
 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 1 

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 20, 2019—9:30 AM EST] Global equity markets are mixed this morning.  

The EuroStoxx 50 is up 0.7% compared with its last close.  In Asia, the MSCI Asia Apex 50 

closed relatively unchanged.  Chinese markets were lower, with the Shanghai composite down 

0.4% and the Shenzhen index down 0.7% from the prior close.  U.S. equity index futures are 

signaling a higher open.   

 

N.B.  A couple of items.  First, the Daily Comment will go on hiatus from Dec. 23, 2019, to 

Jan. 1, 2020.  Publication will resume on Jan. 2, 2020.  Second, the fifth episode of the 

Confluence of Ideas podcast has been posted.  “Arriving at Decisions” examines the issues 

that surround making decisions under conditions of uncertainty.   

 

Happy Friday!  In fact, it should be an especially happy day, as several important uncertainties 

are formally being removed.  The House has given its OK to the U.S.-Mexico-Canada trade deal, 

and the Senate has approved funding for the federal government for this fiscal year.  In the U.K., 

parliament is formally debating Brexit and is expected to pass the deal easily.  Here’s what we’re 

watching today: 

 

United States-Mexico-Canada:  The House of Representatives yesterday voted 385-41 to 

approve the “USMCA” trade agreement.  The update to NAFTA will now need to be approved 

by the Senate, most likely early next year.  The Canadian parliament also still needs to approve 

the deal, but as of yet there is no set schedule for a vote in either of its chambers.  Only Mexico 

has approved the deal so far, but since the United States and Canada are both expected to follow 

suit, it appears that the uncertainty regarding North American trade is dissipating, which is 

probably one key reason for the ongoing rally in stocks. 

 

U.S. Federal Budget:  The Senate has approved the two appropriations bills necessary to fund 

the federal government through the fiscal year ending September 30.  If President Trump signs 

the bills before the end of today, as expected, there will be no new government shutdown.  The 

news is likely to be positive for stocks as it removes yet another potential source of uncertainty. 

 

United Kingdom:  Parliament today began debating Prime Minister Johnson’s Brexit 

withdrawal deal with the EU.  The bill is widely expected to pass with a comfortable majority, 

helping to remove a bit more uncertainty regarding Brexit.  That’s likely a positive for European 

stocks, although it’s important to remember that there is growing concern that Britain may not be 

able to secure attractive trade deals with the EU, or the United States in the coming year or so. 

Separately, the government announced that the new head of the Bank of England will be Andrew 
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Bailey, a longstanding official at the central bank who is currently the head of its regulatory 

office.  The well-respected Bailey is considered a “safe pair of hands,” so the decision is likely to 

be positive for British assets.  All the same, it is still not clear where he will take British 

monetary policy when he officially assumes his post on March 15. 

 

U.S.-China Trade:  Chinese leader Xi Jinping reportedly doesn’t plan to attend January’s World 

Economic Forum meetings in Davos, Switzerland.  That eliminates one potential venue for him 

to meet President Trump for a formal signing of the “phase one” U.S.-China trade deal.  

However, China still plans to send its top trade negotiator to Washington in January so he can 

sign the deal. 

 

European Union-China:  The new president of the European Council, Charles Michel, said he 

will push the EU to prioritize deeper economic ties with China while also protecting its own 

markets.  In doing so, he vowed that the EU’s international trade policies would not be dictated 

by the United States.  The statement amounts to pushback against U.S. efforts to re-set relations 

with China, but it also reflects the slow-growing EU’s reliance on exports. 

 

India:  Thousands of Muslims and social activists today staged another round of protests against 

Prime Minister Modi’s new, Hindu-friendly citizenship law, in defiance of the government’s ban 

on public gatherings.  It still seems Modi will eventually get control over the protests (especially 

because of his clampdown on the internet and communication services yesterday).  That helps 

explain why Indian stocks have been able to push to new record highs this week.  However, 

today’s defiance against the public-meeting ban suggests he still has his work cut out for him. 

 

Lebanon:  Christian, Sunni and Shiite political leaders (including Hezbollah) have agreed that 

the country’s new prime minister will be Hassan Diab, a former education minister who is now 

the vice president of Lebanon’s top university.  As described in our WGR from December 2, 

Lebanon’s “confessionalist” power-sharing system requires the prime minister to be a Sunni 

Muslim, but many parliamentary Sunnis refused to vote for Diab, suggesting the real winners in 

the negotiations were Hezbollah, the Maronite Christians and maybe even the youthful 

demonstrators that brought down the former prime minister two months ago.  Since the move 

helps reduce uncertainty regarding Lebanon, there is still no firm news on what Diab will do to 

address the country’s financial and debt crisis. 

 

North Korea:  Thousands of North Korean laborers are streaming out of Russia ahead of a 

Sunday deadline to avoid UN sanctions.  The exodus will end one of North Korea’s last 

remaining sources of foreign funds.  It may therefore help stoke the country’s recent new 

provocations aimed at the United States.  Reports indicate U.S. intelligence is closely monitoring 

North Korea for a potential Christmas Day missile launch. 

 

U.S. Junk Bond Market:  Moody has issued a report warning that this year’s rally in low-rated 

bonds has left them vulnerable to a significant fall in value next year.  As shown in the charts 

near the end of this article, U.S. high-yield bonds have provided a total return of 13.97% for the 

year through yesterday.  With the Fed’s 2019 interest-rate cuts, the recent improvement in some 

economic indicators and the new easing of global trade tensions, some of that strong return may 

well be justified.  However, according to Moody, “If the anticipated improvement in 
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fundamentals governing corporate credit do not materialize, a significant widening of high-yield 

bond spreads is likely.” 

 

U.S. Economic Releases 
 

The third reading of the annualized GDP for Q3 remained unchanged from the previous report at 

2.1%. Personal consumption for Q3 came in above expectations at 3.2% compared to a forecast 

of 2.9%. In addition, GDP price index and core PCE both came in line with expectations at 1.8% 

and 2.1%, respectively. 

 

 
 

The chart above shows the level of GDP. Currently, GDP sits at $21.5 trillion. In addition, this 

continues to be the longest economic expansion in the country’s history. 

 

Q3 2019 Third Reading Q3 2019 Second Reading Difference

GDP 2.10% 2.10% 0.00%

Consumption 2.12% 1.97% 0.15%

Investment -0.17% -0.10% -0.07%

Inventories -0.03% -0.05% 0.02%

Net Exports -0.14% -0.08% -0.06%

Government 0.30% 0.28% 0.02%  
 

The table above shows the GDP contribution table. Although GDP remained unchanged from the 

second reading, there were minor revisions to the contributions. Consumption was revised 

upward, while investment spending was revised downward. 
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The chart above shows the contribution table visually. GDP for this year has been relatively 

strong, despite investment being a drag on growth for two consecutive quarters.  
 

The table below shows the Economic Releases scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

10:00 Personal Income m/m nov 0.3% 0.0% ***

10:00 Personal Spending m/m nov 0.4% 0.3% ***

10:00 Real Personal Spending m/m nov 0.2% 0.1% **

10:00 PCE Deflator m/m nov 0.2% 0.2% **

10:00 PCE Core Deflator m/m nov 0.1% 0.1% **

10:00 U. of Michigan Sentiment m/m dec 99.2 99.2 ***

16:00 U. of Michigan Current Conditions m/m dec 115.2 **

16:00 U. of Michigan Expectations m/m dec 88.9 **

10:00 U. of Michigan 1 yr Inflation m/m dec 2.4% **

10:00 U. of Michigan 5-10 Yr Inflation m/m dec 2.3% **

11:00 Kansas Fed Manufacturing Activity m/m dec -3.0 -3.0 **

Fed Speakers or Events

Economic Releases

No speakers or events scheduled  
 

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.  
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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 FX Net Settlement- Clients CNY m/m nov -31.9 Bil -30.0 Bil * Equity and bond neutral

Japan National CPI y/y nov 0.5% 0.2% 0.5% *** Equity and bond neutral

National CPI ex Fresh Food y/y nov 0.5% 0.4% 0.5% *** Equity and bond neutral

National CPI ex Fresh Food, Energy y/y nov 0.8% 0.7% 0.7% *** Equity and bond neutral

Tokyo Department Store Sales y/y nov -4.7% -19.0% * Equity bearish, bond bullish

Nationwide Department Sales y/Y nov -6.0% -17.5% * Equity bearish, bond bullish

Convenience Store Sales y/y nov 1.0% 1.8% * Equity and bond neutral

New Zealand ANZ Consumer Confidence m/m dec 2.2% 1.9% ** Equity bullish, bond bearish

Credit Card Spending y/y nov 4.5% 2.5% ** Equity bullish, bond bearish

EUROPE

Eurozone ECB Current Account Balance m/m oct 32.4 Bil 28.2 Bil ** Equity and bond neutral

Germany GfK Consumer Confidence m/m jan 9.6 9.7 9.8 *** Equity bearish, bond bullish

France PPI m/m nov 1.1% -0.1% ** Equity and bond neutral

Consumer Spending m/m nov 0.1% 0.2% 0.2% *** Equity bearish, bond bullish

Italy Current Account Balance m/m oct 8.600 Bil 4.102 Bil ** Equity bullish, bond bearish

Consumer Confidence Index m/m dec 110.8 108.5 109.0 ** Equity bullish, bond bearish

Manufacturing Index m/m dec 99.1 98.9 99.1 ** Equity and bond neutral

Economic Sentiment m/m dec 100.7 99.1 ** Equity bullish, bond bearish

PPI m/m nov -0.2% 0.0% ** Equity bullish, bond bearish

UK GDP q/q 3q 1.1% 1.0% 1.0% *** Equity bullish, bond bearish

PSNB ex Banking Groups m/m nov 4.9 Bil 10.5 Bil 5.2 Bil ** Equity bearish, bond bullish

Public Sector Net Borrowing m/m nov 5.6 Bil 11.2 Bil 6.1 Bil ** Equity bearish, bond bullish

Russia Gold and Forex Reserve w/w 13-Dec 548.7 Bil 546.6 Bil * Equity and bond neutral

AMERICAS

Canada Wholesale Trade Sales m/m oct -1.1% 1.0% -0.4% ** Equity and bond bearish

Brazil IBGE Inflation IPCA-15 y/y dec 3.9% 2.7% 3.8% *** Equity and bond neutral

Current Account Balance m/m nov -$2.164 Bil -$7.874 Bil -$3.800 Bil ** Equity and bond neutral

Foreign Direct Investment m/m nov $6.985 Bil $6.815 Bil $7.500 Bil ** Equity bearish, bond bullish

Mexico Retail Sales y/y oct 0.4% 2.4% 2.2% ** 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) 191 190 1 Down

3-mo T-bill yield (bps) 153 154 -1 Neutral

TED spread (bps) 38 37 1 Neutral

U.S. Libor/OIS spread (bps) 157 157 0 Up

10-yr T-note (%) 1.94 1.92 0.02 Down

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

EUR/USD 3-mo swap (bps) 11 10 1 Down

Currencies Direction

dollar Up Down

euro Down Up

yen Flat Down

pound Up Up

franc Down Up

Central Bank Action Current Prior Expected

Mexico Overnight Rate 7.250% 7.500% 7.250% 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. 
 

Price Prior Change Explanation

Brent $66.33 $66.54 -0.32%

WTI $60.95 $61.18 -0.38%

Natural Gas $2.32 $2.27 2.16%

Crack Spread $15.44 $14.97 3.11%

12-mo strip crack $18.12 $17.92 1.10%

Ethanol rack $1.51 $1.51 -0.02%

Gold $1,479.14 $1,478.80 0.02%

Silver $17.09 $17.06 0.17%

Copper contract $281.10 $282.65 -0.55%

Corn contract 387.25$       386.50$       0.19%

Wheat contract 548.50$       545.25$       0.60%

Soybeans contract 937.25$       936.25$       0.11%

Baltic Dry Freight 1151 1221 -70

Actual Expected Difference

Crude (mb) -1.1 -1.8 0.7

Gasoline (mb) 2.5 2.0 0.5

Distillates (mb) 1.5 -0.5 2.0

Refinery run rates (%) 0.00% 0.78% -0.78%

Natural gas (bcf) -107.0 -88.0 -19.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather  
 

The 6-10 and 8-14 day forecasts show warmer-than-normal temperatures throughout the lower 

Midwest and the South, with colder-than-normal temperatures in the far West.  Wet conditions 

are expected throughout the country, with dry conditions in the northwest. 
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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 20, 2019 
 
(N.B.  This is our last Asset Allocation Weekly for 2019.  The next edition will be published January 10, 2020.) 

 

Did the Fed engineer a soft landing?  That is the critical question for 2020.  If the Fed, through 

its rate cuts last year,1 has rescued the economy, it would be one of the most remarkable episodes 

of deft central bank practice.   
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This chart shows fed funds along with recession indicators from the New York and Atlanta 

Federal Reserve Banks.  The former uses the yield curve in its forecast and the latter uses GDP.  

The New York indicator gives a 12-month forward read on the economy.  Since 1970, any 

reading over 30 for the New York indicator has led to an eventual recession.  Nevertheless, even 

though its track record is impressive, we like to wait for confirmation from the Atlanta indicator 

before declaring a downturn.  The chart shows that risks of recession are elevated.   

 

What if recession is avoided?  Because retail money market levels are elevated, we could see a 

strong rally in equities. 

 

                                                 
1 And the expansion of the balance sheet as well. 
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This chart looks at retail money market funds (RMMK) compared to the S&P 500.  When 

RMMK fell from 2008 into 2011, the equity index more than doubled.  The high level of RMMK 

may not necessarily all flow to equities, but avoiding recession (and a reduction in trade 

conflicts) could lead to this liquidity finding its way into asset markets.    

 

In conclusion, the odds of recession are elevated but we don’t see a downturn as imminent.  The 

FOMC has moved aggressively to cut the policy rate and is at a level we would consider neutral.  

If a recession is avoided, risk assets could appreciate significantly in 2020.  However, the risks of 

a downturn are probably high enough to keep asset prices contained at least for the first few 

months of the new year.   

 

 

   

      

 

 
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 12/19/2019 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 12/19/2019 close) 
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Cash
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Emerging Markets ($)

Foreign Developed ($)

Small Cap

Mid Cap

Foreign Developed (local currency)

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 19, 2019 
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P/E as of 12/18/2019 = 19.3x

 
 

Based on our methodology,2 the current P/E is 19.3x, up 0.1x from last week.  Rising index 

values led to the increase. 
 
 

 

 
 

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. 
 

                                                 
2 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. 


