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[Posted: January 3, 2018—9:30 AM EST]  Global equity markets are higher this morning.  

The EuroStoxx 50 is up 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

0.5% from the prior close.  Chinese markets were higher, with the Shanghai composite up 0.6% 

and the Shenzhen index up 0.7%.  U.S. equity index futures are signaling a higher open. 

 

U.S. equities appear poised to grind higher.  Here is what we are watching this morning: 

 

Iranian update: Iran has seen six consecutive days of protests with 22 dead and over 450 people 

incarcerated.  These protests are fundamentally different from the 2009 event we mentioned 

yesterday.  First, the participants are different.  The 2009 protests were a fight between 

competing elites—the “reformists” and “hardliners” were vying for power.  The hardliners won.  

However, these terms should be used with great care.  The hardliners are fairly obvious in their 

views, but the reformers were not “reformers” in the Western sense.  They were as committed to 

the Islamic Revolution as the hardliners.  The reformers were simply willing to give more social 

and market freedoms compared to the hardliners, but neither group was willing to allow for full 

democracy.  When Akbar Hashemi Rafsanjani1 is considered a reformer, it is clear the 

differences between the two groups aren’t all that great. 

 

The current protests are similar to political issues we are seeing in the West, where populism has 

become widespread.  These protestors are angry about the state of the Iranian economy.  

Officially, unemployment is 20%, but economists estimate that unemployment among Iranian 

youth is probably closer to 40%.  Many of the protestors are from the underclass from the 

countryside who have moved to towns and cities in the hope of finding work only to find 

unemployment.  These people have traditionally supported the regime.  In 2009, they would have 

been opposed to the Green Movement.  But, Iranian President Rouhani raised hopes of economic 

improvement as a benefit of the nuclear deal that has so far failed to materialize.  Apparently, 

one of the catalysts for the protests was a leaked government budget that showed billions of 

dollars going to the clerical elite and the Iranian Republican Guard Corps (IRCG), while cutting 

social spending and raising subsidized fuel prices and educational tuition.   

 

Iran’s geopolitics are key to understanding this issue.  Iran is a mountainous nation with an 

internal flatlands of salt.  It is a difficult environment.  History shows it is very tough to invade—

imagine a land army trying to march through the Rockies.  Thus, Iran has been mostly safe from 

invasion and, if invaded, the invaders were usually spent due to the effort.  At the same time, it is 

really costly for Iran to project power.  Just running the economy is costly and funding forces to 

take territory further increases the costs.  Throughout history, Persian empires used proxies to 

project power, just as Iran does today by co-opting the Iraqi government and through Hezbollah.   

                                                 
1 http://www.confluenceinvestment.com/weekly-geopolitical-report-exit-shark-february-6-2017/  
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A common theme heard in the protests is the call for keeping resources at home to help the lower 

classes instead of expending those resources to project power.  This was also a theme in the U.S. 

presidential elections, not only in 2016 but also in 2008 and 2000.   

 

So, what happens next?  The regime has been remarkably restrained so far.  We believe this is 

because it recognizes that it really doesn’t face much of a threat from the protests.  Relative to 

the 2009 event, the protestors are not well organized and they lack the resources to maintain the 

protests indefinitely because they are poor.  The young protestors in 2009 were children of the 

elite who had resources and were well versed in social media.  Those protests were a threat to the 

hardliners but not the regime.  These protests are a threat to both the hardliners and the 

reformers, but not a serious one.  At the same time, the simmering anger has to be a concern for 

the regime.  After all, such anger can be co-opted by revolutionary leaders.  The Russian 

Revolution of 1917 shows how a small group of talented leaders can use mass anger to bring 

revolution.  The most rational response from Rouhani and Khamenei would be to sack the 

aforementioned budget, take resources from the clerics and the IRCG, raise subsidies and cap 

prices of key goods and try to improve the lot of the poor.  However, that choice will limit Iran’s 

ability to project power just when it is on the cusp of winning—after all, it pretty much controls 

Baghdad, Islamic State is essentially defeated and Assad remains in power in Syria.  A path to 

the Mediterranean is opening up and the budget is designed to take advantage of that.  The 

protests might delay or undermine Iran’s ability to become the regional hegemon in the region.  

Or, the leadership can decide to stay the course and hope that an alternative leadership doesn’t 

emerge.   

 

Fed minutes: The FOMC minutes will be released later this afternoon.  Like most analysts, we 

will comb the report for clues about future policy, although, as we have noted at length, the 

voting composition will be unusually hawkish this year.  These minutes will reflect the Yellen 

Fed which will soon pass into the ether.      

 

War of words: Yesterday, President Trump responded to Kim Jung-un’s threat of having a 

nuclear button ready to strike the U.S. by stating that his “nuclear button is bigger and more 

powerful.”  Although the escalation of rhetoric is nothing new, it does appear that Kim Jung-un 

is becoming increasingly bolder while seeking a dialogue with South Korea.  Reports from the 

Korea Times suggest that North Korea could be preparing to launch another ICBM test in the 

near future.  At the same time, the New York Times reported that North Korea has reopened its 

border hotline with South Korea, which could be a prelude to direct dialogue between the two 

countries.  South Korea has been open to talks with North Korea in an attempt to prevent any 

possible crises during the upcoming Olympics.  North Korea appears to be trying to drive a 

wedge between the U.S. and South Korea; the latter fears the U.S. will start a war with the North 

where the costs of war will mostly fall on South Korea.  The situation remains fluid.   

 

U.S. Economic Releases 

 

Weekly mortgage applications rose 0.7% last week, with purchases down 0.1% and refinancing 

up 1.4%.  The average rate on a 30-year fixed mortgage remained the same as last week at 

4.25%. 
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The table below shows the economic releases and Fed events scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 Construction Spending m/m nov 1.4% 0.5% ***

10:00 ISM Manufacturing m/m dec 58.2 58.2 **

10:00 ISM Prices Paid m/m dec 64.5 65.5 **

10:00 ISM New Orders m/m dec 64.0 **

15:00 ISM Employment m/m sep 59.7 **

EST Speaker or event

14:00 FOMC Meeting Minutes

Economic Releases

Fed speakers or events

District or position

Federal Reserve Board  
 

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

EUROPE

Germany Unemployment m/m dec -61.5 7.3 -58.9 *** Equity bullish, bond bearish

Unemploymeny Change y/y dec -29k -18k -13k *** Equity bullish, bond bearish

Unemploymeny Claims y/y dec 5.5% 5.6% 5.5% *** Equity bullish, bond bearish

UK Markit/CIPS UK Construction q/q dec 52.2 53.1 53.0 ** Equity and bond neutral

Switzerland PMI Manufacturing y/y dec 65.2 65.1 64.5 ** Equity bullish, bond bearish

Total Sight Deposits m/m dec 573.2 bn 574.6 bn * Equity and bond neutral

Domestic Sight Deposits m/m dec 473.4 bn 481.1 bn * Equity and bond neutral

AMERICAS

Canada MLI Leading Indicator m/m nov 0.5% 0.4% ** Equity and bond neutral

Markit Canada Manufacturing m/m dec 54.7 54.4 ** Equity and bond neutral

Bloomberg Nanos Confidence m/m dec 62.2 61.2 ** Equity and bond neutral

Mexico Remittances Total y/y nov $2258.6 mn $2642.7 mn $2495.7 mn ** Equity and bond neutral

Markit Mexico PMI Mfg m/m dec 51.7 52.4 ** Equity bearish, bond bullish  
 

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) 138 138 0 Neutral

TED spread (bps) 31 32 -1 Neutral

U.S. Libor/OIS spread (bps) 144 144 0 Up

10-yr T-note (%) 2.45 2.46 -0.01 Neutral

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

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

Currencies Direction

dollar up Neutral

euro down Up

yen steady 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. 
 

Price Prior Change Explanation

Brent $66.88 $66.57 0.47%

WTI $60.65 $60.37 0.46%  

Natural Gas $2.99 $3.06 -2.06%  

Crack Spread $17.99 $17.81 0.99%

12-mo strip crack $20.19 $19.99 1.02%

Ethanol rack $1.43 $1.43 0.28%

Gold $1,315.99 $1,317.56 -0.12%  

Silver $17.13 $17.19 -0.35%

Copper contract $325.35 $327.80 -0.75%

Corn contract 354.50$       353.25$       0.35%

Wheat contract 436.00$       433.50$       0.58%

Soybeans contract 965.75$       964.75$       0.10%

Baltic Dry Freight 1230 1366 -136

Actual Expected Difference

Crude (mb) -5.0

Gasoline (mb) 2.0

Distillates (mb) 0.5

Refinery run rates (%) -0.25%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

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 1/2/2018 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 1/2/2018 close) 
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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 
 

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

 
 

Based on our methodology,2 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. 

                                                 
2 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. 


