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[Posted: December 14, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is down 0.5% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

0.6% from the prior close.  Chinese markets were mostly lower, with the Shanghai composite 

down 0.3% and the Shenzhen index unchanged.  U.S. equity index futures are signaling a higher 

open. 

 

Markets are mostly quiet this morning, although there has been a lot of news over the past 24 

hours.  Here is what we are watching: 

 

Central banks: The Fed began the discussion (which we discuss at length below) but the BOE, 

ECB, PBOC and SNB were all active today.  The PBOC raised Chinese borrowing costs in 

apparent response to the FOMC’s rate increase, although the pace of the changes were less.  The 

seven-day and 28-day repo rates were lifted 5 bps, and the one-year rate was raised by the same 

amount to 3.25%.  The BOE, as expected, left policy unchanged but did indicate it is prepared to 

raise future rates.  The ECB also left policy unchanged; Draghi’s press conference is occurring at 

the time of this writing and the general tone is dovish.  Perhaps the biggest surprise came from 

the SNB, which indicated that the Swiss central bank is prepared to allow inflation to exceed its 

official target.  The CHF dipped on the report.  Overall, it appears the European central banks are 

more than willing to allow the Fed to raise rates without similar responses, suggesting they are 

either comfortable with the exchange rate levels or are actively seeking depreciation.   

 

PM May slammed again: U.K. PM May suffered a defeat in Parliament as lawmakers voted 

309 to 305 to guarantee that Parliament will have a “meaningful” vote on Brexit.  May wanted 

the freedom to negotiate a deal without coming back to Parliament for approval.  This outcome 

will weaken her ability to negotiate a final agreement and raises the chances of a “hard Brexit,” 

or a potentially violent exit without a trade deal or an agreement on the status of regulation.  

Interestingly enough, the MPs who voted for this outcome were the Remainers, who hope to stall 

the final outcome so long that the U.K. essentially never leaves.  The division on stay or remain 

is actually finely balanced and thus a final agreement that will make everyone happy is almost 

impossible.  Although May’s position is clearly weakened, there is no evidence the MPs are 

planning a no-confidence vote because they fear an incoming Corbyn-led Labour government.   

 

Tax deal: It appears a final version of the tax bill has been negotiated.  Congress expects a score 

by tomorrow (it needs to not cause a deficit in excess of $1.5 trillion over a decade) and have it 

to the president’s desk by December 20.  This isn’t a done deal; Collins (R-ME) and Rubio (R-

FL) both oppose the cut in the highest marginal rate to 37% but we do think that, in the end, they 

will cave.  Still, there is no margin for error and losing two senators will doom the legislation.  A 

side-note: there was a provision to end investors’ abilities to select lots for investment sales and 
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would have required “first in, first out,” which would have been a hidden increase in the capital 

gains rate.  That provision has apparently been dropped.   

 

The Fed: The FOMC did raise rates as expected.  The market’s take was modestly dovish.  The 

committee left its path of tightening unchanged; there were worries about the potential for a 

projection of four rate hikes in 2018, but that didn’t occur. 
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This is our dots chart history.  The most recent dot is dark blue.  The 2018 and 2019 dots are 

essentially equal to the September meeting.  It is a bit higher in 2020 but that won’t have a 

significant impact on the outlook toward policy.  The FOMC is clearly signaling that it would 

like a terminal rate of 3.00% for fed funds.   

 

The vote was 7-2, with Minneapolis FRB President Kashkari and Chicago FRB President Evans 

voting against the rate hike.  Usually, that would have been profoundly dovish.  As a general 

rule, three dissents is the maximum and two dissents suggests the room to raise rates is limited.  

However, both Evans and Kashkari will rotate off the voting slate and be replaced with more 

hawkish members in 2018.  Thus, their dissents were not all that dovish. 

 

In terms of expectations, the unemployment rate is forecast to fall to 3.9%, which is down from 

September’s estimate of 4.1%.  Core PCE expectations were left unchanged.  For next year, GDP 

growth was bumped up to 2.5% from 2.1%.  Stronger growth and lower unemployment without 

inflation suggests the members believe the slope of the Phillips Curve must be nearly flat.  We 

tend to agree.   

 

Overall, it was a modestly dovish report.  The reactions of the dollar, gold and Treasuries suggest 

markets were positioned for a more hawkish policy projection.  Yesterday’s inflation data 

confirms that, for whatever reason, price levels remain mostly stable.  We still expect a more 
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hawkish FOMC next year based on the regional president voters and new governors.  But, the 

current path of policy tightening remains slow which is supportive of equities, Treasuries and 

gold, but bearish for the dollar.  This is the Fed that Jerome Powell will inherit. 

 

Energy recap: U.S. crude oil inventories fell 5.1 mb compared to market expectations of a 2.9 

mb draw.   
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This chart shows current crude oil inventories, both over the long term and the last decade.  We 

have added the estimated level of lease stocks to maintain the consistency of the data.  As the 

chart shows, inventories remain historically high but have declined significantly this year.  We 

also note the SPR rose by 0.2 mb, meaning the net draw was 4.9 mb.   

 

As the seasonal chart below shows, inventories fell this week.  We are now well within the year-

end seasonal draw.  As the new year starts, stockpiles will begin their largest seasonal build from 

early January into early April. 
 

 
(Source: DOE, CIM) 
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Oil prices fell yesterday due to rising gasoline stockpiles.  Although the rise in stocks was large, 

up 5.7 mb, this is the period during the year when gasoline stocks rise. 

 

 
 

As the chart shows, gasoline inventories will likely rise into early February.  They are rising 

faster than normal and refining activity will likely decline if this pace continues, reducing oil 

demand. 
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Based on inventories alone, oil prices are undervalued with the fair value price of $60.16.  

Meanwhile, the EUR/WTI model generates a fair value of $63.83.  Together (which is a more 

sound methodology), fair value is $62.30, meaning that current prices are below fair value.  

Overall, oil prices are within normal ranges of current fundamentals but we are neutral to bullish 

toward crude oil at this time.     

 

The IEA’s quarterly update suggests that non-OPEC supply will rise 1.6 mbpd, with the non-

OPEC Western Hemisphere supplying 1.3 mbpd of the increase.  The group is expecting demand 

to rise 1.3 mbpd, so the sharp drop in stockpiles seen in 2017 does not look likely to repeat 

unless OPEC cedes market share.  We are somewhat less optimistic on rising non-OPEC output 

compared to the IEA, but the report is bearish and accounts for today’s weakness in oil despite 

the large draw of crude oil reported by the DOE.   

 

U.S. Economic Releases 

 

Weekly initial claims fell much more than expected, falling to 225k compared to expectations of 

236k.  The four-week average of claims dipped to 234.75k, down 6.75k. 
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The labor market continues to tighten without clear evidence of rising wages.  Policymakers will 

remain cautious without rising wages. 

 

November retail sales came in much stronger than forecast, with the overall number up 0.8% 

from October compared to expectations of 0.3%.  October was revised higher by 0.5% from the 

initial report of 0.2%.  Excluding auto sales and gas stations, sales also rose 0.8% compared to 

expectations of 0.4%.  October was revised higher to 0.4% from 0.3%.   

 

The chart below shows the yearly change in overall sales. 
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Clearly, we are seeing an uptick in retail activity.  Excluding autos and gasoline, sales show a 

similar picture. 
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November import prices rose a bit less than forecast, rising 3.1% relative to expectations of a 

3.2% rise.   

 

 
 

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

 

EDT Indicator Expected Prior Rating

10:00 Markit Mfg PMI m/m nov 53.9 53.9 ***

 Markit Services PMI m/m nov 54.7 54.5 **

 Markit Composite PMI m/m nov  54.5 **

10:00 Bloomberg consumer comfort w/w dec  52.3 *

10:00 Business inventories m/m oct -0.1% 0.0% **

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Nikkei Mfg PMI m/m dec 54.2 53.6  *** Equity bullish, bond bearish

Industrial production y/y oct 0.5% 0.5% ** Equity and bond neutral

China Retail Sales y/y nov 10.2% 10.3% 10.3% ** Equity and bond neutral

Industrial production y/y nov 6.1% 6.2% 6.1% ** Equity and bond neutral

Australia Unemployment rate m/m nov 5.4% 5.4% 5.4% *** Equity and bond neutral

Participation rate m/m nov 65.5% 65.1% 65.1% ** Equity bullish, bond bearish

Employment chg m/m nov 61.6k 3.7k 19.0k ** Equity bullish, bond bearish

EUROPE

Eurozone Markit Mfg PMI m/m dec 60.6 60.1 59.7 *** Equity bullish, bond bearish

Markit Services PMI m/m dec 56.6 56.2 56.0 ** Equity bullish, bond bearish

Markit Composite PMI m/m dec 58.0 57.5 57.2 ** Equity bullish, bond bearish

New car registrations m/m nov 5.9% 5.9%  * Equity and bond neutral

France Markit Mfg PMI m/m dec 59.3 57.7 57.2 *** Equity bullish, bond bearish

Markit Services PMI m/m dec 59.4 60.4 60.0 ** Equity bullish, bond bearish

Markit Composite PMI m/m dec 60.0 60.3 59.6 ** Equity bullish, bond bearish

CPI y/y nov 1.2% 1.2% 1.2% *** Equity bullish, bond bearish

Germany Markit Mfg PMI m/m dec 63.3 62.5 62.0 *** Equity bullish, bond bearish

Markit Services PMI m/m dec 55.8 54.6 54.3 ** Equity bullish, bond bearish

Markit Composite PMI m/m dec 58.7 57.2 57.3 ** Equity bullish, bond bearish

Italy CPI y/y nov 1.1% 1.1% 1.1% *** Equity and bond neutral

Switzerland PPI y/y nov 1.8% 1.2%  * Equity bearish, bond bearish

Trade Balance m/m oct 9.8 bn 10.2 bn 9.5 bn ** Equity bullish, bond bearish

House Price Index y/y nov 4.5% 5.4% 5.2% ** Equity and bond neutral

UK Retail Sales y/y nov 1.5% -0.3% 0.2% ** Equity bullish, bond bearish

AMERICAS

Canada New home prices y/y oct 3.5% 3.8%  *** 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) 157 156 1 Up

3-mo T-bill yield (bps) 128 128 0 Neutral

TED spread (bps) 29 29 0 Neutral

U.S. Libor/OIS spread (bps) 141 141 0 Up

10-yr T-note (%) 2.37 2.34 0.03 Neutral

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

EUR/USD 3-mo swap (bps) 67 67 0 Up

Currencies Direction

dollar down Down

euro down Up

yen up Neutral

pound up Neutral

franc down Neutral

Central Bank Action Current Prior Expected

BOE Rate Decision 0.500% 0.500% 0.500% On forecast

BOE Asset Purchase Target £435 bn £435 bn £435 bn On forecast

ECB Marginal lending rate 0.250% 0.250% 0.250% On forecast

ECB Deposit facility rate -0.400% -0.400% -0.400% On forecast

SNB Deposit rate -0.750% -0.750% -0.750% 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 $62.13 $62.44 -0.50% Bearish IEA Report

WTI $56.23 $56.60 -0.65%

Natural Gas $2.66 $2.72 -1.88% Mild forecast

Crack Spread $16.33 $16.17 1.00%

12-mo strip crack $19.49 $19.51 -0.12%

Ethanol rack $1.44 $1.44 -0.14%

Gold $1,257.53 $1,255.50 0.16% Dovish Fed

Silver $16.05 $16.07 -0.10%

Copper contract $305.80 $305.35 0.15%

Corn contract 349.25$       349.00$       0.07%

Wheat contract 416.75$       416.75$       0.00%

Soybeans contract 985.25$       990.50$       -0.53%

Baltic Dry Freight 1730 1743 -13

Actual Expected Difference

Crude (mb) -5.1 -2.9 -2.2

Gasoline (mb) 5.7 2.0 3.7

Distillates (mb) -1.4 1.0 -2.4

Refinery run rates (%) -0.40% 0.00% -0.4%

Natural gas (bcf) -56.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 day forecast shows mostly warm weather for the lower two-thirds of the nation, but the 

8-14 day forecast shows a clear influx of colder temperatures toward the end of December. 
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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 8, 2017 
 

We have received a number of requests to update our S&P 500/Fed balance sheet model.   
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This chart shows the results from our S&P 500/Fed balance sheet model.  We have projected the 

model’s forecast using the expected path of balance sheet reduction.  It shows that the equity 

index tended to follow monetary policy from the end of the recession in mid-2009 until the 

election of President Trump.  Since the election, the index has far outperformed what the balance 

sheet model projects for fair value. 

 

This model was always problematic, potentially a classic example of data mining.  The problem 

of data mining and the current discussion of “big data” get at the philosophical problem of “how 

do we know?”1  Our basic procedure when looking at correlations is to try to formulate a 

theoretical reason for why the correlation should exist.  Simply finding correlations, otherwise 

called data mining, is fraught with risk.  Some correlations are spurious—they develop almost by 

accident and fade over time.  Others are true as far as they go but can lead one to draw 

inappropriate conclusions.    

 

                                                 
1 We discussed this issue at length in the summer of 2016.  See WGRs, Thinking about Thinking: Part 1, 8/15/16; 
and Part II, 8/22/16.  

http://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_08_15_2016.pdf
http://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_08_22_2016.pdf
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(Source: Dummies.com) 

 

This chart shows the relationship between ice cream consumption and drowning in 2006.  The 

relationship of these two variables is a common pedagogical tool when teaching statistics.  It is 

clear that a relationship exists between these two variables.  However, they share a common 

factor that is the likely cause of the correlation—summer!  If a policymaker neglected to take the 

seasonal factor into account, a case could be made for a tax on ice cream in a bid to reduce 

drownings.  It is almost certain such a policy would fail.   

 

We have concluded that the most likely reason the Fed’s balance sheet was related to the S&P 

500 was because it showed that the U.S. central bank still had effective tools to stimulate 

economic growth.  In other words, QE was mostly a confidence builder.  It appears that Trump’s 

promises of deregulation and tax cuts have replaced QE in supporting investor confidence and 

thus, the relationship has broken down between the Federal Reserve’s balance sheet and the S&P 

500. 

 

However, we would be remiss if we didn’t examine another element of the balance sheet 

relationship.  With globalized financial markets, it is also possible that the behavior of foreign 

central banks affects U.S. equities as well.  Combining the exchange rate-adjusted balance sheets 

of the European Central Bank (ECB), the Bank of Japan (BOJ) and the Federal Reserve, with 

projections based on policy guidance, yields the following model. 
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The BOJ’s balance sheet path is more difficult to project because Japan is now fixing the 10-year 

JGB interest rate and adjusting the balance sheet accordingly.  We have developed a projection 

but with less confidence than our estimates for the Fed and the ECB.  We are also assuming 

mostly steady exchange rates.  This model shows that the rise in the S&P 500 can be explained 

by the combined effects of balance sheet expansion from the Federal Reserve, the BOJ and the 

ECB.  It also suggests the upside is likely limited because the ECB will begin tapering next year 

and is projected to stop expanding its balance sheet by the end of Q3 2018.   

 

Thus, one possibility is that continued balance sheet expansion by the BOJ and ECB has 

supported equities, offsetting the lack of Federal Reserve expansion.  If this is the case, then 

ECB tapering and the end of its expansion and the uncertainty surrounding BOJ expansion may 

become significant headwinds next year.  However, as noted above, we believe QE was mostly a 

confidence booster; there is little evidence it had much of an impact on the economy.  At present, 

tax cuts and deregulation have lifted investor sentiment and supported higher equity prices.  

However, we will be watching to see whether the slow end of unconventional monetary policy 

abroad has an impact on equities next year.   

   

 
 

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 12/13/2017 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 12/13/2017 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), 



 

 

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

www.confluenceinvestment.com 

14 

 

P/E Update 
 

December 14, 2017 
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P/E as of 12/13/2017 = 20.6x

 
 

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. 


