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[Posted: January 31, 2018—9:30 AM EST]  Global equity markets are mixed this morning.  

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

0.7% from the prior close.  Chinese markets were down, with the Shanghai composite down 

0.2% and the Shenzhen index down 1.7%.  U.S. equity index futures are signaling a higher open.  

With 157 companies having reported, the S&P 500 Q4 earnings stand at $35.35, 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, 77.1% of the companies reported 

earnings above forecast, while 14.0% reported earnings below forecast. 

 

Equities are back in the green this morning.  The dollar is also in retreat.  Here is what we are 

watching today: 

 

The FOMC: The last FOMC meeting chaired by Janet Yellen concludes today.  We don’t 

expect a rate change or anything in the statement that will raise concerns.  At the same time, 

market action suggests we are preparing for a series of rate hikes that could become problematic 

at some point. 
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The lower lines on the chart show the fed funds target with the implied LIBOR rate from the 

two-year deferred Eurodollar futures market.  The latter is projecting the three-month LIBOR 
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rate two years from now.  The futures tend to anticipate tightening policy actions.  Recently, we 

have seen the implied rate rise rather strongly; that rate, at 2.665%, is the highest in seven years.  

Last September, the implied rate was 1.65%, meaning that we have seen the implied rate jump 

100 bps.  The rise signals to the FOMC that higher rates are now being discounted and tells 

policymakers it’s safe to raise rates.  The current implied LIBOR rate has discounted fed funds at 

2.40%, meaning that we will almost certainly see higher rates this year.  Thus, this meeting 

won’t be a big deal, but a four-hike year is being discounted by the fixed income markets. 

 

The NY FRB moves forward: The NY Federal Reserve is moving forward to replace Bill 

Dudley, who is expected to step down in June.  The president of the NY FRB is especially 

important because he votes at every meeting, just like a governor.  Once the board of directors of 

the NY FRB selects its nominee, final approval from the Fed’s board of governors is required for 

this position. 

 

The BOJ fights back: BOJ Governor Kuroda moved to scotch reports that the Japanese central 

bank is beginning to withdraw stimulus by boosting bond buying.  The JPY has been 

strengthening recently but it did weaken this morning on these comments.  We will be watching 

closely to see if the market believes Kuroda or thinks that stimulus is coming to a close. If the 

JPY resumes its appreciation, it suggests Kuroda hasn’t convinced traders. 

 

Cha is out: Victor Cha, an academic who served in the George W. Bush administration, was the 

White House’s first choice for Ambassador to South Korea.  However, Cha recently said that the 

idea of limited military action against North Korea (the “bloody nose” strategy) would be a 

mistake and could lead to a wider war.  This action against Cha suggests the administration may 

be leaning toward limited military strikes.  Although such strikes may work (previous examples 

would be the bombing of Libya by Reagan and various missile strikes in the 1990s), they tend to 

work best when the adversary doesn’t have the means to retaliate.  North Korea could easily 

misinterpret limited strikes as preparation for invasion and deploy its nuclear weapons.  The 

administration may simply want an ambassador that is at least open to the idea of military action 

even if it isn’t going to occur, but it could also mean the president is leaning toward a military 

engagement.  By the way, it appears there is only one carrier group in theater, the USS Carl 

Vinson CSG.  The USS John C. Stennis CSG could be added on short notice but, in order to 

conduct major operations, the U.S. military usually prefers three groups that can conduct 24/7 air 

operations.   

 

Catalan surrender?  This morning Telecinco, a Spanish broadcasting network, aired a text 

message sent by former Catalan President Carles Puigdemont to his aide, exclaiming that the 

Catalan independence movement is dead and the Spanish government has won.  This comes a 

day after the Catalan parliament postponed holding a vote for president.1  In response to the 

report, Puigdemont stated on Twitter that he does have his doubts but he still remains supportive 

of the independence movement.  At this moment, it is unclear what to make of the text, but it is 

becoming increasingly apparent that the separatists do not have the support or leverage needed to 

force the Spanish government to accept Catalonia as an independent state.  That being said, we 

do not expect the separatists to go away completely as their supporters are very loyal.  

                                                 
1 See our discussion on this topic in yesterday’s Daily Comment, 1/30/18. 

http://www.confluenceinvestment.com/wp-content/uploads/daily_Jan_30_2018.pdf
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U.S. Economic Releases 

 

Mortgage applications fell by 2.6% from the prior week.  Purchases and refinancing fell by 3.4% 

and 2.9%, respectively.  The average 30-year fixed rate rose 5 bps from 4.36% to 4.41%. 

 

ADP employment change came in above expectations at 234k compared to the forecast of 185k.  

The prior report was revised downward from 250k to 242k.  

 

 
  

The chart above shows the change in ADP employment and private payrolls.  A high ADP 

employment change number signals a strong BLS non-farm payroll report for Friday.  

 

The employment cost index for Q4 came in line with the forecast at a 0.6% rise from the prior 

quarter. 
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The chart above shows the year-over-year change of the employment cost index, which rose 

2.7% from the prior year.  Since the financial crisis, the ECI has been relatively weak, remaining 

below its historical average of 3.0% for over a decade.  An ECI approaching its historical 

average would confirm that the labor market is tightening, lifting the likelihood of higher 

inflation. 

 

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

 

EDT Indicator Expected Prior Rating

9:45 Chicago Purchasing Manager m/m jan 64.0 67.6 **

10:00 Pending Home Sales m/m dec 0.5% 0.2% **

10:00 Pending Home Sales y/y dec 1.7% 0.6% **

EST Speaker or event

14:00 FOMC Rate Decision Federal Reserve Board

Fed speakers or events

District or position

Economic Releases

 
 

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Non-manufacturing PMI m/m jan 55.3 55.0 54.9 ** Equity and bond neutral

Manufacturing PMI m/m jan 51.3 51.6 51.6 ** Equity and bond neutral

Japan Industrial Production m/m dec 4.2% 3.6% 3.3% *** Equity bullish, bond bearish

Loans & Discount Corp y/y dec 2.8% 3.1% ** Equity and bond neutral

Consumer Confidence m/m jan 44.7 44.7 44.9 *** Equity bearish, bond bullish

Housing Starts y/y dec -2.1% -0.4% 1.0% ** Equity bearish, bond bullish

India GDP Annual Estimate y/y 2017 7.1% 8.0% *** Equity and bond neutral

Eight Infrastructure m/m dec 7.1% 6.8% ** Equity and bond neutral

Australia CPI y/y 4q 1.9% 1.8% 2.0% *** Equity and bond neutral

EUROPE

Eurozone CPI Core m/m jan 1.0% 0.9% 1.0% *** Equity and bond neutral

CPI Estimate m/m jan 1.3% 1.4% 1.2% *** Equity and bond neutral

Unemployment Rate y/y dec 8.7% 8.7% 8.7% *** Equity and bond neutral

Germany Retail Sales y/y dec -1.9% 4.4% 2.3% ** Equity bearish, bond bullish

Unemployment Change m/m jan -25k -29k -17k ** Equity and bond neutral

Unemployment Claims Rate m/m jan 5.4% 5.5% 5.4% ** Equity and bond neutral

Italy Unemployment Rate m/m dec 10.8% 11.0% 10.9% *** Equity and bond neutral

France CPI y/y jan 1.4% 1.2% 1.2% *** Equity and bond neutral

PPI y/y jan 1.7% 2.4% ** Equity and bond neutral

AMERICAS

Mexico GDP q/q 4q 1.0% -0.3% 0.6% *** Equity bullish, bond bearish

Brazil National Unemployment Rate m/m dec 11.8% 12.0% 11.9% *** 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) 177 177 0 Up

3-mo T-bill yield (bps) 142 142 0 Neutral

TED spread (bps) 35 35 0 Neutral

U.S. Libor/OIS spread (bps) 153 152 1 Up

10-yr T-note (%) 2.71 2.72 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) 29 31 -2 Down

Currencies Direction

dollar down Down

euro up Up

yen down Neutral

pound flat Neutral

franc flat Neutral

Central Bank Action Current Prior Expected

FOMC Rate Decision (Upper Bound) 1.500% 1.500% On forecast

FOMC Rate Decision (Lower Bound) 1.250% 1.250% On forecast  
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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 $68.47 $69.02 -0.80% Bearish API

WTI $64.07 $64.50 -0.67%  

Natural Gas $3.04 $3.20 -4.76%

Crack Spread $16.59 $16.82 -1.36%

12-mo strip crack $18.86 $19.02 -0.82%

Ethanol rack $1.45 $1.45 -0.02%

Gold $1,343.34 $1,338.59 0.35%

Silver $17.26 $17.14 0.67%

Copper contract $322.05 $318.90 0.99%

Corn contract 360.00$       361.50$       -0.41%

Wheat contract 451.25$       457.25$       -1.31%

Soybeans contract 992.25$       1,000.25$   -0.80%

Baltic Dry Freight 1191 1214 -23

Actual Expected Difference

Crude (mb) 0.8

Gasoline (mb) 2.0

Distillates (mb) -0.5

Refinery run rates (%) -0.45%

Natural gas (bcf) -288.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

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.  
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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 1/30/2018 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 1/30/2018 close) 

 

-10.0% -5.0% 0.0% 5.0% 10.0%

Real Estate

US Government Bond

US Corporate Bond

US High Yield

Cash

Foreign Developed (local currency)

Commodities

Mid Cap

Small Cap

Foreign Developed ($)

Large Cap

Emerging Markets (local currency)

Emerging Markets ($)

YTD Asset Class Total Return

Source: Bloomberg

  
 

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. 


