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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 17, 2018—9:30 AM EST]  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 was up 

0.2% from the prior close.  Chinese markets were mixed, with the Shanghai composite up 0.2% 

and the Shenzhen index down 0.3%.  U.S. equity index futures are signaling a lower open. 

 

On Friday, December 14, we published our 2019 Outlook: Red Sky at Morning report.  If you 

missed it, you can find the report linked here or on our website. 

 

The big event this week is the FOMC meeting that ends on Wednesday.  Equity markets 

continue to face pressure.  Here are the details: 

 

FOMC preview: There is great anticipation for Wednesday’s meeting.  Financial markets are 

hoping for some indication that the Fed will pause after this hike and perhaps signal that it is 

closer to ending this tightening cycle.  We note this morning that a former Fed governor and a 

prominent hedge fund manager are begging calling for the U.S. central bank to not only stop 

raising rates but to end balance sheet reduction as well.1   

 

We do expect the FOMC will signal a potential pause by emphasizing its decisions are “data 

dependent” and will downplay forward guidance.  Of course, that will make explaining the dots 

chart difficult.  On that item, we would expect the FOMC to signal only two hikes next year. 

 

                                                 
1 https://www.wsj.com/articles/quantitative-tightening-not-now-11544991760 It is worth noting that Mr. Warsh’s 
policy stance used to be much more hawkish: https://www.cnbc.com/2017/10/03/kevin-warsh-would-take-a-
hammer-to-the-fed-but-he-wouldnt-break-it.html  

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.confluenceinvestment.com/wp-content/uploads/Q4_2018_2019_Outlook_Red_Sky.pdf
https://www.wsj.com/articles/quantitative-tightening-not-now-11544991760
https://www.cnbc.com/2017/10/03/kevin-warsh-would-take-a-hammer-to-the-fed-but-he-wouldnt-break-it.html
https://www.cnbc.com/2017/10/03/kevin-warsh-would-take-a-hammer-to-the-fed-but-he-wouldnt-break-it.html
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This chart shows fed funds against the implied three-month LIBOR rate from the two-year 

deferred contract in the Eurodollar futures market.  In general, the Fed has tended to end 

tightening cycles when the two rates invert.  We are assuming a 25 bps hike on Wednesday.  

This hike, coupled with a recent contraction in the implied rate, has led to a sharp narrowing of 

the spread.  This chart would still imply two more rate increases of 25 bps next year.  At the 

same time, it does indicate we are rapidly coming to the end of this tightening cycle.  It’s also 

interesting to note that Yellen paused when the spread reached this level in 2016. 
 

Next month we will have a new set of voting members for the FOMC. 
 

all 2018 2019

Powell 3 3 3

Clarida 3 3 3

Brainard 4 4 4

Bowman 3 3

Quarles 2 2 2

Goodfriend

Liang 3

Williams NY 2 2 2

Evans CHI 4 4

Bullard STL 5 5

George KC 1 1

Barkin RICH 2 2

Bostic ATL 3 3

Daly SF 4 4

Mester CLEV 2 2

Rosengren BOS 2 2

Kashkari MINN 5

Kaplan DAL 3

Harker PHI 3

3.00 2.78 2.90  
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This is from our analysis of the various members of the FOMC; we rate them 1-5, with 1 being 

most hawkish and 5 most dovish.  Governors are on top and always vote.  We assume the 

governors will be a bit more dovish next year with the addition of Bowman.  The average 

estimate for this year was 2.78 (anything < 3 leans hawkish); therefore, next year, we are looking 

for a modestly easier voting mix.  The mix of Bullard and George will likely be an offset and 

they will mostly cancel each other out.  Although Evans has traditionally been a dove, he has 

been calling for tighter policy recently to reduce financial speculation.  Thus, he may be more 

hawkish than we are characterizing him.  On the other hand, the flattening of the yield curve may 

have eased his concerns about excessive “froth” in the financial markets. 

 

Overall, we expect the FOMC to follow expectations—look for a hike with a mostly dovish 

statement and press conference.  If this doesn’t happen, we could see further weakness in the 

equity markets. 

 

Equity markets: The S&P 500 has dipped back into correction territory as liquidation continues.  

Friday’s weakness didn’t have any particular catalyst; it was sort of a “Seinfeld” market.2  There 

are rising worries about the economy and it is clear that international economies are coming 

under pressure.  But, none of this is new; what has clearly changed is investor sentiment. 
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The blue line on the chart shows the level of cash held in retail money market funds, while the 

red line shows the S&P 500 (weekly close).  The gray area shows the Great Recession; the 

orange areas show when retail money market funds fell below $920 bn.  In this bull market, we 

note that when money market funds have fallen below $920 bn, the equity markets have tended 

to stall.  It’s a bit like the equity markets ran out of liquidity and had to rebuild cash levels before 

making another advance.  In 2007, and now, we saw a similar increase in money market funds.  

There is clearly an increasing preference for liquidity which is, in part, coming out of equities.   

                                                 
2 https://www.youtube.com/watch?v=jUWiv5r_CZw  

https://www.youtube.com/watch?v=jUWiv5r_CZw
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It is important to note that money market funds exceeded $1.3 trillion in 2008 and equities, 

though under pressure, were not in a free fall.  From the peak to mid-summer, the S&P was off 

around 20%, a bear market but not a crash.  And, we were in recession.3  The real downdraft for 

equities occurred after the Lehman failure that exposed problems in the money market funds and 

in the derivative markets.   

 

So, what does this chart tell us?  First, the rapid accumulation of cash is important as it shows 

households are clearly worried about the future and want to hold more liquidity.  Second, in 

2007, when we saw a similar rise in liquidity, economic conditions were markedly worse.  The 

housing market was imploding from a wildly overleveraged level.  As the chart below shows, 

homeowners’ equity in their houses had fallen to 47% by the onset of the recession in Q4 2007; 

it is currently at 60%, which is essentially normal.  And, as we noted above, there was clear 

evidence that a recession was underway. 
 

 
 

It is important for investors to remember that the 2008 bear market was really a two-part event.  

The first was the 20% pullback driven by a “garden variety” recession; the second leg, which led 

to the full 40%+ decline, was a financial crisis.  It is not unreasonable to fear another financial 

crisis but the odds are not all that high.  Yes, there are areas of concern.  Private equity has 

become rather frothy, for example.  But, one of the major factors that led to the collapse in 2008 

was the undermining of the money market funds.  When important funds “broke the buck,” it led 

to panic.  Although one can never say that such an event isn’t possible again, these events are 

rare and we don’t think it is in the cards. 

 

                                                 
3 Although, to be fair, the recession issue was a raging debate at the time.  There were a number of economists 
who disputed the claim and in the August 2008 FOMC meeting transcripts policymakers were leaning toward 
starting rate hikes in the autumn, fearing they had overreacted to the problems in financial markets earlier in the 
year.  It should be noted, however, that most of our indicators were in recession territory; for example, the 
Chicago National Activity Index, even on a six-month average, signaled recession by January 2008 and the 
unemployment rate compared to its rate two years earlier had inverted by December 2007.   
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Third, if a recession is avoided, the level of money market funds suggests ample liquidity and the 

potential for a strong equity recovery.  Avoiding recession will take some luck and skill.  The 

Fed will need to engineer that rarest of outcomes, the “soft landing.”  Although one could argue 

that the Fed has made four soft landings in the past 60 years, in reality, it has only occurred twice 

as two of these events were due to exogenous factors.  One occurred when the Fed lowered rates 

during Nixon’s wage/price freeze and the other occurred when the Fed dropped rates in 1985 

when oil prices rolled over.  Still, if the Fed does become data dependent going forward, the odds 

of a soft landing improve.  The other issue is trade.  Recession odds increase if the administration 

maintains a hard line on trade with China.  Although we think that U.S. policy toward China is 

now hostile, we would not be shocked to see the administration go soft in 2019 to improve the 

odds of Trump’s reelection.   

 

So, this is where we are.  We are seeing a high degree of caution from investors, in part due to 

memories of 2007-09.  This fear is completely understandable.  However, it is important to note 

that conditions are quite different from that period and thus worries may be excessive.  If we 

avoid recession in 2019, a rally in the S&P into the 2950/3000 area is reasonable. 

 

Brexit: PM May is facing pressure to test different versions of Brexit in Parliament to see what 

will pass.4  These could include a hard Brexit and a second referendum.  May isn’t keen on the 

idea.  First, a version of Brexit that would be acceptable to the MPs probably won’t pass the EU.  

Second, another referendum is fraught with risk.  How the choices are listed on the ballot could 

swing the vote in unexpected ways.  May has staked her political future on either the deal she 

negotiated or chaos.  Thus, she is fighting against other deals.  In reality, her plan won’t pass 

Parliament and the MPs likely believe that the EU will blink if faced with the choice between 

another plan more acceptable to the U.K. or a hard Brexit.  That’s probably a mistake but this 

seems to be where we are heading…at least for today. 

 

U.S. Economic Releases 

 

Empire manufacturing came in well below expectations at 10.9 compared to the forecast of 20.0.  

This is the lowest reading since May 2017. 

 

                                                 
4 https://www.ft.com/content/8e240890-0119-11e9-99df-6183d3002ee1  

https://www.ft.com/content/8e240890-0119-11e9-99df-6183d3002ee1
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The chart above shows the six-month moving average of the Empire State Business Conditions 

Index.  Currently, the six-month moving average is 20.4. 

 

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

EDT Indicator Expected Prior Rating

10:00 NAHB Housing Index m/m dec 61 60 **

16:00 Total Net TIC Flows m/m oct -$29.1 bn **

16:00 Net Long-term TIC Flows m/m oct $30.8 bn **

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 New Home Prices m/m nov 1.0% 1.0% ** Equity and bond neutral

Japan Tokyo Condominium Sales m/m nov 2.8% 2.8% ** Equity and bond neutral

New Zealand Performance Services Index m/m nov 53.5 55.4 ** Equity and bond neutral

EUROPE

Eurozone Trade balance m/m ocy 12.500 bn 13.400 bn 14.000 bn ** Equity and bond neutral

CPI m/m nov 1.9% 2.0% 2.2% *** Equity bullish, bond bearish

Italy Trade balance m/m oct 3.784 bn 1.274 bn ** Equity bullish, bond bearish

Switzerland Total Sight Deposits CHF m/m dec 576.3 bn 576.4 bn ** Equity and bond neutral

Domestic Sight Deposits CHF m/m dec 471.6 bn 472.5 bn ** 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) 280 279 1 Up

3-mo T-bill yield (bps) 236 237 -1 Neutral

TED spread (bps) 44 42 2 Neutral

U.S. Libor/OIS spread (bps) 239 239 0 Up

10-yr T-note (%) 2.88 2.89 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) 7 10 -3 Down

Currencies Direction

dollar down Neutral

euro up Up

yen up Neutral

pound up Neutral

franc up 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. 
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Price Prior Change Explanation

Brent $61.15 $60.28 1.44%

WTI $51.84 $51.20 1.25%  

Natural Gas $3.65 $3.83 -4.60%  

Crack Spread $15.10 $15.03 0.45%

12-mo strip crack $17.20 $17.12 0.46%

Ethanol rack $1.42 $1.42 -0.11%

Gold $1,239.80 $1,239.02 0.06%  

Silver $14.61 $14.58 0.22%

Copper contract $273.75 $276.25 -0.90%

Corn contract 385.00$       384.75$       0.06%

Wheat contract 536.00$       530.00$       1.13%

Soybeans contract 917.00$       913.75$       0.36%

Baltic Dry Freight 1401 1365 36

Shipping

Energy Markets

Metals

Grains

 
 

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. 

 



 

 

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

www.confluenceinvestment.com 

 11 

-40

-20

0

20

40

-60 

-40 

-20 

0 

20 

40 

60 

2000 2002 2004 2006 2008 2010 2012 2014 2016 2018

DEVIATION Y/Y% CHG, S&P 500 FAIR VALUE

S&P/ISM MANUFACTURING MODEL

S
&

P
 Y

/Y
%

 C
H

G

S&P RICH

S&P CHEAP

D
E

V
IA

T
IO

N

Sources:  Haver Analytics, CIM  
 

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 12/14/2018 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 12/14/2018 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. 


