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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 13, 2019—9:30 AM EST] Global equity markets are higher this morning.  

The EuroStoxx 50 is up 1.19% from its last close.  In Asia, the MSCI Asia Apex 50 closed up 

2.3%.  Chinese markets were higher, with the Shanghai composite up 1.8% and the Shenzhen 

index up 1.5% from the prior close.  U.S. equity index futures are signaling a higher open.   

 

Happy Friday the 13th!  For the past four years, financial markets have been dealing with 

elevated levels of uncertainty.  The issue of Brexit dominated the EU, policy shifts by the Trump 

administration and assertive policies from China all contributed to uncertainty.  This uncertainty 

didn’t prevent risk assets from appreciating, but we can safely argue that these issues (and 

others) likely prevented even higher risk asset prices.   
 

 
 

This chart shows the U.S. economic policy uncertainty index, with a 12-month average.  Note 

that uncertainty has been persistently rising since Brexit in mid-2016.  Yesterday, some of the 

clouds parted, while new ones, which we can see on the horizon, are not yet undermining 

confidence.  Let’s take a look at what’s changed over the past 24 hours: 

 

The U.K. election:  It was a smashing victory for the Tories.  Although we are still waiting for 

one district, the nearly final results show the Conservatives with 364 seats out of 650 seats.  With 
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this level of support, PM Johnson should be able to move just about anything he wants through 

Parliament.  The political shift was astounding and generational.   
 

 
(Source: Reuters) 

 

There were two winners in this election, the Tories and the SNP.  Labour was crushed, as were 

the Liberal-Democrats.  The DUP in Northern Ireland also suffered historic losses, meaning 

Johnson will no longer need to worry about placating the Unionists in implementing Brexit.  

Here are our initial thoughts on the ramifications of this election: 
 

1. Brexit will certainly occur on Johnson’s terms, most likely before year’s end.  The next 

step is to determine the trade deal.  Johnson will be beholden to the new Tories in the 

manufacturing north, meaning he will need to protect manufacturing in the upcoming 

negotiations.  That will probably require an extension for talks, meaning it will take more 

than a year to complete trade arrangements.  It also means the desires of London’s 

financial district will be less important. 

2. At some point in the next couple of years, Johnson will face the real possibility that 

Scotland will hold a referendum to leave.  He will try to stop it, but he probably can’t.  

Losing Scotland will reduce the size of the U.K. and perhaps make it less attractive as a 

venue for investment.  Northern Ireland may well be on its way to joining the Republic of 

Ireland, although the republic in the south has recently shown greater reluctance to 

unification.  Dublin is worried it might face the same problem that West Germany had 

with East Germany.   
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3. The U.S. and U.K. will likely see relations improve.  Britain may find that embrace less 

than ideal; we suspect Brits will be eating lots of chlorinated chicken in a few years.   

4. Britain has tended to share trends in U.S. politics.  The supply side revolution in the U.S. 

was preceded by the rise of Thatcher in the U.K.  Bill Clinton’s “third way” was shared 

with the emergence of Tony Blair’s “new Labour.”  The Tories are now a working-class 

party as this election saw the collapse of Labour’s “red wall” in the manufacturing 

districts.  The GOP is rapidly evolving in a similar manner.  For the U.S. Democratic 

Party, the election in the U.K. is clearly worrisome.  Labour was beaten mostly because 

its leader was so far out of the mainstream that he could not deliver voters beyond the 

most extreme.  The party will now face the difficult process of redefining itself.   

5. As we have noted before, the GBP is deeply undervalued compared to its parity rate.  

However, the Johnson win and Brexit doesn’t necessarily mean that we rally quickly to 

parity.  Concerns about the shape of trade deals with the EU and U.S., along with the 

territorial integrity of the current U.K., will probably temper some of the gains.  Still, 

moving into a range of $1.400 to $1.3500 is reasonable in the next few weeks. 

6. The EU now has to deal with the fact that if the U.K. can exit, so can others.   
 

 
(Source: Eurasia Group) 

 

It would appear that a reading of 40%+ makes one vulnerable to leaving.  On that score, 

Poland, Slovenia, Croatia and Italy are all potential nations for exit.  Of those listed, Italy 

would be the most problematic because an Italexit would probably bring down the 
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Eurozone, too.  This may push EU negotiators to hew a hard line against the U.K. in trade 

talks, but with the caveat that a break in trade with the U.K. will harm the EU as well. 

 

We will continue to monitor developments on this issue but, in the short run, clarity on Brexit is 

bullish for risk assets.   

 

China trade: Yesterday, reports emerged that the U.S. and China had agreed to a partial trade 

agreement.  The U.S. would roll back some tariffs and China would agree to buy grain.  

However, this morning, China, which had not actually agreed to the deal, seemed to be pulling 

away.  China is expected to hold a press conference about an hour after the time of this writing, 

so we will see if they are on board.  Here are two things we are watching.  First, Robert 

Lighthizer is key; his career has been spent putting together trade deals that force compliance on 

foreign nations.  China loathes to make such agreements.  If he leaves after this deal, it suggests 

the Trump administration has backed down.  If he stays, whatever is arranged will likely be hard 

for China to accept.  Second, if China decides not to accept the U.S. deal, we could see a repeat 

of what we saw in May—a rapid move to retaliate by the U.S.   

 

Saudi Arabia: In the face of growing uncertainty surrounding U.S. security support, the 

kingdom is making entreaties to Iran.  Although the Saudis loathe Iran’s government, they do not 

want a hot war with Tehran and so coming to terms is consistent with Riyad’s behavior.   

 

Shutdown averted: The U.S. has a deal to prevent a government shutdown on December 20.   

Although we did expect an agreement, this news removes a potential risk to the financial 

markets.   

 

United States: The Fed yesterday said it will pump almost $500 billion into the financial system 

over the new year in an attempt to avoid a repeat of September’s big jump in short-term interest 

rates.  That would nearly double the scale of its recent interventions into the repo market.  The 

Fed clearly doesn’t want to call this a return to quantitative easing but flooding the market with 

liquidity like this is likely to have the same positive effect on the markets.  If it looks like a duck 

and walks like a duck and quacks like a duck . . . well, it probably is a duck. 

 

China-Hong Kong: Just as Chinese authorities have feared, the prolonged political protests in 

Hong Kong may finally be inspiring protests in China itself.  Reports point to growing online 

criticism of the government over an ex-employee of telecom giant Huawei (002502.SZ, 3.50), 

who was detained for 251 days after a labor dispute.  Although the online comments are quickly 

censored, posters are arguing that the detention highlights the need for reasonable bail conditions 

and shows that the Hong Kong protestors were justified in their protests against a proposed law 

allowing extradition to China. 

 

India: Riots have erupted across northeastern India in protest against a new law seen as basing 

citizenship on religious affiliation.  The law, which would give Hindus and other non-Muslim 

migrants from neighboring Muslim-majority countries a fast track to Indian citizenship, comes 

just months after Prime Minister Modi revoked the special autonomous status of India’s only 

Muslim-majority state (see our WGR from September 9).  The protests may not be enough to 
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endanger Modi’s government, but they have been bad enough to force the cancellation of a 

weekend summit between Modi and Japanese Prime Minister Abe. 

 

World Trade Organization: Trade Commissioner Phil Hogan said the EU will beef up its laws 

so it can impose punitive tariffs on other countries’ exports, in spite of the WTO’s dispute 

settlement system being frozen.  In an effort to put the WTO out of business, the United States 

has blocked the appointment of new judges to the panel, creating a risk that countries previously 

charged with illegal trade barriers would file ghost appeals that would indefinitely prevent the 

EU from imposing punitive tariffs against them. 

 

Russia: The central bank today reduced its benchmark short-term interest rate to 6.25% from 

6.50% previously, for its fifth rate cut of the year.  The benchmark rate is now at its lowest since 

right before Russia’s 2014 financial crisis, when Governor Nabiullina hiked it to 17% and let the 

ruble float free.  Inflation has now fallen below the central bank’s target of 4.0%, allowing 

Nabiullina to focus on supporting economic growth.  The move will likely be positive for 

Russian assets. 

 

U.S. Economic Releases 
 

The import price index rose 0.2% from the prior month, in line with expectations.  Additionally, 

the import price index excluding petroleum rose 0.2% from the prior month compared to 

expectations of a drop of 0.1%.  Meanwhile, the export price index rose 0.2% from the prior 

month compared to expectations of a rise of 0.1%. 
 

 
 

The chart above shows the year-over-year change in the import and export price index. A drop in 

import prices provides further evidence that inflation will be relatively subdued for the 

foreseeable future.  In addition, fears that tariffs would result in increased price pressures have 

yet to materialize.  
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Retail sales rose 0.2% from the prior month compared to expectations of a rise of 0.5%.  The 

prior month’s reported gain was revised from 0.3% to 0.4%.  Retail sales excluding autos rose 

0.1% from the prior month compared to expectations of a rise of 0.4%.  The prior month’s report 

was revised from 0.2% to 0.3%.  Meanwhile, retail sales excluding autos and gas remained 

unchanged from the prior month compared to expectations of a rise of 0.4%.  The prior month’s 

report was revised from 0.1% to 0.2%.  Lastly, the retail sales control group rose 0.1% from the 

prior month compared to expectations of a rise of 0.3%. 
 

 
 

The chart above shows the year-over-year change in core retail sales.  Retail sales slowed from 

3.98% in October to 3.21% in November.  Holiday shopping accounts for a large part of sales for 

many retailers, therefore weaker than expected sales may dampen GDP numbers for the fourth 

quarter.  

 

The table below shows the economic releases and Fed events scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

10:00 Business Inventories m/m oct 0.2% 0.0% **

Speaker or event

10:00 John Williams Discusses Topics in Monetary Policy President of the Federal Reserve Bank of New York

Fed Speakers or Events

Economic Releases

District or position

 
 

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 
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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

Japan Tankan Large Manufacturing Index q/q 4q 0 5 3 ** Equity and bond bearish

Tankan Large Non-Manufacturing Index q/q 4q 20 21 16 ** Equity and bond neutral

Tankan Large Manufacturing Outlook q/q 4q 0 2 3 ** Equity and bond bearish

Tankan Large Non-Manufacturing Outlook q/q 4q 18 15 16 ** Equity and bond neutral

Tankan Large All Industry Capex q/q 4q 6.8% 6.6% 6.0% ** Equity bullish, bond bearish

Industrial Production m/m oct -4.5% -4.2% *** Equity and bond neutral

Capacity utilization m/m oct -4.5% 1.0% ** Equity and bond neutral

New Zealand REINZ House Sales y/y nov -1.9% -4.0% ** Equity and bond neutral

BusinessNZ Manufacturing PMI m/m nov 51.4 52.6 ** Equity bearish, bond bullish

EUROPE

France Wages q/q 3q 0.3% 0.3% 0.3% *** Equity and bond neutral

Germany Wholesale Price Index m/m nov -2.5% -2.3% ** Equity and bond neutral

Italy Industrial Sales m/m nov 0.6% 0.2% ** Equity and bond neutral

Industrial Orders m/m nov 0.6% 1.0% ** Equity and bond neutral

UK BoE/TNS Inflation Next 12 months m/m nov 3.1% 3.3% * Equity and bond neutral

Russia Money Supply Narrow Def w/w 6-Dec 10.62 Tril 10.54 Tril * Equity and bond neutral

GDP m/m oct 1.7% 1.7% 1.7% *** Equity and bond neutral

Trade Balance m/m oct 12.400 Bil 14.100 Bil 14.500 Bil ** Equity and bond neutral

AMERICAS

Brazil Economic Activity m/m oct 0.2% 0.4% 0.2% ** 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. 
 

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) 37 37 0 Neutral

U.S. Libor/OIS spread (bps) 156 156 0 Up

10-yr T-note (%) 1.89 1.89 0.00 Down

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

EUR/USD 3-mo swap (bps) 14 16 -2 Down

Currencies Direction

dollar Down Up

euro Up Neutral

yen Down Neutral

pound Up Up

franc Up Neutral

Central Bank Action Current Prior Expected

Russia Key Rate 6.250% 6.500% 6.250% 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. 
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Price Prior Change Explanation

Brent $64.96 $64.20 1.18% Global Optimism

WTI $59.71 $59.18 0.90%

Natural Gas $2.27 $2.33 -2.66%

Crack Spread $14.22 $13.82 2.95%

12-mo strip crack $17.41 $17.11 1.74%

Ethanol rack $1.57 $1.57 0.08%

Gold $1,471.56 $1,469.80 0.12%

Silver $16.95 $16.93 0.12%

Copper contract $280.55 $279.65 0.32%

Corn contract 382.75$       377.75$       1.32%

Wheat contract 532.00$       530.25$       0.33%

Soybeans contract 925.00$       912.50$       1.37%

Baltic Dry Freight 1388 1460 -72

Actual Expected Difference

Crude (mb) 0.8 2.5 -1.7

Gasoline (mb) 5.4 2.2 3.2

Distillates (mb) 4.1 1.5 2.6

Refinery run rates (%) -1.30% 0.50% -1.80%

Natural gas (bcf) -73.0 -78.0 5.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather  
 

The 6-10 day forecast is calling for warmer-to-normal temperatures for most of the western 

region, with cooler temperatures for the rest of the country.  Precipitation is expected for the 

West Coast and Florida.  The 8-14 day forecast shows warm weather pushing far into the eastern 

region, with cooler temps in the east.  In addition, precipitation is expected for the western third 

of the country. 
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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 13, 2019 
 

The recent employment report was very strong, with payroll growth rising more than forecast 

and the unemployment rate declining more than expected.  One uncertainty that develops when 

labor markets tighten is the point at which wage growth begins to lift inflation. 
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This chart shows yearly wage growth and the unemployment rate (inverted scale).  In the past 

three cycles, an unemployment rate at this level would have been consistent with wage growth in 

excess of 4.0%.  Although wages have been increasing, the growth rate remains below the 4.0% 

level.   

 

The reason wage growth remains modest is complicated, but a contributing factor is that the 

labor force continues to increase.  A key function in that process has been that citizens who were 

not part of the labor force have been steadily finding jobs.  The chart below shows the 12-month 

rolling total of those who have been out of the labor force and found employment.  This number 

has been increasing in this expansion.   
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At the same time, the pace of these flows is beginning to slow.  If this source of new employees 

declines, in theory, it would tend to lift wages at an increasing pace until employment growth 

slows.  Nevertheless, for now, the labor market appears to be strong enough to attract new 

entrants into the labor force and employment, without excessive wage growth, which is a 

positive development for the economy.   

      

 

  

 
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 12/12/2019 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 12/12/2019 close) 
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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 12, 2019 
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P/E as of 12/11/2019 = 19.2x

 
 

Based on our methodology,1 the current P/E is 19.2x, unchanged 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. 


