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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 7, 2019—9:30 AM EST]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is down 0.6% from the last close.  In Asia, the MSCI Asia Apex 50 was up 

1.5% from the prior close.  Chinese markets were higher, with the Shanghai composite up 0.7% 

and the Shenzhen index up 1.7%.  U.S. equity index futures are signaling a flat open. 

 

U.S. equity futures are flat this morning after a strong rally on Friday.  Here is what we are 

watching this morning: 

 

Powell the dove: Chair Powell participated in a panel discussion on Friday that included former 

Fed Chairs Bernanke and Yellen.  He pretty much said everything the market wanted to hear.  He 

indicated that there is “no preset path” for policy, including raising rates and adjusting the 

balance sheet.  The financial markets interpreted these comments as an indication that the FOMC 

is taking financial market action seriously and that a pause is possible.  As we noted last week, 

the implied LIBOR rate from the two-year deferred Eurodollar futures suggest the Fed should 

stop raising rates now.  The Fed seems to have taken that news to heart.1  We have been 

favorable to the idea that the Fed would manage a soft landing, a tightening that doesn’t bring a 

recession.2  Our research suggests the Fed is now at the point where further tightening increases 

the risk of a policy error.  Powell’s comments suggest he is aware of the risks. 

 

The Syria withdrawal…nevermind:3 After President Trump ordered the withdrawal of U.S. 

troops from Syria, Defense Secretary Mattis left the administration.  Op-eds argued the move 

was leaving the field to Iran.  However, the hawks in the administration, at least for now, appear 

to have reversed this move.  National Security Advisor Bolton has placed conditions on fulfilling 

the action, which could delay the actual withdrawal for a long time.4  The two primary conditions 

are that IS must be destroyed and the Kurds’ safety must be guaranteed.5  Although American 

troop presence in the region is part of the U.S. superpower role, President Trump, consistent with 

his Jacksonian archetype, wants to reduce this role to only direct threats to the U.S. and any 

                                                 
1 https://www.cnbc.com/2019/01/04/powell-says-fed-will-be-patient-with-monetary-policy-as-they-watch-how-
economy-does.html  
2 https://www.wsj.com/articles/fed-faces-a-fresh-test-engineering-a-soft-economic-landing-11546822609  
3 https://www.youtube.com/watch?v=OjYoNL4g5Vg  
4 https://www.nytimes.com/2019/01/06/world/middleeast/bolton-syria-
pullout.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top  
5 https://www.washingtonpost.com/world/national-security/bolton-promises-no-troop-withdrawal-from-syria-
until-isis-contained-kurds-safety-guaranteed/2019/01/06/ee219bba-11c5-11e9-b6ad-
9cfd62dbb0a8_story.html?utm_term=.6c457663d5de&wpisrc=nl_todayworld&wpmm=1  
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nation that besmirches American honor.  Will Bolton (and, to some extent, Pompeo) be 

successful in reversing the president on Syria?  We will be watching for two items; first, does the 

right-wing pundit class start criticizing the decision, and second, does Trump see Bolton’s 

actions as a direct refusal?  With regard to the first, it should be noted that the president was 

prepared to avoid a government shutdown over the wall until the pundits began to criticize his 

decision.  We doubt the Syria issue will raise the same degree of ire but, if it does, look for the 

president to push for withdrawal.  Second, Bolton has been smart to not openly defy the 

president but to put conditions in place that essentially mean the troops will be there for a long 

time.  Kurdish safety alone likely requires American troop presence.  So, for now, the U.S. will 

be maintaining its role in Syria. 

 

Another split in Ukraine: The Eastern Orthodox Church has formally split by recognizing the 

independence of the Orthodox Church of Ukraine as separate from the Russian Orthodox 

Church.6  The church in Ukraine has been under the jurisdiction of the Russian church since 

1686 when the Russian Church split from the Eastern Orthodox Church, which was centered in 

Constantinople.  What will make its break difficult is that there are church members in Ukraine 

who maintain their allegiance to Moscow.  This fact could further undermine Ukrainian unity.  

We would look for the Kremlin to use this dissention to further weaken the government in Kiev. 

 

Trade talks: China and the U.S. will begin trade talks in Beijing today.  Discussions will last 

two days and are designed to lead to further negotiations.7  In the short run, we expect an 

agreement that will reduce trade tensions.  China’s economy has been slumping and Xi needs to 

reduce trade pressure.  The U.S. economy, though in much better shape than China’s, is showing 

some signs of weakness in the pivotal political year, the year before the election year.  President 

Trump needs to avoid recession in 2019 at all costs or his reelection chances are doomed.  

However, the long-run situation remains difficult.  The U.S. and China are strategic competitors, 

with China attempting to exclude the U.S. from its sphere of influence.  This long-run condition 

means that, over time, the odds of a full-scale military confrontation are growing and the 

interconnectedness between the two economies will likely break down.  Although that condition 

is not supportive for either economy, we expect a hiatus in 2019. 

 

Hard Brexit looming?  We have generally expected the U.K. and the EU to eventually reach a 

settlement that would not result in a sudden disruption of trade relations.  However, as time 

passes, we are becoming increasingly concerned about the odds of a sudden break.  PM May’s 

plan will go to a vote in Parliament on the 15th after a debate is held this week.8  May is trying to 

sway MPs to her plan, but it doesn’t look like it has much chance of passage.  May is hoping she 

can take this failure to the EU for concessions.  However, here is the rub—the EU needs a 

unanimous vote to approve changes and the EU isn’t united on what it wants from Brexit.  If 

Merkel were still powerful, she may have been able to bring enough influence to bear to give 

                                                 
6 https://www.nytimes.com/2019/01/06/world/europe/orthodox-church-ukraine-
russia.html?emc=edit_mbe_20190107&nl=morning-briefing-europe&nlid=567726720190107&te=1  
7 https://www.ft.com/content/1e242378-1158-11e9-a581-
4ff78404524e?emailId=5c32cc6b103e78000488abb0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
8 https://www.ft.com/content/1859237a-11a9-11e9-a581-
4ff78404524e?emailId=5c32cc6b103e78000488abb0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  

https://www.nytimes.com/2019/01/06/world/europe/orthodox-church-ukraine-russia.html?emc=edit_mbe_20190107&nl=morning-briefing-europe&nlid=567726720190107&te=1
https://www.nytimes.com/2019/01/06/world/europe/orthodox-church-ukraine-russia.html?emc=edit_mbe_20190107&nl=morning-briefing-europe&nlid=567726720190107&te=1
https://www.ft.com/content/1e242378-1158-11e9-a581-4ff78404524e?emailId=5c32cc6b103e78000488abb0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/1e242378-1158-11e9-a581-4ff78404524e?emailId=5c32cc6b103e78000488abb0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/1859237a-11a9-11e9-a581-4ff78404524e?emailId=5c32cc6b103e78000488abb0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/1859237a-11a9-11e9-a581-4ff78404524e?emailId=5c32cc6b103e78000488abb0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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May some help.  But, with Merkel on her way out, there really isn’t anyone on the EU side that 

could make concessions in short order.   

 

If the EU can’t adjust, the U.K. could hold a second referendum.  However, that option is fraught 

with risk.  Structuring a vote that will reflect the will of the people will be hard.  If the vote is 

between hard Brexit and remain, we would expect remain to narrowly win because the public 

won’t want the economic disruption that follows.  But, that isn’t the only option.  A different 

relationship with the EU is probably what most British voters want, but what exactly that entails 

is impossible to divine in a simple vote.  It’s pretty clear that what May negotiated wasn’t it.  The 

constant talk, even from the Labour Party, is that a different deal is wanted.  Unfortunately, there 

isn’t any evidence that new negotiations would yield a deal better than what May got.  If the 

referendum is simply hard Brexit or remain, and remain wins, then markets will rejoice but there 

will be a significant minority of U.K. voters who will believe their decision to exit the EU was 

stolen from them.  The Tory party will likely split over this issue, ushering in Labour Party 

dominance for years.  A Corbyn-led Labour government would have sharply negative 

connotations for U.K. financial markets.  In general, the GBP has held up rather well throughout 

this turmoil, mostly because the dollar is overvalued versus the pound.  Nevertheless, a hard 

Brexit and a Labour government would severely undermine investor confidence and send both 

the GBP and British equities lower.  We are beginning to worry that we, and the markets, have 

been underestimating the odds of a bad outcome. 

 

China’s reserves: China’s foreign reserves rose $11 bn in December, pretty much in line with 

expectations.  The modest change suggests there was little selling pressure on the CNY in 

December.   
 

 
 

As this chart shows, China has managed reserve stability for the past few years.  The lack of 

pressure on the CNY likely reflects success in restraining capital flight.  Although capital flight 
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is always difficult to track down (by design—if I am trying to secretly move my assets out of the 

country, it should be difficult to figure out what I am doing), the Net Errors and Omissions 

account in the balance of payments is probably the best measure available.   
 

 
 

This chart shows the rolling four-quarter sum of the Errors and Omissions Account.  Note that it 

declined rapidly in 2015, suggesting a rapid increase in capital flight.  For illustration purposes, 

we have included the FHFA Home Price Index for the Pacific region.  Although home prices 

began to recover in 2013 in this region, they accelerated rapidly in 2015 and have remained 

strong, rising about 7.5% per year.  Anecdotal evidence has indicated for some time that at least 

some of Chinese capital flight was ending up in West Coast real estate markets.  The home price 

data would tend to support this notion.9   

 

U.S. Economic Releases 
 

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

economic releases and Fed events scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

10:00 ISM Non-Manufacturing Index m/m dec 59.0 60.7 **

EST Speaker or event

12:40 Raphael Bostic speaks at Rotary Club of Atlanta President of the Federal Reserve Bank of Atlanta

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 

                                                 
9 Although not shown, on a yearly change basis, Pacific region home prices rose faster than any other area of the 
country except the Mountain region, which may have also garnered some benefit from the capital flight.   
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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

China Foreign Reserves m/m dec $3.073 tn $3.062 tn $3.071 tn ** Equity and bond neutral

Japan Loans & Discounts Corp m/m nov 3.7% 3.3% ** Equity and bond neutral

Monetary Base m/m dec 4.8% 6.1% 5.8% ** Equity bearish, bond bullish

Nikkei Japan PMI Composite m/m dec 52.0 52.4 ** Equity bearish, bond bullish

Nikkei Japan PMI Services m/m dec 51.0 52.3 ** Equity bearish, bond bullish

India GDP Annual Estimate y/y 2019 7.2% 6.7% 7.2% *** Equity and bond neutral

Australia AiG Perf of Mfg Index m/m dec 49.5 51.3 ** Equity and bond bearish

EUROPE

Eurozone Retail Sales y/y nov 1.1% 1.7% 0.4% ** Equity bullish, bond bearish

Germany Retail Sales y/y nov 1.1% 5.0% -0.4% ** Equity bullish, bond bearish

Factory Orders y/y nov -4.3% -2.7% -2.7% ** Equity bearish, bond bullish

Markit Germany Construction m/m dec 53.3 51.3 ** Equity and bond neutral

Italy Deficit to GDP ytd 3q 1.9% 1.9% *** Equity and bond neutral

U.K. New Car Registrations y/y dec -5.5% -3.0% ** Equity bearish, bond bullish

Switzerland Total Sight Deposits m/m jan 574.0 bn 574.2 bn ** Equity and bond neutral

Domestic Sight Deposits m/m jan 480.0 bn 479.0 bn ** Equity and bond neutral

AMERICAS

Canada Net Change in Employment m/m dec 9.3k 94.1k 10.0k ** Equity bearish, bond bullish

Unemployment Rate m/m dec 5.6% 5.6% 5.7% ** Equity and bond neutral

Industrial Product Price m/m nov -0.8% 0.2% 0.0% ** Equity bearish, bond bullish

Raw Materials Price Index m/m nov -11.7% -2.4% *** Equity bearish, bond bullish  
 

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) 280 280 0 Up

3-mo T-bill yield (bps) 236 236 0 Neutral

TED spread (bps) 45 43 2 Neutral

U.S. Libor/OIS spread (bps) 240 240 0 Up

10-yr T-note (%) 2.64 2.67 -0.03 Neutral

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

EUR/USD 3-mo swap (bps) 0 -1 1 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 $58.47 $57.06 2.47% OPEC Production Cuts

WTI $49.20 $47.96 2.59%  

Natural Gas $2.98 $3.04 -2.14%  

Crack Spread $14.98 $14.66 2.23%

12-mo strip crack $16.76 $16.46 1.83%

Ethanol rack $1.44 $1.43 0.09%

Gold $1,291.80 $1,286.05 0.45%

Silver $15.77 $15.70 0.44%

Copper contract $263.90 $264.75 -0.32%

Corn contract 383.25$       383.00$       0.07%

Wheat contract 515.00$       517.00$       -0.39%

Soybeans contract 924.25$       921.50$       0.30%

Baltic Dry Freight 1260 1267 -7

Actual Expected Difference

Crude (mb) 0.1 -2.3 2.4

Gasoline (mb) 6.9 2.7 4.2

Distillates (mb) 9.5 1.0 8.5

Refinery run rates (%) 2.10% 0.60% 1.50%

Natural gas (bcf) -20.0 -46.0 26.0

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 1/4/2019 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 1/4/2019 close) 

 

-1.0% 0.0% 1.0% 2.0% 3.0%

Emerging Markets (local currency)

Real Estate

Emerging Markets ($)

Cash

US Government Bond

US Corporate Bond

Foreign Developed (local currency)
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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 Update 
 

January 3, 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 1/3/2018 = 15.6x

 
 

Based on our methodology,10 the current P/E is 15.6x, down 1.7x from our last reading.  Shifting 

to Q1 was the reason for the sharp decline in the ratio. 
 
 
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. 

                                                 
10 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. 


