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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: December 10, 2018—9:30 AM EST]  Global equity markets are lower this morning.  

The EuroStoxx 50 is down 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 was down 

1.2% from the prior close.  Chinese markets were lower, with the Shanghai composite down 

0.8% and the Shenzhen index down 1.35%.  U.S. equity index futures are signaling a lower open.   

 

Monday, Monday…global equity markets have been coming under pressure but U.S. equity 

futures have recovered in the past hour.  It looks like pessimism has become excessive and 

maybe a rebound is in the offing.  Here is what we are watching: 

 

Equities remain jittery: Friday’s equity market action was poor, to say the least.  Even with 

hopes of a trade truce and evidence that the FOMC is easing up, equity market action has the 

look of selling into every rally.1  Some degree of caution is understandable.  The trade tensions 

with China have the potential to undermine the high margin, low inflation environment that has 

been in place since 1990.  The tech sector is deeply dependent on Chinese supply chains and a 

significant disruption of those relationships will take months, if not years, to restructure.  This is 

why technology is under pressure.   

 

At the same time, the White House has to make a political calculation.2  Pushing against China is 

going to be a long-term trend; American policy has shifted to see China as a strategic competitor, 

meaning the open system of building capacity in China to take advantage of low labor costs and 

flexibility is going to end at some point.  However, there is always an element of “Augustine’s 

dictum”3 in such affairs because the immediate disruption is costly, which adversely affects the 

current political leadership only to benefit the successors.  The president has to decide if the 

hardline stance on China will be popular enough with voters that they will accept slower growth 

and higher inflation.  It’s a risky bet; if he decides it isn’t worth it we could see the trade truce 

broadened to support the re-election effort.  We have no doubt that long-term relations with 

China will be different and likely hostile.  However, there will be an incentive to delay the “long 

term” for a couple of years. 

 

Chinese tensions remain: Meng Wanzhou remains in custody in British Columbia as China has 

summoned the U.S. ambassador to China, Terry Brandstad, to visit officials in Beijing to receive 

                                                 
1 https://www.wsj.com/articles/the-markets-latest-problem-hesitation-to-buy-the-dip-1544360400  
2 https://www.wsj.com/articles/trump-is-gripped-by-market-volatilityand-his-role-in-it-1544199996  
3 “Lord, make me chaste, but not yet.”  See: https://lexloiz.wordpress.com/2008/10/15/%E2%80%98lord-make-
me-pure-but-not-yet%E2%80%99-%E2%80%93-augustine%E2%80%99s-naughty-prayer/  
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a “solemn protest.”  China has also threatened Canada with “serious consequences” for the 

arrest.  There is fear the arrest could threaten the U.S./China trade truce, but Robert Lighthizer, 

the USTR, said over the weekend that the arrest “shouldn’t have much of an impact” on trade 

issues, suggesting the two issues will remain separate.4  Although the Meng arrest is a serious 

matter, it appears there is a concerted effort to isolate trade from the arrest.5  Meanwhile, 

Lighthizer did insist that the truce deadline is March 1, 2019, suggesting the talks won’t linger.6 

 

Brexit vote postponed: PM May, facing an inevitable defeat tomorrow, has pulled the vote on 

her Brexit plan.7  Her “this or nothing” stance was undermined by a European Court of Justice 

ruling that indicated the U.K. could unilaterally withdraw from Brexit,8 meaning there are 

alternatives to her plan.  Not only that, but the judges have ruled that the returning party after an 

Article 50 declaration could return under the same conditions that existed before it left.  One of 

the arguments made by the “leavers” is that a referendum decision to stay would be impossible 

because the EU would require the U.K. to give up the opt-out conditions it negotiated while in 

the EU, such as not having to join the Eurozone.  It looks to us that a second referendum is the 

most likely outcome; decision markets put the odds of a second referendum at 37%, up from 

24% in late November. 

 

Reserve Bank of India (RBI) governor resigns:9 Urjit Patel quit after weeks of rising tensions 

between the Modi government and the central bank.  The government has been working to 

undermine the independence of the RBI as it wants to stimulate the economy in front of elections 

next year.  Patel vigorously defended the independence of the bank to no avail.  One of the key 

points to remember is that all central banks, including the Federal Reserve, have their 

independence only because elected officials grant them that power.  He who gives can take 

away.  If the political leaders of a country are moving to reflate an economy, weakening central 

bank independence is a key element in accomplishing that goal.  The effective ouster of Patel 

will allow Modi to appoint a more compliant governor and could lead to unanchored inflation 

expectations for India. 

 

India’s inflation has been under control for the past five years; the move against Patel could 

undermine that benefit. 

 

                                                 
4 https://www.ft.com/content/7ba065a0-fb6b-11e8-aebf-99e208d3e521  
5 https://www.bloomberg.com/news/articles/2018-12-09/trump-trade-rep-tries-to-insulate-china-talks-from-
huawei-case  
6 https://www.reuters.com/article/us-usa-trade-china/u-s-says-march-1-hard-deadline-for-trade-deal-with-china-
idUSKBN1O80LX  
7 https://www.ft.com/content/9c59a204-fc6d-11e8-aebf-99e208d3e521  
8 https://www.ft.com/content/cda4913c-fc51-11e8-aebf-99e208d3e521  
9 https://www.ft.com/content/dd01d6f6-fc71-11e8-ac00-57a2a826423e; for background, see: 
https://www.ft.com/content/be7dc478-ecbe-11e8-8180-9cf212677a57  

https://www.ft.com/content/7ba065a0-fb6b-11e8-aebf-99e208d3e521
https://www.bloomberg.com/news/articles/2018-12-09/trump-trade-rep-tries-to-insulate-china-talks-from-huawei-case
https://www.bloomberg.com/news/articles/2018-12-09/trump-trade-rep-tries-to-insulate-china-talks-from-huawei-case
https://www.reuters.com/article/us-usa-trade-china/u-s-says-march-1-hard-deadline-for-trade-deal-with-china-idUSKBN1O80LX
https://www.reuters.com/article/us-usa-trade-china/u-s-says-march-1-hard-deadline-for-trade-deal-with-china-idUSKBN1O80LX
https://www.ft.com/content/9c59a204-fc6d-11e8-aebf-99e208d3e521
https://www.ft.com/content/cda4913c-fc51-11e8-aebf-99e208d3e521
https://www.ft.com/content/dd01d6f6-fc71-11e8-ac00-57a2a826423e
https://www.ft.com/content/be7dc478-ecbe-11e8-8180-9cf212677a57
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Fed talk: Last week, we noted that FOMC members have become increasingly cautious about 

the path of policy tightening and noted that financial markets have been steadily lowering 

expectations for future rate hikes.  St. Louis FRB President Bullard, perhaps the most dovish 

member of the FOMC, did come out last week supporting a pause.10  Although we still expect 

the Fed to raise rates next week, we also expect language that will allow them to pause after this 

move. 

 

Turkey thaw?  The NY prosecutor’s office has withdrawn an appeal to extend the sentence11 of 

Hakan Atilla, a former executive of Halkbank.  Atilla and his former employer were convicted of 

violating Iranian sanctions; Atilla was given a 32-month sentence, a duration the prosecution 

believed was too lenient.  Thus, the NY prosecutor had petitioned the court to extend his 

sentence.  The Erdogan administration has been pushing the U.S. on this case, wanting Atilla to 

serve the rest of his sentence in Turkey.  The NY prosecutor’s withdrawal decision suggests the 

U.S. may be negotiating with Turkey on a whole host of issues, including Saudi Arabia.  We 

have been expecting some sort of quid pro quo on Turkey and Saudi Arabia; although it is still 

too early to tell, this action might be part of a broader scheme that would end up easing pressure 

on Turkey. 

 

Google (GOOGL, 1046.58) in the barrel: Google’s CEO, Sundar Pichai, will appear before 

Congress tomorrow.12  The company has mostly avoided the same level of congressional 

scrutiny other tech companies have faced in recent months.  However, there are concerns about 

the company’s dominance and its privacy policies.  Although much of what we will hear 

                                                 
10 https://www.cnbc.com/2018/12/07/feds-bullard-says-central-bank-could-delay-december-rate-increase-then-
raise-in-january.html  
11 https://www.courthousenews.com/us-drops-bid-to-toughen-sentence-for-turkish-banker-hakan-atilla/  
12 https://www.axios.com/google-braces-for-bipartisan-backlash-on-capitol-hill-1544385095-51ffa65c-94d2-4de2-
ac72-d24831a022ef.html  

https://www.cnbc.com/2018/12/07/feds-bullard-says-central-bank-could-delay-december-rate-increase-then-raise-in-january.html
https://www.cnbc.com/2018/12/07/feds-bullard-says-central-bank-could-delay-december-rate-increase-then-raise-in-january.html
https://www.courthousenews.com/us-drops-bid-to-toughen-sentence-for-turkish-banker-hakan-atilla/
https://www.axios.com/google-braces-for-bipartisan-backlash-on-capitol-hill-1544385095-51ffa65c-94d2-4de2-ac72-d24831a022ef.html
https://www.axios.com/google-braces-for-bipartisan-backlash-on-capitol-hill-1544385095-51ffa65c-94d2-4de2-ac72-d24831a022ef.html
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tomorrow will be grandstanding, the fact that there is bipartisan anger with the tech companies 

does signal a significant change in attitude toward the sector.  

 

Italy’s League facing pressure: As we have noted recently, Italy’s populist coalition, a rarity in 

government, is facing internal pressure.  The coalition, which includes the left-wing populist 

Five-Star Movement and the right-wing populist League, is unusual because the two populist 

wings tend to not get along.  However, a major constituency of the League, small businesses in 

northern Italy, is upset with higher interest rates and the budget fight, viewing it as bad for 

business.  It is unclear if this issue will escalate, but the tensions are worth monitoring.13 

 

French protests: There were protests in Paris over the weekend but an overwhelming police 

presence seemed to limit the damage.  Still, the protests are having an impact.  President Macron 

continues to struggle to make an effective response.14  The Bank of France (the country’s 

individual central bank) has reduced its Q4 GDP forecast from 1.6% (annualized) to 0.8% due to 

the disruptions caused by the protests.   

   

U.S. Economic Releases 

 

There were no economic releases prior to the publication of this report.  The table below lists the 

economic releases and Fed events scheduled for the rest of the day. 
  

EDT Indicator Expected Prior Rating

8:45 Bloomberg Consumer Comfort m/m dec 60.6 **

8:45 Markit US Services PMI m/m nov 54.4 54.4 ***

8:45 Markit US Composite PMI m/m nov 54.4 ***

10:00 ISM Non-Manufacturing Index m/m nov 59.0 60.3 **

10:00 Factory Orders m/m nov -2.0% 0.7% **

10:00 Factory Orders ex Trans m/m nov 0.4% **

10:00 Durable Goods Orders m/m nov -2.4% -4.4% **

10:00 Durables Ex Transportation m/m nov 0.1% 0.1% **

10:00 Cap Goods Orders Nondef Ex Air m/m nov 0.4% **

10:00 Cap Goods Ship Nondef Ex Air m/m nov 0.3% **

10:00 Household Change in Net Wealth m/m 3q $2.191 tn **

EST Speaker or event

12:15 Raphael Bostic speaks on the US Economic Outlook President of the Federal Reserve Bank of Atlanta

18:30 John Williams Holds Discussion with Mervyn King President of the Federal Reserve Bank of New York

18:45 Jerome Powell Gives Brief Remarks at Housing Conference Chairman of Board of Governors of Federal Reserve

District or position

Economic Releases

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 

                                                 
13 https://www.reuters.com/article/us-italy-league/italys-league-leader-faces-friendly-fire-over-budget-
idUSKBN1O80AQ?feedType=RSS&feedName=worldNews  
14 https://www.ft.com/content/a1b90a98-fbbc-11e8-aebf-99e208d3e521  

https://www.reuters.com/article/us-italy-league/italys-league-leader-faces-friendly-fire-over-budget-idUSKBN1O80AQ?feedType=RSS&feedName=worldNews
https://www.reuters.com/article/us-italy-league/italys-league-leader-faces-friendly-fire-over-budget-idUSKBN1O80AQ?feedType=RSS&feedName=worldNews
https://www.ft.com/content/a1b90a98-fbbc-11e8-aebf-99e208d3e521
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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

Japan GDP Annualized q/q 3q -2.5% -1.2% -2.0% *** Equity bearish, bond bearish

BoP Current Account Balance m/m oct ¥1.310 tn ¥1.822 tn ¥1.263 tn ** Equity and bond neutral

Trade Balance m/m oct -¥321.7 bn ¥323.3 bn -¥265.4 bn ** Equity and bond neutral

Eco Watchers Outlook m/m dec 52.2 50.6 50.8 ** Equity and bond neutral

Eco Watchers Current Situation m/m dec 51.0 49.5 49.5 ** Equity and bond neutral

Australia Home Loans m/m oct 2.2% -1.0% -0.4% ** Equity and bond neutral

EUROPE

Eurozone Sentix Investor Confidence m/m oct -0.3 8.8 8.3 ** Equity bearish, bond bearish

Germany Trade Balance m/m oct 18.300 bn 18.400 bn 17.100 bn ** Equity and bond neutral

Current Account Balance m/m oct 15.900 bn 21.100 bn 18.800 bn ** Equity and bond neutral

Italy Industrial Production m/m oct 1.0% 1.3% 1.0% *** Equity and bond neutral

France Bank of France Sentiment Index m/m nov 101 103 103 ** Equity and bond neutral

U.K. Trade Balance m/m oct -3.300 bn -0.027 bn -1.267 bn ** Equity bearish, bond bullish

Industrial Production m/m oct -0.8% 0.0% -0.1% ** Equity bearish, bond bullish

Manufacturing Production m/m oct -1.0% 0.5% 0.0% ** Equity bearish, bond bullish

Construction Output m/m oct 3.8% 3.0% 3.3% ** Equity and bond neutral

GDP m/m oct 0.1% 0.0% 0.1% ** Equity and bond neutral

Switzerland Unemployment Rate m/m nov 2.5% 2.4% 2.5% ** Equity and bond neutral

AMERICAS

Mexico CPI y/y nov 4.7% 4.9% 4.6% *** Equity and bond neutral

Canada Unemployment Rate m/m nov 5.6% 5.8% 5.8% *** Equity and bond neutral

Brazil IBGE Inflation y/y nov 4.1% 4.6% 4.2% ** 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) 277 277 0 Up

3-mo T-bill yield (bps) 234 234 0 Neutral

TED spread (bps) 43 42 1 Neutral

U.S. Libor/OIS spread (bps) 237 237 0 Up

10-yr T-note (%) 2.85 2.85 0.00 Neutral

Euribor/OIS spread (bps) -32 -32 0 Neutral

EUR/USD 3-mo swap (bps) 18 16 2 Down

Currencies Direction

dollar up Neutral

euro up Up

yen down Neutral

pound down Neutral

franc flat Neutral  
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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 $60.83 $61.67 -1.36% Trade Concerns

WTI $51.62 $52.61 -1.88%  

Natural Gas $4.41 $4.49 -1.65%  

Crack Spread $15.43 $15.31 0.80%

12-mo strip crack $17.58 $17.56 0.07%

Ethanol rack $1.41 $1.41 0.00%

Gold $1,245.27 $1,249.31 -0.32%  

Silver $14.54 $14.63 -0.59%

Copper contract $274.10 $275.95 -0.67%

Corn contract 384.00$       385.50$       -0.39%

Wheat contract 527.75$       531.25$       -0.66%

Soybeans contract 912.75$       916.75$       -0.44%

Baltic Dry Freight 1372 1339 33

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

in the southwest.  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.  
 

December 7, 2018 
 

The election of Donald Trump has been characterized as part of a populist uprising.  In the 

president’s inaugural address, he talked about the “forgotten” that would have a voice in his 

administration.  At the same time, we work under John Mitchell’s dictum of “watch what we do, 

not what we say.”15   

 

In a recent Bloomberg podcast, Edward Alden, a journalist and fellow at the Council on Foreign 

Relations, was asked if the Trump administration favored business or labor.  He replied that they 

are trying to help both.16  We think Alden is correct in his assessment which is one of the reasons 

why analyzing the direction of policy with this administration is so difficult.  It appears that one 

of the goals of the president’s trade policy is to bring production back to the United States which 

would benefit labor.  At the same time, tax policy has generally favored capital.  But, the most 

underestimated benefit to capital may be deregulation. 

 

George Washington University measures the pages of the Federal Register, which is the official 

journal of the federal government.  It publishes agency rules, proposed rules and public notices.  

So, the number of pages in the register says something about the number of regulations.  The 

idea is that the more pages added to the register signals an increase in regulation. 

 

The decline seen in the first full year of the Trump administration is remarkable. 
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Sources:  George Washingon University, CIM  

                                                 
15 http://www.arlingtoncemetery.net/mitchell.htm  
16 https://www.bloomberg.com/news/audio/2018-11-27/surveillance-china-general-motors-with-cfr-s-alden-
podcast Alden’s segment begins at 16:00 minutes and the response in question is at 18:40.   

http://www.arlingtoncemetery.net/mitchell.htm
https://www.bloomberg.com/news/audio/2018-11-27/surveillance-china-general-motors-with-cfr-s-alden-podcast
https://www.bloomberg.com/news/audio/2018-11-27/surveillance-china-general-motors-with-cfr-s-alden-podcast
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The drop from 2016 to 2017 was 35.4%, which exceeds the 21.2% decline in 1981, Ronald 

Reagan’s first full year in office.  The only year that was larger was 1947, which saw a 39.6% 

slide.  That drop was likely due to postwar changes. 
 

Another measure is called the “significant rule changes,”17 a policy measure created during 

President Clinton’s first term.  The decline in 2017 was unprecedented. 
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Only 55 new rules were added in 2017.  That is clearly the fewest on record by multiples. 
 

The drop in regulatory activity is partly why small business sentiment has been so strong. 
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17 https://www.reginfo.gov/public/jsp/Utilities/EO_12866.pdf and summarized https://www.epa.gov/laws-
regulations/summary-executive-order-12866-regulatory-planning-and-review  

https://www.reginfo.gov/public/jsp/Utilities/EO_12866.pdf
https://www.epa.gov/laws-regulations/summary-executive-order-12866-regulatory-planning-and-review
https://www.epa.gov/laws-regulations/summary-executive-order-12866-regulatory-planning-and-review
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The jump in small business sentiment mostly tracks the drop in regulation.  A persistent 

complaint from small business leaders during the Obama administration was the regulatory 

burden.  Not only did President Trump promise to reduce regulation, he actually accomplished it. 

 

Tax changes and deregulation have been supportive factors for equities since the November 2016 

presidential election.  However, as Edward Alden noted, the Trump administration has tried to 

placate both capital and labor.  Recent market action, with equities selling off despite a civil 

meeting between Presidents Trump and Xi and the yield curve flirting with inversion,18 suggests 

that the financial markets are pressing President Trump to choose.  Will it be capital or labor that 

wins out in the end?  If capital is going to win, a lasting trade ceasefire needs to be declared.  If 

President Trump sticks with tariffs, and there are ample indications that he intends to for now, 

then the financial markets appear to be preparing for recession.  A recession in 2019 will 

jeopardize the president’s chances at reelection in 2020.  Our expectation is that, at some point, 

President Trump will “blink” and tone down the trade rhetoric.  But, that is an open question for 

now.  

  

 

 
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.  

                                                 
18 For an analysis of the impact of inversion, see our Asset Allocation Weekly (6/29/18). 

https://www.confluenceinvestment.com/wp-content/uploads/AAW_June_29_2018.pdf
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Data Section 

 

U.S. Equity Markets – (as of 12/7/2018 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 12/7/2018 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 as of 12/6/2018 = 17.4x

 
 

Based on our methodology,19 the current P/E is 17.4x, unchanged from our last reading.   
 
 
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. 

                                                 
19 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 three actual quarters (Q1, Q2 and Q3) and onestimates (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 long-term dataset for P/E ratios. 


