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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 8, 2019—9:30 AM EST]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is up 1.1% from the last close.  In Asia, the MSCI Asia Apex 50 was down 

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

0.3% and the Shenzhen index down 0.1%.  U.S. equity index futures are signaling a higher open. 

 

U.S. equity futures are higher this morning as the recovery continues.  Here is what we are 

watching today: 

 

Fed news: Atlanta FRB President Bostic suggested that the policy rate may be near neutral and 

perhaps only one more increase is needed.1  Bostic has made it clear he would not support a hike 

that would invert the yield curve, so based on that position alone his comments were consistent 

with that stance.  Cleveland FRB President Mester, who we rate as a “2” on the 1-5 hawk/dove 

scale (1 being most hawkish, 5 most dovish), told the WSJ that she thought the central bank has 

some “flexibility,” which we interpret as suggesting the Fed could hold rates steady for a while.2  

This implies we probably won’t see rate hikes in the near future, if at all.  Bostic was a voter in 

2018; Mester isn’t a voter this year.   

 

Meanwhile, FRB economist Nellie Liang has withdrawn3 from potential nomination for an open 

Fed governor seat.  It isn’t clear why she withdrew as it doesn’t appear the White House wanted 

her to quit.  Her stated reason was discomfort with the “limbo” of the nomination process.  We 

will be watching closely to see if the president takes a direct hand in the next nomination.  It 

appears to us that Treasury Secretary Mnuchin has been the primary source of governor 

nominations but, given the president’s desire for a dovish Fed, we would not be surprised to see 

him select someone much more radical to the position.  One possibility would be to appoint one 

of the dovish Fed presidents, e.g., Neel Kashkari or James Bullard, to the position.  Both would 

be reliable doves.  In fact, the president actually has two governor vacancies he could fill since 

Marvin Goodfriend’s nomination has been stalled for months.  Both these current regional bank 

presidents could likely be confirmed since they clearly have experience.   

 

Trade talks: Trade talks between China and the U.S. continue in Beijing today.  Although 

nothing concrete has emerged, sentiment surrounding the talks is positive.  According to reports, 

the U.S. side is pressing China for verifiable goals as China has a tendency to offer vague 

                                                 
1 https://www.cnbc.com/2019/01/07/feds-bostic-sees-one-interest-rate-increase-for-2019.html  
2 https://www.wsj.com/articles/cleveland-feds-mester-expects-higher-rates-but-sees-no-urgency-11546896645  
3 https://www.cnbc.com/2019/01/08/nellie-liang-withdraws-her-nomination-to-federal-reserve-board.html  

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.cnbc.com/2019/01/07/feds-bostic-sees-one-interest-rate-increase-for-2019.html
https://www.wsj.com/articles/cleveland-feds-mester-expects-higher-rates-but-sees-no-urgency-11546896645
https://www.cnbc.com/2019/01/08/nellie-liang-withdraws-her-nomination-to-federal-reserve-board.html


 

 

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

www.confluenceinvestment.com 

 2 

promises that are difficult to check.4  We expect these talks to end shortly but resume in 

Washington in the near term.  Both sides need a short-term deal and we expect such an outcome. 

 

Shutdown woes: The government shutdown continues.  So far, we haven’t said much about it 

because it hasn’t affected financial markets significantly.  However, we are now starting to reach 

a point where it might as critical government functions could be affected soon.  There are reports 

that the IRS is struggling to make refunds (although they apparently can take your tax dollars 

without issue), and food stamps may be delayed.  There are scattered reports that TSA officers 

are taking sick days in response to working without pay, causing airport delays.  And, there are 

also reports that farmers are finding their trade relief checks delayed due to the shutdown.  In 

addition, crop loans could be affected soon.5  The president is going on television for a 

primetime address tonight and there are rumors he may try to declare a national emergency to 

fund his border wall proposal.  The National Emergency Act of 19766 gives the president broad 

powers and could conceivably be used for this goal, although it would almost certainly face court 

challenges.  House Democrats are preparing partial funding bills that would fund various parts of 

the government.  This tactic is rather standard in shutdowns; the bills fund popular parts of 

government (e.g., national parks) that would likely find some GOP support in Congress.  The 

goal would be to fund everything but wall building.  Of course, the president could veto these 

bills, but then he is seen as preventing Americans from going to Yellowstone or receiving 

welfare.  As noted above, so far, the impact on financial markets has been modest but that may 

change the longer this shutdown continues. 

 

OPEC and oil prices: The Saudis are apparently considering new plans to further cut oil exports 

with a goal of lifting Brent prices to at least $80 per barrel.  The need for increased government 

spending is behind the policy.7  Meanwhile, Iran is hoping nations that currently have waivers 

from U.S. sanctions will apply to extend them,8 which does undermine the Saudis’ goal of higher 

oil prices.  Although the hawks in the administration (Bolton and Pompeo) will likely try to 

curtail waivers, the president does appear attuned to the price of oil and may be open to waiver 

extensions.   

 

Syrian policy update: As we noted yesterday, John Bolton effectively reversed the president’s 

Syrian withdrawal policy by setting preconditions that will likely not be met for a generation.   

Turkish President Erdogan was not pleased.  Bolton was in Turkey apparently to meet with 

Erdogan, but the Turkish president snubbed Bolton, leaving the American national security 

director to enjoy a two-hour meeting with Erdogan’s spokesman.  Turkey was quite pleased with 

President Trump’s announcement of the U.S. troop withdrawal because it would give Ankara a 

                                                 
4 https://www.wsj.com/articles/u-s-pushes-china-to-follow-through-on-trade-promises-11546869147  
5 https://www.jsonline.com/story/money/2019/01/04/government-shutdown-makes-already-rough-farm-
markets-even-
rougher/2475446002/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&strea
m=top  
6 https://en.wikipedia.org/wiki/National_Emergencies_Act  
7 https://www.wsj.com/articles/saudis-plan-to-cut-crude-exports-to-7-1-million-barrels-a-day-say-opec-officials-
11546877089  
8 https://www.reuters.com/article/us-india-iran-oil/iran-hopes-india-will-seek-fresh-waiver-from-u-s-sanctions-
deputy-foreign-min-idUSKCN1P20MX  

https://www.wsj.com/articles/u-s-pushes-china-to-follow-through-on-trade-promises-11546869147
https://www.jsonline.com/story/money/2019/01/04/government-shutdown-makes-already-rough-farm-markets-even-rougher/2475446002/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.jsonline.com/story/money/2019/01/04/government-shutdown-makes-already-rough-farm-markets-even-rougher/2475446002/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.jsonline.com/story/money/2019/01/04/government-shutdown-makes-already-rough-farm-markets-even-rougher/2475446002/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.jsonline.com/story/money/2019/01/04/government-shutdown-makes-already-rough-farm-markets-even-rougher/2475446002/?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://en.wikipedia.org/wiki/National_Emergencies_Act
https://www.wsj.com/articles/saudis-plan-to-cut-crude-exports-to-7-1-million-barrels-a-day-say-opec-officials-11546877089
https://www.wsj.com/articles/saudis-plan-to-cut-crude-exports-to-7-1-million-barrels-a-day-say-opec-officials-11546877089
https://www.reuters.com/article/us-india-iran-oil/iran-hopes-india-will-seek-fresh-waiver-from-u-s-sanctions-deputy-foreign-min-idUSKCN1P20MX
https://www.reuters.com/article/us-india-iran-oil/iran-hopes-india-will-seek-fresh-waiver-from-u-s-sanctions-deputy-foreign-min-idUSKCN1P20MX
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nearly free hand in dealing with the Kurds.  We will be watching to see if Bolton and Pompeo 

prevail or if the president orders the withdrawal over the objections of these members of the 

administration.  If Bolton and Pompeo lose on this one, it may also impact the aforementioned 

Iranian oil embargo waivers. 

 

Brexit: The Irish PM Leo Varadkar offered PM May an olive branch of sorts, suggesting the EU 

could offer some moderating language on the Ireland/Northern Ireland border issue.9  The 

“backstop” has become the most contentious issue of Brexit.  Essentially, if a hard Brexit occurs, 

a border is erected on the Ireland/Northern Ireland frontier.  The worry is that the open border 

has lowered sectarian tensions in Northern Ireland and closing the border will bring the troubles 

back.  The U.K. is quite uncomfortable with a return of sectarian tensions because it will almost 

certainly require British troops to return to the area for security.  So, the backstop is about 

keeping the Ireland/Northern Ireland border within the EU to prevent a hard border.  However, 

this also means the U.K. would remain tied to the EU, but not in it, thus preventing Britain from 

negotiating new trade deals.  Hard Brexiteers worry the backstop will become permanent, putting 

Britain into some sort of trade limbo where it isn’t really part of the EU but not really separate.   

PM May wants assurances from the EU that the backstop won’t last forever, but it isn’t really 

obvious how a hard border can be avoided.  There was consideration given to putting the 

EU/U.K. trade border at the Irish Sea, effectively putting Northern Ireland in the EU; this 

possibility horrifies the Unionists in Northern Ireland because it would separate Northern Ireland 

from the U.K. and eventually lead to unification with Ireland.  Varadkar’s comments are 

welcome but lack substance as there really is no good solution to the Northern Ireland border 

issue.  The noted article does suggest that the deadline for leaving could be extended but, as we 

noted yesterday, that would likely require full EU approval and getting the entire group to agree 

on anything is hard, which is why the deal in place probably can’t be adjusted.  As we stated 

yesterday, the longer Brexit goes on, the odds of a hard separation are rising. 

 

U.S. Economic Releases 

 

NFIB small business optimism came in above expectations at 104.4 compared to the forecast of 

103.0.  

 

                                                 
9 https://www.ft.com/content/49c33f0e-1320-11e9-a581-4ff78404524e  

https://www.ft.com/content/49c33f0e-1320-11e9-a581-4ff78404524e
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This is the fourth consecutive month that small business sentiment has dropped.  Market 

uncertainty may have weighed on sentiment as less than a quarter believe it is a good time to 

expand their businesses compared to one-third of respondents three months ago.  These concerns 

could moderate in the coming months as the Fed signals it is willing to pause or slowdown the 

pace of rate hikes and the U.S. and China continue to make progress in trade negotiations. 
 

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

EDT Indicator Expected Prior Rating

10:00 Jolts Job Openings m/m nov 7050 7079 **

15:00 Consumer Credit m/m nov $17.500 bn $25.384 bn **

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 

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Consumer Confidence m/m dec 42.7 42.9 42.8 *** Equity and bond neutral

Australia Trade Balance m/m nov A$1.925 bn A$2.316 bn A$2.175 bn ** Equity bearish, bond bullish

ANZ Job Advertisements m/m dec 0.0% -0.3% * Equity and bond neutral

Foreign Reserves m/m dec A$76.3 bn A$66.0 bn * Equity bullish, bond bearish

EUROPE

Eurozone Consumer Confidence y/y nov -6.2 -6.2 -6.2 *** Equity and bond neutral

Economic Confidence y/y nov 107.3 109.5 108.2 ** Equity and bond neutral

Business Climate Indicator y/y nov 0.82 1.09 1.00 ** Equity bearish, bond bullish

Industrial Confidence m/m dec 1.1 3.4 3.0 ** Equity bearish, bond bullish

Services Confidence ytd 3q 12.0 13.3 12.3 ** Equity and bond neutral

U.K. Halifax House Prices m/m dec 2.2% -1.4% 0.5% ** Equity bullish, bond bearish

Switzerland Retail Sales Real y/y nov -0.5% 0.8% -0.6% ** Equity and bond neutral

Unemployment Rate m/m dec 2.7% 2.5% 2.6% ** Equity bearish, bond bullish

AMERICAS

Canada Bloomberg Nanos Confidence m/m jan 55.5 55.1 ** Equity bullish, bond bearish

Ivey Purchasing Managers Index m/m dec 59.7 57.2 ** Equity bullish, bond bearish

Brazil Industrial Production m/m nov -0.9% 1.1% -0.1% *** Equity and 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) 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  
 

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 $58.18 $57.33 1.48%

WTI $49.17 $48.52 1.34%  

Natural Gas $3.00 $2.94 1.83%  

Crack Spread $14.04 $13.92 0.86%

12-mo strip crack $16.20 $16.02 1.12%

Ethanol rack $1.43 $1.43 -0.15%

Gold $1,282.70 $1,289.21 -0.50%

Silver $15.61 $15.65 -0.30%

Copper contract $264.40 $263.70 0.27%

Corn contract 383.75$       382.25$       0.39%

Wheat contract 519.00$       516.75$       0.44%

Soybeans contract 924.75$       924.25$       0.05%

Baltic Dry Freight 1247 1260 -13

Actual Expected Difference

Crude (mb) -1.8

Gasoline (mb) 3.4

Distillates (mb) 1.0

Refinery run rates (%) -0.50%

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 1/7/2019 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 1/7/2019 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 3, 2019 
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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. 


