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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: January 10, 2019—9:30 AM EST]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 

was up 0.3% from the prior close.  Chinese markets were lower, with the Shanghai composite 

down 0.4% and the Shenzhen index down 0.3%.  U.S. equity index futures are signaling a lower 

open. 

 

U.S. equity futures are lower this morning as the markets take a “pause to refresh.”  Here is what 

we are watching this morning: 

 

Oh, that’s what you meant: The FOMC minutes were released yesterday and signaled a 

decidedly dovish turn in policy.1  The text of the minutes spent some time discussing how 

swapping the word “expects” for “judges” was designed to show that the FOMC is much more 

data-dependent than path-dependent.  In addition, there was some discussion of how the current 

policy rate is close to neutral.  What is striking about the minutes is that they were clearly more 

dovish than the statement and the press conference.  Now, it should be noted that the minutes are 

the distilled summary of actual meeting comments; in 2023, we will get the actual transcripts that 

will show what the members really said.  What very likely occurred is that the Fed took note of 

market reaction and opted to write very dovish minutes to clearly signal that it is pausing and 

may be near the end of its rate hike cycle.  The fact that the statement and the press conference 

failed to deliver that message either means there was a communication breakdown or they really 

didn’t mean to pass such a dovish message across and underestimated how badly financial 

markets needed to hear that.  In any case, the supportive signal has now been sent.  And, in the 

post-meeting, committee members are clearly signaling pause.2 

 

Brexit: PM May took another blow yesterday as a Labour measure passed with support of the 

opposition and some renegade Tories that would force a “plan B” to be formulated by the 

government in three days if the current bill fails (which it almost certainly will3).  The follow-up 

bill can be amended by MPs, which means it will become a “dog’s breakfast” of amendments 

that will likely have no chance of acceptance by the EU.4  Meanwhile, Labour’s Corbyn5 is 

                                                 
1 https://www.ft.com/content/330f234c-143b-11e9-a581-4ff78404524e?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
2 https://www.ft.com/content/5d3bbeca-1425-11e9-a581-4ff78404524e  
3 https://www.washingtonpost.com/world/europe/theresa-mays-brexit-plan-appears-headed-for-defeat-next-
week/2019/01/09/ed50b4e0-1392-11e9-ab79-
30cd4f7926f2_story.html?utm_term=.52d4d46e6ab4&wpisrc=nl_todayworld&wpmm=1  
4https://www.wsj.com/articles/behind-xis-bluster-is-a-vulnerable-china-11547078609  
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pressing for new elections if May can’t get her Brexit measures through Parliament.  It’s not 

clear that May would lose a no-confidence vote; although she has little support, Tories know that 

bringing down her government will almost certainly lead to election losses and the 

Conservatives’ removal from power.  It’s difficult to see how this process avoids a mess. 

 

The Establishment strikes back: The White House is working on bills that would expand the 

president’s trade authority, giving him even more power to apply tariffs.  Sen. Grassley (R-IA) 

has responded by saying, “We ain’t going to give him any greater authority. We already gave 

him too much.”6  We also note that the president of the Chamber of Commerce is going to 

deliver his annual “State of American Business” in which he defends the U.S. role in fostering 

globalization.7  The interests of the establishment and the White House are diverging; we 

continue to watch for signs that this widening division begins to affect legislatures.  So far, the 

impact has been modest. 

 

Weaker global economy: Car companies in Europe are announcing large job cuts.8  German 

industrial production is flirting with recession-level weakness. 
 

 
 

China’s inflation data showed a sharp decline, with PPI sliding to a two-year low of 0.9% from 

2.7% in November.  CPI dipped to 1.9% from 2.2%.  The PBOC has an inflation target of 3% for 

CPI; this data suggests the central bank could act to reduce rates further.  Global economic 

weakness will tend to widen the U.S. trade deficit regardless of tariff actions and hold down 

                                                                                                                                                             
5 https://www.ft.com/video/21fee766-d183-4db5-b154-b9778ca41b5f  
6 https://www.reuters.com/article/us-usa-trade-grassley/senate-finance-chair-says-no-to-giving-trump-more-
tariff-authority-idUSKCN1P32DU  
7 https://www.axios.com/newsletters/axios-am-11f09ade-5003-4375-870f-
3859f1abe608.html?chunk=6&utm_term=emshare#story6  
8 https://www.bbc.com/news/business-46810473 and https://www.marketwatch.com/story/ford-in-talks-to-cut-
thousands-of-jobs-in-europe-2019-01-10  

https://www.ft.com/video/21fee766-d183-4db5-b154-b9778ca41b5f
https://www.reuters.com/article/us-usa-trade-grassley/senate-finance-chair-says-no-to-giving-trump-more-tariff-authority-idUSKCN1P32DU
https://www.reuters.com/article/us-usa-trade-grassley/senate-finance-chair-says-no-to-giving-trump-more-tariff-authority-idUSKCN1P32DU
https://www.axios.com/newsletters/axios-am-11f09ade-5003-4375-870f-3859f1abe608.html?chunk=6&utm_term=emshare#story6
https://www.axios.com/newsletters/axios-am-11f09ade-5003-4375-870f-3859f1abe608.html?chunk=6&utm_term=emshare#story6
https://www.bbc.com/news/business-46810473
https://www.marketwatch.com/story/ford-in-talks-to-cut-thousands-of-jobs-in-europe-2019-01-10
https://www.marketwatch.com/story/ford-in-talks-to-cut-thousands-of-jobs-in-europe-2019-01-10
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inflation.  Although the Federal Reserve generally doesn’t make comments about global growth 

in policy statements, we suspect the state of the world is having an effect on FOMC 

policymakers. 

 

Energy update: Crude oil inventories fell 1.7 mb last week compared to the forecast decline of 

1.8 mb. 
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In the details, estimated U.S. production was unchanged at 11.7 mbpd.  Crude oil imports rose 

0.4 mbpd, while exports fell 0.2%.  Refinery runs declined 1.1% and should continue to fall in 

Q1.   
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Based on oil inventories alone, fair value for crude oil is $60.32.  Based on the EUR, fair value is 

$54.85.  Using both independent variables, a more complete way of looking at the data, fair 

value is $56.05.  By all these measures, current oil prices are generally in the neighborhood of 

fair value.  However, we still expect prices to move toward $60 in the coming weeks.   
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U.S. Economic Releases 
 

Initial jobless claims came in below expectations at 216k compared to the forecast of 226k.  The 

prior week’s report was revised upward from 231k to 233k.  
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The chart above shows the four-week moving average for initial claims.  The four-week average 

rose from the prior week of 218.5 to 221.5. 
 

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

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m jan 59.6 **

EST Speaker or event

12:00 Jerome Powell to Speak to the Economic Club of Washington Chairman of Board of Governors of Federal Reserve

12:40 James Bullard Speaks on US Economy and Monetary Policy President of the Federal Reserve Bank of St. Louis

13:00 Charles Evans Speaks at Economic Forecast Event

13:20 Neel Kashkari Speaks on Immigration and Growth President of the Federal Reserve Bank of Minneapolis

17:30 Richard Clarida Speaks to Money Marketeers in  New York

District or position

Economic Releases

Fed speakers or events

President of the Federal Reserve Bank of Chicago

Vice Chairman of Board of Governors of Federal Reserve  
 

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 
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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

China CPI y/y dec 1.9% 2.2% 2.1% ** Equity bullish, bond bearish

PPI y/y nov 0.9% 2.7% 1.6% *** Equity bullish, bond bearish

Japan Official Reserve Assets y/y nov $1.271 tn $1.258 tn *** Equity and bond neutral

Japan buying foreign bonds w/w jan -¥1.004 tn ** Equity and bond neutral

Japan buying foreign stocks w/w jan ¥0.025 tn ** Equity and bond neutral

Foreign buying Japan bonds w/w jan ¥0.072 tn *** Equity and bond neutral

Foreign buying Japan stocks w/w jan -¥248.5 bn ** Equity and bond neutral

Leading Index CI m/m nov 99.3 99.6 99.6 *** Equity and bond neutral

Coincident Index m/m nov 103.0 104.9 103.0 *** Equity and bond neutral

New Zealand ANZ Truckometer Heavy y/y dec -4.1% -1.9% ** Equity and bond bearish

EUROPE

France Industrial Production y/y nov -2.1% -0.7% -0.2% *** Equity and bond bearish

Manufacturing Production y/y nov -2.2% -1.3% ** Equity and bond neutral

Italy Retail Sales y/y nov 1.6% 1.5% ** Equity and bond neutral

AMERICAS

Mexico CPI m/m dec 4.8% 4.7% 4.9% ** Equity and bond neutral

CPI Core m/m dec 0.5% 0.3% 0.5% *** Equity and bond neutral

Canada Housing Starts m/m dec 213.4k 215.9k 205.5k ** 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) 278 280 -2 Up

3-mo T-bill yield (bps) 238 239 -1 Neutral

TED spread (bps) 40 41 -1 Neutral

U.S. Libor/OIS spread (bps) 241 241 0 Up

10-yr T-note (%) 2.70 2.71 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) -3 -5 2 Down

Currencies Direction

dollar up Neutral

euro flat Up

yen up Neutral

pound down Neutral

franc down Neutral

Central Bank Action Current Prior Expected

Bank of Canada Rate 1.750% 1.750% 1.750% On forecast  
 

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 $61.21 $61.44 -0.37%

WTI $52.06 $52.36 -0.57%  

Natural Gas $3.04 $2.98 1.91%  

Crack Spread $14.24 $13.88 2.59%

12-mo strip crack $16.34 $16.05 1.79%

Ethanol rack $1.42 $1.42 -0.06%

Gold $1,293.58 $1,293.56 0.00%

Silver $15.72 $15.75 -0.23%

Copper contract $264.75 $265.70 -0.36%

Corn contract 382.00$       382.00$       0.00%

Wheat contract 518.75$       520.00$       -0.24%

Soybeans contract 922.75$       924.00$       -0.14%

Baltic Dry Freight 1238 1262 -24

Actual Expected Difference

Crude (mb) -1.7 -1.8 0.1

Gasoline (mb) 8.1 3.4 4.7

Distillates (mb) 10.6 1.0 9.6

Refinery run rates (%) -1.10% -0.50% -0.60%

Natural gas (bcf) -51.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer temperatures for most of the country, with cooler 

to normal temperatures on the East Coast.  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.  
 

January 4, 2019 
 

Quantitative easing (QE) was an element of unconventional monetary policy that emerged from 

the Great Financial Crisis.  When the Federal Reserve lowered the fed funds target to zero 

(known as the “zero interest rate policy,” or ZIRP), policymakers decided that taking the policy 

rate below zero would not further stimulate the economy.  Once interest rates fall below zero, 

idle cash generates a return and there was fear that negative interest rates would cause cash 

hoarding, which was exactly what the Fed wanted to avoid.  However, policymakers also feared 

that signaling they lacked additional tools to support the economy could trigger a panic in 

financial markets.  Thus, they created an additional tool, QE, which bought Treasuries and 

mortgages from the financial system and pushed additional cash into the economy. 

 

The policy was controversial.  Some feared it would trigger inflation as the high levels of cash 

would “inevitably” cause rising prices.  Others argued that the process would distort financial 

markets.  But, in the end, the effects of QE were difficult to parse.  For example, one of the Fed’s 

arguments for QE was that it would lower long-term interest rates.  In fact, at times, it seemed to 

have precisely the opposite effect. 
 

 
 

This chart shows the 10-year T-note yield.  The gray bars show periods of QE.  In all three 

events, yields rose at the onset of the balance sheet expansion.  Yields eventually fell during 

QE2, although that decline was probably more due to turmoil in Europe.  Why did yields rise 

when the Fed was reducing the supply of bonds?  Most likely, investors worried that QE would 
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be successful in bringing about inflation and thus demand was adversely affected.  Anticipation 

of the end of QE always led to a drop in yields. 

 

What about all that money that was injected into the system?  Much of it remained on bank 

balance sheets in the form of excess reserves. 
 

 
 

Using the equation of exchange (money supply x velocity = price x quantity), the increase in the 

money supply mostly led to a sharp drop in velocity, instead of boosting prices or quantity.   
 

 
 

So, if QE mostly sat idle on bank balance sheets then the withdrawal of QE should not have had 

much of a real impact on the economy.  And, that is likely true.  However, this isn’t to say that 

QE had no effect.  As we have noted in the past, there has been a close correlation between the 

S&P and the Fed’s balance sheet. 
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The chart on the left shows the original balance sheet model; note that after Trump’s election in 

2016 the S&P rose much more than the model would have projected.  To account for this move, 

we built a variable that adjusted for expectations surrounding corporate tax cuts.  The additional 

variable improved the model dramatically; however, assuming no further reductions in corporate 

tax rates, the market is once again tracking the balance sheet. 

 

Essentially, it appears that the impact of QE was mostly psychological; it signaled to investors 

that the Fed was supportive.  Interestingly enough, the withdrawal appears to be adversely 

affecting investor sentiment.  It is hard to determine how much, simply because there are other 

factors, such as trade conflicts and FOMC criticism, which are also affecting sentiment.  

However, this data suggests that a pause in the balance sheet reduction would likely improve 

investor sentiment.    

  

 

 
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 1/9/2019 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 1/9/2019 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 
 

January 10, 2019 

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM TRAILING P/E

P
/E

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

P/E as of 1/9/2018 = 15.7x

 
 

Based on our methodology,9 the current P/E is 15.7x, up 0.1x from last week.  The rebound in 

equities and a modest decline in earnings estimates led to the decline. 
 
 
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. 

                                                 
9 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 two actual quarters (Q2 and Q3) and two estimates (Q4 and Q1). 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. 


