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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 19, 2022—9:30 AM EST] Global equity markets are mixed this morning.  

In Europe, the Euro Stoxx 50 is up 0.4% from its prior close. In Asia, the MSCI Asia Apex 50 

Index closed relatively unchanged. Chinese markets were lower, with the Shanghai Composite 

down 1.9% and the Shenzhen Composite closing down 1.8%. U.S. equity index futures are 

signaling a higher open. 

 

The Confluence macro team publishes a plethora of research reports and multimedia offerings on 

a weekly and quarterly basis, all available on our website. We highlight recent publications 

below, with new items of the day emphasized in bold:  
 

• Bi-Weekly Geopolitical Report (12/12/2022) (associated podcast will be published later 

today) “The 2023 Geopolitical Outlook” 

• Weekly Energy Update (12/15/2022): In this week’s report, we discuss President Xi’s 

visit to Saudi Arabia and mention the news on nuclear fusion.   

• Asset Allocation Quarterly – Q4 2022 (10/18/2022): Discussion of our asset allocation 

process, Q4 2022 portfolio changes, and our outlook for the markets. 

• Asset Allocation Bi-Weekly (12/05/2022) (with associated podcast): “Forecasting 

Financial Stress.” The next AABW report will be published on January 16, 2023.   

• Asset Allocation Q4 2022 Rebalance Presentation (11/14/2022): Video presentation 

featuring the Asset Allocation Committee as they review our asset allocation strategies, 

recent portfolio changes, and the current macro environment. 

• Confluence of Ideas podcast (12/01/2022): “The November Business Cycle Report” 

 

Our Comment today opens with a review of Japan’s new defense strategy, which was released at 

the end of last week, and illustrates how Japan intends to become a much more powerful military 

force and a more potent ally as the U.S.-China geopolitical rivalry worsens.  We next review a 

wide range of other international and U.S. developments with the potential to affect the financial 

markets today, including new developments in the massive COVID-19 surge in China and the 

wave of pre-Christmas strikes sweeping across the U.K. 

 

Japan:  In its updated military strategy, the Japanese government stated that China has now 

become its main security challenge and that meeting that challenge will require the country to 

double its defense spending to 2% of gross domestic product by 2027.  Based on current GDP, 

this would bring Japan’s annual military budget to around $80 billion, putting Japan third in the 
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world behind the U.S. and China.  Importantly, the new strategy says that much of that spending 

will be on “counter-strike” missiles that could be used to attack military bases outside of Japan. 

• The new military strategy shows how Japan has woken up to the threat it faces from 

China, Russia, and North Korea.  The commitment to boosting its defense capability also 

illustrates how Japan will be a critical ally in the evolving U.S.-led geopolitical bloc as it 

seeks to defend itself from the aggressiveness of the evolving China-led bloc. 

• Pacifists have complained that the counter-strike missile capability may violate Japan’s 

exclusively defense-oriented posture under the Constitution’s war-renouncing Article 9. 

However, the government has long viewed the capability as constitutional so long as 

three conditions for the use of force are met: 

o An armed attack has occurred or is imminent; 

o There is no other way to halt an attack; and 

o The use of force is limited to the minimum necessary. 

• The planned increase in Japan’s defense budget also illustrates the big increases in 

military spending that we expect to see across the globe in the coming years.  In our 

view, those increases will create enticing investment opportunities in the traditional 

defense industry, software and cybersecurity, and other related industries, especially in 

the U.S. 

o Japan’s new counter-strike capabilities will ultimately be achieved by extending 

the range of its homegrown Type 12 stand-off missile. 

o However, in the first five years or so until that modification can be made, Japan 

will be buying hundreds of U.S.-made Tomahawk missiles. 

 

Russia-Ukraine War:  Although fighting continues along the entire front from northeastern to 

southern Ukraine, the bulk of the violence remains centered on the eastern city of Bakhmut, 

which Russian mercenaries have been trying to capture for months.  Meanwhile, Russian 

President Putin will visit Belarus today to confer with its president, probably in part to signal that 

Belarus could enter the war in support of Russia and pin down significant numbers of Ukrainian 

troops in the northwest as a precaution.  Separately, a missile attack on the Russian region of 

Belgorod suggests the Ukrainians continue to get bolder about bringing the war home to Russia, 

although the Ukrainian officials, as usual, have not taken credit for the attack.  Finally, Ukrainian 

officials say that Russia has procured another batch of Iranian drones for use in its continuing 

campaign to destroy Ukraine’s energy infrastructure and freeze the Ukrainians into surrender. 

• Contrary to what some observers think, new reporting indicates that the Russian defense 

industry remains capable of producing at least basic, relatively low-tech artillery shells 

and missiles despite Western sanctions.  The problem for the Russians is that they are 

firing those shells and missiles much faster than they can produce them. 

o For example, the analyses show that in June, the Russians were firing 60,000 

shells and missiles per day.  The rate has recently fallen to about 20,000 per day, 

but that’s still far more than Russian industry can replace.  An analysis by the 

Jamestown Foundation indicates that the Russian military has fired so many 
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shells and rockets since it invaded in late February that it would cost roughly 

$92.74 billion to replace the entire range of munitions that have been used. 

o As a result, the U.S. Defense Department believes that, in early 2023, Russia will 

need to begin using old, less reliable shells and missiles that were stockpiled 

decades ago. 

• In a separate issue, Israeli defense officials warned that Iran isn’t just providing drones 

and missiles to Russia for the war, but, in return, it is asking Russia to provide it with 

ships to build up its navy.  The Iranian navy is reportedly keen to increase its operations 

in waters as distant as the Indian, Pacific, and Atlantic oceans. 

o Iran had previously been hoping to acquire Chinese-made combat ships, but 

Beijing has proven reluctant to share its military technology. 

o Russia’s reliance on Iranian drones and missiles suggest it could be more 

amenable to helping Iran acquire ships and related equipment. 

 

European Union-Qatar:  As EU officials continue to investigate an apparent Qatari effort to 

buy influence in the European Parliament, Qatari officials warned that the investigation would 

endanger negotiations for Qatar to help replace some of Russia’s energy supplies to Europe. 

• Since Russia’s invasion of Ukraine, Qatar has emerged as one of Europe’s best hopes for 

weaning itself off Russian natural gas. Germany, France, Belgium, and Italy have been in 

talks with Qatar to buy LNG on a long-term basis. 

• If Qatar acts on its threat to ratchet back energy supplies to the EU, even as supplies from 

Russia remain largely cut off, it could undermine the recent improvement in sentiment 

about EU economic prospects and have a negative impact on European stocks. 

• On a closely related note, EU energy ministers today are expected to agree on a price cap 

of €188/MWh for natural gas in an attempt to stabilize and push down energy prices for 

consumers.  However, some large EU countries are still pushing back on the idea out of 

fears that the price cap could remove the incentive to economize on use and send some 

gas shipments abroad. 

 

United Kingdom:  Prime Minister Sunak is convening a cabinet meeting today to develop a plan 

for dealing with the massive wave of pre-Christmas strikes rolling across the country.  Nurses, 

ambulance drivers, customs and immigration staff, postal staff, and rail workers will all walk out 

in the coming days, leaving the government with a growing logistical and political headache. 

• Public support for the strikes remains relatively strong, prompting many even in Sunak’s 

own Conservative Party to urge him to sign off on pay raises, particularly for nurses. 

• Of course, doing so would further worsen the government’s finances.  In any case, the 

strikes could also weigh on the British economy and stock market, on top of the recent 

energy crisis. 

 

China:  As expected, the country’s recent abandonment of its Zero-COVID policies has left the 

disease running rampant in major cities, causing widespread business disruption as staffing 
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shortages threaten to close down factory production lines and transportation workers fall ill.  

Companies have reportedly been left with no direction on how to handle the sudden surge in 

cases, after they had formerly been operating under strict guidelines handed down by local 

governments.  As we have previously predicted, the disruptions are likely to weigh on the 

Chinese and global economies in the coming months until the new “exit wave” runs its course. 

 

China-Australia:  China’s foreign ministry has invited Australian Foreign Minister Penny 

Wong to attend a renewed Australia-China Foreign and Strategic Dialogue this week, restarting a 

series that has been on ice since 2018 because of worsening geopolitical tensions between the 

countries. Just as concerns about China’s economic growth likely played a major role in its 

abandonment of its Zero-COVID policies, those same concerns appear to be driving China to 

improve relations with several countries in the evolving U.S.-led geopolitical bloc. 

 

U.S. Energy Policy:  New data suggests that this year’s emergency releases from the U.S. 

Strategic Petroleum Reserve have left the federal government about $4 billion ahead.  With the 

sales set to end this month, Washington has sold 180 million barrels of crude at an average of 

$96.25 a piece, well above the recent market price of $74.29.  Unfortunately, that paper gain may 

not materialize if prices rebound ahead of any efforts to replenish the reserves. 

 

U.S. Economic Performance:  In a new poll by the Wall Street Journal, a majority of 

respondents said that they expect the U.S. economy to be worse in 2023 than it was this year, 

despite the recent cooling in inflation.  The finding is consistent with our view that a recession is 

likely to begin in the first half of 2023.  Of course, the pessimism could also become self-

fulfilling if it means consumers pull back on spending to build a financial cushion for tough 

times ahead. 

 

U.S. Economic Releases  

No major U.S. economic reports have been released so far today.  The table below lists the 

economic releases and/or Federal Reserve events scheduled for the rest of the day. 

 

 
 

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 

EST Indicator Expected Prior Rating

10:00 NAHB Housing Market Index m/m Dec P 34.0 33.0 **

Federal Reserve

No Fed speakers or events for the rest of today

Economic Releases
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closely for possible complications, and green indicates neutral conditions. We will add a 

paragraph below if any development merits further explanation. 
 

 
 

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. 
 

Fixed Income Today Prior Change Trend

3-mo Libor yield (bps) 475 474 1 Up

3-mo T-bill yield (bps) 416 418 -2 Up

TED spread (bps) 59 56 3 Widening

U.S. Sibor/OIS spread (bps) 451 450 1 Up

U.S. Libor/OIS spread (bps) 453 452 1 Up

10-yr T-note (%) 3.55 3.49 0.06 Up

Euribor/OIS spread (bps) 205 206 -1 Neutral

Currencies Direction

Dollar Down Down

Euro Up Up

Yen Up Up

Pound Up Up

Franc Up Up    
 

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. 
 

Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

New Zealand Wespac Consumer Confidence m/m Q4 75.6 87.6 * Equity bearish, bond bullish

EUROPE

Germany IFO Business Climate m/m Dec 88.6 86.3 86.4 *** Equity bullish, bond bearish

IFO Current Assessment m/m Dec 94.4 93.1 93.2 ** Equity bullish, bond bearish

IFO Expectations m/m Dec 83.2 80.0 80.2 ** Equity bullish, bond bearish

Switzerland Domestic Sight Deposits CHF w/w 16-Dec 510.2b 510.8b * Equity and bond neutral

Total Sight Deposits CHF w/w 16-Dec 542.9b 542.3b * Equity and bond neutral

AMERICAS

Canada Industrial Product Price m/m Nov -0.4% 2.4% ** Equity bullish, bond bearish

Raw Material Prices m/m Nov -0.8% 1.3% * Equity bullish, bond bearish
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Weather 

The 6-10 and 8-14 day forecasts show warmer-than-normal temperatures for the western half of 

the country, with cool-to-normal temperatures throughout the rest of the country.  Wet conditions 

are expected to spread from the Northern Pacific throughout most of the country, with dry 

conditions remaining in the Southwestern states.

Price Prior Change Explanation

Brent $79.73 $79.04 0.87%

WTI $74.92 $74.29 0.85%

Natural Gas $6.10 $6.60 -7.59% Optimism regarding European Gas Price Cap Agreement

Crack Spread $29.30 $29.27 0.09%

12-mo strip crack $27.70 $27.56 0.52%

Ethanol rack $2.34 $2.35 -0.25%

Metals

Gold $1,792.86 $1,793.08 -0.01%

Silver $23.18 $23.22 -0.18%

Copper contract $379.95 $376.15 1.01%

Grains

Corn contract $649.75 $653.00 -0.50%

Wheat contract $756.25 $753.50 0.36%

Soybeans contract $1,477.25 $1,483.75 -0.44%

Shipping

Baltic Dry Freight 1,560            1,528            32

Energy Markets
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Data Section 
 

U.S. Equity Markets – (as of 12/16/2022 close) 
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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. 

These charts represent the new sectors following the 2018 sector reconfiguration.  
 

Asset Class Performance – (as of 12/16/2022 close) 
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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), 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), Value (S&P 500 Value), Growth 

(S&P 500 Growth). 

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. 
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P/E Update 

 

December 15, 2022 
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P/E as of 12/14/2022 = 19.2x

 
 

Based on our methodology,1 the current P/E is 19.2x, up 0.1x from our last report.  Higher equity 

values led to the rise in the multiple. 
 

 

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. 

 
1 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 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 long-term dataset for P/E ratios. 


