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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 22, 2020—9:30 AM EST] Global equity markets are mostly higher this 

morning.  The EuroStoxx 50 is essentially unchanged compared with its last close.  In Asia, the 

MSCI Asia Apex 50 closed up 0.9%.  Chinese markets rose, with the Shanghai composite up 

0.3% and the Shenzhen index up 0.7% from the prior close.  U.S. equity index futures are 

signaling a higher open.  With 46 companies having reported, the S&P 500 Q4 earnings stand at 

$40.50, lower than the $40.59 forecast for the quarter.  The forecast reflects a 2.0% decrease 

from Q4 2018 earnings.  Thus far this quarter, 76.1% of the companies reported earnings above 

forecast, while 23.9% reported earnings below forecast.   

 

Davos continues, impeachment dominates the news (but has no discernable impact on financial 

markets) and we continue to monitor the coronavirus.  Lebanon gets a new government, 

Norway’s fails and Italy’s might be close to failing.  Here is what we are watching this morning: 

 

Coronavirus:  Yesterday, the first case was reported in the U.S.  A man in Washington state, 

who recently visited Wuhan, tested positive for the virus.  The death toll is up to nine, with over 

400 confirmed cases.  Equities are rebounding this morning on expectations (hopes?) that Beijing 

will do a better job of handling the outbreak compared to its less than transparent actions in 2003 

during the SARS outbreak.  We view this expectation as rather heroic.  Two issues concern us.  

First, there is anecdotal evidence that cases are being underreported.  Second, Beijing’s drive to 

isolate Taipei means that Taiwan isn’t part of the WHO, meaning its data isn’t being tracked.  

Historically, pandemics tend to have a notable, but short-term, effect on financial markets and 

the world economy.  It usually hurts transportation and consumption.  We are not anticipating a 

serious problem for the U.S., but it could be a bigger issue for Asia. 

 

Governments:  After three months without an official government, a new one is in the process 

of forming in Lebanon.  Designed to be technocratic in nature in order to tackle the serious 

financial problems facing the country, the fear is that it will come under the sway of Hezbollah 

as the Sunni parties have decided not to join the new coalition.  Meanwhile, a spat over allowing 

a Norwegian IS member to return has led the Progress Party to leave the ruling coalition in 

Norway, ending the parliamentary majority of the current government.  In Italy, Luigi Di Maio 

resigned as leader of the Five-Star Movement.  He is currently the foreign minister.  Although he 

is not expected to leave his position, his resignation raises fears that the Five-Star party might 

disintegrate, weakening the current ruling coalition.  Italian bond yields and CDS prices rose.   

 

Trade:  Tensions with China are easing in the wake of the Phase One deal.  Markets are now 

shifting to the effects of the arrangement.  One potential impact is that WTI could gain on Brent 
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https://www.wsj.com/articles/china-virus-cases-pass-400-11579670877?shareToken=ste119950d34e14fbe86c302c0d2b9f54f
https://www.wsj.com/articles/global-stocks-edge-up-as-china-takes-steps-to-contain-outbreak-11579688519?shareToken=st4cb2e221634941d58e2c1fc75b0daaca
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https://www.wsj.com/articles/taiwan-virus-case-highlights-chinese-efforts-to-exclude-taipei-from-world-health-organization-11579634031?shareToken=stfb28d1542ca144c3b2fa5ff053477565
https://www.ft.com/content/7a148526-3c93-11ea-a01a-bae547046735?emailId=5e27c5b089d82a00047db35e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.washingtonpost.com/world/lebanon-gets-a-new-government-loyal-to-hezbollah-for-the-first-time/2020/01/21/6c2e646c-3c8a-11ea-afe2-090eb37b60b1_story.html?utm_campaign=todays_worldview&utm_medium=Email&utm_source=Newsletter&wpisrc=nl_todayworld&wpmm=1
https://www.aljazeera.com/news/2020/01/norway-finance-minister-quits-isil-woman-return-syria-200120201356390.html?utm_source=Eurasia+Group+Signal&utm_campaign=d04b80eb46-EMAIL_CAMPAIGN_2020_01_22_12_05&utm_medium=email&utm_term=0_e605619869-d04b80eb46-134308033
https://www.aljazeera.com/news/2020/01/norway-finance-minister-quits-isil-woman-return-syria-200120201356390.html?utm_source=Eurasia+Group+Signal&utm_campaign=d04b80eb46-EMAIL_CAMPAIGN_2020_01_22_12_05&utm_medium=email&utm_term=0_e605619869-d04b80eb46-134308033
https://www.reuters.com/article/us-italy-politics-di-maio/italys-di-maio-to-step-down-as-5-star-leader-on-wednesday-source-idUSKBN1ZL0M8
https://www.reuters.com/article/us-italy-politics-di-maio/italys-di-maio-to-step-down-as-5-star-leader-on-wednesday-source-idUSKBN1ZL0M8
https://www.reuters.com/article/us-usa-trade-china-crude-idUSKBN1ZF10D
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due to the need for China to import energy from the U.S.  Although there are expectations that 

China will buy a significant amount of U.S. grain, we note that China has been stockpiling 

domestic grain to support prices.  Wheat and rice dominate their government purchases but could 

lead to inventory dumping to meet the demands of the new trade deal.  U.S. attention is now 

shifting to the EU, where the first skirmish is over digital taxes.  Although the U.S. and France 

have come to a truce, the U.K. is showing surprising tenacity in maintaining its threat to 

implement such taxes.  We doubt Westminster will maintain this stance as the U.K., at some 

point, will want a trade agreement with the U.S.  The EU has every reason to tax U.S. technology 

firms; Europe has failed to develop firms of similar scale and thus it can gain revenue and some 

degree of control through tax policy.  Naturally, Washington will oppose such measures, mostly 

by threatening Europe’s auto industry.   

 

Energy:  Two news items of note.  The civil war in Libya has, over time, affected oil supplies.  

It appears that production and exports are being curtailed again due to tensions.  The most recent 

event is the blockade of oil exports by the leader of the eastern part of Libya, Gen. Khalifa 

Haftar.  Production is falling to near zero.  Interestingly enough, this news hasn’t lifted prices, a 

clear indication of the market’s oversupply.  Another market facing oversupply is natural gas.  

Despite being in the dead of the northern hemisphere winter,1 U.S. prices have declined below 

$2.00 MCF.  The root of the current problem is associated gas that is produced by frackers in the 

production of oil.  The natural gas, that usually is also produced in this process, is a byproduct 

and is price insensitive.  Cheap natural gas is a supportive factor for chemical makers and 

fertilizer companies.   

 

Argentina:  Could we be seeing yet another Argentine default?  The markets are already 

concerned about the new Peronist government in Argentina.  However, this default may come 

from the provincial level and the new governor of Buenos Aires province wants to delay a bond 

payment for three months.  There is fear that the more radical wing of the Peronist party may be 

pushing to confront foreign creditors and lead to yet another default.   

 

Production delays: On Tuesday, Boeing Co. (BA, $313.37) announced that it does not expect to 

restore production of the 737 max until midyear at the earliest. The suspension of production is 

expected to ripple throughout the economy, as it will likely impact many of Boeing’s suppliers. 

As a result, many of its suppliers have already begun laying off workers.  Initial estimates 

suggested that the slowdown in production could cut anywhere from 0.3% to 0.5% from 

annualized GDP figure in Q1.  

  

U.S. Economic Releases 

 

MBA mortgage applications pulled back 1.2% in the week ended January 17, after a strong 

30.2% jump in the prior week.  The decline reflected nearly identical declines of that magnitude 

                                                 
1 Paradoxically, price lows often occur in January.  This is due to the mechanics of storage.  Most U.S. storage is in 
depleted wells which must be filled and drained on a regular schedule to protect well integrity.  Salt domes, the 
other type of storage, can be flexibly filled and depleted, but old wells must inject gas at a steady pace in the 
summer and withdraw it in the winter.  A mild January is a death knell for prices; the gas in the wells must come 
out and compete with current production. Without robust home heating demand, prices can collapse.    

http://dimsums.blogspot.com/2020/01/china-grain-reserves-bulge-with-weak.html
http://dimsums.blogspot.com/2020/01/china-grain-reserves-bulge-with-weak.html
https://www.politico.eu/article/us-digital-tax-proposal-gets-eu-cold-shoulder-technology-companies-negotiations/?utm_source=POLITICO.EU&utm_campaign=3cd0be3d1f-EMAIL_CAMPAIGN_2020_01_22_06_00&utm_medium=email&utm_term=0_10959edeb5-3cd0be3d1f-190334489
https://www.ft.com/content/c80079ca-3c61-11ea-a01a-bae547046735?emailId=5e282c1389d82a00047dbd4f&segmentId=2785c52b-1c00-edaa-29be-7452cf90b5a2
https://www.wsj.com/articles/trump-doubles-down-on-threats-to-impose-tariffs-on-european-cars-11579623694?shareToken=st9c9cbfec6e8e427590bc9eb632baeb5a
https://www.ft.com/content/34ecfe66-39f4-11ea-b232-000f4477fbca
https://www.ft.com/content/34ecfe66-39f4-11ea-b232-000f4477fbca
https://www.ft.com/content/34ecfe66-39f4-11ea-b232-000f4477fbca
https://www.ft.com/content/bf045b36-3c4b-11ea-b232-000f4477fbca?emailId=5e27c5b089d82a00047db35e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/bf045b36-3c4b-11ea-b232-000f4477fbca?emailId=5e27c5b089d82a00047db35e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/bf045b36-3c4b-11ea-b232-000f4477fbca?emailId=5e27c5b089d82a00047db35e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/natural-gas-prices-fall-below-2-11579626216?shareToken=stac8225e7220243519bb9411be7214ae5
https://www.wsj.com/articles/natural-gas-prices-fall-below-2-11579626216?shareToken=stac8225e7220243519bb9411be7214ae5
https://www.wsj.com/articles/natural-gas-prices-fall-below-2-11579626216?shareToken=stac8225e7220243519bb9411be7214ae5
https://www.wsj.com/articles/natural-gas-prices-fall-below-2-11579626216?shareToken=stac8225e7220243519bb9411be7214ae5
https://www.wsj.com/articles/natural-gas-prices-fall-below-2-11579626216?shareToken=stac8225e7220243519bb9411be7214ae5
https://www.wsj.com/articles/natural-gas-prices-fall-below-2-11579626216?shareToken=stac8225e7220243519bb9411be7214ae5
https://www.wsj.com/articles/argentine-governor-rattles-markets-with-plans-to-delay-bond-payment-11579639842?shareToken=st39b5c97f91f54cbd9d8b237dbdc229c1
https://www.wsj.com/articles/argentine-governor-rattles-markets-with-plans-to-delay-bond-payment-11579639842?shareToken=st39b5c97f91f54cbd9d8b237dbdc229c1
https://www.wsj.com/articles/boeing-pushes-back-expected-max-return-11579637428?mod=hp_lead_pos4
https://www.cnn.com/2020/01/10/business/boeing-737-max-spirit-aerosystems-layoffs/index.html
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for both home-purchase mortgages and refinancing mortgages.  The average interest rate on a 

30-year, fixed-rate mortgage was unchanged at 3.87% 

 

Separately, the Chicago Fed National Activity Index (CFNAI) for December declined to -0.35 

from a revised +0.41 in November and a revised -0.76 in October.  The decline in December 

stemmed primarily from weaker readings in the index’s production-related indicators.  The 

reading in December suggests economic growth during the month was slightly weaker than the 

long-term trend. 
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The graph shows the six-month average of the index; it is holding below zero, suggesting an 

economy growing below trend.  At the same time, it is above the recession line of -0.450. 

 

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

 

EDT Indicator Expected Prior Rating

9:00 FHFA House Price Index m/m nov 0.3% 0.2% **

10:00 Existing Home Sales m/m dec 5.43 Mil. 5.35 Mil. ***

10:00 Existing Home Sales MOM m/m dec 1.5% -1.7% ***

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 
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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

Japan Department Store Sales y/y dec -5.0% -6.0% ** Equity and bond neutral

Australia Westpac Consumer Confidence Index m/m dec -1.8% -1.9% ** Equity and bond neutral

South Korea GDP y/y q4 2.2% 2.0% 1.9% *** Equity bullish, bond bearish

EUROPE

France Manufacturing Confidence m/m jan 100.0 98.0 101.0 ** Equity and bond neutral

Production Outlook Indicator m/m jan -5.0 -5.0 -5.0 * Equity and bond neutral

Italy Industrial Orders y/y nov -4.3% -1.6% ** Equity bearish, bond bullish

UK Public Sector Net Borrowing m/m dec 4.0 Bil. 4.2 Bil. 4.6 Bil. ** Equity and bond neutral

Public Sector Net Borrowing Ex-Banks m/m dec 4.8 Bil. 4.9 Bil. 5.3 Bil. ** Equity and bond neutral

AMERICAS

Canada CPI y/y dec 2.2% 2.2% 2.3% *** Equity and bond neutral

Core CPI - Median y/y dec 2.2% 2.4% 2.4% ** Equity and bond neutral

Core CPI - Common y/y dec 2.0% 1.9% 1.9% ** Equity and bond neutral

Core CPI - Trim y/y dec 2.1% 2.2% 2.2% ** Equity and bond neutral

New Housing Price Index y/y dec 0.1% 0.0% -0.1% * 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) 180 182 -2 Up

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

TED spread (bps) 29 30 -1 Neutral

U.S. Libor/OIS spread (bps) 158 158 0 Up

10-yr T-note (%) 1.77 1.78 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) 5 3 2 Down

Currencies Direction

dollar Flat Neutral

euro Flat Flat

yen Flat Down

pound Up Down

franc Down Up  
 

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 $64.23 $64.59 -0.56%

WTI $58.04 $58.38 -0.58%  

Natural Gas $1.91 $1.90 0.63%  

Crack Spread $13.49 $13.32 1.32%

12-mo strip crack $16.25 $16.43 -1.07%

Ethanol rack $1.44 $1.44 -0.23%

Gold $1,555.58 $1,558.17 -0.17%

Silver $17.77 $17.79 -0.08%

Copper contract $278.80 $279.35 -0.20%

Corn contract 390.25$       387.50$       0.71%

Wheat contract 589.50$       581.50$       1.38%

Soybeans contract 918.00$       916.00$       0.22%

Baltic Dry Freight 689 729 -40

Actual Expected Difference

Crude (mb) 1.0

Gasoline (mb) 3.2

Distillates (mb) 2.5

Refinery run rates (%) -0.70%

Natural gas (bcf) -87.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts currently call for warmer-than-normal temperatures in the 

northwestern and central parts of the country, with near-normal temperatures elsewhere.  Wet 

conditions are expected mostly in the Great Plains, with dry conditions anticipated in the 

Southwest and the Northeast. 



 

 

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

www.confluenceinvestment.com 

 6 

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 17, 2020 

 

The December employment data showed three interesting developments that are worth 

discussing.  They are wage growth, hours worked and the level of “out of the workforce.”   

 

Wage growth:  For most of last year, production and non-supervisory wage growth was 

outpacing that of overall workers.  This development suggested that ordinary workers were 

finally benefiting from the long expansion.  However, it was uncertain if the growth was due 

more to changes in state and local minimum wage laws or due to tight labor markets.  It appears 

we have our answer.  Many of the changes to local and state minimum wage laws occurred after 

the 2018 midterm elections.  December’s data would be 13 months after many of these new laws 

came into effect, so if legislation was the primary cause of the rise in ordinary worker pay then 

we should have seen a drop in December’s wage growth. 

 

 
 

In fact, that’s exactly what we saw.  In November, wage growth for this class of worker rose 

3.4%; it fell 40 bps to 3.0% in December.  Thus, the divergence between total private wages and 

production and non-supervisory worker wages appears to be solely a function of minimum wage 

laws.  Without additional measures, it seems unlikely that the divergence will continue. 
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Hours worked:  The growth rate of hours worked by production and non-supervisory workers 

fell to its lowest level since June 2010. 

 

 
 

The combination of fewer hours and falling wage growth will tend to further dampen available 

liquidity for the majority of households.  The weekly hours data isn’t recessionary, but it is 

headed in that direction. 

 

Out of the workforce:  When the Bureau of Labor Statistics calculates the labor force, it 

includes those working and looking for work.  Some citizens purposely decide to stay out of the 

labor force for a myriad of reasons, with age being the most likely.  In other words, as the 

number of citizens reaching retirement age increases, the percentage of the population that can 

continue to work will tend to decline as will the potential labor force.  Nevertheless, as the 

expansion continues, the potential pool of those out of the labor force tends to decrease until a 

point is reached where it becomes nearly impossible to draw down this group any further.  At 

that point, wage growth is expected to rise; at the same time, the unemployment rate can’t 

decline any further because potential new workers become increasingly difficult to find. 

 

The economy may be nearing that point.   
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The blue line shows the percentage of those not in the labor force relative to the non-institutional 

population over the age of 16.  The red line is the percentage of the total U.S. population older 

than 65, with Census Bureau forecasts.  The area in yellow represents the baby boom generation.  

The start of this area is when the last baby boomer turned 16, and the end is when the first baby 

boomer hit the age of 65.  In the yellow area, the percentage not in the labor force fell and 

stabilized.  As baby boomers headed into retirement age the percentage not in the labor force 

began to climb.  However, this percentage has recently stalled, mostly due to the extended 

economic expansion.  This trend will be difficult to sustain as the 65+ population continues to 

rise.  Although we are seeing workers delay retirement, the recent trend should reverse over time.  

That factor will tend to keep the unemployment rate lower than it has been historically.   

 

What is important about these three trends is that two of them are suggesting some softening in 

the labor market, whereas the last one might mask that weakness by showing a low 

unemployment rate.  In other words, older workers, facing a weaker labor market, may simply 

opt for retirement and leave the labor force entirely.  That will reduce the labor force and keep 

the unemployment rate low, suggesting the labor market is tighter than it really is.  That factor 

could increase the potential for a policy error.   

   

   

 
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 1/21/2019 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 1/21/2019 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 as of 1/15/2020 = 20.3x

 
 

Based on our methodology,2 the current P/E is 20.3x, up 0.2x 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 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. 


