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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 11, 2019—9:30 AM EST] Global equity markets are mostly higher this 

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

closed up 0.7%.  Chinese markets were mixed, with the Shanghai composite up 0.2% and the 

Shenzhen index down 0.4% from the prior close.  U.S. equity index futures are signaling a higher 

open.   

 

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

Podcast has been released.  It’s all about the Equality/Efficiency Cycle.  Enjoy! 

 

Happy Fed Day!  The FOMC meets today; there are no expectations of a rate change, but details 

will be watched.  The December 15th China tariffs remain unsettled.  U.K. elections loom and 

polling may have shifted.  Saudi Aramco (Tadawul 2222, SAR 35.20) began trading today.  

Energy is on our radar.  Here are the items we are watching today: 

 

The FOMC:  It’s a foregone conclusion that the Fed will keep policy rates steady.  However, that 

doesn’t mean there aren’t some issues to watch.  Here is what we are focused on: 

 

1. The NAIRU—The “non-accelerating inflation rate of unemployment” is one of the key 

components of the Phillips Curve.  It is essentially the lowest rate of unemployment 

before the labor markets tighten and lead to accelerating inflation.  Outside the Fed and 

academia, the Phillips Curve is a dead letter.  However, people outside those groups don’t 

set the policy rate.  Our analysis of the FOMC members is that the majority remain 

adherents to the Phillips Curve.  By most measures, the NAIRU is around 4.2%, meaning 

inflation should be a risk.  Obviously, that’s not the case.  So, when the facts dispute a 

theory, adjustment is required.  There are essentially three options.  The first is that the 

Phillips Curve doesn’t work anymore; that’s our position but if one adopts it then a new 

theory of monetary policy is required.  Giving up a life’s learning to develop a new 

theory is really hard and it doesn’t look like most members of the FOMC are willing to 

do that.  The second is that the estimates of NAIRU are too low.  This option is attractive 

for a Phillips Curve disciple, but then it requires a hard look at the elements of estimating 

NAIRU.  Some of those might be short term, or idiosyncratic, and thus could lead to 

volatility in estimates; in other words, if estimates change to meet the current 

unemployment rate, the estimate becomes rather useless.  The third is that the current 

estimate of NAIRU holds but inflation isn’t accelerating for idiosyncratic reasons.  The 

problem is that would lead a Phillips Curve adherent to be ready to raise rates at any time.  

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://podcasts.apple.com/us/podcast/confluence-podcasts/id1003363225
https://podcasts.apple.com/us/podcast/confluence-podcasts/id1003363225
https://www.wsj.com/articles/aramco-shares-rise-10-after-worlds-biggest-ipo-11576050635?shareToken=stc8892159e2c94ba68a3f67be10174502
https://www.wsj.com/articles/fed-likely-to-hold-rates-steady-after-busy-year-11576060202?shareToken=stfd4ea598a40a4a33a57f9d62603c899b
https://www.reuters.com/article/us-usa-fed/after-year-of-living-dangerously-fed-likely-to-signal-time-to-lay-low-idUSKBN1YF0HO
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We will be watching to see if (a) the level is adjusted, and (b) if Powell addresses this 

issue in the press conference. 

2. The dots—What signal will the FOMC send on future interest rates?  The Fed has been 

consistently hoping for rates to “normalize.”  Will the FOMC ever conclude that the 

current environment is normal, and rates may have already peaked? 

3. The repo market—The Fed has lost control of the repo market.  The daily injections 

should not be necessary.  There is a clear solution—QE4!  However, another QE could 

trigger an asset melt-up when what is really happening is that the balance sheet was 

contracted excessively.  So far, the response has been to buy up lots of short-term T-bills 

and boost the balance sheet but not call it QE.  That may not be enough. 

If we were able to ask questions, we would hammer on points #1 and #3.  We will be watching to 

see what the journalists ask. 

 

Trade:  USMCA looks poised to become law.  Even the labor unions are on board.  Meanwhile, 

there seems to be a general consensus that the December 15th China tariffs will be delayed.  

However, Peter Navarro, the president’s trade consultant, told the media that a decision had not 

been made.  We have worked for bosses who seemed to make decisions based on the last person 

they talked to.  President Trump is the ultimate “decider” and it isn’t clear if he has made a 

decision yet.  It would not shock us if the president decides to apply the tariffs; it also would not 

be a surprise if he delayed their implementation.  Our expectation?  He delays the 

implementation but only by a month, keeping pressure on China to boost agriculture buying. 

 

Brexit:  A poll by YouGov showed a dramatic narrowing of the Tories lead, causing a selloff in 

the GBP overnight. 

 

 
(Source:  Barchart) 

 

https://www.wsj.com/articles/house-democrats-reach-agreement-with-trump-administration-on-usmca-trade-deal-11575989670?shareToken=st4f58bdb999d84d048bf6ce7d611fa11d
https://www.reuters.com/article/us-usa-trade-usmca-union/afl-cio-labor-union-endorses-usmca-trade-deal-idUSKBN1YE1VB?utm_source=Eurasia+Group+Signal&utm_campaign=64b5476e65-EMAIL_CAMPAIGN_2019_12_11_12_06&utm_medium=email&utm_term=0_e605619869-64b5476e65-134308033
https://www.wsj.com/articles/u-s-and-chinese-trade-negotiators-planning-for-delay-of-december-tariff-11575984743?shareToken=st1d0bcdaf43464c98a5bfc684a5fb5b22
https://nyti.ms/347UtN4
https://www.reuters.com/article/us-usa-trade-china-tariffs/focus-squarely-on-trump-as-december-15-tariffs-loom-in-us-china-trade-war-idUSKBN1YE2J4
https://www.reuters.com/article/us-usa-trade-china-tariffs/focus-squarely-on-trump-as-december-15-tariffs-loom-in-us-china-trade-war-idUSKBN1YE2J4
https://yougov.co.uk/topics/politics/articles-reports/2019/12/11/final-2019-general-election-mrp-model-small-
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The GBP gapped lower on the report, but has regained some of its earlier losses.  The overall 

poll tracker still shows that the majority of polls have the Tories with a 10 point lead.  We 

suspect that the reason polls are shifting is that none of the candidates have much depth of 

support.   Part of the reason for this development is similar to what we are seeing in the U.S.  

Political coalitions are shifting.  In the U.K., traditional Labour strongholds are crumbling and 

even in Scotland, the SNP may be struggling.  At the same time, the center-right establishment, 

which would traditionally be solid for the Tories, opposes Brexit.  We suspect the Tories will 

win outright because the opposition is hopelessly divided.  However, surprises are clearly 

possible.   

 

North Korea:  Financial markets are ignoring this issue but Pyongyang is clearly getting restive.   

Additionally, President Trump faces a threat from his right flank; former NSC Director Bolton 

leveled a broadside against protecting North Korea at the U.N.  With all the other news 

circulating, Kim will need to do more to get attention.  We would not be shocked to see an 

ICBM test launch around Christmas. 

 

Energy:  Chevron (CVX, 117.89) announced a write-down of assets to the tune of $10.0 bn, 

conceding the supply overhang developing in oil and natural gas.  U.S. natural gas prices have 

languished this decade as the associated gas production from shale oil has glutted the market.  

Although it’s not a completely fair comparison, we note that U.S. WTI and Henry Hub natural 

gas prices tracked each other closely into early 2006; if we model that relationship and project it 

to today, the fair value for WTI is around $22 per barrel. 
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Again, this methodology has some flaws; natural gas is a less global market than oil and, more 

importantly, oil has a cartel. The fact that the two prices tracked each other from 1993-2006 may 

https://www.ft.com/content/263615ca-d873-11e9-8f9b-77216ebe1f17?emailId=5def0e4f0ac5d6000475ff9b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/263615ca-d873-11e9-8f9b-77216ebe1f17?emailId=5def0e4f0ac5d6000475ff9b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/9554b488-1b54-11ea-97df-cc63de1d73f4?emailId=5df0668434321e00046f79b0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/c56db358-1a74-11ea-81f0-0c253907d3e0?emailId=5df0668434321e00046f79b0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.vice.com/en_us/article/9keejy/heedless-and-erratic-old-man-north-korea-warns-trump-to-knock-off-the-tweets?utm_source=Eurasia+Group+Signal&utm_campaign=64b5476e65-EMAIL_CAMPAIGN_2019_12_11_12_06&utm_medium=email&utm_term=0_e605619869-64b5476e65-134308033
https://www.axios.com/john-bolton-hits-donald-trump-north-korea-kim-82a1097d-8697-45df-94d3-c1409b12b7f2.html
https://www.wsj.com/articles/chevron-facing-fossil-fuels-glut-takes-10-billion-charge-11576012579?shareToken=st60e0d42efeda4e509ac906773ee51679
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have been coincidental.  However, what this model might tell us is what would happen if the 

Saudis decide to recapture market share.  This fear might be one of the factors behind the 

underperformance of energy equities.  At the same time, the KSA has an incentive to keep prices 

up until it fully completes its IPO process.  So, for now, oil prices probably are not in immediate 

danger.  It’s not just the Saudis that can increase energy supply; so can cows! 

 

U.S. Soybean Production: Brazil is on pace to become the largest producer of soybeans in the 

world for the second year in a row. The country’s dominance of the market can largely be 

attributed to the ongoing trade war between the U.S. and China. The 25 percent tariff that China 

placed on soybeans has forced many of the country’s importers to look to Brazil to fill the void. 

As the trade war persists, it raises the likelihood that US farmers may not be able to recover the 

market share that it lost when the war began. In addition, a strong dollar may have exacerbated 

the problem for U.S. farmers, as a depreciating Brazilian real have made U.S. crops significantly 

less competitive.  Although some of the currency depreciation may have been due to Brazil 

lowering their interest rates, much of the depreciation to the U.S. dollar strengthens against 

global currencies. Last week, President Trump attempted to address the issue by imposing tariffs 

on Brazilian steel, but it is unlikely to help farmers anytime soon. As the U.S. and China come 

closer to securing an agreement, it will be interesting to see if the trade dispute will have any 

long-lasting damage.  

 

Odds and ends:  The global use of the CNY continues to lag the size of the Chinese economy.  

We suspect the lack of financial transparency and a less than open capital account are to blame.  

The U.S. Army will directly fund rare earths production.  Strikes continue in France. 

 

U.S. Economic Releases 
 

MBA mortgage applications rose 3.8% in the week ended December 6, erasing some of their 

9.2% decline in the previous week.  The report showed applications for home-purchase 

mortgages edged down 0.4% last week, but applications for refinancing mortgages jumped 8.7%.  

The average interest rate on a 30-year, fixed-rate mortgage rose slightly to 3.98%. 
 

Separately, the November consumer price index (CPI) rose by a seasonally-adjusted 0.3%, 

beating expectations for a rise of 0.2% but still a bit weaker than the October increase of 0.4%.  

As in October, much of the out-sized gain came from a jump in fuel prices.  Excluding the 

volatile food and energy categories, the November “core” CPI was up just 0.2%, meeting 

expectations and matching the rise in the previous month.  The overall CPI in November was up 

2.1% year-over-year, while the core CPI was up 2.3%.  Neither the overall CPI nor the core CPI 

qualify as the Fed’s preferred gauge of price pressures in the economy.  However, they are 

currently suggesting that inflation is quite close to the Fed’s inflation target of 2.0%. 

 

https://www.wsj.com/articles/saudi-aramco-sounds-out-investors-on-fresh-international-ipo-11576004672?shareToken=ste53e1775dc4440d298fc4bc7e3fbb0f7
https://www.wsj.com/articles/saudi-aramco-sounds-out-investors-on-fresh-international-ipo-11576004672?shareToken=ste53e1775dc4440d298fc4bc7e3fbb0f7
https://www.wsj.com/articles/dominion-energy-turns-to-cow-manure-in-gas-pact-11576063800?shareToken=st045750cb298a41dc9863573af373a8dc
https://www.wsj.com/articles/the-chinese-yuan-always-the-global-currency-bridesmaid-never-the-bride-11575967754?shareToken=st019faee377174037830a32f6e776fe6d
https://www.reuters.com/article/us-usa-rareearths-army-exclusive/exclusive-u-s-army-will-fund-rare-earths-plant-for-weapons-development-idUSKBN1YF0HU
https://nyti.ms/2P7NHmg
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The chart above shows the year-over-year change in both the headline CPI and the core CPI 

since right before the last recession. 

 

The table below shows the economic releases and Federal Reserve events scheduled for the rest 

of today. 

 

EDT Indicator Expected Prior Rating

14:00 Monthly Treasury Budget Statement m/m nov -$202.6 Bil. -$100.5 Bil. **

Speaker or event

14:00 FOMC Rate Decision

14:30 Jerome Powell Holds Post-FOMC Meeting Press Conference Chairman of Board of Governors of Federal Reserve

Fed Speakers or Events

Economic Releases

No speakers or events scheduled

District or position

Federal Reserve Board

 
 
 

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 PPI y/y nov 0.1% -0.4% 0.0% *** Equity and bond neutral

Australia Westpac Consumer Confidence Index m/m dec -1.9 4.5% *** Equity bearish, bond bullish

South Korea Unemployment Rate m/m nov 3.6% 3.5% 3.5% *** Equity and bond neutral

AMERICAS

Canada Capacity Utilization q/q 3q 81.70% 83.30% 82.10% * Equity and bond neutral

Brazil Retail Sales y/y oct 4.2% 2.1% 3.8% *** Equity bullish, bond bearish

Retail Sales Broad y/y oct 5.6% 4.4% 4.1% * 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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 189 189 0 Down

3-mo T-bill yield (bps) 151 152 -1 Neutral

TED spread (bps) 38 37 1 Neutral

U.S. Libor/OIS spread (bps) 156 155 1 Up

10-yr T-note (%) 1.82 1.84 -0.02 Down

Euribor/OIS spread (bps) -39 -39 0 Down

EUR/USD 3-mo swap (bps) 24 20 4 Down

Currencies Direction

dollar Up Up

euro Down Neutral

yen Flat Neutral

pound Down Up

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. 
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Price Prior Change Explanation

Brent $63.91 $64.34 -0.67%

WTI $58.93 $59.24 -0.52%

Natural Gas $2.28 $2.26 0.66%

Crack Spread $14.25 $14.44 -1.34%

12-mo strip crack $17.29 $17.48 -1.12%

Ethanol rack $1.60 $1.61 -0.76%

Gold $1,466.22 $1,464.39 0.12%

Silver $16.65 $16.67 -0.09%

Copper contract $277.15 $276.55 0.22%

Corn contract 375.50$       377.00$       -0.40%

Wheat contract 520.75$       523.75$       -0.57%

Soybeans contract 899.75$       901.25$       -0.17%

Baltic Dry Freight 1528 1551 -23

Actual Expected Difference

Crude (mb) -4.9 -1.5 -3.4

Gasoline (mb) 3.4 2.0 1.4

Distillates (mb) 3.1 -0.5 3.6

Refinery run rates (%) 2.60% 0.70% 1.90%

Natural gas (bcf) -19.0 -78.0 59.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather  
 

The 6-10 day forecast is calling for warmer-than-normal temperatures in the Pacific Northwest 

and Southern Florida, with near-normal temperatures in the rest of the country throughout most 

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

country.  The forecast also calls for wet conditions along the West Coast and throughout the 

Southeast.  In contrast, the 8-14 day forecast is calling for warmer-than-normal temperatures for 

virtually the whole country, with wet conditions remaining on the West Coast. 
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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 12/10/2019 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 12/10/2019 close) 

 

0.0% 10.0% 20.0% 30.0%

Cash

Commodities

US Government Bond

Emerging Markets (local currency)

Emerging Markets ($)

US High Yield

US Corporate Bond

Foreign Developed ($)

Small Cap

Foreign Developed (local currency)

Mid Cap

Real Estate

Large Cap
YTD Asset Class Total Return

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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P/E as of 12/4/2019 = 19.2x

 
 

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. 


