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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 6, 2018—9:30 AM EST]  Global equity markets are lower this morning.  

The EuroStoxx 50 is down 2.1% from the last close.  In Asia, the MSCI Asia Apex 50 was down 

2.3% from the prior close.  Chinese markets were lower, with the Shanghai composite down 

1.7% and the Shenzhen index down 2.2%.  U.S. equity index futures are signaling a lower open.   

 

It’s a major risk-off day so far.  The key issues are an arrest and its impact on trade and a 

difficult OPEC meeting.  Here are the details and other items we are watching: 

 

The arrest of Meng Wanzhou: Yesterday evening, Canadian1 officials announced they had 

apprehended2 the CFO of the Chinese telecom firm Huawei (002502, CNY 4.71), Meng 

Wanzhou, in Vancouver.  She is the daughter of Ren Zhengfei, the founder of the company, and 

one of the four chairpersons of the company.  The arrest is tied to an investigation that her 

company attempted to sell U.S.-made equipment to Iran, a violation of American sanctions on 

the Iranian regime.  There is suspicion that the company has violated U.S. trade controls on 

Cuba, Sudan and Syria as well.3  The U.S. is seeking and will likely get extradition of Meng.   

Western intelligence agencies have viewed Huawei as a security risk, fearing the company is a 

tool of the PRC to penetrate Western telecommunications networks.  U.S. telecom networks are 

banned from using Huawei equipment; Canada, the U.K., Australia and New Zealand have also 

placed restrictions on Huawei equipment.4 

 

This arrest is certainly justifiable.  Huawei appears to be a “bad actor,” acquiring U.S. 

technology and allegedly selling it to nations unfriendly to the U.S. after agreeing it wouldn’t do 

such things.5  However, as any law enforcement official will tell you, the decision to arrest is 

never automatic.  Just because someone is breaking the law doesn’t necessarily mean an arrest 

automatically follows.  Instead, the decision to arrest is just that—a decision.  We suspect the 

decision to arrest Meng was made at the highest levels of the U.S. government.  Although the 

arrest was certainly legitimate, the timing must also be seen as deliberate.   

 

Since Buenos Aires, both China and the U.S. have sent mixed messages on what was decided.  

Given that a joint statement wasn’t released, each side has issued its own statement and, as we 

                                                 
1 https://www.theglobeandmail.com/canada/article-canada-has-arrested-huaweis-global-chief-financial-officer-in/  
2 https://www.ft.com/content/10065056-f8e2-11e8-af46-2022a0b02a6c  
3 https://www.nytimes.com/2018/12/05/business/huawei-cfo-arrest-canada-
extradition.html?emc=edit_mbe_20181206&nl=morning-briefing-europe&nlid=567726720181206&te=1  
4 These nations comprise the “Five-Eyes” network of Western intelligence agencies. 
5 Op. cit., NYT article above 
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noted on Monday, they don’t line up all that closely.  The president added to confusion with a 

series of tweets where he called himself “tariff man,”6 suggesting the truce he negotiated with Xi 

wasn’t going to change things all that much.  The president has attempted to walk back some of 

those comments7 but financial markets are in “Missouri mode” and are saying “show me.”   

 

So, how will the arrest of such a high-profile Chinese executive affect trade negotiations?  It is 

possible that the White House thinks it can use Meng for leverage, promising to release her for 

concessions.  That is a very dangerous precedent; every Western executive in China would be 

put at risk.8  The most likely outcome is that the arrest will make negotiations difficult, if not 

impossible.  This outcome is clearly being reflected in the financial markets.   

 

A key issue we are wrestling with is the nature of the U.S./China relationship going forward.  

The two nations have had something of a symbiotic relationship for nearly three decades.  China 

has been willing to provide cheap goods produced by compliant labor, while America has 

provided investment, intellectual property and a steady source of consumption.  This has led to a 

flood of cheap goods into the U.S., which has kept prices low and contained labor costs.  The 

relationship allowed the Chinese economy to grow rapidly and has led to widening income 

inequality in the U.S.  We have been noting, for some time, that strains in this relationship have 

been developing.  For China, it has reached the economic moment where it has created too much 

industrial capacity and needs to reduce that excess capacity; if growth is going to continue, it 

needs to make major adjustments.  

 

Every nation that has reached this point struggles with it.  When European economies reached 

this point, they turned to imperialism and, sadly, mass industrialization war.  The U.S. dealt with 

this moment with the Great Depression.  When Japan and Germany made a second turn at this 

problem after WWII, Germany addressed it by moving up the value chain and 21st century 

imperialism, otherwise known as the Eurozone.  Japan has adjusted with three decades of 

economic stagnation.  Chinese leaders know where they are and are trying to adjust.  They are 

attempting to move up the value chain by “acquiring” American technology and through 

imperialism with the “one belt, one road” project.  In the meantime, they need trade with the U.S. 

to maintain growth.  Although trade policy is getting all the attention, the real issue is 

technology.  If China is forced to develop indigenously it may take too long and could follow the 

path of Japan, which will put the Communist Party of China (CPC) at risk.  In addition, if the 

U.S. really “pivots” toward Asia, imperialism won’t work either.  Much can go wrong.   

 

At the same time, nothing described above is a secret.  It has been generally acknowledged since 

2010 that China needs to adjust.  However, its leaders were always fearful that moving full bore 

into adjustment would lead to a collapse in growth and undermine the CPC’s legitimacy.  So, 

leaders been putting off the adjustment in a sort of “stop/go” cycle that financial markets have 

gotten used to.  It is hard to know when the adjustment can no longer be avoided.  If we are at 

                                                 
6 https://www.nytimes.com/2018/12/04/business/yield-curve-recession-stock-market.html  
7 https://www.politico.com/story/2018/12/05/trump-china-trade-deal-1045367  
8 Although, realistically, they are already at risk.  But, this action likely means the risks are elevated.  
https://www.axios.com/huawei-arrest-china-retaliation-73f847b7-4dbb-4987-926a-d9ac915b2285.html  

https://www.nytimes.com/2018/12/04/business/yield-curve-recession-stock-market.html
https://www.politico.com/story/2018/12/05/trump-china-trade-deal-1045367
https://www.axios.com/huawei-arrest-china-retaliation-73f847b7-4dbb-4987-926a-d9ac915b2285.html
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that point, then risks to the global economy are much more elevated than they have been.  There 

is some evidence that financial markets are starting to fear this outcome.   

 

Will trade negotiators be able to overcome Meng’s arrest and stabilize the situation?  Perhaps, 

but the long-run path for the U.S. and China appears to be headed toward persistent 

confrontation.  What we don’t know is how close we are to this long-run outcome.   

 

OPEC: Oil prices are plunging this morning as the cartel continues to struggle with the 

mechanics of production cuts.  The group has agreed, in principle, to reduce output.  But, how 

much and the allocation of reductions remain unresolved.9  OPEC probably needs a cut of 1.3 

mbpd to bring prices back toward $55 per barrel (WTI) and the Saudis will likely need to 

represent 1.0 mbpd of that cut for the proposal to have any credibility.  In addition, Russia has to 

make promises to reduce output as well.  And, it will take a while before the recent decline in oil 

prices reduces American output, which has been surging.   

 

Complicating matters is the Khashoggi affair.  Congressional leaders heard the CIA’s take on 

events yesterday and were scathing in their criticism of the White House over this issue.  There is 

concern that the Trump administration is using this event as leverage over MbS to keep Saudi 

output high and lower oil prices further.  Although this is possible, as we have noted, lower oil 

prices aren’t as much of an unalloyed benefit for the American economy as they used to be.  

While it will make consumers happy, it will harm oil and gas activity and reduce investment.  In 

addition, lower oil prices will do nothing good for the Saudi economy.  At some point, the Saudi 

royal family may conclude that MbS is bad for business and sack him; we doubt he goes quietly.  

If so, the geopolitical risk for oil is probably being underestimated.   

 

Brexit: With everything else going on, this issue has sort of slid to the backburner.  As it stands 

now, PM May’s plan looks DOA; it will almost certainly be voted down next Tuesday and then 

we will see if (a) the vote is close enough to try to renegotiate with the EU, or (b) the vote is an 

overwhelming rejection which would lead to either the fall of May’s government and new 

elections or a new referendum.  The fact that the GBP is holding up suggests the financial 

markets believe a hard Brexit will be avoided.   

 

Facebook (FB, 137.93): The company continues to marinate in hot water and its woes are 

raising questions for all of social media.  In Scott Galloway’s book, The Four, he notes that the 

only real business risks to the large tech companies come from government.  And, when he wrote 

his book, he suggested that the threat wasn’t all that strong because the companies had mostly 

co-opted regulators.  That condition has changed.  European regulators are leading the charge 

against Facebook directly but other tech firms as well.10  The Europeans are accusing Facebook 

and others of anti-competitive behavior and the companies have few allies on the continent since 

the industry is mostly centered in the U.S.  The fear of regulation is clearly hurting equity 

                                                 
9 https://www.wsj.com/articles/a-weakened-opec-convenes-with-market-dominance-in-doubt-1544087560  
10 https://www.axios.com/zuckerberg-at-war-with-european-regulators-fa6e0376-4894-42f7-a0a3-
c130882e2471.html  and https://www.bloomberg.com/news/articles/2018-05-23/facebook-loses-eu-friends-as-
bloc-s-lawmakers-weigh-break-
up?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top  

https://www.wsj.com/articles/a-weakened-opec-convenes-with-market-dominance-in-doubt-1544087560
https://www.axios.com/zuckerberg-at-war-with-european-regulators-fa6e0376-4894-42f7-a0a3-c130882e2471.html
https://www.axios.com/zuckerberg-at-war-with-european-regulators-fa6e0376-4894-42f7-a0a3-c130882e2471.html
https://www.bloomberg.com/news/articles/2018-05-23/facebook-loses-eu-friends-as-bloc-s-lawmakers-weigh-break-up?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.bloomberg.com/news/articles/2018-05-23/facebook-loses-eu-friends-as-bloc-s-lawmakers-weigh-break-up?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.bloomberg.com/news/articles/2018-05-23/facebook-loses-eu-friends-as-bloc-s-lawmakers-weigh-break-up?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
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performance of these companies.  Interestingly enough, relations between the White House and 

the tech firms have been improving; they may realize they need friends.11 

 

U.S. Economic Releases 

 

The November Challenger job cuts report rose by 51.5% from the prior year.  The index 

measures the number of announced job cuts by employers, which is a proxy for future layoffs but 

does not necessarily indicate the state of current layoffs. 

 

Initial jobless claims came in above expectations at 231k compared to the forecast of 225k.  The 

prior report was revised upward from 234k to 235k. 

 

200

300

400

500

600

700

07 08 09 10 11 12 13 14 15 16 17 18

FOUR-WEEK AVERAGE OF

INITIAL CLAIMS

T
H

O
U

S
A

N
D

S

Sources:  BLS, CIM  
 

The chart above shows the four-week moving average for initial claims.  The four-week moving 

average rose from 222.25k to 226.50k. 

 

ADP employment change came in below expectations at 179k compared to the forecast of 195k.  

The prior report was revised from 227k to 225k.  

  

                                                 
11 https://www.axios.com/white-house-tech-meeting-silicon-valley-trump-stabilized-6403b20f-5376-46cc-9a3e-
71063d72c391.html  

https://www.axios.com/white-house-tech-meeting-silicon-valley-trump-stabilized-6403b20f-5376-46cc-9a3e-71063d72c391.html
https://www.axios.com/white-house-tech-meeting-silicon-valley-trump-stabilized-6403b20f-5376-46cc-9a3e-71063d72c391.html
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The chart above shows the change in ADP employment and private payrolls.  A high ADP 

employment change number signals a strong BLS non-farm payroll report for Friday. 

 

The October trade deficit came in a bit wider than expected at $55.5 bn compared to the forecast 

of $55.0 bn.  The prior report’s deficit was revised to $54.0 from $54.6 bn.   

 

 
 

The chart above shows the trade balance.  The trade deficit continues to widen as imports rose 

0.2% and exports fell 0.1% for the month of October.  
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Non-farm productivity came in line with expectations, rising 2.2% from the prior quarter.  Unit 

labor costs came in below expectations, rising 0.9% from the prior quarter compared to the 

forecast rise of 1.0%.  

 

 
 

The chart above shows yearly changes in unit labor costs.  Unit labor costs rose 1.5% from the 

prior year. 

 

The table below lists the economic releases and Fed events scheduled for the rest of the day. 
  

EDT Indicator Expected Prior Rating

8:45 Bloomberg Consumer Comfort m/m dec 60.6 **

8:45 Markit US Services PMI m/m nov 54.4 54.4 ***

8:45 Markit US Composite PMI m/m nov 54.4 ***

10:00 ISM Non-Manufacturing Index m/m nov 59.0 60.3 **

10:00 Factory Orders m/m nov -2.0% 0.7% **

10:00 Factory Orders ex Trans m/m nov 0.4% **

10:00 Durable Goods Orders m/m nov -2.4% -4.4% **

10:00 Durables Ex Transportation m/m nov 0.1% 0.1% **

10:00 Cap Goods Orders Nondef Ex Air m/m nov 0.4% **

10:00 Cap Goods Ship Nondef Ex Air m/m nov 0.3% **

10:00 Household Change in Net Wealth m/m 3q $2.191 tn **

EST Speaker or event

12:15 Raphael Bostic speaks on the US Economic Outlook President of the Federal Reserve Bank of Atlanta

18:30 John Williams Holds Discussion with Mervyn King President of the Federal Reserve Bank of New York

18:45 Jerome Powell Gives Brief Remarks at Housing Conference Chairman of Board of Governors of Federal Reserve

District or position

Economic Releases

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 
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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

Japan Japan buying foreign bonds m/m nov ¥1.054 tn -¥0.736 tn * Equity and bond neutral

Japan buying foreign stocks m/m nov -¥0.075 tn ¥0.081 tn * Equity and bond neutral

Foreign buying Japan bonds m/m nov ¥0.733 tn ¥0.392 tn * Equity and bond neutral

Foreign buying Japan stocks m/m nov -¥0.138 tn -¥0.195 tn * Equity and bond neutral

Australia Trade Balance m/m oct A$2.316 bn A$3.017 bn A$3.000 bn ** Equity bearish, bond bullish

Retail Sales m/m oct 0.3% 0.2% 0.3% ** Equity and bond neutral

EUROPE

Eurozone Retail Sales y/y oct 1.7% 0.8% 2.0% ** Equity bearish, bond bullish

Germany Factory Orders y/y oct -2.7% -2.2% -3.1% ** Equity bullish, bond bearish

Markit Germany Construction m/m nov 51.3 49.8 ** Equity bullish, bond bearish

Russia CPI w/w dec 0.2% 0.1% ** Equity bullish, bond bearish

AMERICAS

Mexico Consumer Confidence Index m/m nov 100.9 103.0 101.3 ** 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) 274 275 -1 Up

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

TED spread (bps) 38 39 -1 Neutral

U.S. Libor/OIS spread (bps) 238 237 1 Up

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

Euribor/OIS spread (bps) -32 -32 0 Neutral

EUR/USD 3-mo swap (bps) 15 17 -2 Down

Currencies Direction

dollar down Neutral

euro flat Neutral

yen up Neutral

pound down Neutral

franc flat Neutral

Central Bank Action Current Prior Expected

RBI Repurchase Rate 6.500% 6.500% 6.500% On forecast

RBI Reverse Repo Rate 6.250% 6.250% 6.250% On forecast

RBI Cash Reserve Ratio 4.000% 4.000% 4.000% On forecast

Bank of Canada Rate Decision 1.750% 1.750% 1.750% 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 $60.12 $61.56 -2.34% OPEC cast doubt on size of output cut

WTI $51.45 $52.89 -2.72%

Natural Gas $4.37 $4.47 -2.24%

Crack Spread $13.91 $14.03 -0.82%

12-mo strip crack $16.70 $16.68 0.11%

Ethanol rack $1.42 $1.42 -0.02%

Gold $1,236.60 $1,237.29 -0.06%

Silver $14.38 $14.50 -0.82%

Copper contract $272.00 $277.40 -1.95%

Corn contract 383.00$       384.25$       -0.33%

Wheat contract 515.25$       518.00$       -0.53%

Soybeans contract 907.50$       913.50$       -0.66%

Baltic Dry Freight 1296 1237 59

Actual Expected Difference

Crude (mb) -2.3

Gasoline (mb) 2.0

Distillates (mb) 2.3

Refinery run rates (%) 2.90%

Natural gas (bcf) -64.0

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, with cooler temps 

in the southwest.  Precipitation is expected for most of the country. 



 

 

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

www.confluenceinvestment.com 

 9 

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.  
 

November 30, 2018 
 

As the FOMC raises rates, there are increasing concerns about the credit markets.  After a long 

period of low rates, credit spreads are starting to widen, raising fears of financial stress.  In this 

report, we will look at these concerns. 
 

First, here is what we are seeing with credit spreads: 
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This chart looks at the spread between 10-year T-notes and similar term Baa corporates.  The 

average and standard deviation lines are calculated from 1921.  Currently, the spread is about 

average but it has been widening recently. 
 

Second, here is the impact of monetary policy on credit spreads: 
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This chart examines credit spreads with periods of policy tightening.  Although policy tightening 

may bring conditions that trigger a widening of credit spreads, in reality, periods of tightening 

usually coincide with narrowing credit spreads.  This is because the FOMC usually raises rates in 

response to positive economic conditions, which, coincidentally, are also consistent with 

conditions that support firms’ ability to service debt.  Credit spreads tend to widen when the 

Fed is easing rates.   
 

Third, the key trigger to widening credit spreads is economic conditions. 
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This chart shows the Chicago Federal Reserve Bank’s National Activity Index along with the T-

note/Baa credit spread.  The national activity index uses 85 variables to track the economy; we 
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smooth the raw data with a six-month moving average.  A reading of zero indicates an economy 

growing at trend.  Thus, a reading below zero suggests a weakening economy.  Note how credit 

spreads widen when the index dips below zero.  The two series are correlated at -71.9%.  A 

regression based on this relationship suggests that the recent widening of the T-note/Baa spread 

is mostly a rise toward fair value. 
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The regression suggests the spread had become too narrow given the performance of the 

economy.  The recent widening has mostly moved the spread back to fair value.  Although it is 

possible the spread could widen further, it would not be justified based on the performance of the 

economy.  For this reason, we still view credit risk as manageable.   

  

 

 
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 12/4/2018 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 12/4/2018 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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Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 12/6/2018 = 17.4x

 
 

Based on our methodology,12 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. 

                                                 
12 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. 


