
 

 

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

www.confluenceinvestment.com 

 1 

 

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 18, 2018—9:30 AM EST]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is unchanged from the last close.  In Asia, the MSCI Asia Apex 50 

was down 0.8% from the prior close.  Chinese markets were lower, with the Shanghai composite 

down 0.8% and the Shenzhen index also down 0.8%.  U.S. equity index futures are signaling a 

higher 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. 

 

U.S. equity futures are lifting this morning after another hard decline yesterday.  Oil prices are 

falling, with WTI trading under $50 per barrel.  Here are the details: 

 

Equities (again!): We are seeing a bit of a bounce this morning but there are no guarantees it 

will hold.  The pattern for the past six weeks has been that rallies have mostly failed; investors 

appear to be using every rally to reduce equity exposure.  As we showed in yesterday’s 

comment, retail investors have been rapidly building cash levels.  We see two immediate 

worries—a policy error by the FOMC and a trade war.  Although the first worry is legitimate, it 

does appear the FOMC is aware of its situation and is likely to signal a pause in its policy path 

after a rate hike tomorrow.  There has been much focus recently on the balance sheet reduction.  

Our position has been that the primary impact of the balance sheet expansion was psychological.  

It signaled that the central bank was not out of policy tools even at the zero bound of interest 

rates.  But, most of the expanded balance sheet went to banks in the form of excess reserves.  

Withdrawing those reserves shouldn’t have much actual impact.  Still, if the FOMC signals any 

slowing of the balance sheet contraction, it would be taken as a bullish signal.  

 

The second issue is a serious concern as well.  The trade war with China is a symptom of the 

much larger trend of deglobalization.  To a great extent, the rise of populism is a visceral 

reaction against global integration in all its forms, including trade, immigration and social 

relations.  Although understandable, the problem is that globalization was a key component of 

inflation suppression.  If the world moves away from economic integration, inefficiency will rise 

and inflation will as well.  Rising inflation may be a cost that the majority of citizens in the West 

are willing to pay for regaining control over their lives but, over time, the cost will prove to be 

substantial. 

 

 

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
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However, in the short run, we expect a truce of sorts on deglobalization.  President Trump would 

likely prefer reelection (presidents rarely turn down the chance for a second term), so making 

peace with China for the next year makes sense.   

 

Given the degree of weakness seen in equities, we would expect a recovery in the next few 

weeks.  As the money market chart from yesterday showed, the lift could be rather robust if 

sentiment shifts.  Overall, the U.S. economy is doing fine; we look for slower growth in 2019 but 

no recession appears likely.  The world economy is sluggish and that issue probably remains next 

year. 

 

China: China is celebrating its 40th anniversary of market reforms started by Deng.  In a speech1 

at the meeting, Xi pressed the centrality of the Communist Party of China (CPC), giving no 

indication of any relaxation of policy to expand market reforms.  The CPC under Xi will 

maintain control even as the economy slows; reports suggest the growth target for 2019 will be 

between 6.0% and 6.5%, down from the current target for this year of “around 6.5%.”  There was 

hope Xi would unveil economic stimulus.  It wasn’t mentioned in the speech, suggesting China 

won’t take steps to boost the economy over current measures. 

 

Crude oil: Oil prices have come under further pressure.  We suspect three issues are weighing 

on prices.  First, U.S. oil production continues to rise. 

 

 
 

U.S. oil production is now up to 11.6 mbpd.  Although the recent drop in oil prices will 

eventually lead to reduced output, the process will take a while.  In recent years, there is about a 

10-month lag between price changes and changes in production.  Thus, the recent drop in prices 

will tend to affect production in the summer of 2019.  Second, worries about demand are 

                                                 
1 https://www.cnbc.com/2018/12/18/amid-trade-war-xi-jinping-says-china-must-stay-the-course-on-reform.html  

https://www.cnbc.com/2018/12/18/amid-trade-war-xi-jinping-says-china-must-stay-the-course-on-reform.html
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surfacing due to weakness in the global economy.2  China’s lack of new stimulus, noted above, 

adds to this concern.  Third, oil is considered a risk asset; as equities decline, oil prices have been 

similarly affected. 

 

On the other hand, the U.S. isn’t the only producer in the world.  OPEC is cutting output and 

Russia has indicated it will reduce output, too.3  Global growth is a worry but if the U.S. avoids 

recession, as we expect, then demand should not fall precipitously.  Finally, oil prices should 

participate if risk assets rally.  Based on inventories and the dollar, oil prices should be in the 

mid-$50s at a minimum.  Therefore, we view the drop in oil prices as overdone and a recovery in 

the coming weeks is likely.   

 

U.S. Economic Releases 

 

November housing starts came in above expectations at 1.256 mm units compared to the forecast 

of 1.228 mm units.  The prior report was revised downward from 1.228 mm to 1.217 mm.  

Permits were above forecast at an annual rate of 1.328 mm units compared to the forecast of 

1.260 mm units.  The prior report was revised upward from 1.263 mm to 1.265 mm.  

 

 
 

The chart above shows the level of starts for both multi-family and single-family starts.  Single-

family housing starts fell 13.1% from the prior year, while multi-family homes rose 21.7%.  

Housing starts rose 33.3% in the Northeast and 1.3% in the South, while housing starts fell 

12.4% in the Midwest and 18.4% in the West. 

 

There are no economic releases or Fed events scheduled for the rest of the day. 

                                                 
2 https://www.ft.com/content/85ad16fe-0284-11e9-99df-6183d3002ee1  
3 https://finance.yahoo.com/news/russia-signals-oil-output-decline-2019-10-years-084212503.html  

https://www.ft.com/content/85ad16fe-0284-11e9-99df-6183d3002ee1
https://finance.yahoo.com/news/russia-signals-oil-output-decline-2019-10-years-084212503.html
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Foreign Economic News 
 

We monitor numerous global economic indicators on a continuous basis.  The most significant 

international news that was released overnight is outlined below.  Not all releases are equally 

significant, thus we have created a star rating to convey to our readers the importance of the 

various indicators.  The rating column below is a three-star scale of importance, with one star 

being the least important and three stars being the most important.  We note that these ratings do 

change over time as economic circumstances change.  Additionally, for ease of reading, we have 

also color-coded the market impact section, which indicates the effect on the foreign market.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 

following closely for possible complications and green indicates neutral conditions.  We will add 

a paragraph below if any development merits further explanation.  
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Australia ANZ Roy Morgan Weekly Consumption m/m dec 117.8 117.7 ** Equity and bond neutral

New Zealand ANZ Business Confidence m/m dec -24.1 -37.1 ** Equity and bond neutral

ANZ Activity Outlook m/m dec 13.6 7.6 ** Equity bullish, bond bearish

Non Resident Bond Holdings m/m nov 56.2% 57.1% ** Equity and bond neutral

EUROPE

Germany IFO Business Climate m/m dec 101.0 102.0 101.7 ** Equity and bond neutral

IFO Expectations m/m dec 97.3 98.7 98.4 ** Equity and bond neutral

IFO Current Assessment m/m dec 104.7 105.4 105.0 ** Equity and bond neutral

Russia PPI y/y nov 2.4% 3.3% 1.0% ** Equity bullish, bond bearish

AMERICAS

Mexico Formal Job Creation Total m/m nov 101.7k 163.7k ** Equity and bond neutral

Canada Internation Securities Transactions m/m oct 3.98 bn 7.70 bn ** Equity and bond neutral

Existing Homes Sales m/m oct -2.3% -1.6% ** Equity bearish, bond bullish

Bloomberg Nanos Confidence m/m nov 54.1 53.8 ** Equity bullish, bond bearish

Brazil Economic Activity m/m oct 3.0% 0.7% 2.4% ** Equity bullish, bond bearish  
 

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) 234 235 -1 Neutral

TED spread (bps) 46 44 2 Neutral

U.S. Libor/OIS spread (bps) 238 238 0 Up

10-yr T-note (%) 2.83 2.86 -0.03 Neutral

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

EUR/USD 3-mo swap (bps) 6 6 0 Down

Currencies Direction

dollar down Neutral

euro up Up

yen up Neutral

pound up Neutral

franc up 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 $58.03 $59.61 -2.65% Possible Oil Glut

WTI $48.38 $49.88 -3.01%  

Natural Gas $3.64 $3.53 3.03%  

Crack Spread $15.19 $15.19 0.06%

12-mo strip crack $17.10 $17.07 0.17%

Ethanol rack $1.42 $1.42 -0.19%

Gold $1,248.64 $1,245.85 0.22%  

Silver $14.65 $14.66 -0.08%

Copper contract $271.15 $275.45 -1.56%

Corn contract 383.75$       384.00$       -0.07%

Wheat contract 532.25$       535.25$       -0.56%

Soybeans contract 920.50$       918.00$       0.27%

Baltic Dry Freight 1406 1401 5

Actual Expected Difference

Crude (mb) -3.3

Gasoline (mb) 1.5

Distillates (mb) 0.3

Refinery run rates (%) -0.10%

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 12/17/2018 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 12/17/2018 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,4 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. 

                                                 
4 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. 


