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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 25, 2019—9:30 AM EST]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 1.0% from the last close.  In Asia, the MSCI Asia Apex 50 

was up 1.9% from the prior close.  Chinese markets were mixed, with the Shanghai composite up 

0.4% and the Shenzhen index down 0.2%.  U.S. equity index futures are signaling a higher open.  

With 75 companies having reported, the S&P 500 Q4 earnings stand at $40.49, lower than the 

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

Thus far this quarter, 72.0% of the companies reported earnings above forecast, while 18.7% 

reported earnings below forecast. 
 

Equities are rallying around the world.  Here is what we are watching this morning: 

 

Venezuela: As we noted yesterday, China and Russia1 would be on the hook for billions of bad 

debt that a new government could simply default on, arguing the debt was incurred by an 

illegitimate government.2  China usually tries to avoid taking outright positions on international 

issues, a legacy from the Mao-Deng years.  At the same time, if it doesn’t get involved, it could 

lose billions.3  China is officially supporting Maduro but the endorsement is far from ringing.  

Senior military officials have signaled they continue to back Maduro.4  However, it is unclear if 

the upper ranks can continue to control the sentiment and behavior of the lower ranks.  There is 

also an impending concern about U.S. embassy staff.  Maduro has ordered them to leave this 

weekend, but Pompeo indicated earlier that the diplomats will stay because the U.S. no longer 

recognizes Maduro as the legitimate ruler of Venezuela.  Apparently prudence has partially 

overruled valor and the U.S. has ordered non-emergency staff out of the country and “advised” 

other Americans to leave.5  But, senior diplomats will stay and the embassy will stay open, 

creating the potential for conflict.  It is important to remember that Trump is a classic 

Jacksonian; an attack on the embassy would almost certainly trigger a military response. 

 

                                                 
1 https://www.ft.com/content/0d4b54be-1fc1-11e9-b126-46fc3ad87c65?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
2 Russia is well aware of this ploy.  It refused to service Tsarist bonds for years. 
3 China is owed around $55.0 bn from Venezuela. 
https://www.scmp.com/news/china/diplomacy/article/2183519/wary-china-offers-support-embattled-
venezuelan-president  
4 https://www.ft.com/content/13081fd4-1ff5-11e9-b126-46fc3ad87c65?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56 and https://www.nytimes.com/2019/01/24/world/americas/venezuela-news-maduro-
russia.html?emc=edit_mbe_20190125&nl=morning-briefing-europe&nlid=567726720190125&te=1  
5 https://www.nbcnews.com/news/latino/u-s-orders-all-non-emergency-diplomatic-staff-out-venezuela-n962471  
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Here is a snapshot of global allegiances toward Maduro and Guaido. 

 

 
 

As we discuss below, this week’s DOE data was decidedly bearish as crude oil inventories rose 

sharply.  We are seeing steady to higher oil prices this morning, in part due to the fact that oil 

and equities have been positively correlated recently (both are reflecting sentiment about 

economic growth),  and probably also on expectations of at least a short-term disruption of oil 

flows from Venezuela.  We also note that Venezuelan bonds, many of which are in default, are 

rallying on hopes that Maduro will go and the new regime will be willing to restructure and 

service the bonds.6 

 

Fed policy: Two items of note.  First, the FOMC is reconsidering its balance sheet normalization 

plan and may end its reduction much sooner than planned.7  Our position on the balance sheet is 

that the actual impact is difficult to determine, but the primary value of QE was psychological; it 

showed the Fed still had policy tools available even after the fed funds target hit zero.8  Although 

we doubt stopping the reduction of the balance sheet would have any “real” effects (other than to 

keep bank reserves excessive and keep the money multiplier and velocity depressed), there will 

almost certainly be a positive reaction in financial markets due to the psychological effects.  

Second, reflecting comments we have made recently about the two open governor positions, the 

administration signaled it is “looking for doves.”9  This adjustment is very important because the 

                                                 
6 https://ftalphaville.ft.com/2019/01/24/1548348776000/Venezuela-bondholders-are-betting-on-Maduro-s-
downfall/  
7 https://www.wsj.com/articles/fed-officials-weigh-earlier-than-expected-end-to-bond-portfolio-runoff-
11548412201  
8 See Asset Allocation Weekly (1/4/2019) 
9 https://www.wsj.com/articles/white-house-adviser-says-fed-board-nominees-should-support-easy-money-
policies-11548375931  

https://ftalphaville.ft.com/2019/01/24/1548348776000/Venezuela-bondholders-are-betting-on-Maduro-s-downfall/
https://ftalphaville.ft.com/2019/01/24/1548348776000/Venezuela-bondholders-are-betting-on-Maduro-s-downfall/
https://www.wsj.com/articles/fed-officials-weigh-earlier-than-expected-end-to-bond-portfolio-runoff-11548412201
https://www.wsj.com/articles/fed-officials-weigh-earlier-than-expected-end-to-bond-portfolio-runoff-11548412201
https://www.confluenceinvestment.com/wp-content/uploads/AAW_Jan_4_2019.pdf
https://www.wsj.com/articles/white-house-adviser-says-fed-board-nominees-should-support-easy-money-policies-11548375931
https://www.wsj.com/articles/white-house-adviser-says-fed-board-nominees-should-support-easy-money-policies-11548375931
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appointment of two committed doves would weaken the Fed’s ability to hike rates.  Although not 

set in stone, two persistent dissents from governors would tend to undermine Powell’s position 

and could lead to his resignation.10 

 

Energy update: Crude oil inventories rose 8.0 mb last week compared to the forecast decline of 

0.5 mb. 
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In the details, estimated U.S. production was unchanged at 11.9 mbpd.  Crude oil imports 

jumped 0.7 mbpd, while exports fell 0.9 mbpd.  Refinery runs declined 1.7% and should 

continue to fall in Q1.  Gasoline stocks continued to rise while distillates fell, likely reflecting 

increased demand for heating oil. 

 

 
(Source: DOE, CIM) 

                                                 
10 https://www.forbes.com/sites/johntamny/2010/11/22/modern-fed-history-points-to-ben-bernankes-
resignation/#103619784d6d  

https://www.forbes.com/sites/johntamny/2010/11/22/modern-fed-history-points-to-ben-bernankes-resignation/#103619784d6d
https://www.forbes.com/sites/johntamny/2010/11/22/modern-fed-history-points-to-ben-bernankes-resignation/#103619784d6d
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This is the seasonal pattern chart for commercial crude oil inventories.  We would expect to see a 

steady increase in inventories that will peak in early May.  This week’s increase, though well 

above expectations, was mostly in line with seasonal norms. 
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Based on oil inventories alone, fair value for crude oil is $59.05.  Based on the EUR, fair value is 

$55.52.  Using both independent variables, a more complete way of looking at the data, fair 

value is $56.03.  By all these measures, current oil prices are generally in the neighborhood of 

fair value.  However, we still expect prices to move toward $60 in the coming weeks, but rising 

oil inventories will tend to be a bearish factor for the market.  Still, assuming the roughly current 

price of $53.00 per barrel and a steady EUR, the market has already discounted a 25 mb rise in 

inventory levels.  A rise of that level, assuming we continue to track the usual seasonal pattern, 

would occur in early to mid-March.  If inventories rise to their normal peak and the dollar 

remains stable, oil prices would be fairly valued around $50.50.  Thus, the markets haven’t 

completely discounted the normal inventory build but have assumed part of it. 

 

U.S. Economic Releases 
 

There were no economic releases or Fed events scheduled prior to the publication of this report. 
 

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 
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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 Tokyo CPI y/y jan 0.4% 0.3% 0.2% *** Equity bearish, bond bullish

EUROPE

Germany IFO Business Climate m/m jan 99.1 101.0 100.7 ** Equity and bond neutral

IFO Expectations m/m jan 94.2 97.3 97.1 ** Equity bearish, bond bullish

IFO Current Assessment m/m jan 104.3 104.7 104.2 ** Equity and bond neutral

U.K. UK Finance Loans for Housing m/m jan 38779 39403 38800 ** Equity and bond neutral

CBI Retailing Reported Sales m/m jan 0 -13 3 ** Equity bearish, bond bullish

CBI Total Dist. Reported Sales m/m jan 13 10 ** Equity and bond neutral

Russia PPI y/y dec -3.3% 0.7% 0.6% ** Equity bullish, bond bearish

AMERICAS

Mexico Bi-Weekly CPI y/y jan 4.5% 4.7% 4.7% *** Equity bullish, bond bearish

Economic Activity m/m nov 1.8% 2.9% 1.2% ** Equity bullish, bond bearish  
 

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) 277 278 -1 Up

3-mo T-bill yield (bps) 232 232 0 Neutral

TED spread (bps) 46 46 0 Neutral

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

10-yr T-note (%) 2.73 2.72 0.01 Neutral

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

EUR/USD 3-mo swap (bps) 2 2 0 Down

Currencies Direction

dollar down Neutral

euro up Up

yen down Neutral

pound up Neutral

franc flat 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 $60.85 $61.09 -0.39%

WTI $53.04 $53.13 -0.17%  

Natural Gas $3.11 $3.10 0.39%  

Crack Spread $12.20 $12.47 -2.19%

12-mo strip crack $15.22 $15.51 -1.88%

Ethanol rack $1.39 $1.39 -0.08%

Gold $1,284.92 $1,281.21 0.29%

Silver $15.37 $15.32 0.36%

Copper contract $265.00 $264.45 0.21%

Corn contract 377.75$       377.00$       0.20%

Wheat contract 518.25$       521.50$       -0.62%

Soybeans contract 916.00$       916.00$       0.00%

Baltic Dry Freight 939 982 -43

Actual Expected Difference

Crude (mb) 8.0 -0.5 8.5

Gasoline (mb) 4.1 3.0 1.1

Distillates (mb) -0.6 1.1 -1.7

Refinery run rates (%) -1.70% -1.00% -0.70%

Natural gas (bcf) -163.0 -159.0 -4.0

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 25, 2019 
 

One of the important unknown factors for 2019 is whether slowing global growth will have a 

negative impact on the U.S. economy.  Or, put another way, can the world lead the U.S. into 

recession?  For the most part, history suggests the answer is no—the U.S. can bring down the 

world but the world can’t bring down the U.S. 
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The upper two lines show the yearly change in U.S. GDP and World ex-U.S. GDP.  The lower 

line shows the difference.  World and U.S. GDP are positively correlated at the 70% level, 

suggesting they are sensitive to each other.  Since the U.S. provides the reserve currency it would 

make sense that a stronger U.S. economy would also support imports from abroad which would 

foster foreign economic growth.  However, the U.S. doesn’t export as much relative to its size as 

other nations do, so it follows that stronger U.S. growth would support higher world growth but 

better growth in the rest of the world wouldn’t necessarily lead to better American growth. 
 

A couple of examples show this pattern.  In the late 1990s, world GDP growth fell sharply while 

the U.S. was unaffected.  The Asian Economic Crisis and the Russian debt default did not derail 

the U.S. economy.  In 2005, the U.S. economy began to slump due to the deflating housing 

bubble.  World growth did hold up into 2008 but eventually succumbed to follow the U.S. into 

recession.   
 

At the same time, this analysis doesn’t mean policymakers should ignore the world.  In theory, 

the Federal Reserve’s mandate is full employment and low inflation.  Since these goals can be 

mutually exclusive at times, the Fed has tended to leave both specifically undefined.  That has 
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changed; the Fed now has a semiformal11 2% core PCE goal, which means the full employment 

goal is even more amorphous.  When asked about the world, Fed officials are usually 

circumspect but do say they will address the issue if overseas events affect the U.S. economy.  

The above research suggests this comment is something of a “fudge”; the world rarely affects the 

U.S. directly.  But, there are times when the Fed does appear to move policy in light of world 

events. 
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A couple of events are notable, where the Fed appeared to have adjusted policy due to global 

events.  In the early 1980s, the Fed was still managing interest rates by focusing on the money 

supply.  However, the high level of interest rates led Mexico to default and caused cascading 

debt crises throughout the region.  The Volcker and Greenspan Feds reacted by cutting interest 

rates from 11% to 6% and the spread between U.S. and global growth narrowed.  The Greenspan 

Fed eventually cut rates during the Asian Economic Crisis and the Russian debt default in the 

late 1990s, although the Long-Term Capital Management debacle contributed to that move.  We 

also note that the Fed continued to reduce rates into 2004 even though the recession had ended; 

while weak global growth may have contributed, as we discussed two weeks ago, high equity 

market volatility probably contributed as well.   
 

If the FOMC is looking for an excuse to ease policy, it could certainly use concerns about global 

growth affecting the U.S. economy as a reason.  Although we doubt that the weak global 

economy will bring down American growth, concerns about it could allow the Fed to lower rates 

and maintain credibility.  So far, we have not seen any indication that this factor is affecting 

policy, but it would not be a stretch to see the reason pop up in comments and statements from 

the U.S. central bank to at least justify a sustained pause in rate hikes.  

 
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.  

                                                 
11 It’s semiformal because Congress hasn’t given the Fed an exact mandate. 
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Data Section 

 

U.S. Equity Markets – (as of 1/24/2019 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 1/24/2019 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 24, 2019 
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P/E as of 1/23/2019 = 16.2x

 
 

Based on our methodology,12 the current P/E is 16.0x, up 0.2x 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. 

                                                 
12 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. 


