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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 28, 2019—9:30 AM EST]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.5% from the last close.  In Asia, the MSCI Asia Apex 50 

was up 0.2% from the prior close.  Chinese markets were lower, with the Shanghai composite 

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

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. 
 

Welcome back; we are sure the Pro Bowl captured your attention over the weekend.  There is a 

lot going on this week, including unemployment data, Chinese/U.S. trade meetings and Brexit 

votes in Parliament.  The U.S. government has reopened, at least temporarily, and it’s going to 

get real cold in the Midwest to the Northeast this week.1  Here is what we are watching this 

morning: 

 

Venezuela:  There are still two presidents in Venezuela with no clear end in sight.  Some 

European nations indicated they would no longer recognize Maduro if he does not call for new 

elections in 10 days.2  Maduro rejected the EU ultimatum.3  We do note that Maduro is avoiding 

a showdown with the U.S. by not ousting American diplomats.4  Oil markets have been rallying 

on tensions in the face of bearish inventory data but, this morning, we are seeing a slump as the 

crisis continues.   

 

An interesting insight into the differences between the foreign policy of left-wing versus right-

wing populists has emerged from Italy.  That nation is the only one currently being governed by 

a “Nader coalition,”5 a government made up of populists from both wings.  The left-wing 

populists, led by the Five-Star Movement, oppose foreign intervention in Caracas.  The right-

wing populists, led by the League, support the EU and the stance of the major European 

                                                 
1 https://www.axios.com/life-threatening-cold-polar-vortex-midwest-weather-dad70dfb-fb02-4cbb-8818-
f6e84d364813.html  
2 https://www.thelocal.fr/20190127/eu-nations-put-venezuelas-maduro-on-notice  
3 https://www.politico.eu/article/venezuela-nicolas-maduro-rejects-eu-call-for-new-election-juan-gaido/  
4 https://www.nytimes.com/2019/01/26/world/americas/nicolas-maduro-juan-guaido-venezuela-
diplomats.html?emc=edit_mbe_20190128&nl=morning-briefing-europe&nlid=567726720190128&te=1  
5 Nader, R. (2014). Unstoppable:  The Emerging Left-Right Alliance to Dismantle the Corporate State. New York, NY: 
Nation Books.   
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governments noted above.6  Politically, this experiment in Italy is very important because, in 

most states, neither the right- nor left-wing populists hold a majority but if they were united they 

would usually command a large majority.  Since they are usually unable to unite, both populist 

groups are susceptible to being co-opted by establishment groups.  Nader’s argument is that to 

truly gain power, populists must work together.  So far, in Italy, the government has functioned 

but tensions have been mounting.  

 

In a related observation, we note Howard Schultz’s consideration of a third-party run; 

essentially, Schultz could become a magnet for establishment votes from both the Democrats and 

the GOP (combined are probably 20% to 30% of the electorate).  The Democrats are unhappy 

with his potential run, fearing it will split the left-wing populists and left-wing establishment.  

However, that would only happen if the Democrats nominate an establishment figure.  If Warren 

were to get the nomination, her voters would not likely support Schultz.  In other words, a 

Schultz presidential run could upset both parties by taking the establishment vote away.  

Previous third-party candidates tended to split one party but Schultz could split both.  It’s hard to 

see Schultz winning but it is also hard to see either party gaining a majority if he has a successful 

run.  That might move the presidential vote out of the Electoral College and into the House of 

Representatives.   

 

Brexit: We are now in the amendment phase of Brexit negotiations.  There are currently nine 

different proposals offered, most of which are designed to exclude a hard Brexit and a few call 

for another referendum.  Many include extending the deadline.7  May is supporting a couple of 

efforts by MPs to limit the time frame of the Irish backstop,8 hoping to bring the hardline Brexit 

supporters to her original position.  Ireland has indicated it will not support any plan to limit the 

time of the backstop9 and has further indicated that Ireland may be required to return physical 

barriers to the frontier, including troops.10  Financial markets continue to hold that a hard Brexit 

will be avoided which is why the GBP has been rising recently.  However, there is still a chance 

that Britain and the EU stumble into a hard Brexit despite efforts to avoid that outcome. 

 

One other interesting development on Brexit.  There is some speculation that the crown may get 

involved in the Brexit talks.  Queen Elizabeth usually avoids the political fray; in her role as 

                                                 
6 https://www.politico.eu/article/5star-league-italian-government-split-over-venezuela-crisis-alessandro-di-
battista/?utm_source=POLITICO.EU&utm_campaign=06bdd12864-
EMAIL_CAMPAIGN_2019_01_28_05_09&utm_medium=email&utm_term=0_10959edeb5-06bdd12864-
190334489  It isn’t the only issue dividing the two.  https://www.politico.eu/article/salvini-di-maio-the-green-
clash-tearing-apart-italys-coalition-government/?utm_source=POLITICO.EU&utm_campaign=06bdd12864-
EMAIL_CAMPAIGN_2019_01_28_05_09&utm_medium=email&utm_term=0_10959edeb5-06bdd12864-
190334489  
7 https://www.nytimes.com/reuters/2019/01/23/world/europe/23reuters-britain-eu-planb-
factbox.html?module=inline  
8 https://www.ft.com/content/da21a8aa-22da-11e9-8ce6-5db4543da632 and 
https://www.politico.eu/article/mays-brexit-assault-will-target-backstops-threat-to-peace-dup-theresa-may-good-
friday-agreement/?utm_source=POLITICO.EU&utm_campaign=06bdd12864-
EMAIL_CAMPAIGN_2019_01_28_05_09&utm_medium=email&utm_term=0_10959edeb5-06bdd12864-
190334489  
9 https://www.ft.com/content/3cecf28e-222a-11e9-8ce6-5db4543da632  
10 https://www.ft.com/content/6e9c5762-20c1-11e9-b126-46fc3ad87c65  
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https://www.politico.eu/article/5star-league-italian-government-split-over-venezuela-crisis-alessandro-di-battista/?utm_source=POLITICO.EU&utm_campaign=06bdd12864-EMAIL_CAMPAIGN_2019_01_28_05_09&utm_medium=email&utm_term=0_10959edeb5-06bdd12864-190334489
https://www.politico.eu/article/5star-league-italian-government-split-over-venezuela-crisis-alessandro-di-battista/?utm_source=POLITICO.EU&utm_campaign=06bdd12864-EMAIL_CAMPAIGN_2019_01_28_05_09&utm_medium=email&utm_term=0_10959edeb5-06bdd12864-190334489
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https://www.politico.eu/article/salvini-di-maio-the-green-clash-tearing-apart-italys-coalition-government/?utm_source=POLITICO.EU&utm_campaign=06bdd12864-EMAIL_CAMPAIGN_2019_01_28_05_09&utm_medium=email&utm_term=0_10959edeb5-06bdd12864-190334489
https://www.politico.eu/article/salvini-di-maio-the-green-clash-tearing-apart-italys-coalition-government/?utm_source=POLITICO.EU&utm_campaign=06bdd12864-EMAIL_CAMPAIGN_2019_01_28_05_09&utm_medium=email&utm_term=0_10959edeb5-06bdd12864-190334489
https://www.politico.eu/article/salvini-di-maio-the-green-clash-tearing-apart-italys-coalition-government/?utm_source=POLITICO.EU&utm_campaign=06bdd12864-EMAIL_CAMPAIGN_2019_01_28_05_09&utm_medium=email&utm_term=0_10959edeb5-06bdd12864-190334489
https://www.nytimes.com/reuters/2019/01/23/world/europe/23reuters-britain-eu-planb-factbox.html?module=inline
https://www.nytimes.com/reuters/2019/01/23/world/europe/23reuters-britain-eu-planb-factbox.html?module=inline
https://www.ft.com/content/da21a8aa-22da-11e9-8ce6-5db4543da632
https://www.politico.eu/article/mays-brexit-assault-will-target-backstops-threat-to-peace-dup-theresa-may-good-friday-agreement/?utm_source=POLITICO.EU&utm_campaign=06bdd12864-EMAIL_CAMPAIGN_2019_01_28_05_09&utm_medium=email&utm_term=0_10959edeb5-06bdd12864-190334489
https://www.politico.eu/article/mays-brexit-assault-will-target-backstops-threat-to-peace-dup-theresa-may-good-friday-agreement/?utm_source=POLITICO.EU&utm_campaign=06bdd12864-EMAIL_CAMPAIGN_2019_01_28_05_09&utm_medium=email&utm_term=0_10959edeb5-06bdd12864-190334489
https://www.politico.eu/article/mays-brexit-assault-will-target-backstops-threat-to-peace-dup-theresa-may-good-friday-agreement/?utm_source=POLITICO.EU&utm_campaign=06bdd12864-EMAIL_CAMPAIGN_2019_01_28_05_09&utm_medium=email&utm_term=0_10959edeb5-06bdd12864-190334489
https://www.politico.eu/article/mays-brexit-assault-will-target-backstops-threat-to-peace-dup-theresa-may-good-friday-agreement/?utm_source=POLITICO.EU&utm_campaign=06bdd12864-EMAIL_CAMPAIGN_2019_01_28_05_09&utm_medium=email&utm_term=0_10959edeb5-06bdd12864-190334489
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constitutional monarch, her powers are sweeping on paper but rarely used.  However, she made 

reference to the negotiations in a recent speech, calling on parties to “seek common ground.”  

She has the power of “prorogue,” which allows her to adjourn a rebellious Parliament.  She also 

has the power to withhold “royal assent” from legislation which could end Brexit altogether.  

Neither of these actions has been deployed by a British monarch in centuries and it goes to show 

the seriousness of Britain’s current constitutional crisis.11   

 

EU and Iran: The EU has created a Special Purpose Vehicle to avoid U.S. sanctions on Iran.12  

If the EU follows through on this plan and allows Iran to increase oil exports, it would be bearish 

for oil prices.  However, the EU is running the risk of souring relations with Washington and we 

will see if it has the resolve to see this through. 

 

China/U.S. trade talks: Talks restart in the U.S. this week.  The key issue is whether President 

Trump will accept a short-term deal that boosts U.S. exports to China and leaves the technology 

issue unresolved.  We suspect he will take such an arrangement because the technology issue 

probably can’t be resolved13 soon and very likely cannot be resolved at all.  It appears that we 

may not have a global standard for 5G, the next generation of technology that will, if it meets 

expectations, create the backbone for the “internet of things” and driverless cars.14  Our 

expectation is that both Xi and Trump need a short-term deal to bolster confidence.  But, the 

long-run positions are hardening into a superpower confrontation.   

 

Chinese industrial profits fall: Chinese profits fell for the second straight month, falling 

1.9%.15  Weak demand was cited for the decline. 

 

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 chart below shows the data; we smooth it with a six-month moving 

average.  The average was essentially unchanged from November.  This index, which is a broad-

based monitor of the economy, shows that the U.S. is growing modestly above trend.   

 

                                                 
11 https://www.nytimes.com/2019/01/25/world/europe/queen-elizabeth-brexit-britain.html  
12 http://time.com/5514136/european-union-iran-sanctions/  
13 https://www.nytimes.com/2019/01/21/us/politics/china-trade-pessimism.html?module=inline  
14 https://www.nytimes.com/2019/01/26/us/politics/huawei-china-us-5g-technology.html  
15 https://finance.yahoo.com/news/chinas-december-industrial-profits-shrink-again-weak-demand-041845449--
business.html  

https://www.nytimes.com/2019/01/25/world/europe/queen-elizabeth-brexit-britain.html
http://time.com/5514136/european-union-iran-sanctions/
https://www.nytimes.com/2019/01/21/us/politics/china-trade-pessimism.html?module=inline
https://www.nytimes.com/2019/01/26/us/politics/huawei-china-us-5g-technology.html
https://finance.yahoo.com/news/chinas-december-industrial-profits-shrink-again-weak-demand-041845449--business.html
https://finance.yahoo.com/news/chinas-december-industrial-profits-shrink-again-weak-demand-041845449--business.html
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The table below shows the economic releases scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

10:30 Dallas Fed Manufacturing Index m/m jan -2.7 -5.1 **

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.  
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Industrial Profits y/y dec -1.9% -1.8% ** Equity and bond neutral

Japan PPI Services y/y dec 1.1% 1.2% 1.2% ** Equity and bond neutral

EUROPE

Eurozone M3 Money Supply y/y dec 4.1% 3.7% 3.8% ** Equity bullish, bond bearish

Switzerland Total Sight Deposits CHF m/m jan 576.7 bn 576.3 bn * Equity and bond neutral

Domestic Sight Deposits CHF m/m jan 481.7 bn 482.3 bn * Equity and bond neutral

AMERICAS

Brazil FGV Construction Costs m/m jan 0.4% 0.1% 0.4% ** Equity and bond neutral

Current Account Balance m/m dec -$815 mn -$795 mn -$300 mn ** Equity bearish, bond bullish

Foreign Direct Investment m/m dec $8.950 bn $10.274 bn $7.500 bn ** Equity bullish, bond bearish  
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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) 275 276 -1 Up

3-mo T-bill yield (bps) 233 233 0 Neutral

TED spread (bps) 42 43 -1 Neutral

U.S. Libor/OIS spread (bps) 241 242 -1 Up

10-yr T-note (%) 2.76 2.76 0.00 Neutral

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

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

Currencies Direction

dollar up Neutral

euro flat Up

yen up Neutral

pound down 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. 
 

Price Prior Change Explanation

Brent $60.68 $61.64 -1.56% Higher Rig Count in the US

WTI $52.77 $53.69 -1.71%  

Natural Gas $2.93 $3.18 -7.74%  

Crack Spread $12.05 $12.11 -0.54%

12-mo strip crack $15.04 $15.26 -1.44%

Ethanol rack $1.39 $1.39 0.04%

Gold $1,300.17 $1,305.25 -0.39%

Silver $15.69 $15.77 -0.50%

Copper contract $271.00 $272.90 -0.70%

Corn contract 380.25$       380.25$       0.00%

Wheat contract 521.75$       520.00$       0.34%

Soybeans contract 921.75$       925.25$       -0.38%

Baltic Dry Freight 905 939 -34

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer temperatures for most of the country, with 

warmer temps in the northern region.   
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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 semiformal16 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.  

                                                 
16 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 1/25/2019 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 1/25/2019 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 as of 1/23/2019 = 16.2x

 
 

Based on our methodology,17 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. 

                                                 
17 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. 


