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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 22, 2019—9:30 AM EST]  Global equity markets are lower this morning.  

The EuroStoxx 50 is down 0.5% from the last close.  In Asia, the MSCI Asia Apex 50 was down 

0.6% from the prior close.  Chinese markets were lower, with the Shanghai composite down 

1.2% and the Shenzhen index also down 1.2%.  U.S. equity index futures are signaling a lower 

open.  With 44 companies having reported, the S&P 500 Q4 earnings stand at $40.31, lower than 

the $40.86 forecast for the quarter.  The forecast reflects a 13.4% increase from Q4 2017 

earnings.  Thus far this quarter, 72.7% of the companies reported earnings above forecast, while 

17.6% reported earnings below forecast. 

 

Welcome back from the long weekend.  Equities are in the red this morning mostly on worries 

about global growth.  Here is what we are watching today: 

 

The IMF, global growth and Davos: The IMF has reduced its world growth forecast to 3.5% 

for this year (down 0.2% from its October estimate) and 3.6% in 2020 (down 0.1% from 

October).1  Noted concerns were widespread, including a hard Brexit, worries about Italy’s 

budget and global trade.  The IMF noted that global direct investment fell 19% in 2018.2  The 

Davos meetings are underway in Switzerland.  The lineup is “lighter” than in previous years; of 

the G-7, only Germany, Italy and Japan are sending national leaders.  The U.S. has no official 

representation due to the shutdown.  PM May and President Macron are not at the forum due to 

domestic turmoil.  Xi Jinping and India’s Modi are also taking a pass.  Although climate change 

is the topic of this year’s meeting, concerns about global growth are the unofficial worry.3 

 

China’s GDP: Over the holiday, China announced its weakest GDP growth since 19904 as 

reported growth fell to 6.4% in Q4.  In general, GDP growth in China is often overstated; a better 

approximation is probably closer to 5.3%, which is still rather strong but also weakening.  The 

details of the data are worrying.  They confirm that real estate and retail sales slowed.  China 

needs to reform its economic model away from investment and exports toward consumption; 

slowing retail sales is bad news.   

 

                                                 
1 https://www.reuters.com/article/us-davos-meeting-imf/imf-fears-trade-war-and-weak-europe-could-trigger-
sharp-global-slowdown-idUSKCN1PF19S  
2 https://www.ft.com/content/d0413d18-1d72-11e9-b126-46fc3ad87c65  
3 https://www.ft.com/content/27926bca-1d99-11e9-b2f7-97e4dbd3580d  
4 https://www.ft.com/content/d0413d18-1d72-11e9-b126-46fc3ad87c65  
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(Source: Capital Economics) 

 

Information technology remains very robust but is slowing. 
 

 
(Source: Capital Economics) 

 

As growth slows, there is evidence that China is “returning to the one that brought you,” or 

construction. 

 



 

 

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

www.confluenceinvestment.com 

 3 

 
(Source: Capital Economics) 

 

Essentially, China can achieve any growth level it wants by accumulating debt.  But, the Xi 

government is trying to deleverage in an attempt to ease bad debt and excessive investment.  

Unfortunately for China, it can either reduce debt or grow fast, but it can’t do both. 

 

Xi and the CPC: In a recent speech, Chairman Xi warned of the need to maintain stability under 

conditions of growing stress.  Although such speeches are not exactly unusual for Xi, this one 

seemed to be a bit more strident that normal.  For the most part, China abhors chaos; throughout 

its history, periods of weak governance have led to either foreign invasion or internal 

breakdowns that led to warlords dividing the country.  History also shows that the coastal regions 

tend to have the strongest economic growth but only during periods when the coasts are 

exporting to the world.  The divergence between the coasts and the interior can be sources of 

division that undermine governance.  Mao unified China by turning the country inward; thus, 

China was united but poor.  Deng was willing to risk that division for growth; now, China has a 

robust economy but also severe income and regional inequality.  Xi is trying to address these 

issues.5  The trick is that communism, for the most part, is a spent ideology.  Xi often talks in 

terms of a dialectic, the familiar “thesis-antithesis-synthesis” language that Marx borrowed from 

Hegel.  What makes that construct attractive is that it implies progress—an existing system or 

power structure faces a threat and the threat is absorbed by taking the best of both.  Of course, 

after that, the new synthesis eventually becomes the next thesis and the process repeats.  

However, there is another alternative; there is no progress and history merely cycles between two 

polar positions and progress is often an illusion provided by better technology.  Xi is worried.  

Since no one really buys into Marxism anymore, the legitimacy of the CPC is mostly derived 

from its ability to deliver growth and improve living standards.  However, that growth has led to 

its own problems—pollution, income inequality, etc.  The last two governments have tried to 

address both with mixed success.  But, it has become difficult to address these other issues and 

                                                 
5 https://www.yahoo.com/news/china-apos-xi-calls-political-103056500.html  

https://www.yahoo.com/news/china-apos-xi-calls-political-103056500.html
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maintain strong growth.  To do so, the party has relied on debt growth, which is now becoming 

problematic.   

 

Brexit and Plan B: PM May revealed her “Plan B”; essentially,6 it is “Plan A” with the hopes 

that the EU will give her some room on the Irish backstop issue.  Her offer was mostly panned 

by the MPs.7  However, divergences are starting to show.  May has maintained all along that she 

cannot take hard Brexit off the table, but there is a growing rebellion among Tory MPs to do just 

that.8  The official line from the EU is that there is no room to negotiate on “red lines,” which 

means the U.K. must stay in the customs union in order to avoid a hard border in Ireland.  That 

position was reiterated by the lead EU negotiator, Michel Barnier.9  However, the Polish foreign 

minister, Jacek Czaputowicz, suggested that May’s Brexit deal might pass Parliament if the 

backstop is temporary, for five years, perhaps.10  On the one hand, it isn’t obvious that Poland is 

leading negotiations; on the other, the EU requires unanimity and if Poland is willing to allow a 

temporary backstop then there might be a crack in the EU negotiating strategy.  Poland is quite 

interested in the Brexit negotiations as nearly one million of its citizens reside in the U.K.  

Poland would likely be willing to give a time limit on the backstop in return for protection for 

Poles in Britain.  To some extent, this crack may be what May was hoping for all along.    

 

At the same time, Labour’s Corbyn appears to be supporting a second referendum, something he 

has been reluctant to back.  His concern is that there is some support for Brexit among the hard 

left (the Blair Labourites were solid on Remain) and, if a second referendum were to yield a 

reversal of Brexit, it might not only split the Tories but could also divide Labour.   

 

The EU is also making it clear that it won’t extend the Article 50 deadline without good reason, 

and a disruptive hard Brexit isn’t a good enough reason.  Only elections or a needed extension 

for additional Parliamentary votes will pass muster.  We note that May’s widely panned Brexit 

strategy is getting a second look by some Brexit supporters, fearing that a rejection of May’s 

plan may lead to no Brexit at all.11  Thus, the Polish offer might be enough to swing May’s 

coalition to her plan.  Or, in the words of Monty Python, her plan’s “not dead yet.”12 

 

                                                 
6 https://www.youtube.com/watch?v=5IsSpAOD6K8 and https://www.washingtonpost.com/world/theresa-mays-
brexit-plan-b-leaves-parliament-underwhelmed/2019/01/21/1b7e43bc-1b5b-11e9-b8e6-
567190c2fd08_story.html?utm_term=.ba0790bd662a&wpisrc=nl_todayworld&wpmm=1  
7 https://www.ft.com/content/9d93394d-779b-3bf7-9c23-
db4d0ce8dd04?emailId=5c46b2c4b8863d0004cb5f85&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
8 https://www.thetimes.co.uk/edition/news/dozens-of-ministers-ready-to-quit-over-brexit-xq6rh80sj  
9 https://www.ft.com/content/ee06a784-1d77-11e9-b126-
46fc3ad87c65?emailId=5c46b2c4b8863d0004cb5f85&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
10 https://www.politico.eu/article/brussels-scrambles-to-deal-with-polands-brexit-curve-
ball/?utm_source=POLITICO.EU&utm_campaign=5045bde362-
EMAIL_CAMPAIGN_2019_01_22_04_47&utm_medium=email&utm_term=0_10959edeb5-5045bde362-
190334489  
11 https://www.ft.com/content/2e488214-1d9f-11e9-b126-
46fc3ad87c65?emailId=5c46b2c4b8863d0004cb5f85&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 and 
https://www.ft.com/content/04ac790a-1a4e-11e9-b93e-f4351a53f1c3  
12 https://www.youtube.com/watch?v=dGFXGwHsD_A  

https://www.youtube.com/watch?v=5IsSpAOD6K8
https://www.washingtonpost.com/world/theresa-mays-brexit-plan-b-leaves-parliament-underwhelmed/2019/01/21/1b7e43bc-1b5b-11e9-b8e6-567190c2fd08_story.html?utm_term=.ba0790bd662a&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/theresa-mays-brexit-plan-b-leaves-parliament-underwhelmed/2019/01/21/1b7e43bc-1b5b-11e9-b8e6-567190c2fd08_story.html?utm_term=.ba0790bd662a&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/theresa-mays-brexit-plan-b-leaves-parliament-underwhelmed/2019/01/21/1b7e43bc-1b5b-11e9-b8e6-567190c2fd08_story.html?utm_term=.ba0790bd662a&wpisrc=nl_todayworld&wpmm=1
https://www.ft.com/content/9d93394d-779b-3bf7-9c23-db4d0ce8dd04?emailId=5c46b2c4b8863d0004cb5f85&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/9d93394d-779b-3bf7-9c23-db4d0ce8dd04?emailId=5c46b2c4b8863d0004cb5f85&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.thetimes.co.uk/edition/news/dozens-of-ministers-ready-to-quit-over-brexit-xq6rh80sj
https://www.ft.com/content/ee06a784-1d77-11e9-b126-46fc3ad87c65?emailId=5c46b2c4b8863d0004cb5f85&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/ee06a784-1d77-11e9-b126-46fc3ad87c65?emailId=5c46b2c4b8863d0004cb5f85&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.politico.eu/article/brussels-scrambles-to-deal-with-polands-brexit-curve-ball/?utm_source=POLITICO.EU&utm_campaign=5045bde362-EMAIL_CAMPAIGN_2019_01_22_04_47&utm_medium=email&utm_term=0_10959edeb5-5045bde362-190334489
https://www.politico.eu/article/brussels-scrambles-to-deal-with-polands-brexit-curve-ball/?utm_source=POLITICO.EU&utm_campaign=5045bde362-EMAIL_CAMPAIGN_2019_01_22_04_47&utm_medium=email&utm_term=0_10959edeb5-5045bde362-190334489
https://www.politico.eu/article/brussels-scrambles-to-deal-with-polands-brexit-curve-ball/?utm_source=POLITICO.EU&utm_campaign=5045bde362-EMAIL_CAMPAIGN_2019_01_22_04_47&utm_medium=email&utm_term=0_10959edeb5-5045bde362-190334489
https://www.politico.eu/article/brussels-scrambles-to-deal-with-polands-brexit-curve-ball/?utm_source=POLITICO.EU&utm_campaign=5045bde362-EMAIL_CAMPAIGN_2019_01_22_04_47&utm_medium=email&utm_term=0_10959edeb5-5045bde362-190334489
https://www.ft.com/content/2e488214-1d9f-11e9-b126-46fc3ad87c65?emailId=5c46b2c4b8863d0004cb5f85&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/2e488214-1d9f-11e9-b126-46fc3ad87c65?emailId=5c46b2c4b8863d0004cb5f85&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/04ac790a-1a4e-11e9-b93e-f4351a53f1c3
https://www.youtube.com/watch?v=dGFXGwHsD_A
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At last, Sweden gets a government: It took 133 days from the last election but the Social 

Democrats have cobbled together a minority government.  In the last election, the Sweden 

Democrats, a right-leaning, anti-immigrant populist party, won 62 out of 349 seats in the 

Swedish parliament.  The Social Democrats bloc, a mostly center-left coalition, won 144, while 

the center-right coalition, led by the Moderate Party, won 143.  That outcome meant the Sweden 

Democrats had the power to determine the next government.  However, neither of the traditional 

coalition blocs wanted to form a government with the populist Sweden Democrats, meaning that 

the new government would either be a minority arrangement or the centrist blocs would need to 

form a grand coalition (like what happened in Germany to avoid a coalition with the AfD). The 

center-left formed a minority government but has gotten support from the Liberals and Center 

Party, who lean libertarian and are usually part of the center-right bloc.  To form a government, 

the Social Democrats had to accept mandatory language testing for naturalized citizens, tax cuts 

and labor market deregulation.  We doubt the government will survive a full four-year term.  

Both the left and right were critical of the deal but, at least for now, Sweden finally has a 

government.13   

 

As we have seen elsewhere in Europe, centrist parties are trying to deal with the rise of 

populism.  In France, the run-off system prevented the National Rally from winning the 

presidency.  In Germany, it took a grand coalition that essentially emasculates the Social 

Democrats in order to govern.  In Italy, the populists have won but both left- and right-wing 

populists share power, which may not survive.  Although populists are not necessarily the 

majority, they are getting powerful enough to disrupt what has been the normal power 

arrangements.  This is how populism has operated in proportional representation systems.  In 

“first past the post” systems like the U.K. and U.S., populism is rapidly changing earlier 

arrangements.  In Britain, it has led to Brexit; in the U.S., it has led the GOP to become the party 

of protectionism and is producing divisions in the Democrats on how to manage and regulate 

technology companies.  Sweden is just the latest country to deal with this trend. 

 

U.S. Economic Releases 

 

There were no economic releases prior to the publication of this report.  The table below shows 

the economic releases scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

10:00 Existing Home Sales m/m dec 5.24 mn 5.32 mn ***

10:00 Existing Home Sales m/m dec -1.5% 1.9% **

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 

                                                 
13 https://www.nytimes.com/2019/01/18/world/europe/sweden-government.html  

https://www.nytimes.com/2019/01/18/world/europe/sweden-government.html
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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

China Retail Sales m/m dec 8.2% 8.1% 8.1% * Equity bullish, bond bearish

Industrial Production y/y dec 5.7% 5.4% 5.3% *** Equity bullish, bond bearish

GDP y/y dec 6.4% 6.5% 6.4% *** Equity and bond bearish

Japan Convenience Store Sales y/y dec 1.2% 0.6% ** Equity and bond neutral

Tokyo Condominiums Sales y/y dec 15.2% 2.8% ** Equity bullish, bond bearish

Supermarket Sales y/y dec -0.7% -2.5% ** Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumer Conf. m/m jan 115.7 116.8 * Equity and bond neutral

New Zealand Performance Services Index m/m dec 53.0 53.5 ** Equity and bond neutral

EUROPE

Eurozone Zew Survey Expectations m/m jan -15.0 -17.5 -18.5 ** Equity and bond neutral

Germany Zew Survey Current Situation m/m jan 27.6 45.3 43.0 ** Equity bullish, bond bearish

Zew Survey Expectations m/m jan -15.0 -17.5 -18.5 *** Equity and bond neutral

U.K. Claimant Count Rate m/m dec 2.8% 2.8% ** Equity and bond neutral

Jobless Claims Change m/m dec 20.8k 21.9k * Equity and bond neutral

ILO Unemployment Rate m/m dec 4.0% 4.1% 4.1% *** Equity bullish, bond bearish

Russia Budget Balance YTD m/m dec 2745.7 bn 3394.3 bn 2500.0 bn ** Equity bullish, bond bearish

AMERICAS

Brazil Bloomberg Nanos Confidence y/y jan 54.5 54.5 *** 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) 276 278 -2 Up

3-mo T-bill yield (bps) 235 235 0 Neutral

TED spread (bps) 41 42 -1 Neutral

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

10-yr T-note (%) 2.75 2.79 -0.04 Neutral

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

EUR/USD 3-mo swap (bps) 1 1 0 Down

Currencies Direction

dollar down Neutral

euro flat Up

yen up Neutral

pound flat Neutral

franc flat 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 $61.65 $62.74 -1.74% Global Growth Pessimism

WTI $52.92 $53.80 -1.64%  

Natural Gas $3.27 $3.48 -6.12%  

Crack Spread $13.57 $13.62 -0.32%

12-mo strip crack $15.86 $15.90 -0.26%

Ethanol rack $1.40 $1.40 -0.03%

Gold $1,283.22 $1,280.47 0.21%

Silver $15.29 $15.27 0.14%

Copper contract $267.20 $271.90 -1.73%

Corn contract 380.25$       381.75$       -0.39%

Wheat contract 519.50$       517.75$       0.34%

Soybeans contract 915.50$       916.75$       -0.14%

Baltic Dry Freight 1092 1112 -20

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

temps on the West Coast.   
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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 18, 2019 
 

Equity markets struggled in 2018; although new highs were achieved twice during the year, 

volatility was elevated compared to 2017. 

 

 
 

This is a chart of the CBOE VIX index, a measure of implied volatility from the equity options 

market.  An elevated VIX means implied volatility is high, which implies a wider dispersion of 

expected outcomes for future equity index outcomes.  As fear rises, it would make sense for 

investors to react.  As the chart shows, for most of 2017, the VIX ranged between 10 and 15.  

Last year, the range was significantly wider.   As fear rose, investors reacted by accumulating 

higher levels of cash.   
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This chart shows the weekly close for the S&P 500 along with the level of retail money market 

funds.  We have highlighted the 2007-09 recession in gray.  The tan areas show periods when the 

level of money market funds fell below $920 bn.  In this bull market, we have tended to see the 

upside momentum wane once money market funds fell below the aforementioned level.  In other 

words, the market ran out of “dry powder.” 

 

What is occurring now is completely different.  Money market levels are nearly $1.2 trillion.  

They are rising in a manner closely resembling what we observed before the Great Recession.  It 

appears that the level and rise of money market funds is consistent with the financial markets’ 

expectations of a recession.  If a recession is avoided—if the trade conflict with China cools and 

the FOMC avoids overtightening—then odds likely favor a recovery in equities.  The retail 

money market data suggests there is ample liquidity to support a significant rally.  Of course, not 

all those money market funds will necessarily move back to equities.  Given higher interest rates, 

some of it could stay in money markets.  But, the key point is that financial markets appear to be 

in recession mode now.  If recession is avoided in 2019, as we expect, the odds of a significant 

rally in equities is likely.   

  

 

 

 
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 1/18/2019 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 1/18/2019 close) 

 

-5.0% 0.0% 5.0% 10.0% 15.0%

US Government Bond

Cash

US Corporate Bond

US High Yield

Emerging Markets (local currency)

Foreign Developed ($)

Foreign Developed (local currency)

Emerging Markets ($)

Commodities

Real Estate

Large Cap
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Source: Bloomberg

  
 

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 as of 1/16/2019 = 16.0x

 
 

Based on our methodology,14 the current P/E is 16.0x, up 0.3x from last week.  The rebound in 

equities and a decline in earnings estimates 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. 

                                                 
14 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. 


