruz (R-TX) and Rand Paul (R-KY) 
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in a vote?  Meanwhile, Marvin Goodfriend faced a much more hostile questioning from senators.  

He did indicate he supports the dual mandate (after stating publically that the Fed should only 

focus on inflation) and was asked why he predicted a jump in inflation if the unemployment rate 

fell below 7%.  If Goodfriend is confirmed, it will probably be along party lines. 

 

Germany: The SDP has noted a surge in membership applications, which may be caused by left-

wing activists trying to expand the rank and file to vote against joining the CDU/CSU in a grand 

coalition.  If that coalition vote fails, Germany will likely be forced to hold new elections, 

unprecedented in the postwar experience.   

 

Venezuela: President Maduro indicated he wants to call new elections for the end of April in a 

bid to solidify his political power.  On the one hand, it’s really difficult to imagine Maduro 

winning re-election given the horrible state of the Venezuelan economy.  For example, recent 

studies show that 75% of the population has lost an average of 19 pounds due to the lack of 

food.2  However, the opposition is divided and so polarized that Chavistas will vote for Maduro 

rather than any opposition figure regardless of the state of the economy.  As conditions worsen, it 

is likely that oil production will continue to decline, which is bullish for prices.   

 

U.S. Economic Releases 

  

MBA mortgage applications rose 4.5% from the prior week.  Purchases and refinancing rose 

6.1% and 0.9%, respectively. The average 30-year fixed rate rose by 3 bps from 4.33% to 4.36%. 

 

The FHFA House Price Index came in below expectations at 0.4% compared to the forecast rise 

of 0.5% 
 

 

                                                 
2 https://www.upi.com/Venezuela-75-of-population-lost-19-pounds-amid-crisis/2441487523377/  

https://www.upi.com/Venezuela-75-of-population-lost-19-pounds-amid-crisis/2441487523377/
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The chart above shows the year-over-year change in the FHFA House Price Index.  Housing 

prices have risen 6.5% from the prior year. 

 

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

 

EDT Indicator Expected Prior Rating

9:45 Markit Manufacturing PMI m/m jan 55.0 55.1 **

9:45 Markit Services PMI m/m jan 54.3 53.7 **

9:45 Markit Composite PMI m/m jan 54.1 **

10:00 Existing Home Sales m/m dec 5.70 mn 5.81 mn **

10:00 Existing Home Sales m/m dec -1.9% 5.6% **

Fed speakers or events

Economic Releases

No speakers or events scheduled  
 

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.  
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Trade Balance m/m nov ¥359.0 bn ¥113.4 bn ¥535.0 bn *** Equity bearish, bond bullish

Nikkei Japan PMI m/m dec 54.4 54.0 ** Equity and bond neutral

Leading Index CI m/m dec 108.3 108.6 ** Equity and bond neutral

Coincident Index m/m dec 117.9 118.1 ** Equity and bond neutral

Australia Westpac Leading Index m/m dec 0.3% 0.1% ** Equity and bond neutral

Skilled Vacaancies m/m dec 0.2% 0.3% * Equity and bond neutral

New Zealand Credit Card Spending y/y dec 6.3% 9.1% ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Manufacturing m/m jan 59.6 60.6 60.3 ** Equity and bond neutral

Markit Eurozone Services m/m jan 57.6 56.6 56.4 ** Equity bullish, bond bearish

Markit Eurozone Composite m/m jan 58.6 58.1 57.9 ** Equity bullish, bond bearish

Consumer Confidence m/m jan 1.3 0.5 0.6 *** Equity and bond neutral

France Markit France Manufacturing m/m jan 58.1 58.8 58.6 ** Equity and bond neutral

Markit France Services m/m jan 59.3 59.1 58.9 ** Equity bullish, bond bearish

Markit France Composite m/m jan 59.7 59.6 59.2 ** Equity bullish, bond bearish

Germany Markit Germany Manufacturing m/m jan 61.2 63.3 63.0 ** Equity and bond neutral

Markit Germany Services m/m jan 57.0 55.8 55.5 ** Equity bullish, bond bearish

Markit Germany Composite m/m jan 58.8 58.9 58.5 ** Equity and bond neutral

U.K. Claimant Count Rate m/m dec 2.4% 2.3% *** Equity and bond neutral

Jobless Claims Change m/m oct 8.6k 5.9k  ** Equity and bond neutral

Russia Industrial Production y/y dec -1.5% -3.6% 0.0% *** Equity bearish, bond bullish

AMERICAS

Mexico Economic Activity m/m nov 1.5% 1.5% 1.2% ** Equity and bond neutral  
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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) 141 141 0 Neutral

TED spread (bps) 33 33 0 Neutral

U.S. Libor/OIS spread (bps) 150 150 0 Up

10-yr T-note (%) 2.65 2.61 0.04 Neutral

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

EUR/USD 3-mo swap (bps) 26 26 0 Down

Currencies Direction

dollar down Down

euro up Up

yen up Neutral

pound up Neutral

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. 
 

Price Prior Change Explanation

Brent $69.85 $69.96 -0.16%

WTI $64.64 $64.47 0.26%  

Natural Gas $3.59 $3.44 4.09% Colder Weather

Crack Spread $17.86 $18.09 -1.26%

12-mo strip crack $19.68 $19.90 -1.09%

Ethanol rack $1.41 $1.41 0.11%

Gold $1,350.10 $1,341.21 0.66%

Silver $17.21 $17.05 0.91%

Copper contract $315.10 $311.10 1.29%

Corn contract 352.50$       351.25$       0.36%

Wheat contract 423.00$       421.50$       0.36%

Soybeans contract 982.25$       986.25$       -0.41%

Baltic Dry Freight 1157 1129 28

Actual Expected Difference

Crude (mb) -2.3

Gasoline (mb) 2.1

Distillates (mb) -1.3

Refinery run rates (%) -1.00%

Natural gas (bcf) -268.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

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. 

 

0

2

4

6

8

10

12

14

16

1930 1940 1950 1960 1970 1980 1990 2000 2010 2020

10-YEAR T-NOTE YIELDS

Source:  Haver Analytics  
 

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 1/23/2018 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 1/23/2018 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 

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM 4Q TRAILING P/E

P
/E

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

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. 


