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[Posted: January 29, 2018—9:30 AM EST]  Global equity markets are lower this morning.  

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

down 0.1% from the prior close.  Chinese markets were down, with the Shanghai composite 

down 1.0% and the Shenzhen index down 1.8%.  U.S. equity index futures are signaling a lower 

open.  With 133 companies having reported, the S&P 500 Q4 earnings stand at $35.30, 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, 77.4% of the companies 

reported earnings above forecast, while 13.5% reported earnings below forecast. 

 

It’s a “red day” as we are mostly seeing trend reversals across many markets—equity futures are 

pointing to a rare lower opening, Treasury yields have broken 2.70%, foreign exchange is 

weaker (dollar stronger) and gold is lower.  Some of this looks like profit taking, although the 

continued rise in Treasury yields is a concern.  There is a lot going on this week.  Here is some 

of what the week has in store and what we are watching this morning: 

 

SOTU: President Trump is giving his first State of the Union address tomorrow evening.  The 

key unknown is which Trump will give the talk—“Twitter Trump” or “teleprompter Trump”?  

The financial markets are hoping for a repeat of Davos with a SOTU given by the latter Trump; 

this is what we are expecting.  A teleprompter speech without significant deviations will likely 

focus on a victory lap of tax cuts and regulatory reduction.  There will be comments about 

immigration and infrastructure but no significant details.  Although this describes what we are 

most likely to see, the president is capable of leaving the track and veering into other areas; 

again, this isn’t likely, but always possible. 

 

FOMC: The FOMC meets tomorrow with no rate changes expected.  This is Chair Yellen’s last 

meeting, with Jay Powell at the helm from this point forward.  There is no press conference or 

dots at this meeting.  The next meeting, in mid-March, will almost certainly bring a rate hike as 

fed funds futures are putting the odds of a 25 bps increase at over 92%.  The next meeting will be 

a big deal; not only is a rate hike expected, but we will also get our first dots chart and press 

conference under the Powell regime.  Thus, this week’s meeting should be quiet but the March 

meeting will be closely watched. 

 

Government budget: The government will run out of spending authority again on February 8.  

Although the deadline is obviously next week, work on avoiding a shutdown should intensify 

this week.  Look for more media commentary on this issue after Wednesday. 

 

A crypto hacking: Coincheck, a cryptocurrency exchange in Tokyo, was hacked late last week 

and nearly $500 mm of digital coins were taken.  The exchange is promising investors it will pay 

back part of the losses but it isn’t clear it has the resources to do so.  Although the blockchain 
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offers security to individual users for transactions, the exchanges where holders park their 

cryptocurrencies clearly do not.  It’s a bit like saying, “The cash is real but the bank isn’t 

secure.”  The promise to make investors partially whole did spark a recovery in bitcoin and other 

cryptocurrencies, but the problem of insecure exchanges continues to plague the industry. 

 

A prince released: Prince Alwaleed bin Talal, a Saudi prince and famous globetrotting investor, 

has been freed from detention from the Riyadh Ritz-Carlton (MAR, $147.14).  It appears he may 

be the last of the notable princes to be released; we suspect he gained his freedom by giving up 

some of his immense wealth.  It isn’t clear how much this cost him, but it does look as if the 

crown prince was able to pull off this anti-corruption shakedown without a serious threat to his 

power (at least so far).   

 

Government in 5G: Axios1 is reporting that the Trump administration is considering 

nationalizing the 5G cellular network to ensure the U.S. keeps up with China.  The thinking in 

the administration is that the U.S. needs a centralized network fast and the most efficient way to 

accomplish this is for the government to build it and then lease it to the telecom providers.  If 

true, this is a serious departure from how the government has been working since 1980.  

Although the federal government has been in the infrastructure business since the inception of 

the republic, it has mostly left the buildout of areas that are not obvious public goods to the 

private sector.  This action would be a definite change in policy and may indicate that the 

government-lite that Reagan introduced is coming to a close.  It’s still too early to get overly 

concerned but this investment does bear watching.   

 

NAFTA optimism: U.S. representatives at the NAFTA talks in Montreal indicated a sense of 

optimism that talks to renegotiate the trade deal would avoid collapse and gain momentum.  

Although progress is admittedly slow, as neither Mexico nor Canada is interested in changing the 

agreement, it does appear that neither wants to see it scuttled, either.  Thus, we would expect the 

U.S. to increase local content on goods that should narrow the trade deficit with both nations.   

  

U.S. Economic Releases 

 

Personal income came in above expectations, rising 0.4% from the prior month compared to the 

forecast of 0.3%.  Personal spending came in line with expectations, rising 0.4% from the prior 

month.  The prior report’s gain was revised upward from 0.6% to 0.8%.  Real personal spending 

came in below expectations, rising 0.3% from the prior month compared to the forecast gain of 

0.4%.  The prior report’s gain was revised upward from 0.4% to 0.5%.   

 

                                                 
1 https://www.axios.com/trump-team-debates-nationalizing-5g-network-f1e92a49-60f2-4e3e-acd4-
f3eb03d910ff.html  

https://www.axios.com/trump-team-debates-nationalizing-5g-network-f1e92a49-60f2-4e3e-acd4-f3eb03d910ff.html
https://www.axios.com/trump-team-debates-nationalizing-5g-network-f1e92a49-60f2-4e3e-acd4-f3eb03d910ff.html


 

 

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

www.confluenceinvestment.com 

 3 

 
 

The chart above shows the year-over-year change in personal income. 

 

The PCE deflator was in line with expectations, rising 0.1% from the prior month.  Core PCE 

was also in line with expectations, rising 0.2% from the prior month. 

 

 
 

The chart above shows the year-over-year change in core PCE and core CPI.  Annual core PCE 

and core CPI rose 1.5% and 1.8%, respectively.  Relatively low inflation still remains a problem 

for the economy. 
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One cause for concern is the drop in the savings rate. 

 

 
 

The savings rate fell to 2.4% of after-tax income, the lowest since the financial crisis.  Some of 

this drop could be due to households spending their anticipated tax windfall before it actually 

shows up, although we do note the savings rate has been declining for the past few years.  We 

are nearing a level of saving that should mean households will either (a) need to borrow more to 

continue to spend, or (b) cut spending.  We expect the former, which is good news in the short 

run but bad news in the long run. 

 

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

 

EDT Indicator Expected Prior Rating

10:30 Dallas Fed Manufacturing Activity m/m jan 25.4 29.7 **

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 
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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

EUROPE

Germany Import Price Index m/m dec 0.3% 0.8% 0.2% ** Equity and bond neutral

Italy PPI m/m jan 2.2% 2.8% ** Equity and bond neutral

Switzerland Total Sight Deposits m/m jan 575.0 bn 574.7 bn ** Equity and bond neutral

Domestic Siight Deposits m/m jan 465.1 bn 468.9 bn ** Equity and bond neutral

AMERICAS

Mexico Trade Balance y/y dec -157.0 mn 399.2 mn 202.5 mn ** Equity bearish, bond bullish

Brazil Current Account Balance m/m dec $4.327 bn $2.388 bn $4.200 bn ** Equity bullish, bond bearish

Canada CPI y/y dec 1.9% 2.1% 1.9% *** Equity and bond neutral  
 

Financial Markets 
 

The table below highlights some of the indicators that we follow on a daily basis.  Again, the 

color coding is similar to the foreign news description above.  We will add a paragraph below if 

a certain move merits further explanation. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 177 176 1 Up

3-mo T-bill yield (bps) 140 139 1 Neutral

TED spread (bps) 37 37 0 Neutral

U.S. Libor/OIS spread (bps) 152 152 0 Up

10-yr T-note (%) 2.72 2.66 0.06 Neutral

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

EUR/USD 3-mo swap (bps) 29 26 3 Down

Currencies Direction

dollar up Down

euro down Up

yen down Neutral

pound down Neutral

franc down 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 $69.86 $70.52 -0.94% Stronger Dollar

WTI $65.75 $66.14 -0.59%  

Natural Gas $3.37 $3.51 -3.74%

Crack Spread $17.58 $17.61 -0.17%

12-mo strip crack $19.26 $19.44 -0.91%

Ethanol rack $1.44 $1.44 0.05%

Gold $1,342.81 $1,349.12 -0.47%

Silver $17.29 $17.41 -0.69%

Copper contract $320.55 $319.90 0.20%

Corn contract 358.50$       356.50$       0.56%

Wheat contract 447.75$       441.00$       1.53%

Soybeans contract 994.50$       985.50$       0.91%

Baltic Dry Freight 1219 1217 2

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts call for warmer temperatures for the western region, with cooler 

to normal temperatures for the rest 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 26, 2018 
 

Equity markets have been steadily rising, with the major indices making a series of new all-time 

highs.  The recent impetus to equities has been the tax law.  As we detailed in our recent 

addendum to our 2018 Outlook,2 the tax bill will shift about 1.3% of GDP to after-tax corporate 

profits.  This development led us to raise our forecast for the S&P 500 to 3056.12 for 2018.  At 

the same time, we realize bear markets do happen.  So, what do we think as the market keeps 

trending higher? 

 

In our 2018 Outlook3 we detailed our views on the economy and how the economy affects equity 

markets.  In summary, since 1987, each bear market in equities has coincided with economic 

recession.  There is no evidence at present that a recession is looming in the near future; 

however, we do pay very close attention to the two major causes, geopolitical events and 

monetary policy mistakes, and will try to warn readers if we see anything looming. 

 

This report, instead, is going to focus on short-term market factors.  The steady rise in equities 

fosters both fear and greed.  Here are some of the factors we are watching: 

 

First, investor sentiment is elevated.  The American Association of Individual Investor Sentiment 

Index is elevated; in fact, the ratio of bulls/bears is 5.25, wider than before the 1987 crash.  

Another sentiment indicator we monitor, from Ned Davis, tells a similar story. 
 

 

                                                 
2 See 2018 Outlook: Addendum, 1/4/18. 
3 See 2018 Outlook, 11/30/17. 

Copyright 2018 Ned Davis Research, Inc. Further distribution prohibited without prior permission. All Rights Reserved. 

See NDR Disclaimer at www.ndr.com/copyright.html. For data vendor disclaimers refer to www.ndr.com/vendorinfo/. 

 

http://www.confluenceinvestment.com/wp-content/uploads/2018_Outlook_Addendum.pdf
http://www.confluenceinvestment.com/wp-content/uploads/Q4_2017_2018_Outlook.pdf
http://www.ndr.com/copyright.html
http://www.ndr.com/vendorinfo/
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The theory behind these sentiment indicators is “contrarianism.”  Contrarianism is based on the 

idea that what the crowd believes is probably either (a) wrong, or (b) already discounted by the 

market.  In other words, once investors become extremely bullish, not only does the price 

probably contain that sentiment, but high sentiment means there probably isn’t more upside left.  

Another variation of this theory can be seen in famous magazine covers, like The Economist 

predicting $5 crude oil in the late 1990s very close to the bottom around $10 per barrel. 

 

Still, it is evident from the above chart that sentiment alone isn’t reliable.  After all, Ned Davis 

uses a reading above 61.5 as an indicator of elevated sentiment; based on this figure, sentiment 

has been elevated since last November’s election with no significant declines in equity prices. 

 

Second, another factor we monitor is the level of money market funds held by retail households.  

Since the recovery began in 2009, equity markets have tended to do well as long as money 

market funds exceed $920 bn.  But, if money market funds fall below this level, equity markets 

seem to stall, most likely due to the lack of liquidity.  The combination of liquidity and sentiment 

appears to offer better insights into market behavior than just sentiment alone. 
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The chart on the left shows household money market funds.  We have placed orange shading on 

periods when money market funds fell below $920 bn.  Note how equity markets tended to stall 

once liquidity became tight.  On the right, we use the same shading (indicating a low level of 

available liquidity) and the 26-week moving average of the NDR Sentiment Indicator.  This 

shows that high levels of sentiment with ample cash levels tend to support high equity prices, 

whereas a reading over 60 on the sentiment index and low cash levels tend to lead to a flat to 

weaker market.   

 

What is salient about the current situation is the combination of elevated sentiment and ample 

liquidity.  Although it is possible that short-term interest rates have risen to a level where 

investors find them attractive, we rather doubt that’s the case.  Over the past few years, elevated 

levels of cash usually indicate the potential for increased allocation to equities.  High money 

market balances, coupled with elevated levels of investor sentiment, probably signal higher 

equity values.   
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That being said, concern about the elevated level of equities is not without merit.  There is no 

doubt we are in the “late innings” of this bull market.  After all, the current expansion will soon 

be the second longest on record.  Although expansions don’t die of old age, rising geopolitical 

tensions and expectations of tighter monetary policy do suggest this bull market may be 

measured in quarters, not years.  At the same time, the combination of strong sentiment and high 

liquidity suggests that further upside is likely and it is probably premature for investors to 

become overly defensive.  

  

  

 
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.  
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Data Section 

 

U.S. Equity Markets – (as of 1/26/2018 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 1/26/2018 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 25, 2018 
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P/E as of 1/24/2018 = 21.0x

 
 

Based on our methodology,4 the current P/E is 21.0x, up 0.1x from the last report.  The rise in the 

S&P index led to the modest rise in the P/E 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. 


