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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: December 4, 2023—9:30 AM EST] Global equity markets are lower this morning. In
Europe, the Euro Stoxx 50 is down 0.1% from its prior close. In Asia, the MSCI Asia Apex 50
Index closed down 1.7%. Chinese markets were lower, with the Shanghai and Shenzhen
Composites down 0.3% from the previous close. U.S. equity index futures are signaling a lower
open.

The Confluence macro team publishes a plethora of research reports and multimedia offerings on
a weekly and quarterly basis, all available on our website. We highlight recent publications
below, with new items of the day emphasized in bold:

e Bi-Weekly Geopolitical Report (11/13/2023) (with associated podcast): “The Archetypes
of American Foreign Policy: A Reprise” (Note: the next BWGR will be published on
12/11/2023)

e Weekly Energy Update (11/30/2023): We continue to monitor the OPEC+ meeting.
COP28 is underway; we expect little content to emerge. Two geopolitical items of note:
Russia is struggling to manage an excess of Indian rupees and Venezuela is making
threatening moves against Guyana.

e Asset Allocation Quarterly — Q4 2023 (10/19/2023): Discussion of our asset allocation
process, Q4 2023 portfolio changes, and our outlook for the markets.

e Asset Allocation Q4 2023 Rebalance Presentation (10/30/2023): Video presentation
featuring the Asset Allocation Committee as they review the asset allocation strategies,
recent portfolio changes, and the current macro environment.

e Asset Allocation Bi-Weekly (12/4/2023) (with associated podcast): “A Pause That
Refreshes?”

e Business Cycle Report (11/30/2023)

Our Comment today opens with notes from the Ronald Reagan Presidential Institute’s annual
National Defense Forum over the weekend. We next review a range of other international and
U.S. developments with the potential to affect the financial markets today, including more risky
Chinese moves in the South China Sea and a new intraday record high for gold prices.

United States-China: At the Reagan Institute’s annual National Defense Forum over the
weekend, Commerce Secretary Raimondo delivered a passionate, aggressive call for even
stronger efforts to keep U.S. advanced technology from the Chinese military. As we’ve noted
before, many U.S. business elites continue to resist Washington’s new restrictions on trade,
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investment, and technology flows to China, including Raimondo’s move in October to clamp
down on semiconductors with artificial intelligence capabilities. However, Raimondo offered no
apologies, saying, “I know there are CEOs of chip companies in this audience who were a little
cranky with me when I did that, because you’re losing revenue. Such is life. Protecting our
national security matters more than short term revenue.” Ouch!

One of Raimondo’s goals is to boost the budget for her department’s Bureau of Industry
and Security, which works to stop foreign threats to U.S. industry and national security.
According to Raimondo, “I have a $200-million budget. It’s like the cost of a few fighter
jets. Come on. Let’s go fund this operation like it needs to be funded so we can . . .
protect America.”

As more U.S. officials and voters become aware of China’s military buildup and the
U.S.’s lagging effort to match it, we see a rising chance that domestic political winds
could suddenly shift toward something like the “Missile Gap” controversy of the 1950s
and 1960s. The result could be a crash effort to hike U.S. defense spending and expand
the military, with politicians who oppose the effort pilloried for being “soft on China.”
On that note, the latest Reagan National Defense Survey was released in conjunction with
the weekend forum. Some of its key findings include:

o Fully 51% of respondents named China as the greatest threat to the U.S.
(including 66% of Republicans and 40% of Democrats), up from 21% in 2018.

o The increased concern about China mostly reflected worries about its military
build-up, human rights abuses, and aggressive foreign policy. The survey now
shows much less concern about China’s economic policies.

o Despite concerns about China’s military, the respondents appeared overconfident
in the U.S.”s military superiority over China. The respondents’ assessments
suggest they still don’t appreciate how far China has developed its naval, air,
missile, space, and cyber capabilities.

o The survey suggests that if or when voters believe the U.S. is falling behind
China’s military, they would be prepared to respond. About 77% of respondents
support increased spending on the military (including 87% of Republicans and
71% of Democrats). Fully 69% believe the U.S. needs to increase its defense
industrial capacity.

COMPETITION WITH CHINA

* Americans are
overconfident in the
superiority of the US
military compared to
that of China
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(Source: Ronald Reagan Institute, 2023)
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China-Philippines: As if to underscore China’s geopolitical aggressiveness, the Philippines
yesterday said some 135 vessels from the quasi-military Chinese Maritime Militia are swarming
a reef in the South China Sea that is recognized as Philippine territory under international law but
is claimed by China. The incident appears to be the biggest of its kind since the reef was deluged
by some 200 Chinese vessels in 2021. The swarming is particularly risky because the U.S. has a
mutual defense treaty with Manila that could be invoked if Chinese forces attack the Philippines.

COP28 Climate Conference: As the annual international meeting on climate change continues
in Dubai, we’ve noted the following chart of global fossil fuel emissions. The chart clearly
shows how emission rates accelerated after China joined the World Trade Organization in 2001
and started its period of rapid economic expansion. What few people are discussing is how
emission growth slowed markedly in the last decade and a half, as Chinese economic growth
slowed and much of the world was in a laggard recovery from the Great Financial Crisis of 2008.

e As the Chinese economy continues to slow and as developed countries continue to
diversify their energy mix to include more renewable sources and nuclear energy, we
wonder what would happen if emissions hit a plateau and even start to decline.

e Since many in the West are already pushing back against the “green transition,” we
wonder if flattening or falling emissions could also sap some of the political support for
green investment.

Global fossil fuel emissions
In gigatonnes of CO2; Annually, 1990-2022 (2022 projected)
12 margin of error
The Glasgow Climate Pact was
introduced at COP26
N\ 375Gt
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Nations agree to keep global temperature rise
to "well below" 2°C at COP21

First COP meeting in Berlin,
Germany

Kyoto protocol adopted at
COP3

Data: CICERO; Chart: Tory Lysik/Axios Visuals. Editor's note: This chart has been corrected to reflect that COP21 happened in zo15, not 2009,

Israel-Hamas Conflict: After restarting its attacks on the Gaza Strip on Friday, Israel now
appears to be training its sights on the southern sections of the territory. The renewed attacks
and continued violence between Israelis and Palestinians in the West Bank mean there is still a
risk that the conflict could widen. Indeed, Iran-backed Houthi rebels in Yemen launched
retaliatory missile and drone strikes over the weekend against commercial ships and a U.S.
destroyer operating in the Red Sea. At least two commercial ships were hit, while the destroyer
shot down the drones sent against it.
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Venezuela-Guyana: In Venezuela’s “consultative” referendum yesterday, the government said
more than 95% of the 10 million citizens who participated voted in favor of claiming sovereignty
over Guyana’s oil-rich region of Essequibo. Although it appears that authoritarian President
Maduro has pushed the issue mostly to stoke nationalism and help his party in next year’s
general election, the vote could potentially provide an excuse for more concrete steps to seize
Guyana’s territory. That risk could buoy oil prices to some extent in the coming months.

Japan: As the U.S. and other developed countries deal with falling birth rates and population
aging, Japan may offer lessons about how the labor market may evolve. Now that Japan has
faced those issues for decades, one new trend to deal with labor shortages is “spot workers,” who
work during their free time, separate from their primary jobs and household responsibilities.
Unlike traditional gig workers or part-time workers, spot workers only work when they want to
and have no on-going relationship with the employers. They work for companies on a one-off
basis, aided by apps that help them find openings, which offer streamlined on-boarding processes
that allow them to get productive on an expedited basis.

U.S. Monetary Policy: In a speech Friday before the blackout period ahead of the Fed’s next
policy meeting, Chair Powell said interest rates are now “well into restrictive territory.” He also
said the policymakers would only hike rates further “if it becomes appropriate to do so.” The
statements suggest the Fed is unlikely to hike its benchmark fed funds rate further. All the same,
Powell also tried to dissuade investors from thinking the Fed would cut rates in the near term,
saying it’s still too soon “to speculate on when policy might ease.” We continue to think
investors should believe the Fed policymakers when they say they intend to keep interest rates
“higher for longer.”

e Nevertheless, many investors continue to have visions of rate cuts dancing in their heads.
One result of that has been continuing downward pressure on the U.S. dollar.

e Earlier today, the prospect of falling U.S. interest rates and further dollar weakness
boosted intraday gold prices to an all-time record of $2,135 per ounce before pulling
back.

e Over the longer term, we also think gold is being buoyed by increased geopolitical
tensions as the post-Cold War period of relative peace and globalization gives way to the
new era of Great Power competition and U.S.-China rivalry.

U.S. Retirement Economics: New analysis from Harvard University’s Joint Center for Housing
Studies finds that nearly 70% of older people will eventually need long-term care services, but
few will be able to afford it. The study finds that more than half of older Americans live alone.
Among those living in metro areas, only 13% of adults 75+ could afford assisted living without
diving into assets. Only 14% could afford a daily visit from a home health aide along with their
housing costs.

U.S. Momentum Investing: New research suggests that momentum stock investing stopped
performing well early this century in large part because of a change in the way rating firm
Morningstar (MORN, $284.30) assigns “stars” to mutual funds. Prior to 2002, Morningstar
assigned its top 5-star rating to the funds posting the best recent returns versus all other stock
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funds. The researchers believe that incited investors to pile into those funds, creating
momentum. Beginning in 2002, however, the firm started assigning stars based on how a fund
performed against others using the same investment style. The researchers believe that diluted
the impact of performance chasing and took much of the wind out of momentum investing.

U.S. Quantum Computing: We write a lot about artificial intelligence, autonomous vehicles,
green energy, and other rapidly advancing technologies that have the potential to transform the
global economy and create new opportunities for investors, but one technology we’ve neglected
so far is quantum computing. In a report today, IBM (IBM, $160.55) is expected to unveil 10
projects demonstrating how guantum calculations can be used to speed up scientific research and
business decision-making. The announcements aim to reassure investors that quantum
computing still offers opportunities even if progress has come slower than anticipated.

e Inanutshell, guantum computing leverages the properties of sub-atomic particles that
make it possible for them to be in many different states at the same time. This enables
quantum machines to carry out large numbers of calculations simultaneously—
potentially solving problems beyond the scope of traditional computers.

e One main challenge, however, is that the “qubits” on which the systems are based are
unstable and only hold their quantum states for very short periods, introducing errors, or
“noise,” into the calculations. IBM is hoping to show progress in dealing with that
problem.

U.S. Economic Releases

No major U.S. reports have been released so far this morning. The table below lists the
economic releases and/or Fed events scheduled for the rest of the day.

Economic Rel

EST|Indicator Expected Prior Rating
10:00|Factory Orders m/m Oct -3.0% 2.8% *Ak
10:00|Factory Orders Ex Transportation m/m Oct 0.8% **
10:00|Durable Goods Orders m/m OctF -5.4% -5.4% *kx
10:00|Durable Goods Orders Ex Transportation m/m Oct F 0.0% *ok

Federal Reserve

No Fed speakers or events for the rest of today

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 I I Current Prior Expected | Rating I Market Impact

ASIA-PACIFIC

Japan Monetary Base vy Nov 8.9% 9.0% ** |Equity and bond neutral
Monetary Base, End of Period m/m Nov ¥669.8t ¥677.3t * Equity and bond neutral

Australia Melbourne Institute Inflation vy Nov 4.4% 5.1% **  |Equity bullish, bond bearish

EUROPE

Germany Trade Balalnce m/m Oct 17.8b 16.5b -16.7b| * |Equity and bond neutral
Exports m/m Oct -0.2% -2.4% -2.5%| * |Equity and bond neutral
Imports m/m Oct -1.2% -1.7% -1.9%| * |Equity and bond neutral

Switzerland Domestic Sight Deposits CHF w/w 1-Dec 464.1b 465.3b * Equity and bond neutral
Total Sight Deposits CHF w/w 1-Dec 474.1b 473.7b * Equity and bond neutral
CPI vy Nov 1.4% 1.7% 1.7%| *** |Equity and bond neutral

AMERICAS

Canada S&P global Manufacturing PMI m/m Nov 47.7 48.6 *** |Equity and bond neutral

Canada Net Change in Employment m/m Nov 24.9k 17.5k 14.0k| *** |Equity and bond neutral
Unemployment Rate m/m Nov 5.8% 5.7% 5.8%| *** |Equity and bond neutral

Mexico Gross Fixed Investment vy Sep 21.9% 32.0% 26.9%| ** |Equity bearish, bond bullish

Brazil Current Account Balance m/m Oct -$230m -$1375m -$1085m| ** |Equity and bond neutral
Foreign Direct Investment m/m Oct $3306m $3752m $4300m| ** |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.

Fixed Income Today Prior Change Trend
3-mo Libor yield (bps) 564 563 1 Down
3-mo T-bill yield (bps) 522 522 0 Down
TED spread (bps) LIBOR and the TED Spread have been discontinued.
U.S. Sibor/OIS spread (bps) 536 536 0 Down
U.S. Libor/OIS spread (bps) 535 535 0 Down
10-yr T-note (%) 4.25 4.20 0.05 Flat
Euribor/OIS spread (bps) 396 396 0 Up
Currencies Direction

Dollar Flat Down
Euro Down Up
Yen Flat Down
Pound Down Up
Franc Down Up

Commodity Markets

The commodity section below shows some of the commaodity 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

Energy Markets

Brent $78.39 $78.88 -0.62%
WTI $73.61 $74.07 -0.62%
Natural Gas $2.74 $2.81 -2.74%
Crack Spread $23.10 $22.50 2.69%
12-mo strip crack $23.84 $23.72 0.53%
Ethanol rack $2.01 $2.01 0.37%
Metals

Gold $2,069.64 $2,072.22 -0.12%
Silver $25.18 $25.49 -1.18%
Copper contract $385.65 $393.15 -1.91%
Grains

Corn contract $483.00 $484.75 -0.36%
Wheat contract $608.50 $602.75 0.95%
Soybeans contract $1,315.25 $1,325.00 -0.74%
Shipping

Baltic Dry Freight | 3,192 | 2,937 | 255
Weather

The 6-10 and 8-14 day forecasts currently call for warmer-than-normal temperatures for states in
the Northern Rockies and east of the Mississippi River, with cooler-than-normal temperatures in
the Southwest. The precipitation outlook calls for wetter-than-normal conditions in most of the
country, with dry conditions in the Southwest.
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Data Section

U.S. Equity Markets — (as of 12/1/2023 close)

YTD Total Return Prior Trading Day Total Return
Technology 1 ‘ ‘ Real Estate | ‘ ‘ ‘ ‘
Communication Services i 1 ‘ Industrials | 1 1 ‘
Consumer Discretionary Consumer Discretionary
S&P 500 — Utilities | ‘ ‘
Industrials | Materials | ‘ ‘
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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.
These charts represent the new sectors following the 2018 sector reconfiguration.

Asset Class Performance — (as of 12/1/2023 close)

YTD Asset Class Total Return ]

| | Growth This chart shows the year-to-date

| Ve P returns for various asset classes,

| o el oy curreney) updated daily. The asset classes are
e e ranked by total return (including
Small Cap dividends), with green indicating
US Corporate Bond . A - - .
Emerging Markets (9 positive and red indicating negative
Real Estate returns from the beginning of the
Emerging Markets (local currency) i

] Emerging Markets (o o year, as of prior close.
— Commodities
-10% 0% 10% 20% 30%
Source: Bloomberg

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), 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), Value (S&P 500 Value), Growth
(S&P 500 Growth).
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P/E Update

November 30, 2023

LONG-TERM TRAILING P/E

30

:i )\ 1" \
0 LY 1

O VWA 1V PO L
1 WITTE I

PIE

P/E as of 11/29/2023 = 20.3x
0 r~rr——nrr—r 7T —T17 17171717 17 1T T 1 T 1T T 17T
70 80 90 OO 10 20 30 40 50 60 70 80 90 00 10 20

4Q TRAILING P/E — AVERAGE
-1 STANDARD DEVIATION +1 STANDARD DEVIATION

Sources: Robert Shiller, Haver Analytics,Bloomberg, CIM

Based on our methodology,* the current P/E is 20.3x, up 0.9x from our last report. The large
increase in the multiple is due mostly to implementing the actual earning number for Q3 from
Standard and Poor’s compared to the estimate from Bloomberg. This quarter’s divergence was
unusually large but not unprecedented. Our historical data is from Standard and Poor’s; we use
the Bloomberg estimated earnings data for the current and subsequent quarters. Overall, the
multiple remains elevated.

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.

1 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 Bloomberg estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings
sum includes three actual quarters (Q1, Q2 and Q3) and one estimate (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.
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