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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: November 30, 2018—9:30 AM EST]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is down 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 was down 

0.4% from the prior close.  Chinese markets were higher, with the Shanghai composite up 0.8% 

and the Shenzhen index up 0.9%.  U.S. equity index futures are signaling a lower open.   

 

Good morning!  It’s a very quiet market this morning.  Equities continue to consolidate in front 

of this weekend’s G-20 meeting.  Here is what we are watching today: 

 

The G-20 and China talks: We expect some sort of short-term accommodation at this 

weekend’s meeting.  We look for the U.S. to delay implementing the tariff hike on China and 

postpone expanding tariffs on the rest of Chinese imports.  China will offer to buy some 

American goods in return.  However, the key issues, such as technology transfers and intellectual 

property theft, won’t be resolved.  Although we do expect some modest agreement, we note that 

Peter Navarro, the president’s hardline trade advisor, has now been invited to the Saturday dinner 

with Xi.  This may be signaling a harder line on China because he was initially kept off the 

seating chart.  In our view, China and the U.S. see each other as strategic competitors.  So, we 

may see a truce, which the financial markets generally expect, but a long-term resolution isn’t 

likely because it isn’t really possible.  U.S. and China hegemonic competition is now in the open 

and will be a major issue for the foreseeable future.  At the same time, as we detail below, 

Chairman Xi probably needs an agreement more than President Trump does, at least in the 

immediate term. 

 

China’s economy: China’s official manufacturing PMI data came in weaker than expected, 

coming in at 50.0 in November, down from 50.2 in October.  The official data is generally 

considered less reliable than the Caixin PMI report, which comes out on Monday.  The fact that 

the report is now resting on the expansion line shows that the Chinese economy is under 

pressure.  Although American trade policy is partly to blame, deleveraging is probably playing a 

larger role.   

 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
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This chart shows China’s annual M1 growth along with the yearly growth of outstanding credit.  

Up until 2011, the two measures tended to follow each other closely.  However, the response to 

increased money supply growth in 2016 was modest at best, suggesting the PBOC’s ability to 

stimulate is weakening.  Further evidence is seen when comparing money growth to industrial 

production. 
 

 
 

Why is this happening?  One potential reason is that as China’s economy matures, it can no 

longer rely on investment spending to boost growth.  In other words, until a few years ago, 

China’s economy could absorb new investment even if it wasn’t necessarily needed.  But, if we 

have reached a point of saturation then monetary policy is essentially “pushing on a string.”  This 

is why China’s trade issues with the U.S. are so important.  After the Great Financial Crisis, 
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China offset the loss of exports with an investment boom.  If that isn’t working and consumption 

hasn’t improved, about the only sector left to support growth is the export sector and the Trump 

administration is essentially closing off that avenue.   

 

Perhaps the biggest issue is uncertainty.  A group of U.S. professors1 have created a basket of 

uncertainty indicators that are constructed by scanning articles about policy, economics, etc.  

They have created these indices for a variety of countries, including China.  The index, which 

uses the South China Morning Post out of Hong Kong as its principal source, suggests that 

economic uncertainty is sharply elevated. 
 

 
 

This data suggests the Xi government is facing a serious sentiment problem and needs to show 

that it can stabilize the economy.  Unfortunately, it isn’t obvious what can be done if the credit 

impulse isn’t working; therefore, Xi may be more inclined to make a deal with President Trump, 

at least to support the economy in the near term. 

  

U.S. Economic Releases 

 

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

economic releases scheduled for the rest of the day. 
  

EDT Indicator Expected Prior Rating

9:45 Chicago Purchasing Manager m/m nov 58.5 58.4 **

Economic Releases

No speakers or events scheduled

Fed speakers or events

 
 

                                                 
1 http://www.policyuncertainty.com/about.html  

http://www.policyuncertainty.com/about.html
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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

China Non-manufacturing PMI m/m nov 53.4 53.9 53.8 ** Equity and bond neutral

Manufacturing PMI m/m nov 50.0 50.2 50.2 ** Equity and bond neutral

Composite PMI m/m nov 52.8 53.1 ** Equity and bond neutral

Japan Jobless Rate y/y nov 2.4% 2.3% 2.3% *** Equity bearish, bond bullish

Tokyo CPI y/y nov 0.8% 1.5% 1.1% *** Equity and bond neutral

Industrial Production y/y oct 4.2% -2.5% 2.5% *** Equity bullish, bond bearish

India GDP y/y 3q 7.1% 8.2% 7.5% *** Equity and bond neutral

Australia Private Sector Credit y/y oct 4.6% 4.6% 4.6% ** Equity and bond neutral

New Zealand Building Permits m/m oct 1.5% -1.5% ** Equity and bond neutral

ANZ Consumer Confidence m/m nov 2.8% -1.9% ** Equity and bond neutral

EUROPE

Eurozone Unemployment Rate m/m nov 8.1% 8.1% 8.0% *** Equity and bond neutral

CPI core m/m nov 1.0% 1.1% 1.1% *** Equity and bond neutral

CPI Estimate m/m nov 2.0% 2.2% 2.0% *** Equity and bond neutral

Germany Retail Sales m/m nov 5.0% -2.6% 1.4% ** Equity bullish, bond bearish

Import Price Index m/m nov 4.8% 4.4% 4.2% ** Equity bearish, bond bullish

France PPI m/m oct 3.9% 3.6% ** Equity and bond neutral

CPI EU Harmonized y/y nov 2.2% 2.5% 2.3% *** Equity and bond neutral

CPI y/y nov 1.9% 2.2% 2.0% *** Equity bullish, bond bearish

Italy CPI EU Harmonized m/m nov 1.7% 1.7% 1.6% *** Equity and bond neutral

CPI NIC incl. tobacco m/m nov 1.7% 1.6% 1.6% *** Equity and bond neutral

Unemployment Rate m/m oct 10.6% 10.1% 10.1% *** Equity bearish, bond bullish

GDP y/y 3q 0.7% 0.8% 0.8% *** Equity and bond neutral

U.K. Nationwide House Px m/m nov 1.9% 1.6% 1.7% ** Equity and bond neutral

Switzerland KOF LEI m/m nov 99.1 100.1 99.5 ** Equity bearish, bond bullish

AMERICAS

Canada CFIB Business Barometer m/m nov 61.2 60.5 ** Equity bullish, bond bearish

Current Account Balance m/m 3q -$10.34 bn -$15.88 bn -$12.00 bn ** Equity bullish, bond bearish  
 

Financial Markets 
 

The table below highlights some of the indicators that we follow on a daily basis.  Again, the 

color coding is similar to the foreign news description above.  We will add a paragraph below if 

a certain move merits further explanation. 
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Today Prior Change Trend

3-mo Libor yield (bps) 271 271 0 Up

3-mo T-bill yield (bps) 231 231 0 Neutral

TED spread (bps) 40 40 0 Neutral

U.S. Libor/OIS spread (bps) 238 237 1 Up

10-yr T-note (%) 3.01 3.03 -0.02 Up

Euribor/OIS spread (bps) -32 -32 0 Neutral

EUR/USD 3-mo swap (bps) 18 12 6 Down

Currencies Direction

dollar up Neutral

euro down Neutral

yen down Neutral

pound down Neutral

franc down 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. 
 

Price Prior Change Explanation

Brent $58.72 $59.51 -1.33% Long liquidation

WTI $50.55 $51.45 -1.75%

Natural Gas $4.58 $4.65 -1.51%

Crack Spread $14.13 $14.34 -1.46%

12-mo strip crack $17.07 $17.31 -1.38%

Ethanol rack $1.41 $1.41 -0.14%

Gold $1,222.13 $1,224.21 -0.17%

Silver $14.24 $14.31 -0.47%

Copper contract $278.00 $278.95 -0.34%

Corn contract 373.75$       373.25$       0.13%

Wheat contract 509.25$       507.75$       0.30%

Soybeans contract 889.25$       887.25$       0.23%

Baltic Dry Freight 1281 1330 -49

Actual Expected Difference

Crude (mb) 3.6 -1.0 4.6

Gasoline (mb) -0.8 1.0 -1.8

Distillates (mb) 2.6 0.5 2.1

Refinery run rates (%) 2.90% 1.00% 1.9%

Natural gas (bcf) -59.0 -85.0 26.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show cooler temps for the country.  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.  
 

November 30, 2018 
 

As the FOMC raises rates, there are increasing concerns about the credit markets.  After a long 

period of low rates, credit spreads are starting to widen, raising fears of financial stress.  In this 

report, we will look at these concerns. 
 

First, here is what we are seeing with credit spreads: 
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This chart looks at the spread between 10-year T-notes and similar term Baa corporates.  The 

average and standard deviation lines are calculated from 1921.  Currently, the spread is about 

average but it has been widening recently. 
 

Second, here is the impact of monetary policy on credit spreads: 
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This chart examines credit spreads with periods of policy tightening.  Although policy tightening 

may bring conditions that trigger a widening of credit spreads, in reality, periods of tightening 

usually coincide with narrowing credit spreads.  This is because the FOMC usually raises rates in 

response to positive economic conditions, which, coincidentally, are also consistent with 

conditions that support firms’ ability to service debt.  Credit spreads tend to widen when the 

Fed is easing rates.   
 

Third, the key trigger to widening credit spreads is economic conditions. 
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This chart shows the Chicago Federal Reserve Bank’s National Activity Index along with the T-

note/Baa credit spread.  The national activity index uses 85 variables to track the economy; we 
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smooth the raw data with a six-month moving average.  A reading of zero indicates an economy 

growing at trend.  Thus, a reading below zero suggests a weakening economy.  Note how credit 

spreads widen when the index dips below zero.  The two series are correlated at -71.9%.  A 

regression based on this relationship suggests that the recent widening of the T-note/Baa spread 

is mostly a rise toward fair value. 
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The regression suggests the spread had become too narrow given the performance of the 

economy.  The recent widening has mostly moved the spread back to fair value.  Although it is 

possible the spread could widen further, it would not be justified based on the performance of the 

economy.  For this reason, we still view credit risk as manageable.   

  

 

 
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 11/29/2018 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 11/29/2018 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 
 

November 29, 2018 
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P/E as of 11/28/2018 = 17.4x

 
 

Based on our methodology,2 the current P/E is 17.4x, unchanged from our last reading.   
 
 
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. 

                                                 
2 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 three actual quarters (Q1, Q2 and Q3) and onestimates (Q4). 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. 


