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

The EuroStoxx 50 is up 0.9% from the last close.  In Asia, the MSCI Asia Apex 50 was up 2.3% 

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

the Shenzhen index up 0.5%.  U.S. equity index futures are signaling a higher open. 

 

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

watching today: 

 

Shutdown: The president went primetime last night to make his case for a wall.  The Democrats 

responded.  Nothing has changed and the shutdown drags on.  For the most part, financial 

markets have ignored the drama, which makes sense, because it really isn’t affecting the 

economy significantly…so far.  However, that situation may be changing.  Fitch has warned1 

that its AAA rating on U.S. Treasuries may be in danger if the shutdown collides with the debt 

ceiling, which officially becomes an issue on March 2 but probably won’t actually occur until 

early summer.  A second downgrade (S&P lowered the rating to AA in August 2011) could do 

serious damage to the global trading system.  We doubt there would be a wholesale retreat from 

the dollar on a downgrade, simply because there isn’t another alternative, but reserve managers 

would face pressure over time to diversify and perhaps hold more precious metals.  There are 

reports of rising TSA absences which are starting to affect air travel.  Landlords are being forced 

to use savings to avoid evictions of HUD tenants.  Disaster relief funds are being delayed.  

Transportation projects are starting to be delayed.  There are reports that government workers are 

starting to make unemployment insurance claims that will boost initial claims (although we 

wonder if there are enough functioning parts of government to actually process the claims).  The 

SEC is delaying IPOs.2  And, realtors are indicating that buyers are being affected by the 

shutdown.3   

 

The problem is that there doesn’t seem to be a workable “off-ramp” to end this impasse that 

doesn’t look like a loss for one side or the other.  We do look for the House to start sending a 

                                                 
1 https://www.reuters.com/article/usa-rating-fitch/fitch-sends-us-triple-a-rating-warning-
idUSL8N1Z92B1?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream
=business  
2 https://www.politico.com/story/2019/01/08/government-shutdown-update-2019-1069133  
3 https://www.bloomberg.com/news/articles/2019-01-08/government-shutdown-sinks-home-sales-confidence-
realtors-
say?srnd=premium&utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&str
eam=business  
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parade of spending bills to reopen various parts of the government in the coming days and there 

could be enough GOP defectors in the Senate to pass the bills, forcing the president to either sign 

them or face the optics of keeping the government from functioning.  If the financial markets 

start feeling the impact, we suspect the pressure to end this shutdown will escalate.   

 

Trade talks: Chinese and U.S. trade talks ended on a positive note after being extended an 

additional day.  We look for another round of talks to begin next week in Washington.  

Bloomberg reports something that has been whispered for weeks—the president uses the equity 

markets as a real-time measure of his success and wants a trade deal to lift equity values.4  One 

of the primary reasons we are optimistic on equities this year is because of the “third year 

effect”; history shows that the year before the election tends to be a strong year for stocks as 

administrations try to goose growth to improve the odds of reelection. 

 

Brexit: PM May faced a minor defeat5 in the House of Commons when a measure passed that 

prevents the government from making adjustments to tax rules if it pursues a hard Brexit.  The 

idea behind the bill is to impede the government from deciding to follow a hard Brexit path.  It 

shows that the MPs want to avoid a hard Brexit but also don’t want May’s current agreement 

with the EU.  As we noted yesterday, the majority seems to want to leave the EU but on terms 

different from what May negotiated.  However, we have serious doubts that the EU will change 

its position.  There is growing talk in the U.K. of an extension of the March 29 deadline, but it is 

unlikely the EU would agree to this unless there is a referendum or new parliamentary elections 

in the U.K.  Furthermore, it is highly unlikely the EU would agree to an extension simply to 

restart negotiations.  Complicating matters further is that EU parliamentary elections will occur 

sometime between May and July and members of the EU want Brexit resolved before these 

elections are held.6  Although neither side really wants a hard Brexit, odds of such an event are 

rising due to the inflexibility of the EU and a May government that doesn’t have enough power 

to push through a flawed agreement.  It is a recipe for an undesired outcome. 

 

Chinese stimulus?  Reports indicate there has been a flurry of schedule changes by regional 

governments in China at the behest of Beijing.  The rescheduling will open a window for a full 

meeting of the Central Committee between January 19 and 22.7  There is no evidence other than 

the rescheduling that a meeting will be called or a clue as to content.  If we had to guess, the 

most likely outcome is an announcement of stimulus for an economy that is clearly weakening.   

We could see some sort of announcement on trade as well.  But, China has a long history of not 

tolerating slowing growth so the most likely reason for a Central Committee meeting is to 

announce measures to lift the economy. 

 

                                                 
4 https://www.bloomberg.com/news/articles/2019-01-08/trump-said-to-want-trade-deal-with-china-to-boost-
stock-market  
5 https://www.ft.com/content/20e20694-1378-11e9-a581-
4ff78404524e?emailId=5c358540de0b380004a4b311&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
6 https://www.ft.com/content/eeb341ca-1367-11e9-a581-
4ff78404524e?emailId=5c358540de0b380004a4b311&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
7 https://www.bloomberg.com/news/articles/2019-01-09/rare-schedule-changes-suggest-major-china-policy-
meeting-is-near  

https://www.bloomberg.com/news/articles/2019-01-08/trump-said-to-want-trade-deal-with-china-to-boost-stock-market
https://www.bloomberg.com/news/articles/2019-01-08/trump-said-to-want-trade-deal-with-china-to-boost-stock-market
https://www.ft.com/content/20e20694-1378-11e9-a581-4ff78404524e?emailId=5c358540de0b380004a4b311&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/20e20694-1378-11e9-a581-4ff78404524e?emailId=5c358540de0b380004a4b311&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/eeb341ca-1367-11e9-a581-4ff78404524e?emailId=5c358540de0b380004a4b311&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/eeb341ca-1367-11e9-a581-4ff78404524e?emailId=5c358540de0b380004a4b311&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.bloomberg.com/news/articles/2019-01-09/rare-schedule-changes-suggest-major-china-policy-meeting-is-near
https://www.bloomberg.com/news/articles/2019-01-09/rare-schedule-changes-suggest-major-china-policy-meeting-is-near
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Iran facing pressure: Recently, we discussed the potential for continued waivers on Iranian oil 

sales.  One factor working against waivers is that Iran’s continued extraterritorial actions in 

Europe have eroded support for Tehran in the EU.  The EU has decided to apply sanctions on 

Iran for a series of assassination plots against Iranian activists living in Europe.8   It will be hard 

for Iran to draw support for busting U.S. sanctions if the EU is applying its own.  This is likely 

bullish for oil prices. 

 

World Bank downgrades global growth prospects:9 Although the decline in the forecast isn’t 

huge, the trend is worrisome.  The body is expecting global growth at 2.9% this year, down from 

3.0% in 2018.  However, our worry is that we will see further weakness this year and the 

downgrade is, to some extent, confirmation of that concern. 

 

A reflection of the recent yen rally: Last week, the JPY had a wild overnight session, 

appreciating strongly on no real news.  We note today that the BOJ is considering easing 

measures in light of the Fed pause in case the JPY appreciates.  The fact that this action is being 

considered should be a red flag for the Treasury Department; in general, U.S. policymakers were 

willing to tolerate the currency depreciation that came with Abenomics on the idea that it was 

part of the reform process.  However, lack of labor market reforms from Abenomics suggests the 

program was, in the end, nothing more than a plan for yen depreciation.  
 

 
 

This chart shows the relationship between the USD/JPY exchange rate and the current account as 

a percentage of GDP.  In general, the exchange rate tends to lead the current account by six 

                                                 
8 https://www.nytimes.com/2019/01/08/world/europe/iran-eu-sanctions.html  
9 https://www.reuters.com/article/us-worldbank-growth/world-bank-sees-global-growth-slowing-in-2019-
idUSKCN1P22EU  

https://www.nytimes.com/2019/01/08/world/europe/iran-eu-sanctions.html
https://www.reuters.com/article/us-worldbank-growth/world-bank-sees-global-growth-slowing-in-2019-idUSKCN1P22EU
https://www.reuters.com/article/us-worldbank-growth/world-bank-sees-global-growth-slowing-in-2019-idUSKCN1P22EU
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quarters.  Note that the current account went into deficit when the exchange rate was around 80 

yen to the dollar.  As the JPY weakened, the current account rebounded.  At some point, we 

expect U.S. policymakers to force Japan to adjust its exchange rate to a more justifiable level; 

most likely, this will occur when Abe leaves office or the Trump administration finally realizes a 

weaker dollar is in its interest.   

 

U.S. Economic Releases 

 

MBA Mortgage Applications rose 23.5% from the prior week.  Purchases and refinancing rose 

16.5% and 35.3%, respectively.  The average 30-year fixed rate fell by 10 bps from 4.84% to 

4.74%.  Clearly, the recent drop in interest rates is spurring mortgage activity. 
 

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

EST Speaker or event

10:30 Eric Rosengren Speaks on Ethics and Economics President of the Federal Reserve Bank of Boston

14:00 FOMC Meeting Minutes

District or position

Federal Reserve Board

Economic Releases

 No economic releases today

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.  
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Labor Cash Earnings y/y nov 2.0% 1.5% 1.2% *** Equity bullish, bond bearish

Real Cash Earnings y/y nov 1.1% -0.1% 0.4% *** Equity bullish, bond bearish

Australia AiG Perf of Services Index m/m dec 52.1 55.1 ** Equity and bond neutral

Building Approvals y/y nov -9.1% -1.5% -0.3% ** Equity and bond bearish

EUROPE

Eurozone Unemployment Rate y/y nov 7.9% 8.1% 8.1% *** Equity bullish, bond bearish

Germany Trade Balance y/y nov 20.5 bn 18.3 bn 18.6 bn ** Equity bullish, bond bearish

Current Account Balance y/y nov 21.4 bn 15.9 bn 24.8 bn ** Equity bearish, bond bullish

Italy Unemployment Rate m/m nov 10.5% 10.6% 10.5% *** Equity and bond neutral

U.K. Unit Labor Costs y/y 3q 2.8% 2.0% ** Equity and bond neutral

Switzerland CPI y/y dec 0.7% 0.9% 0.8% *** Equity and bond neutral

CPI Core y/y dec 0.3% 0.2% 0.2% *** Equity and bond neutral

Foreign Currency Reserves m/m dec 729.0 bn 748.8 bn 750.0 bn ** Equity and bond neutral

AMERICAS

Canada International Merchandise Trade m/m nov -2.06 bn -1.17 bn -2.15 bn ** Equity and bond neutral

Brazil Industrial Production m/m nov -0.9% 1.1% -0.4% *** Equity and bond bearish

Mexico Vehicle Domestic Sales m/m dec 141963 133791 ** Equity and bond neutral  
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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) 240 239 1 Neutral

TED spread (bps) 39 41 -2 Neutral

U.S. Libor/OIS spread (bps) 242 242 0 Up

10-yr T-note (%) 2.74 2.73 0.01 Neutral

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

EUR/USD 3-mo swap (bps) -2 -2 0 Down

Currencies Direction

dollar down Neutral

euro up Up

yen down Neutral

pound up Neutral

franc flat Neutral

Central Bank Action Current Prior Expected

Bank of Canada Rate 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. 
 

Price Prior Change Explanation

Brent $59.90 $58.72 2.01% Bullish API Report

WTI $50.88 $49.78 2.21%  

Natural Gas $3.00 $2.97 1.15%  

Crack Spread $13.95 $13.95 0.00%

12-mo strip crack $16.09 $16.00 0.54%

Ethanol rack $1.42 $1.42 -0.25%

Gold $1,280.87 $1,285.39 -0.35%

Silver $15.60 $15.65 -0.33%

Copper contract $267.55 $265.60 0.73%

Corn contract 382.25$       380.00$       0.59%

Wheat contract 523.00$       517.75$       1.01%

Soybeans contract 921.00$       918.50$       0.27%

Baltic Dry Freight 1262 1247 15

Actual Expected Difference

Crude (mb) -1.8

Gasoline (mb) 3.4

Distillates (mb) 1.0

Refinery run rates (%) -0.50%

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.  



 

 

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

www.confluenceinvestment.com 

 9 

Data Section 

 

U.S. Equity Markets – (as of 1/8/2019 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 1/8/2019 close) 

 

-2.0% 0.0% 2.0% 4.0% 6.0% 8.0%

US Government Bond
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Emerging Markets (local currency)
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Emerging Markets ($)
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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 
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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. 


