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

The EuroStoxx 50 is down 0.3% from its last close.  In Asia, the MSCI Asia Apex 50 closed up 

0.4%.  Chinese markets were mixed, with the Shanghai composite up 0.1% and the Shenzhen 

index flat from the prior close.  U.S. equity index futures are signaling a lower open.   

 

Looking for something to listen to while shopping?  Episode #4 of the Confluence of Ideas 

Podcast is now available.  It’s all about the Equality/Efficiency Cycle.  Enjoy! 

 

Happy Monday!  It’s a busy week, with the Fed and ECB meeting, elections in the U.K. and 

Algeria, and looming new China tariffs.  The WTO is close to being effectively closed.  Talks 

between Ukraine and Russia are being held in Paris this week.  Worries about repo are elevated.  

Here are the details: 

 

BREAKING NEWS: PAUL VOLCKER HAS DIED AT 92. 

 

Central banks: The FOMC meets this week.  No change in policy is expected, although we will 

get new dots and forecasts and a press conference.  We would not expect any dissents.  It is also 

worth noting that we get the usual rotation of regional bank presidents in January.  Thus, Evans 

(Chicago), Bullard (St. Louis), George (Kansas City) and Rosengren (Boston) roll off and are 

replaced by Mester (Cleveland), Kashkari (Minneapolis), Kaplan (Dallas) and Harker 

(Philadelphia).  Taken as a group, they are (in our estimation) a bit more centrist than the 2019 

roster.  If Waller and Shelton get approved this year, the Fed will be much more dovish in 2020.  

Meanwhile, Legarde will lead her first ECB meeting this week since replacing Draghi.  Again, 

policy is expected to be maintained.  Legarde is planning the ECB’s second strategy review since 

it was created.   

 

Elections: Boris Johnson continues to hold a double-digit lead in the polls with the vote looming 

on Thursday.  Johnson plans to move quickly to remove the U.K. from the EU, with 2020 being 

the year both parties negotiate their trade relationship.  Employers are beginning to realize that 

Brexit will mean a smaller pool of laborers; good news for workers, bad news for profits.  

Meanwhile, elections are set in Algeria to replace the Abdelaziz Bouteflika; however, the 

candidates approved by the military regime are seen as status quo and therefore a low turnout is 

expected.  The vote probably won’t quell underlying tensions.    

 

Trade: If a trade deal isn’t made with China, new tariffs will be implemented by the weekend.  

We would not be surprised to see the taxes postponed.  Meanwhile, it appears the USMCA is 
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close to ratification.  However, as the deal nears, business interests are worried that the measures 

taken to placate Democrats have reduced the attractiveness to business.  Mexican Foreign 

Minister Ebrard said his government would oppose any effort to have U.S. inspectors operating 

within Mexico to enforce the pact’s labor rules, but he welcomed the use of arbitration panels to 

resolve disputes over labor standards. 

 

WTO: Tomorrow, the WTO will likely cease to be a functioning body.  The appellate court, 

which adjudicates trade disputes, has seven judges.  The U.S. has refused to approve new 

members.  The current court is down to three judges, the minimum for a quorum, and two 

judges’ terms expire tomorrow.  Thus, the WTO will no longer have the legal apparatus to judge 

trade disputes.  The U.S. has become jaded with the WTO.  At heart, the issue is about 

sovereignty.  All trade deals reduce sovereignty; a fully sovereign nation is an autarky.  

However, the WTO, especially this court, makes judicial decisions out of the hands of the 

nations involved.  This structure does limit U.S. power and the Trump administration has been 

keen to increase American bargaining power by conducting bilateral trade arrangements.  At the 

same time, the loss of this appellate body means that nations will have no forum to bring disputes 

and power will now be the final arbiter instead of rules governing trade.  In one sense, that 

development will boost U.S. leverage with individual nations but tend to undermine the broader 

American strategy of building large trade coalitions. 

 

Repo: Last September, the repo market seized up, leading to a spike in short-term interest rates.   

Year-end will likely create similar conditions.  The Fed has rapidly expanded its balance sheet 

(but don’t call it QE!) to try to ensure ample liquidity, but worries remain.  Why is this 

happening?  There are three reasons.  First, post-crisis regulation has signaled to banks to be 

hyper-safe.  Although the official data would suggest banks are “swimming” in excess reserves, 

the banks are putting a premium on having liquidity, partly due to stricter regulations and partly 

due to stress testing.  Thus, even 10% overnight rates were not attractive enough to risk the wrath 

of regulators.  Second, the Fed decided to reduce the size of its balance sheet in an attempt to 

normalize monetary policy.  The FOMC was not sure what level of balance sheet was necessary 

after 2008; September offered a clue.  Simply put, the Fed cut its balance sheet too much.  Third, 

the BIS has indicated that hedge funds were aggressively using repo funding to leverage up 

rather mundane arbitrage trades to “juice” returns.  This led to excessive leverage.  The good 

news is that the Fed is well aware of the looming repo issue and has taken steps to address it.  

The bad news is that we don’t know if the actions are sufficient.  Thus, there is a chance of a 

repeat of September or worse in the next three weeks. 

 

Ukraine: Russia and Ukraine, along with Germany and France, are holding talks to deescalate 

tensions.  There are worries over whether the new Ukrainian president, Volodymyr Zelensky, is 

savvy enough to negotiate with Vladimir Putin.  The concerns are that Zelensky will cede too 

much to Putin; given that Ukraine is embroiled in the U.S. impeachment process and Germany 

and France seem interested in improving relations with Russia, Ukraine may not have much 

leverage in talks.  The IMF has tentatively approved a new $5.5 billion loan program for 

Ukraine, offering a vote of confidence for President Zelensky, a former comedian recently 

elected with a mandate to fight corruption, improve the economy and manage Russia’s 

incursions against Ukraine.  The next WGR being published later today will provide an update 
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https://www.wsj.com/articles/investors-gird-for-year-end-turmoil-in-cash-markets-11575824401?shareToken=stbcdf0914e81c46cdae2eef87d8121f32
https://www.ft.com/content/31a72b34-1855-11ea-8d73-6303645ac406?emailId=5dedc621a6a39a00041db66b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/31a72b34-1855-11ea-8d73-6303645ac406?emailId=5dedc621a6a39a00041db66b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.washingtonpost.com/world/europe/ukraines-president-a-political-novice-faces-major-test-in-first-direct-talks-with-putin/2019/12/06/16f7f0e6-15dc-11ea-80d6-d0ca7007273f_story.html?utm_campaign=todays_worldview&utm_medium=Email&utm_source=Newsletter&wpisrc=nl_todayworld&wpmm=1
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on the situation in the country and explain how final approval of the IMF loan has been in 

question because of Zelensky’s ties to a Ukrainian oligarch. 

 

China: Beijing has ordered all government offices and public institutions to stop using foreign 

computer equipment and software within three years.  Analysts estimate up to 30 million pieces 

of hardware will need to be replaced under the initiative, with the vast majority swapped out by 

the end of 2021.  The order could become a headwind for a range of Western technology firms. 

 

North Korea: Ahead of Kim Jong-un’s year-end deadline to resume U.S.-North Korean 

denuclearization talks, North Korea’s state-run media said on Saturday that the military had 

resumed testing long-range missile components.  The tests appeared to involve liquid-fueled 

engines.  With North Korea’s renewed provocations getting only minimal coverage in the 

Western media, there is an increased chance that the country will keep pushing to create an 

attention-getting crisis in the coming weeks and months. 

 

Pensacola shooting: There was a shooting at a U.S. Naval base in Pensacola over the weekend.  

The assailant was a Saudi national who was receiving training at the base.  Officials are 

investigating to see if there was a broader terrorist plot.  President Trump is attempting to 

downplay the Saudi connection, likely concerned it will weaken relations between the two 

nations; the Florida congressional delegation isn’t pleased.   

 

Finland: The Social Democratic Party selected Transport Minister Sanna Marin as its new 

leader, setting up a parliamentary vote for her to become prime minister later this week.  All four 

parties in her ruling coalition are led by women, and three of them are in their 30s (Marin is just 

34).  The question is whether they’ll be able to survive against the surging nationalist right. 

 

Odds and ends: There were large protests in Hong Kong over the weekend.  Cement prices in 

China have jumped, suggesting the Xi regime may be pump-priming through investment as GDP 

slows.  Turkey and Libya have inked a deal to allocate maritime borders; the agreement overlaps 

other nations’ interests and is raising concerns in the Mediterranean.   

 

U.S. Economic Releases 
 

There were no economic releases or Fed events scheduled for 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 

https://www.ft.com/content/b55fc6ee-1787-11ea-8d73-6303645ac406
https://www.ft.com/content/b55fc6ee-1787-11ea-8d73-6303645ac406
http://english.chosun.com/site/data/html_dir/2019/12/09/2019120900717.html
https://nyti.ms/2DXQSpZ
https://apnews.com/8aef6b09fe84ba7f5ee1d0b00e7d1b0a
https://www.wsj.com/articles/saudi-authorities-investigating-if-pensacola-gunman-was-radicalized-in-kingdom-last-year-11575824003?shareToken=sta3d9e10bc1f74d83a7ff3774c4b216a1
https://www.washingtonpost.com/politics/trumps-defense-of-saudis-grows-more-isolated-after-deadly-shooting-on-military-base/2019/12/08/e680eed6-19f5-11ea-9ddd-3e0321c180e7_story.html?utm_campaign=todays_worldview&utm_medium=Email&utm_source=Newsletter&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/politics/trumps-defense-of-saudis-grows-more-isolated-after-deadly-shooting-on-military-base/2019/12/08/e680eed6-19f5-11ea-9ddd-3e0321c180e7_story.html?utm_campaign=todays_worldview&utm_medium=Email&utm_source=Newsletter&wpisrc=nl_todayworld&wpmm=1
https://www.ft.com/content/bbe79196-1a56-11ea-97df-cc63de1d73f4
https://www.ft.com/content/bbe79196-1a56-11ea-97df-cc63de1d73f4
https://www.ft.com/content/d6bf1eaa-199b-11ea-97df-cc63de1d73f4?emailId=5dedc621a6a39a00041db66b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/761fb980-17cd-11ea-9ee4-11f260415385?shareType=nongift
https://www.ft.com/content/761fb980-17cd-11ea-9ee4-11f260415385?shareType=nongift
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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 Trade Balance m/m nov $38.73 Bil $42.81 Bil $44.50 Bil ** Equity and bond bearish

Japan GDP Annualized SA q/q 3q 1.8% 0.2% 0.6% *** Equity bullish, bond bearish

GDP Deflator q/q 3q 0.6% 0.6% 0.6% *** Equity and bond neutral

BoP Current Account Balance m/m oct ¥1.732 Tril $1.485 Tril $1.731 Tril ** Equity and bond neutral

Eco Watchers Survey Current Situation m/m oct 39.4 36.7 39.7 ** Equity and bond neutral

Eco Watchers Survey Outlook m/m oct 45.7 43.7 44.6 ** Equity bullish, bond bearish

New Zealand Manufacturing Activity Volume q/q 3q -0.3% -2.7% ** Equity and bond neutral

EUROPE

Eurozone Sentix Investor Confidence m/m dec 0.7 -4.5 -5.3 ** Equity bullish, bond bearish

Germany Trade Balance m/m oct 21.5 Bil 21.1 Bil 19.3 Bil ** Equity and bond bearish

Current Account Balance m/m oct 22.7 Bil 25.5 Bil 20.0 Bil ** Equity and bond neutral

Labor Costs q/q 3q 0.9% 0.8% *** Equity bullish, bond bearish

France Bank of France Industry Sentiment m/m nov 97 98 98 ** Equity bullish, bond bearish

Switzerland Unemployment rate m/m nov 2.3% 2.3% 2.3% *** Equity and bond neutral

AMERICAS

Mexico CPI y/y nov 2.97% 3.02% 3.00% *** Equity and bond neutral

Canada Net Change in Employment m/m nov -71.2k -1.8k 10.0k *** Equity and bond bearish

Unemployment Rate m/m nov 5.9% 5.5% 5.5% *** 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) 189 189 0 Down

3-mo T-bill yield (bps) 148 149 -1 Neutral

TED spread (bps) 41 40 1 Neutral

U.S. Libor/OIS spread (bps) 155 155 0 Up

10-yr T-note (%) 1.83 1.84 -0.01 Down

Euribor/OIS spread (bps) -39 -40 1 Down

EUR/USD 3-mo swap (bps) 15 13 2 Down

Currencies Direction

dollar Down Up

euro Up Down

yen Up Neutral

pound Up Up

franc Flat 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 $63.80 $64.39 -0.92% Global growth pessimism

WTI $58.63 $59.20 -0.96%

Natural Gas $2.22 $2.33 -4.71%

Crack Spread $14.05 $14.34 -2.05%

12-mo strip crack $17.39 $17.75 -2.04%

Ethanol rack $1.65 $1.66 -0.19%

Gold $1,464.35 $1,460.17 0.29%

Silver $16.66 $16.58 0.47%

Copper contract $273.20 $272.50 0.26%

Corn contract 375.75$       376.75$       -0.27%

Wheat contract 522.00$       524.50$       -0.48%

Soybeans contract 892.00$       889.50$       0.28%

Baltic Dry Freight 1558 1575 -17

Shipping

Energy Markets

Metals

Grains

 
 

Weather  
 

The 6-10 and 8-14 day forecast is calling for warmer-than-normal temperatures throughout most 

of the southern and eastern regions, with cooler-than-normal temperatures for the rest of the 

country.  Precipitation is expected for most of the country, with dry conditions expected in Texas 

and the surrounding areas. 
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Asset Allocation Weekly 
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.  
 

December 6, 2019 
 

In 2017, we introduced an indicator of the basic health of the economy and added it to the many 

charts we monitor to gauge market conditions.  The indicator is constructed using commodity 

prices, initial claims and consumer confidence.  The thesis behind this indicator is that these 

three components should offer a simple and clear picture of the economy; in other words, rising 

initial claims coupled with falling commodity prices and consumer confidence is a warning that a 

downturn may be imminent.  The opposite condition should support further economic recovery.  

In this report, we will update the indicator with November data. 
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This chart shows the results of the indicator and the S&P 500 since 1995.  The updated chart 

shows that the upward momentum in the economy slowed last year but it does remain well above 

zero.  We have placed vertical lines at certain points when the indicator fell below zero.  It works 

fairly well as a signal that equities are turning lower, but there is a lag.  In other words, by the 

time this indicator suggests the economy is in trouble, either the recession is imminent, or we are 

already in a downturn and the equity markets have started their decline. 
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To make the indicator more sensitive, we took the 18-month change and put the signal threshold 

at minus 1.0.  This provides an earlier bearish signal and also eliminates the false positives that 

the zero threshold generates.  Nevertheless, the fact that this variation of the indicator is below 

zero raises caution.    

 

What does the indicator say now?  The economy has decelerated but is not yet at a point where 

investors should become overly defensive.  At the same time, the 18-month change in the 

indicator has fallen below zero; in 2016, this situation led to several months of sideways market 

activity.  If we continue to see the lower chart hover around zero, then the likelihood is greater 

that equities will flatten.  Thus, reducing equity risk by rebalancing for a more defensive equity 

sector exposure would be prudent.      

 

  

 
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 12/6/2019 close) 
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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 12/6/2019 close) 

 

0.0% 10.0% 20.0% 30.0%

Cash

Commodities
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Emerging Markets ($)
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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). 

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. 
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P/E Update 
 

December 5, 2019 
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Based on our methodology,1 the current P/E is 19.2x, up 0.1x from last week.   
 
 

 

 
 

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 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 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. 


