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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 14, 2018—9:30 AM EST]  Global equity markets are lower this morning.  

The EuroStoxx 50 is down 0.8% from the last close.  In Asia, the MSCI Asia Apex 50 was down 

1.7% from the prior close.  Chinese markets were lower, with the Shanghai composite down 

1.5% and the Shenzhen index down 2.5%.  U.S. equity index futures are signaling a lower open. 

 

It’s a risk-off Friday; global equity markets are slumping, economic data from China and Europe 

looked weak and PM May got rebuffed by EU leaders.  As noted, equities are lower, the dollar is 

up and Treasury yields are down.  Here are the details: 

 

Global data: In China, retail sales hit a 15-year low as car sales1 are on track to have their first 

annual sales decline since the 1990s.2   

 

 
(Source: Capital Economics) 

 

Since the 2008 crisis, China has maintained growth by increasing infrastructure spending and 

increasing debt.  Policymakers are suggesting that similar actions are coming but the nagging 

fear is that we have reached the level where additional debt isn’t leading to stronger growth.   

                                                 
1 https://www.ft.com/content/8cd439fa-fd41-11e8-aebf-99e208d3e521  
2 https://www.ft.com/content/717636be-ff43-11e8-aebf-99e208d3e521?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
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Meanwhile, in Europe, the flash PMI data was soft as the Eurozone manufacturing index dipped 

to 51.4, a 31-month low.  Services also came in at 51.4, well below the forecast.  Much of the 

weakness came from France, where protests led the composite index (combination of 

manufacturing and services) to fall to 49.3, below the expansion line of 50.   

 

In some respects, today’s data is simply part of a trend that has been in place for over a year. 

 

 
 

Sentix is a German economic research group that conducts surveys of economic sentiment.  As 

the chart above shows, sentiment has been coming under pressure since peaking in January.  

Governments are aware of this weakness and have been increasing fiscal spending.  Although we 

don’t expect a recession in the U.S. next year, global growth remains soft and the disparity 

between the U.S. and the rest of the world has supported a stronger dollar. 

 

Brexit: PM May went to Brussels looking for help.  As expected, she received nothing.3  The 

most common complaint from EU ministers is that May didn’t know what she wanted.  This 

sentiment is probably not completely accurate—she wants the EU to give concessions to appease 

MPs that the EU simply isn’t prepared to offer.  The lack of progress sent the GBP lower this 

morning, although it should be noted that the dollar is higher across the board.  Thus, this issue 

may not be all that important to the movement of the currency.   

 

To reiterate, the majority of MPs do not want a hard Brexit, which would be a sudden ending of 

relations on March 31 that would sever EU trade relations with the U.K.  At the same time, the 

negotiated deal May has created will not pass Parliament.  Absent a referendum, it isn’t clear 

what the path forward is, although we do note that a hard Brexit is on the calendar if nothing else 

happens.  It is possible May simply can’t make a deal to avoid a hard Brexit but it isn’t obvious 

if anyone else can, either.  Labour’s Corbyn would like elections but he didn’t have the courage 

to call for a full no-confidence vote, which would have likely brought down the government.  

                                                 
3 https://www.ft.com/content/5a649ddc-ff0a-11e8-ac00-
57a2a826423e?emailId=5c1335f7189c4b0004f8cb1a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  

https://www.ft.com/content/5a649ddc-ff0a-11e8-ac00-57a2a826423e?emailId=5c1335f7189c4b0004f8cb1a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/5a649ddc-ff0a-11e8-ac00-57a2a826423e?emailId=5c1335f7189c4b0004f8cb1a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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Corbyn’s reluctance to trigger a confidence measure suggests he doesn’t have any better ideas on 

how to move forward. 

 

Our working assumption is that a hard Brexit is unlikely because no party really wants that 

outcome.  However, each day that passes without progress increases the odds of that result 

because it is the only outcome determined by the calendar alone.  If nothing happens by the end 

of March, the U.K. leaves on WTO rules.  We still expect another referendum but that could 

require May to step down since she continues to argue that it’s her deal or nothing, which isn’t 

quite true.  However, the strong Brexiteer fantasy that a better deal can be negotiated simply isn’t 

going to happen.  So, we are looking at either (a) a new referendum that keeps the U.K. in the 

EU, (b) May’s deal, or (c) a hard Brexit.  The middle choice looks unlikely so it is either a new 

vote or hard out.  And, by the way, a referendum may simply lead to the same outcome as the 

first.  In the end, we will probably need to approach the deadline in order to focus all parties into 

actually doing something.  However, waiting increases the chances of a “sleepwalk” into 

disaster.   

 

Senate rebuffs Saudi Arabia: The Senate4 voted to withdraw American support for the Saudi-

led war in Yemen.  The vote is mostly symbolic since it won’t pass in the House.  But, it is a 

rejection of the administration’s policy and a rare legislative defeat for the White House.  In our 

view, the U.S. can’t sever relations with Saudi Arabia without risking a wider breakdown in the 

Middle East.  At the same time, guiding the kingdom to find a new crown prince should be 

supported. 

 

Stress monitor: With concerns rising in the financial system, it should be noted that the stress 

indices are holding on rather well. 
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4 https://www.reuters.com/article/us-usa-saudi-yemen/u-s-senate-hands-trump-historic-rebuke-on-saudi-arabia-
idUSKBN1OC2S3  

https://www.reuters.com/article/us-usa-saudi-yemen/u-s-senate-hands-trump-historic-rebuke-on-saudi-arabia-idUSKBN1OC2S3
https://www.reuters.com/article/us-usa-saudi-yemen/u-s-senate-hands-trump-historic-rebuke-on-saudi-arabia-idUSKBN1OC2S3
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We mostly rely on the Chicago FRB number because it has a much longer history, but we 

monitor the St. Louis report as well.  The latter has ticked higher recently but we usually don’t 

worry about stress until we see readings above zero.   

 

Slowdown in Q4: The Atlanta FRB GDPNow reading is down to 2.4% for Q4. 

 

 
 

Here are the estimated contributions to growth. 
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The data projections show that consumption is generally holding its own but combined 

investment is expected to add a mere 28 bps to growth in Q4 compared to 252 bps in Q3.  Net 

exports is expected to be a drag on growth but much less than the 191 bps decline seen in Q3.  

Finally, government is expected to add 30 bps to growth compared to 44 bps in Q3.  Overall, the 

sluggishness projected should support a Fed pause if the central bank is so inclined.   

 

U.S. Economic Releases 

 

Advance retail sales came in above expectations, rising 0.2% from the prior month compared to 

the forecast of 0.1%.  The prior month’s gain of 0.8% was revised to 1.1%.  Retail sales ex-auto 

came in line with expectations, rising 0.2% from the prior month.  The prior month’s report was 

revised from 0.7% to 1.0%.  Retail sales ex-auto and gasoline came in above expectations, rising 

0.5% from the prior month compared to the forecast rise of 0.4%. The prior month’s report was 

revised from 0.3% to 0.7%.  The retail sales control group came in above expectations, rising 

0.9% from the prior month compared to the forecast of 0.4%.  The prior month’s report was 

revised from 0.3% to 0.7%. 

 

 
  

The chart above shows the year-over-year change in retail sales and core retail sales.  Annually, 

retail sales and core retail sales rose 4.5% and 4.2%, respectively.  Overall, the retail sales data 

was strong and will likely lead to a higher consumption estimate in the aforementioned GDPNow 

report. 

 

Industrial production from November came in stronger than forecast, rising 0.6% compared to 

the forecast rise of 0.3%.  Capacity utilization was 78.5%, which is below the 78.6% expected.  
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The chart above shows the Industrial Production Index.  The current reading is 109.4, the highest 

on record. 

 

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

 

EDT Indicator Expected Prior Rating

9:45 Markit Manufacturing PMI m/m sep 54.7 ***

9:45 Markit Services PMI m/m sep 55.0 55.3 **

9:45 Markit Composite PMI m/m sep 54.6 54.7 **

10:00 Business Inventories m/m sep 0.3% 0.6% **

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

China Retails Sales m/m nov 9.1% 9.2% 9.1% ** Equity and bond neutral

Industrial Production m/m nov 6.3% 6.4% 6.4% *** Equity and bond neutral

Fixed Asset ex Rural m/m nov 5.9% 5.7% 5.8% ** Equity bullish, bond bearish

Japan Tankan Large Mfg Index m/m 4q 19 19 18 ** Equity and bond neutral

Tankan Large Mfg Outlook m/m 4q 15 19 17 ** Equity and bond neutral

Tankan Large Non-Mfg Index m/m 4q 20 22 20 ** Equity and bond neutral

Nikkei Japan PMI m/m dec 52.2 52.4 ** Equity and bond neutral

Industrial Production m/m oct 4.2% 4.2% *** Equity and bond neutral

India Wholesale Prices y/y nov 4.6% 5.3% 4.6% ** Equity and bond neutral

New Zealand REINZ House Sales m/m nov 2.6% 15.5% ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Manufacturing m/m dec 51.4 51.8 51.8 ** Equity bearish, bond bullish

Markit Eurozone Services m/m dec 51.4 53.4 53.4 ** Equity bearish, bond bullish

Markit Eurozone Composite m/m dec 51.3 52.7 52.8 ** Equity bearish, bond bullish

Labour Costs q/q 3q 2.5% 2.2% ** Equity and bond neutral

Germany Wholesale Prices Index m/m nov 3.5% 4.0% *** Equity and bond neutral

Markit/BME Germany Manufacturing m/m dec 51.5 51.8 51.7 ** Equity and bond neutral

Markit Germany Services m/m dec 49.6 53.3 54.8 ** Equity and bond neutral

Markit/BME Germany Composite m/m dec 52.2 52.3 52.4 ** Equity and bond neutral

France Markit France Manufacturing m/m dec 49.7 50.8 50.7 ** Equity bearish, bond bearish

Markit France Services m/m dec 49.6 55.1 54.8 ** Equity bearish, bond bearish

Markit France Composite m/m dec 49.3 54.2 54.0 * Equity bearish, bond bearish

Italy Industry Sales m/m oct -0.5% 0.0% ** Equity and bond neutral

Industry Orders m/m oct -0.3% -2.9% *** Equity and bond neutral

AMERICAS

Mexico Industrial Production y/y oct 1.0% 1.8% 1.8% *** Equity bearish, bond bullish

Manufacturing Production y/y oct 2.5% 2.4% 2.5% *** Equity and bond neutral

Brazil Retail Sales y/y oct 1.9% 0.1% 2.5% ** Equity bearish, bond bullish

Canada Teranet/National Bank HPI y/y y/y 3.1% 2.8% ** Equity and bond neutral

Capacity utilization q/q 3q 82.6% 85.5% 86.0% ** 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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 278 278 0 Up

3-mo T-bill yield (bps) 237 238 -1 Neutral

TED spread (bps) 41 40 1 Neutral

U.S. Libor/OIS spread (bps) 240 239 1 Up

10-yr T-note (%) 2.90 2.91 -0.01 Neutral

Euribor/OIS spread (bps) -31 -31 0 Neutral

EUR/USD 3-mo swap (bps) 9 12 -3 Down

Currencies Direction

dollar down Neutral

euro up Up

yen down Neutral

pound up Neutral

franc down Neutral

Central Bank Action Current Prior Expected

Russia Key Rate 7.750% 7.750% 7.750% 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 $61.12 $61.45 -0.54%

WTI $52.31 $52.58 -0.51%  

Natural Gas $3.93 $4.12 -4.66%  

Crack Spread $14.65 $15.08 -2.86%

12-mo strip crack $16.94 $17.29 -2.05%

Ethanol rack $1.42 $1.42 0.06%

Gold $1,238.33 $1,241.99 -0.29%  

Silver $14.59 $14.75 -1.07%

Copper contract $273.70 $276.70 -1.08%

Corn contract 385.75$       384.25$       0.39%

Wheat contract 533.00$       536.00$       -0.56%

Soybeans contract 918.25$       920.50$       -0.24%

Baltic Dry Freight 1365 1353 12

Actual Expected Difference

Crude (mb) -1.2 -3.5 2.3

Gasoline (mb) 2.1 2.0 0.1

Distillates (mb) -1.5 1.6 -3.1

Refinery run rates (%) -0.40% 0.30% -0.7%

Natural gas (bcf) -77.0 -81.0 4.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer temps for most of the country.  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 14, 2018 
 

Equity markets have come under pressure this autumn.  The weakness has gained momentum in 

recent weeks. 
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This chart shows the yearly change in the S&P 500 Index on a monthly average basis.  We have 

added recession shading; in general, recessions tend to trigger bear market declines of 20% or 

more.  In fact, every decline of this magnitude has been associated with a downturn in the 

business cycle since the 1987 Crash.  

 

There have been two sources of recent weakness.  The first is fear that the Federal Reserve will 

make a policy error and trigger a recession.  These fears are not unfounded.  Since the mid-1950s 

there have been 13 tightening cycles; only four have resulted in a “soft landing,” a cycle that 

didn’t trigger a recession. 
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This chart shows the path of fed funds since 1955, shortly after the central bank became 

independent of the Treasury.  We have placed arrows where tightening cycles didn’t bring a 

downturn.  As the chart shows, it’s rare for the Fed to avoid a downturn.  It should be noted that 

the second arrow coincided with the Nixon price and wage freeze; Chair Burns likely lowered 

fed funds in response to the price freeze.  Thus, we can make the case that there were only three 

soft landings that were independently engineered by the Fed. 

 

The second concern is over trade policy.  The administration’s trade policy threatens to disrupt 

supply chains tied to China which could lead to shortage and higher prices for various goods.  

The impact of this outcome is very difficult to estimate; we haven’t had an aggressive policy of 

trade impediments since the 1920s.  At the same time, it should be noted that trade frictions are 

partly a negotiating stance.  These issues can be adjusted given the economic and political 

climate.  Since next year is the last full year before elections, we would not be surprised to see 

some moderation of the Trump administration’s stance on trade policy. 

 

If the FOMC does manage to bring a fifth soft landing and we see some moderation of trade 

policy, the equity market may be poised for a recovery.  Since the late 1990s, the ISM 

manufacturing index has been a reasonably good indicator of the S&P 500. 
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This chart compares the yearly change in the S&P 500 Index monthly average against the ISM 

Manufacturing Index.  The equity index, relative to the perspective of U.S. manufacturing 

purchasing managers, should be up 22.1% from last year; that would put the index at 3259.27.  

Not only that, but the current reading is at levels consistent with recession.  This analysis 

suggests that if recession is avoided in 2019 then the equity market could be poised for a strong 

recovery.  Essentially, this model is saying there is a disconnect between the economy and 

equities.  These disconnects occur occasionally but the current one stands out as extreme.  

Therefore, there may be more risk to reducing equity exposure in the current turmoil. 

  

  

 

 
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 12/13/2018 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 12/13/2018 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 13, 2018 
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P/E as of 12/12/2018 = 17.4x

 
 

Based on our methodology,5 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. 

                                                 
5 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. 


