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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: January 10, 2020—9:30 AM EST] Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 0.1% compared with its last close.  In Asia, the MSCI Asia 

Apex 50 closed up 0.6%.  Chinese markets were lower, with the Shanghai composite down 0.1% 

and the Shenzhen index also down 0.2% from the prior close.  U.S. equity index futures are 

signaling a higher open.   

 

The sixth episode of the Confluence of Ideas podcast is now available.  Featuring 

Confluence CEO/CIO Mark Keller, “Process is King” takes the decision-making discussion 

from our previous episode and shows how the process works at Confluence.  

 

Happy employment day Friday!  We cover the data in detail below, but the quick take is that the 

data is a bit soft as nonfarm payrolls rose by only 145k, less than the 165k forecast.  The big 

news was a plunge in non-supervisory worker wages, mostly due to base effects from minimum 

wage laws enacted last year.  In other news, it appears Iran shot down the Ukrainian airliner.  

Brexit passes.  Strikes continue in France.  Taiwan’s elections.  Here are the details: 

 

Ukraine airliner: Evidence is mounting that the downed Ukrainian airliner was hit by a surface-

to-air missile launched from Iranian territory.  The suspected weapon, SA-15, is a Russian-made 

system that uses a mobile launching platform.  Simply put, this isn’t the kind of weapon that is 

used by proxy groups.  In Iran, this system is managed by the Islamic Revolutionary Guard 

Corps (IRGC).  Iran is disputing the evidence and has expressed willingness to turn over the 

black boxes to foreign governments for analysis.  The current consensus of opinion is that Iran 

likely made a mistake; in the current environment, it is likely that Iranian air defense personnel 

were anxious about potential retaliation and thought the civilian aircraft had hostile intent.  It is 

unclear how this incident will play out but, if the Malaysian Air Flight 17 offers any insight, not 

much will occur.   

 

Brexit passes: In rather anticlimactic fashion, the Brexit bill passed the House of Commons 330-

231; the bill now moves to the House of Lords where it will pass and become law.  From this 

point, the focus will be on the trade negotiations.  The early look from Michel Barnier is that 

talks will be difficult.  The EU will do everything it can to prevent the U.K. from becoming a 

“Singapore on the Thames,” forcing Britain to accept EU regulations.  We expect London to 

push back on this position.  Our take is that the two sides will come up with a deal but not in 12 

months; however, an extension won’t be a market-moving event. 

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.confluenceinvestment.com/category/podcasts/
https://www.wsj.com/articles/boeing-jet-was-on-fire-before-crash-iran-says-11578558346?shareToken=stb76b46a094944f58a188b24ad119cd49
https://www.wsj.com/articles/boeing-jet-was-on-fire-before-crash-iran-says-11578558346?shareToken=stb76b46a094944f58a188b24ad119cd49
https://www.wsj.com/articles/iran-says-it-is-willing-to-share-jets-black-boxes-denies-hostile-act-11578653983?shareToken=st767ae79683334c3d9d93160cfcc3d590
https://www.wsj.com/articles/iran-says-it-is-willing-to-share-jets-black-boxes-denies-hostile-act-11578653983?shareToken=st767ae79683334c3d9d93160cfcc3d590
https://nyti.ms/2N7c81p
https://nyti.ms/2N7c81p
https://www.wsj.com/articles/u-k-lawmakers-approve-brexit-bill-11578591123?shareToken=st7e028c6e01164a4a8324c58f9c382d14
https://www.wsj.com/articles/u-k-lawmakers-approve-brexit-bill-11578591123?shareToken=st7e028c6e01164a4a8324c58f9c382d14
https://www.ft.com/content/4806ac74-3303-11ea-9703-eea0cae3f0de?emailId=5e1808962473c20004e661c9&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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Taiwan elections: Beijing will be watching this weekend’s elections in Taiwan closely; a big 

win for the DPP would suggest that tensions in Hong Kong have swayed opinions on the island 

that the PRC believes is a breakaway province.  In fact, China is doing more than watching—it is 

actively trying to affect the outcome of the vote.  We are watching to see how effective their 

measures are because we would not be surprised to see similar actions tried in the U.S. elections.   

 

France: Transportation workers extended their strike into the sixth week, making it the longest 

labor action in French history.  Workers are concerned about President Macron’s plans to reform 

the country’s convoluted pension system.  Although it is generally acknowledged that reform is 

needed, workers don’t trust the president and fear that “reform” will mean longer working lives 

and less money for retirement.    

 

U.S. Economic Releases 

 

The change in nonfarm payrolls came in below expectations at 145k compared to the forecast of 

160k.  The prior report was revised from 266k to 256k.  The two-month net revision was -14k.  

Change in private payrolls came in at 139k compared to the forecast of 153k.  The prior report 

was revised from 254k to 243k.  Manufacturing payrolls came in at -12k.  The prior report was 

revised upward from 54k to 58k. 
 

 
 

The chart above shows the 12-month moving sum of nonfarm payrolls.  When the 12-month sum 

falls below 1.5 million the country is generally in recession.  Although 2019 saw the slowest 

pace of hiring since 2011, the moving sum is still comfortably above the recession indicator. 

 

The unemployment rate came in line with expectations at 3.5%.  The labor force participation 

came in at 63.2%, while the underemployment rate fell from 6.9% to 6.7%. 

 

https://www.reuters.com/article/us-taiwan-china-media-insight/paid-news-china-using-taiwan-media-to-win-hearts-and-minds-on-island-sources-idUSKCN1UZ0I4?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.wsj.com/articles/protesters-rally-to-support-longest-strike-in-french-history-11578589885
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The chart above shows the unemployment rate against the employment/population ratio.  We 

prefer this graph because it gives us an idea about the level of slack that remains in the labor 

market.  Given the level of employment, this graph suggests the employment/population ratio 

should be slightly above 64%.  In other words, there is still a lot of slack in the labor market. 

 

Finally, the average hourly earnings rose 0.1% from the prior month compared to a forecast rise 

of 0.3%.  Meanwhile, average weekly hours came in at 34.3 hours. 
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The chart above shows the annual change in the average hourly earnings for production and non-

supervisory workers and for all private workers.  Last year, we saw a divergence as non-

supervisory worker wage growth was outpacing the broader number.  In December, this situation 

reversed.  Because this chart shows the yearly change in the data, we are “rolling off” the initial 

increases in state and local minimum wage increases.  And so, wage growth has clearly stalled.   

 

That isn’t to say that labor markets are not tight.  Wage growth remains elevated.  Anecdotally, 

we note that Taco Bell has begun offering salaries of $100,000 to attract prospective restaurant 

managers. 

 

In summary, the report was mixed.  Continued low unemployment does suggest a tight labor 

market.  Slower non-farm payroll growth hints at labor market constraints.  But, overall, there is 

nothing in the report that should change any element of monetary policy so we would see it as 

neutral for equities, and a bit friendly for bonds and currencies. 

 

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

EDT Indicator Expected Prior Rating

10:00 Wholesale Inventories m/m nov 0.0% 0.0% ***

10:00 Wholesale Trade Sales m/m nov 0.2% -0.7% **

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.  

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.  

 

https://www.bloomberg.com/news/videos/2020-01-09/taco-bell-offers-100k-salary-video
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Household Spending y/y nov -2.0% -5.1% -1.8% ** Equity and bond bearish

Official Reserve Assets m/m dec $1.324 tril $1.317 tril ** Equity and bond neutral

Leading Index CI m/m nov 90.9 91.6 90.9 ** Equity and bond neutral

Coincident Index m/m nov 95.1 95.3 95.2 ** Equity and bond neutral

India Industrial Production m/m nov 1.8% -3.8% 0.3% *** Equity bullish, bond bearish

Australia AiG Performance of Services Index m/m dec 48.7 53.7 ** Equity and bond neutral

Retail Sales m/m nov 0.9% 0.0% 0.4% ** Equity bullish, bond bearish

EUROPE

France Bank of France Industry Sentiment m/m dec 97.0 97.0 97.0 ** Equity and bond neutral

Industry Production m/m nov 0.3% 0.4% 0.1% *** Equity bullish, bond bearish

Manufacturing Production m/m nov -0.1% 0.5% ** Equity and bond neutral

Italy Industrial Production m/m nov 0.1% -0.3% 0.0% *** Equity bullish, bond bearish

Switzerland Unemployment Rate m/m dec 2.5% 2.3% 2.5% *** Equity and bond neutral

AMERICAS

Mexico Consumer Confidence m/m dec 43.4 43.5 43.6 *** Equity and bond neutral

Industrial Production m/m nov 0.8% -1.1% 0.9% *** Equity bearish, bond bullish

Manufacturing Production y/y nov -3.0% -1.2% -1.5% ** Equity and bond bearish

Brazil IBGE Inflation IPCA y/y dec 4.3% 3.3% 4.2% *** 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) 183 188 -5 Up

3-mo T-bill yield (bps) 150 150 0 Neutral

TED spread (bps) 33 38 -5 Neutral

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

10-yr T-note (%) 1.85 1.86 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) 3 3 0 Down

Currencies Direction

dollar up Neutral

euro down Up

yen down Neutral

pound up Neutral

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. 

 



 

 

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

www.confluenceinvestment.com 

 6 

Price Prior Change Explanation

Brent $65.48 $65.37 0.17%

WTI $59.61 $59.56 0.08%  

Natural Gas $2.18 $2.17 0.60%  

Crack Spread $14.45 $14.15 2.13%

12-mo strip crack $17.40 $17.23 0.95%

Ethanol rack $1.42 $1.43 -0.50%

Gold $1,550.14 $1,552.32 -0.14%

Silver $17.92 $17.90 0.08%

Copper contract $280.45 $280.20 0.09%

Corn contract 384.50$       383.25$       0.33%

Wheat contract 563.75$       562.25$       0.27%

Soybeans contract 944.00$       943.50$       0.05%

Baltic Dry Freight 772 773 -1

Actual Expected Difference

Crude (mb) 1.2 3.0 -1.8

Gasoline (mb) 9.1 3.2 5.9

Distillates (mb) 5.3 3.5 1.8

Refinery run rates (%) -1.50% 0.15% -1.7%

Natural gas (bcf) -44.0 -50.0 6.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather  
 

The 6-10 and 8-14 day forecasts currently call for colder-than-normal temperatures throughout 

most of the country, with higher-than-normal temperatures expected for the Southern and Mid-

Atlantic regions.  Wet conditions are expected for most of the country, with dry conditions in 

southern Florida. 
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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.  

 

January 10, 2020 

 

In our 2020 Outlook, we discussed three risks to the forecast, with one of them being a “melt-up” 

or a dramatic rise in stock prices.  One of the key factors that could bolster higher prices for risk 

assets would be the idea that the FOMC has engineered a soft landing, which is best defined as a 

tightening cycle that doesn’t result in a recession. 

 

In December 2015, the Fed raised the policy rate by 25 bps, lifting the rate from 0.125% to 

0.375%.  The conventional policy models, mostly based on the Taylor Rule, suggested that a 

series of rate hikes was likely.   
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This chart shows four variations of the Mankiw Rule, which is different from the Taylor Rule in 

how it measures slack in the economy.  The former used the unemployment rate, while the latter 

uses the difference between actual and potential GDP.  We prefer the Mankiw Rule because 

labor market measures are easily observable, whereas potential GDP is not.  We have created 

four variations of the Mankiw Rule using various measures of the labor market.  In the chart 

above, the area highlighted in yellow shows that all the Mankiw variations were suggesting the 

policy rate was too low and the Fed needed to raise rates aggressively.  The financial markets 

feared tighter monetary policy but, as the chart shows, after an initial hike the Yellen Fed paused 

for a year before raising rates again.   

 

Why did this pause occur?  A contributing factor appears to be fragility in the financial markets.   
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This chart shows the 12-week average of the VIX index of S&P 500 volatility and the fed funds 

target.  Note that the VIX rose above 20 with the rate hike in December 2015.  It is possible the 

FOMC worried about triggering broader financial problems by raising rates and thus paused to 

allow financial markets to “calm down” before raising rates further.   

 

In the recent tightening cycle, the Powell Fed raised rates until the VIX broke 20; soon after, the 

Fed lowered rates even though the Mankiw Rules would suggest further tightening was in order.  

The Fed would be loath for the financial markets to conclude there is a “Fed put,” but, given how 

sensitive consumption has become to asset values, avoiding a recession may require guiding 

policy to prevent volatility from rising.   

 

So, if this is what the Fed is doing, what does it mean for equities?  We indexed the S&P 500 to 

early February 2016, when it became clear that Yellen would keep policy on hold, and January 

2019, when Powell signaled at least a pause in tightening.  The idea is that equities should 

benefit if the Fed avoids a “hard landing.” 
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The two periods are generally tracking each other; if this pattern continues, the current S&P 500 

would end up at 3532.56 by late November.  This analysis is clearly not foolproof as one episode 

of a soft landing won’t necessarily generate a repeat performance.  Nevertheless, we are tracking 

relatively closely so further gains in stocks are possible if a recession is avoided.  The trick is 

avoiding recession; accommodative monetary policy is probably a necessary, but not completely 

sufficient, condition for avoiding a downturn.   

   

 

 

   

 

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 1/9/2019 close) 
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(Source: Bloomberg) 

 

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 1/9/2019 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 

 

January 9, 2020 
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P/E as of 1/8/2020 = 20.1x

 
 

Based on our methodology,1 the current P/E is 20.1x up 0.8x from report.  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. 

 

                                                 
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 two actual quarters (Q2 and Q3) and two estimates (Q4 and Q1, 2020). 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. 


