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[Posted: January 2, 2018—9:30 AM EST]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is down 0.6% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

0.4% from the prior close.  Chinese markets were higher, with the Shanghai composite up 1.2% 

and the Shenzhen index up 1.1%.  U.S. equity index futures are signaling a higher open. 

 

Welcome, 2018!  Back to the salt mines.  Here is what we are watching this morning: 

 

Iranian unrest: Civil unrest broke out in the major urban areas of Iran.  The protests were 

widespread and have led to at least 22 fatalities so far.  Iranians are angry about weak economic 

growth; hopes were raised that the nuclear deal would lead to a general reduction in sanctions.  

Although a large number of restrictions were lifted, the U.S. has maintained a significant number 

of unilateral sanctions and these have been enough to keep foreign investment below 

expectations.  Social media reports suggest that many of the protestors come from the lower 

economic classes and the chants indicate calls for more focus on the domestic economy and less 

on expanding Iran’s geopolitical footprint (populism isn’t only occurring in the West).  Another 

factor to consider is that the Iranian leadership was always able to blame the weak economy on 

international sanctions.  The goal of the nuclear deal was to end the sanctions and thus the 

ordinary Iranian assumed that the end of sanctions would lead to a much better economy.  As we 

noted above, most U.S. sanctions remain in place but that fact probably got lost in the narrative 

President Rouhani was selling. 

 

We expect Iran’s security forces to maintain security; after all, the unrest after the 2009 elections 

was widespread but failed to bring regime change.  At the same time, the rather reserved 

response from the security forces thus far does add credence to the notion that the protestors are 

not the sophisticated children of the elite but the natural allies of the regime, the conservative 

lower classes.  If the protests continue, at some point, we would look for the security services to 

become more aggressive.  If unrest does threaten the regime, it would likely be bullish for crude 

oil. 

 

Italian elections: Although we have been anticipating elections in Italy for some time, the 

government set a date for the actual vote of March 4, 2018.  The single currency has the lowest 

popularity rating in Italy among the major Eurozone countries, although most polls still show the 

majority favor remaining in the Eurozone.  There are parties that not only want to leave the 

Eurozone but also question EU membership.  Current polls suggest the election won’t yield a 

definitive outcome and may lead to months of wrangling to try to form a government.  Any 

election sentiment that appears to support an Italian exit from the Eurozone will be bearish for 

the single currency. 

 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 
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Eurozone PMIs: The final readings for December manufacturing PMIs are shown in the PMI 

table below, but the numbers continue to show impressive strength.  The dollar is falling this 

morning on the back of Eurozone economic strength.  We also saw weaker European equities 

due to rising interest rates.  The chart below shows 10-year yields for Italy and Germany.  

Although European interest rates remain remarkably low, we have seen rates in both these 

nations rise rather significantly since mid-December.  The rise in German rates reflects stronger 

growth, while the rise in Italian rates is likely due to a combination of political uncertainty and 

economic expansion.  In any case, rising European yields does have a similar effect on U.S. 

yields.  Our 10-year T-note model suggests that for every rise in German yields of 100 bps, U.S. 

yields rise 15 bps (all else held equal). 

 

 
(Source: Bloomberg) 

 

North Korea: There were several news items that emerged from the Hermit Kingdom over the 

past few days.  Kim Jong-un claims he now has a “nuclear button” on his desk, indicating his 

nation is a fully nuclear power.  We have serious doubts that North Korea’s weapons can be 

launched immediately, but the “button” is highly symbolic.  The U.S. and South Korea released 

evidence of fuel oil smuggling; initially, it was first thought that Chinese vessels were involved 

but later it appeared that Russian ships were actually helping North Korea evade sanctions.  Kim 

Jong-un also made overtures to South Korea with regard to the Winter Olympics.  Finally, 

former Joint Chief of Staff Adm. Mike Mullen said over the weekend that nuclear war with 

North Korea is “closer than ever.”  He blamed President Trump’s rhetoric for increasing 

tensions. 
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U.S. Economic Releases 

 

There are no economic releases prior to publication this morning.  The table below shows the 

schedule for the rest of the day.   

 

EDT Indicator Expected Prior Rating

9:45 Markit Manufacturing PMI Dec  55.0 55.0 ***

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

Australia AiG PMI Manufacturing m/m dec 56.2 57.3  ** Equity and bond neutral

Commodity price index y/y dec -5.9% -3.3% *** Equity neutral and bond bullish

China Caixin China manufacturing PMI m/m dec 51.5 50.8 50.7 *** Equity bullish, bond bearish

India Nikkei India manufacturing PMI m/m dec 54.7 52.6 *** Equity bullish, bond bearish

EUROPE

Eurozone Markit Eurozone manufacturing PMI m/m dec 60.6 60.6 60.6 *** Equity bullish, bond bearish

France Markit France manufacturing PMI m/m dec 58.8 59.3 59.3 *** Equity and bond neutral

Germany Markit German manufacturing PMI m/m dec 63.3 63.3 63.3 *** Equity bullish, bond bearish

Italy Markit Italy manufacturing PMI m/m dec 57.4 58.3 58.5 *** Equity and bond neutral

U.K. Markit UK manufacturing PMI m/m dec 56.3 58.2 57.9 *** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 169 169 0 Up

3-mo T-bill yield (bps) 139 136 3 Up

TED spread (bps) 30 34 -4 Neutral

U.S. Libor/OIS spread (bps) 143 143 0 Up

10-yr T-note (%) 2.43 2.41 0.02 Neutral

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

EUR/USD 3-mo swap (bps) 18 19 -1 Down

Currencies Direction

dollar down Neutral

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 $66.72 $66.87 -0.22%

WTI $60.33 $60.42 -0.15%  

Natural Gas $3.00 $2.95 1.56% Cold weather

Crack Spread $18.58 $18.82 -1.24%

12-mo strip crack $20.48 $20.58 -0.46%

Ethanol rack $1.42 $1.42 0.00%

Gold $1,312.59 $1,302.80 0.75% Weak dollar

Silver $17.09 $16.94 0.92%

Copper contract $328.95 $330.05 -0.33%

Corn contract 350.75$       352.00$       -0.36%

Wheat contract 427.00$       427.75$       -0.18%

Soybeans contract 961.75$       956.75$       0.52%

Baltic Dry Freight 1366 1430 -64

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts are calling for some moderation of the current cold snap, 

although temps are expected to remain below normal for the eastern part of the nation.  If one 

were to draw a line from Puget Sound to the Georgia/Florida border point on the Atlantic Ocean, 

the part to the northeast would be colder than normal, while the region to the southwest would be 

much warmer than normal.      
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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.  
 

December 22, 2017 
 

(N.B. This will be the last Asset Allocation Weekly for 2017.  We thank our readers and wish them a Merry 

Christmas and Happy New Year.  The next report will be published on January 5, 2018.) 

 

As equity markets continue to trend higher, there are always worries about how long the bull 

market can last.  In general, bull markets over the past three decades have tended to end with 

recessions, triggered either by a policy mistake or a geopolitical event.  Unfortunately, the latter 

are binary events and difficult to predict.  We do pay close attention to such events in our 

Weekly Geopolitical Reports. 

 

Due to its importance to financial asset performance, we also closely monitor the economy.  One 

of our more simple indicators is constructed with commodity prices, initial claims and consumer 

confidence.  We standardize the data and combine it into a single indicator.  The thesis behind 

this indicator is that these three components should offer clear signals on the economy; in other 

words, rising initial claims coupled with falling commodity prices and consumer confidence is a 

warning that a downturn may be imminent.  The opposite condition should support further 

economic recovery.   
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This chart shows the results of the indicator and the S&P 500 since 1995.  We have placed 

vertical lines when the indicator falls below zero.  Although it works fairly well as a signal that 

equities are turning lower, it is a bit slow. 
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To make a more sensitive indicator, we took the 18-month change and put the signal at -1.0.  

This triggers a more useful sell signal and also eliminates the false positives that setting it at zero 

would generate.  However, we do pay close attention when the 18-month change falls under 

zero.   

 

What does the indicator say now?  Clearly, if we are going to have a pullback, it won’t be from 

the economy.  The economy is healthy and will be supportive for equity markets.  That doesn’t 

mean that valuation doesn’t matter, but it does suggest that the economy shouldn’t cause a bear 

market in the near term.  

  

   

 
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 12/29/2017 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 12/29/2017 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 
 

December 21, 2017 
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P/E as of 12/20/2017 = 20.7x

 
 

Based on our methodology,1 the current P/E is 20.6x, up 0.1x from last week.  The rise in the 

ratio is mostly due to the rise in the index.   
 
 
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. 

                                                 
1 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 three actual quarters (Q1, Q2 and Q3) and one estimate (Q4).  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. 


