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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 16, 2019—9:30 AM EST] Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 0.9% from its last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.3%.  Chinese markets were higher, with the Shanghai composite up 0.6% and the 

Shenzhen index up 1.6% from the prior close.  U.S. equity index futures are signaling a higher 

open.   

 

Happy Monday!  Equities are lifting this morning on continued trade optimism, despite some 

creeping concerns.  Economic data around the world was mixed; solid for China, weak for the 

Eurozone.  More debt worries for China. Here are the details: 

 

Trade:  First, the Phase One deal with China.  There is a lot of clutter to work through, but our 

bottom line is this—if China holds up its end of the bargain, Washington got the better of 

Beijing.  Here’s why: 

 

1. China has agreed to buy a lot more of U.S. goods.  Although there are reports of certain 

levels of agricultural purchases, the key phase is that China will “import various U.S. 

goods and services over the next two years in a total amount that exceeds China’s 

annual level of imports for those goods and services in 2017 by no less than $200 

billion.”  Over the past two years, U.S. exports to China have run between $180 bn to 

$190 bn.  Essentially, China has agreed to boost imports by $100 bn per year over those 

elevated levels.  So, that would put exports around $280 bn. 

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 
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Needless to say, that’s a lot.  To hit that number, China should buy lots of U.S. grain and 

meat products.  Energy too.  For now, China has a clear incentive to buy our commodity 

products because its food inflation is really high.  Additionally, because China has a two 

year window, it could be light next year with the promise of lifting purchases in 2021.  

So, retaliation on this issue probably isn’t immediate. 

2. China agrees to not manipulate its currency.  That isn’t a huge “give up” because a 

weaker CNY creates problems for China.  Currency weakness increases capital flight and 

raises debt service costs for dollar-denominated debt.  So, Beijing is probably more 

comfortable with a stable CNY.   

3. There is vague language about intellectual property and technology transfer.  The 

language in the agreement, on its face, is a huge win for the U.S. as China supposedly 

agrees to give up its practice of forcing foreign firms to transfer technology.  However, 

the lack of details suggests this goal is aspirational and we would be shocked to see China 

meet U.S. demands on this issue.  If Phase One is going to fail, this is an area of risk. 

4. There is also vague language about dispute resolution.  There were no details. 

5. For all this, the U.S. did not implement tariffs on Dec. 15 and reduced tariffs on $150 bn 

of Chinese imports from 15% to 7.5%.  To put a fine point on it, the U.S. tariff reduction 

will increase Chinese imports by $10 to $15 bn and in return, the U.S. will increase 

exports to China by $120 bn.  If China abides by this deal, it is a huge win.  Which 

means, of course, that the likelihood of compliance is low.  The issue now becomes when 

does the Trump administration have enough evidence to say China is not meeting the 

terms of the deal and start putting tariffs back.  The fact that the USTR remains at his 

post means that if our assumptions are correct, China has to be aware that when they fail 

to live up to their agreements, Lighthizer will inform the president.  At the same time, we 

doubt President Trump will want to cause a tariff problem in an election year, so expect 

mostly trade peace in 2020.  On the other hand, 2021 is a different matter. 

6. One final thing on China.  We do expect Beijing to make a show of compliance by 

purchasing lots of U.S. agricultural goods and energy.  That will reduce buying from 

other nations.  Thus, South America, Indonesia and Australia may be adversely affected 

by the deal. 

Meanwhile, on the USMCA, we noted last week that the AFL-CIO supported the trade 

agreement.  Of our group, the oldest has been in financial services since 1986.  In that time, we 

can’t remember American unions supporting any trade deal.  So, it was a bit of a shock to see 

U.S. unions in support.  Well, now we know why.  The U.S. slipped in a provision that will put 

U.S. officials in Mexico for the express purpose of monitoring labor conditions in Mexican 

firms.  Mexico isn’t pleased.  It is not clear how this issue will be resolved.   That’s not the only 

issue.  Canadian aluminum firms are not happy that they might face competition from Chinese 

aluminum imported into the trade bloc from Mexico.  Are any of these issues enough to scuttle 

the deal?  Both Canada and Mexico need the USMCA.  Sovereignty issues can make trade 

concessions difficult, but we do think that some sort of side arrangement on the inspectors might 

be enough to keep the deal on track. 

 

https://www.reuters.com/article/us-usa-trade-china-commoditiestariffs-fa/factbox-how-china-tariffs-on-u-s-commodities-energy-stand-after-phase-one-trade-deal-idUSKBN1YK0F1?feedType=RSS&feedName=businessNews
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https://www.washingtonpost.com/world/the_americas/new-north-america-trade-deal-hits-glitch-as-mexico-objects-to-us-labor-inspectors/2019/12/15/969703cc-1f51-11ea-b034-de7dc2b5199b_story.html?utm_campaign=todays_worldview&utm_medium=Email&utm_source=Newsletter&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/the_americas/new-north-america-trade-deal-hits-glitch-as-mexico-objects-to-us-labor-inspectors/2019/12/15/969703cc-1f51-11ea-b034-de7dc2b5199b_story.html?utm_campaign=todays_worldview&utm_medium=Email&utm_source=Newsletter&wpisrc=nl_todayworld&wpmm=1
https://ipolitics.ca/2019/12/11/aluminum-emerges-as-source-of-division-in-ratifying-latest-nafta-deal/
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China:  Adding to Friday’s positive news of a limited U.S.-China trade deal, Beijing released a 

trove of data suggesting its modest stimulus measures may have arrested, or even partially 

reversed its continuing economic slowdown.  Perhaps most important, November industrial 

production was up a much better-than-expected 6.2% year-over-year, marking its best annual 

gain since June.  November retail sales rose by a better-than-expected 8.0% on the year.  Fixed 

asset investment in January through November matched its recent pace with a rise of 5.2% from 

the same period one year earlier.  The figures should be positive for global equities today. 

 

 
 

China debt:  We have been watching China’s debt situation for some time and, as discussed in 

our 2020 Geopolitical Outlook (out this afternoon), it is one of our key concerns for next year.  

Over the weekend, an odd twist emerged.  Beijing has decided to drop a huge number of criminal 

charges against firms in the private sector due to concerns that the arrest and prosecution of 

company leaders will only lead to the failure of their firms, unemployment, and of our concern, 

increase the odds of debt default.   

 

“We should refrain from making arrests or prosecutions or giving harsh sentences whenever 

possible, because arresting or prosecuting business owners will immediately cause their firms 

to go under and dozens or hundreds of workers to lose their jobs,” said Zhang Jun, 

procurator-general of the Supreme People’s Procuratorate, in a televised speech last month. 

 

We are not sure what to make of this development, other than it would seem to reflect an 

extraordinary level of concern among financial authorities.  The signal it sends to business 

leaders is that any behavior, with the possible exception of criticizing the government, is 

acceptable.  

 

The U.S. consumer:  U.S. growth has become almost completely dependent on consumption.  

Although wage levels improved and confidence is elevated, we note that retailers are 

complaining that they are being forced to discount aggressively this Christmas to move 

merchandise.  This development may not mean that households are struggling.  It is possible that 

https://www.wsj.com/articles/chinese-economic-activity-gets-a-lift-as-2019-comes-to-a-close-11576471966?mod=article_inline&mod=article_inline
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this problem may be more about excess capacity in retailing, or the impact of online shopping.  

In addition, shoppers have been “trained” to expect deep discounts and won’t shop if they don’t 

get them.  However, what the report does indicate is that retail firms are likely facing margin 

compression from the discounting. 

 

United States-North Korea:  After yet another North Korean missile test on Friday, U.S. 

Special Envoy to North Korea Stephen Biegun criticized the provocations, but emphasized that 

the Trump administration is open to resuming denuclearization talks.  Meanwhile, the U.S. 

Center for Strategic and International Studies released imagery suggesting that North Korea may 

be preparing for another test of a submarine-launched missile as we approach Kim Jong Un’s 

year-end deadline for new denuclearization talks. 

 

 
 

India:  The riots against India’s new religion-based citizenship law, which we described in our 

Friday comment, continues to spread and escalate.  The protests have become especially strong 

on university campuses throughout the country, including Delhi, Mumbai and Hyderabad.  As 

yet, there is no indication the protests will become a threat to Prime Minister Modi, or Indian 

assets, but we are watching the situation closely. 

 

Brazil:  Now that President Bolsonaro has managed to push through his well-received pension 

reform, a poll of Brazil’s legislators shows 52% of them think he will also be able to push 

through a needed tax simplification bill in early 2020.  Brazil’s tax system is among the world’s 

most complex and burdensome, so the news should be positive for Brazilian stocks. 

 

A pair of curious developments:  Last month, two Chinese embassy officials drove onto a U.S. 

military base in Norfolk, VA.  The base houses some Special Operations forces.  The two 

“diplomats” claimed they were lost.  They found their way back to China.  This event is 

unusually brazen, and underscores tensions between China and the U.S.  The other odd news 

item are reports from China that criminal gangs apparently became involved in the spread of the 

http://english.chosun.com/site/data/html_dir/2019/12/16/2019121601127.html
http://english.chosun.com/site/data/html_dir/2019/12/16/2019121601127.html
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https://www.wsj.com/articles/its-time-to-do-our-jobs-u-s-envoy-to-north-korea-calls-for-talks-to-resume-11576498042?mod=hp_lista_pos5
https://www.ft.com/content/81506adc-1fc7-11ea-b8a1-584213ee7b2b
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https://www.nytimes.com/2019/12/15/world/asia/us-china-spies.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20191216&section=endNote?campaign_id=51&instance_id=14567&segment_id=19633&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=endNote
https://www.nytimes.com/2019/12/15/world/asia/us-china-spies.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20191216&section=endNote?campaign_id=51&instance_id=14567&segment_id=19633&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=endNote
https://www.nytimes.com/2019/12/15/world/asia/us-china-spies.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20191216&section=endNote?campaign_id=51&instance_id=14567&segment_id=19633&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=endNote
https://www.nytimes.com/2019/12/15/world/asia/us-china-spies.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20191216&section=endNote?campaign_id=51&instance_id=14567&segment_id=19633&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=endNote
https://www.scmp.com/news/china/politics/article/3042122/chinese-criminal-gangs-spreading-african-swine-fever-force
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African Swine Virus in an attempt to boost hog prices.  The gangs were smuggling potentially 

tainted pork across provincial boundaries for profit, and the virus was apparently good for 

business.   

 

U.S. Economic Releases 
 

The empire manufacturing survey came in at 3.5 compared to expectations of 4.0.  This survey is 

used to gauge the present condition of New York manufacturing industries. The sluggishness of 

the report may have something to do with slowing global demand of goods and trade tensions 

between the U.S. and China. However, if recent developments in trade negotiations are upheld, 

we expect this survey to improve in 2020. 
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The above chart shows the six-month moving average of the empire manufacturing. The six-

month moving average improved from 1.6 to 3.6. 

 

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

EDT Indicator Expected Prior Rating

9:45 Markit US Manufacturing PMI m/m dec 52.0 **

9:45 Markit Services PMI m/m dec 52.6 52.6 ***

9:45 Markit Composite PMI m/m dec 52.0 51.6 **

10:00 NAHB Housing Market Index m/m dec 70 70 **

16:00 Net Long-term TIC Flows m/m oct $49.5 Bil **

16:00 Total Net TIC Flows m/m oct -$37.6 Bil **

Speaker or event

18:30 Neel Kashkari Speaks in Minnesota President of Federal Reserve Bank of Minneapolis

Fed Speakers or Events

Economic Releases

District or position

 
 

 

 

 

https://www.scmp.com/news/china/politics/article/3042122/chinese-criminal-gangs-spreading-african-swine-fever-force
https://www.scmp.com/news/china/politics/article/3042122/chinese-criminal-gangs-spreading-african-swine-fever-force
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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 Industrial Production y/y nov 6.2% 4.7% 5.0% *** Equity bullish, bond bearish

Retail Sales y/y nov 8.0% 7.2% 7.6% ** Equity bullish, bond bearish

Surveyed Jobless Rate m/m nov 5.1% 5.1% *** Equity and bond neutral

Fixed Asset ex Rural YTD y/y nov 5.2% 5.2% 5.2% ** Equity and bond neutral

Japan Jibun Bank Japan PMI Composite m/m dec 49.8 49.8 ** Equity and bond neutral

Jibun Bank Japan PMI Manufacturing m/m dec 48.8 48.9 ** Equity and bond neutral

Jibun Bank Japan PMI Services m/m dec 50.6 50.3 ** Equity and bond neutral

Tertiary Industry Index m/m oct -4.6% 1.8% -3.5% ** Equity and bond bearish

India Wholesale Prices y/y nov 0.6% 0.2% 0.8% ** Equity and bond neutral

Australia CBA Australia PMI Manufacturing Index m/m dec 49.4 49.7 ** Equity and bond neutral

CBA Australia PMI Services Index m/m dec 49.4 49.9 ** Equity and bond neutral

CBA Australia PMI Composite Index m/m dec 49.5 49.7 ** Equity and bond neutral

New Zealand Performance Services Index m/m nov 53.3 55.4 ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Services m/m dec 45.9 44.1 44.6 ** Equity and bond neutral

Markit Eurozone Manufacturing m/m dec 52.4 51.7 52.0 ** Equity and bond neutral

Markit Eurozone Composite m/m dec 50.6 50.6 50.7 ** Equity and bond neutral

Labour Costs y/y 3q 2.6% 2.7% ** Equity and bond neutral

France Markit France Manufacturing PMI m/m dec 50.3 51.7 51.5 ** Equity bearish, bond bullish

Markit France Services PMI m/m dec 52.4 52.2 52.1 ** Equity and bond neutral

Markit France Composite PMI m/m dec 52.0 52.1 52.0 ** Equity and bond neutral

Germany Markit/BME Germany Manufacturing m/m dec 43.4 44.1 44.6 ** Equity and bond bearish

Markit Germany Services m/m dec 52.0 51.7 52.0 ** Equity and bond neutral

Markit/BME Germany Composite PMI m/m dec 49.4 49.9 49.4 ** Equity and bond neutral

Italy CPI EU Harmonized y/y nov 0.2% 0.4% 0.4% *** Equity and bond neutral

General Government Debt m/m oct 2.446 Tril 2.439 Tril ** Equity and bond neutral

UK Markit UK PMI Manufacturing m/m dec 47.4 48.9 49.2 ** Equity and bond bearish

Markit/CIPS UK Services m/m dec 49.0 49.3 49.5 *** Equity and bond bearish

Markit/CIPS UK Composite m/m dec 48.5 49.3 49.5 ** Equity and bond bearish

AMERICAS

Mexico Formal Job m/m oct 76.2k 160.0K ** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 190 189 1 Down

3-mo T-bill yield (bps) 153 153 0 Neutral

TED spread (bps) 37 36 1 Neutral

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

10-yr T-note (%) 1.85 1.82 0.03 Down

Euribor/OIS spread (bps) -40 -40 0 Down

EUR/USD 3-mo swap (bps) 18 14 4 Down

Currencies Direction

dollar Down Up

euro Up Neutral

yen Down Neutral

pound Up Up

franc Up 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 $65.42 $65.22 0.31%

WTI $60.08 $60.07 0.02%

Natural Gas $2.30 $2.30 0.13%

Crack Spread $14.52 $14.30 1.54%

12-mo strip crack $17.57 $17.47 0.61%

Ethanol rack $1.56 $1.56 0.00%

Gold $1,476.27 $1,476.33 0.00%

Silver $17.01 $16.93 0.46%

Copper contract $280.70 $278.10 0.93%

Corn contract 387.25$       381.00$       1.64%

Wheat contract 541.00$       532.50$       1.60%

Soybeans contract 930.50$       921.50$       0.98%

Baltic Dry Freight 1355 1388 -33

Shipping

Energy Markets

Metals

Grains

 
 

Weather  
 

The 6-10 day forecast is calling for warmer-to-normal temperatures for the country, with cooler 

temperatures on the East Coast.  Precipitation is expected for the western region and Florida.  

Meanwhile, the 8-14 day forecast shows cooler temperatures emerging in the western region, 

with warmer conditions for the rest of the country.  In addition, precipitation is expected across 

the country with dry conditions for most of southeast region. 
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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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Sources:  Haver Analytics, CIM  
 

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 12/13/2019 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 12/13/2019 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. 


