
 

 

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: January 2, 2020—9:30 AM EST] Global equity markets are higher this morning.  The 

EuroStoxx 50 is up 1.3% compared with its last close.  In Asia, the MSCI Asia Apex 50 closed 

up 0.7%.  Chinese markets were higher, with the Shanghai composite up 1.2% and the Shenzhen 

index up 1.9% from the prior close.  U.S. equity index futures are signaling a higher open.   

 

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 New Year everyone! Global equities began 2020 with a bang, as markets responded 

favorably to news that the People’s Bank of China will increase the supply of cheap funding to 

banks. In addition, the euro weakened against the dollar after weak manufacturing PMI data from 

Italy and Germany elevated fears that the Eurozone is heading for another year of anemic 

growth. Here is what we will be watching today: 

 

S&P 500: In 2019, S&P 500 had its highest annual return since 2013, rising 28.9% from the 

prior year. A reversal of Federal Reserve policy, abated fears of an earnings recession as well as 

a thaw in trade tensions were likely the biggest contributors to the rise in returns. Furthermore, it 

is also worth noting that the index likely benefited from a time period bias due to a series of 

negative market events taking place toward the end of 2018. These events included: A Fed rate 

hike, a government shutdown and rising tariffs on Chinese and U.S. goods. To say that investors 

were pessimistic in the beginning of 2019 would be an understatement. That said, we believe that 

despite the rise in optimism there are still some reasons to be a bit cautious going into 2020.  

 

Here are our concerns: 

 

1) Rising wages and the resumption of tariffs will likely weigh on corporate profits in 2020. 

Therefore, it will likely be very difficult for the market to avoid an earnings recession if 

firms don’t start raising prices.  

 

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/wp-content/uploads/Arriving-At-Decisions.mp3
https://www.confluenceinvestment.com/wp-content/uploads/Arriving-At-Decisions.mp3
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2) It will be a while before we know whether the Federal Reserve lowered rates in time to 

avoid a recession. As we have mentioned in prior reports, a common misconception is 

that a yield curve inversion signals a recession. In reality, it is the reversal of the 

inversion that signals a recession is imminent as shown in the graph below. In fact, a 

recent survey from the Conference Board showed that U.S. chief executives are 

concerned about a recession taking place in 2020. 

 

 

 

3) Lastly, if a series of negative market events toward the end of 2018 led to a surge in 

2019, it is logical to assume that a positive market event such as the Phase one trade deal 

toward the end of 2019 will make it unlikely that a rise of similar magnitude will take 

https://www.wsj.com/articles/recession-rises-on-list-of-ceo-fears-for-2020-11577962921?mod=hp_lead_pos3
https://www.wsj.com/articles/recession-rises-on-list-of-ceo-fears-for-2020-11577962921?mod=hp_lead_pos3


 

 

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

www.confluenceinvestment.com 

 3 

place toward the end of 2020. In fact, given the volatile nature of this trade war, we 

wouldn’t be surprised if there is a snapback in trade tensions sometime this year. 

 

People’s Bank of China: On Wednesday, China’s central bank reduced its reserve requirements 

for banks and signaled that it will continue to lower borrowing costs for businesses. This move 

by China is designed to bolster its economy after several years of slower growth by boosting 

investment. Recently, China has encouraged banks to lend to more small businesses. In March 

2019, the Chinese government set out a goal to boost small business financing by 30 percent. In 

order to reach these goals Chinese banks have increased lending to subprime borrowers, as many 

of the credit-worthy businesses have been reluctant to borrow. Although default rates have 

skyrocketed over the past three years, it is not a huge market concern at this time. That said, it is 

something that we are monitoring closely. 

 

Odds and ends:  Tensions between the U.S. and Iran have escalated after protesters sieged the 

U.S. Embassy in Baghdad. North Korean leader Kim Jong-un announced that his country will 

abandon a self-imposed moratorium on testing nuclear weapons and long-range ballistic missiles. 

Israeli Prime Minister Benjamin Netanyahu is seeking immunity from corruption charges as the 

country prepares for another round of elections. 

 

U.S. Economic Releases 

 

Data today showed initial jobless claims fell by a seasonally-adjusted 2,000 in the week ended 

December 28, but that still left them at a higher-than-anticipated level of 222,000.  Moreover, 

claims in the previous week were revised upward to 224,000.  As a result, the four-week moving 

average increased to 233,250 for its highest level in almost two years.  Problems with the 

seasonal adjustment process may explain some of the recent rise, but all the same, the figures 

make clear that initial applications for unemployment benefits are on the rise for now. 

 

 
 

The chart above shows the progression of weekly initial jobless claims and their four-week 

moving average since mid-2017. 

 

https://www.bloomberg.com/news/articles/2020-01-01/china-cuts-banks-reserve-ratio-to-boost-economic-growth-in-2020
https://www.ft.com/content/2099c1ee-277d-11ea-9305-4234e74b0ef3
https://www.bloomberg.com/news/articles/2019-05-07/china-defaults-hit-record-in-2018-the-2019-pace-is-triple-that
https://www.bloomberg.com/news/articles/2019-05-07/china-defaults-hit-record-in-2018-the-2019-pace-is-triple-that
https://www.washingtonpost.com/world/supporters-of-iranian-backed-militia-start-withdrawing-from-besieged-us-embassy-in-baghdad-following-militia-orders/2020/01/01/8280cb34-2c9e-11ea-9b60-817cc18cf173_story.html
https://www.nytimes.com/2019/12/31/world/asia/north-korea-kim-speech.html
https://www.nytimes.com/2019/12/31/world/asia/north-korea-kim-speech.html
https://www.politico.com/news/2020/01/01/israel-netanyahu-corruption-charges-092228
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The table below shows the economic releases scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

9:45 Markit Manufacturing PMI m/m dec 52.5 52.5 **

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.  

 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Australia CBA PMI, Manufacturing m/m dec 49.2 49.4 *** Equity and bond neutral

South Korea Markit PMI, Manufacturing m/m dec 50.1 49.4 *** Equity bullish, bond bearish

China Caixin PMI, Manufacturing m/m dec 51.5 51.8 51.6 *** Equity and bond neutral

India Markit PMI, Manufacturing m/m dec 52.7 51.2 *** Equity bullish, bond bearish

EUROPE

Eurozone Markit PMI, Manufacturing m/m dec 46.3 45.9 45.9 *** Equity and bond neutral

Germany Markit/BME PMI, Manufacturing m/m dec 43.7 43.4 43.4 *** Equity and bond neutral

France Markit PMI, Manufacturing m/m dec 50.4 50.3 50.3 *** Equity and bond neutral

Italy Markit PMI, Manufacturing m/m dec 46.2 47.6 47.6 *** Equity bearish, bond bullish

UK Markit PMI, Manufacturing m/m dec 47.5 47.4 47.6 *** Equity and bond neutral

AMERICAS

Canada MLI Leading Index m/m nov 0.3% 0.5% * Equity and bond neutral

Brazil Markit PMI, Manufacturing m/m dec 50.2 52.9 *** Equity bearish, bond bullish  
 

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) 191 191 0 Down

3-mo T-bill yield (bps) 152 152 0 Neutral

TED spread (bps) 39 39 0 Neutral

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

10-yr T-note (%) 1.88 1.92 -0.04 Down

Euribor/OIS spread (bps) -38 -39 1 Down

EUR/USD 3-mo swap (bps) -4 -5 1 Down

Currencies Direction

dollar Up Down

euro Down Up

yen Flat Up

pound Down Up

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. 

 
Price Prior Change Explanation

Brent $66.20 $66.00 0.30%

WTI $61.09 $61.06 0.05%

Natural Gas $2.17 $2.19 -0.69%

Crack Spread $15.05 $14.59 3.10%

12-mo strip crack $17.98 $17.74 1.35%

Ethanol rack $1.51 $1.51 0.00%

Gold $1,527.95 $1,517.29 0.70%

Silver $18.07 $17.85 1.20%

Copper contract $280.25 $279.70 0.20%

Corn contract 387.75$       388.25$       -0.13%

Wheat contract 558.75$       556.00$       0.49%

Soybeans contract 955.50$       952.50$       0.31%

Baltic Dry Freight 1090 1103 -13

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
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Weather  

 

The 6-10 and 8-14 day forecasts show warmer-than-normal temperatures over the entire eastern 

half of the country, with lower-than-normal temperatures expected for the western half.  Wet 

conditions are expected throughout most of the country, especially in the Intermountain West 

and along the Mississippi Valley. 
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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 12/31/2019 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 12/31/2019 close) 

 

0.0% 10.0% 20.0% 30.0% 40.0%

Cash

Commodities

US Government Bond

US High Yield

Emerging Markets (local currency)

US Corporate Bond

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. 

                                                 
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. 
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Opinions and forward-looking statements expressed are subject to change. This is not a 

solicitation or an offer to buy or sell any security. 

 


