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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 3, 2020—9:30 AM EST] Global equity markets are generally mixed this 

morning.  The EuroStoxx 50 is down 1.0% compared with its last close.  In Asia, the MSCI Asia 

Apex 50 closed relatively unchanged.  Chinese markets were mixed, with the Shanghai 

composite down 0.1% and the Shenzhen index up 0.3% from the prior close.  U.S. equity index 

futures are signaling a lower 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 Friday!  With the world still in New Year’s holiday mode, there’s little interesting news 

in most countries, but that doesn’t include Iran and Iraq.  In what’s likely to be a watershed 

moment for the whole Middle East, yesterday the United States assassinated one of Iran’s most 

important and influential military leaders as he traveled to the airport in Baghdad.  As discussed 

below, that’s likely to produce an ongoing risk of retaliation, escalation and miscalculation.   

Here’s our take on what’s happening: 

 

United States-Iran:  Overnight, a U.S. airstrike ordered by President Trump killed Qassem 

Soleimani, the chief of the Iranian Revolutionary Guards’ foreign forces.  Also killed was Abu 

Mahdi al-Mohandes, the deputy commander of an important Iran-allied militia force in Iraq.  The 

action took place in Baghdad as the two were driving to the city’s airport.  Justifying the strike as 

defensive, the Pentagon said Soleimani was actively developing plans to attack U.S. diplomats 

and service members in Iraq.  Meanwhile, Al-Mohandes’ militia had been harassing U.S. forces 

in Iraq, including this week’s attempt to storm the U.S. Embassy in Baghdad.  With Iran already 

suffering mightily from the U.S. sanctions against it and its nuclear program, and with many 

Middle Easterners starting to push back against Iran’s interference in their countries, the blatant 

assassination of such an important, high-level Iranian official is certain to invite retaliation.  

Supreme leader Ayatollah Ali Khamenei has already vowed “tough revenge.”  A key question 

for the future is what that revenge will look like:  A military strike on Saudi Arabia, or Israel?  

Assassination of a CIA station chief, or U.S. military officer?  Disruptive computer hacking?  

The increase in tensions and the risk of escalation, or miscalculation have already driven up oil 

prices and sparked heavy buying of safe-haven assets like gold and government bonds, while 

global equities are falling so far today.  However, it’s important to remember that any Iranian 

revenge attack may come with a lag.  If that happens, investors could soon be lulled into a false 

sense of security.  This might allow risk assets to recover and safe-haven assets to sell off again, 
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but the reality is that Iranian mischief could come out of the blue at any moment, just like the 

missile that killed Soleimani and Al Mohandes. 

 

United States-Turkey-Libya:  In a call yesterday, President Trump warned Turkish President 

Erdogan against sending troops to Libya to support its UN-backed government.  Official U.S. 

policy is to support the government, but Trump has expressed sympathy for warlord Khalifa 

Haftar, who is trying to overthrow it with the help of Egypt, Saudi Arabia and Russia. 

 

United States:  Despite the euphoria in the financial markets as the New Year trading began 

yesterday, it’s important to remember there are not just geopolitical risks, but also some lingering 

economic risks to keep in mind.  For example, it’s still possible that the Fed’s interest-rate cuts 

last year may have come too late.  Separately, the Philadelphia Federal Reserve has issued a 

report noting that nine states are expected to be in recession in 2020, including Pennsylvania, 

New Jersey, Delaware, West Virginia, and Iowa. 

 

Australia:  The nation’s massive wildfires are intensifying again as hot, windy conditions return.  

Today the Australian navy began evacuating thousands of people stranded in tourist towns along 

the country’s eastern coast, and Victoria’s territorial government has declared a state of 

emergency.  Importantly, Prime Minister Morrison continues to take blame for heading off to 

Hawaii for a vacation in the midst of the crisis.  During his visit to New South Wales after his 

return, residents reportedly refused to shake his hand and forced him to retreat to a car amid 

strong heckling and swearing.  It’s too early to know exactly how much the disaster will impact 

Australia’s economy, or political stability but there does appear to be a significant risk to 

Australian assets. 

 

Mexico:  Banco de Mexico yesterday released the minutes from its December policy meeting, 

with the document showing officials were concerned that a 20% hike in Mexico’s minimum 

wage scheduled for January 1 would increase price pressures, even though last year’s 16% hike 

of the minimum wage didn’t prevent a steep drop in inflation.  The policymakers did decide to 

cut their benchmark short-term interest rate to 7.25%, compared with 7.50% previously, but the 

cut was seen as timid considering the way Mexican inflation has recently been cooling. 
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U.S. Economic Releases 

 

There were no domestic releases scheduled prior to the release of this publication. The table 

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

 

EDT Indicator Expected Prior Rating

10:00 Construction Spending m/m nov 0.4% -0.8% ***

10:00 ISM Manufacturing m/m dec 49.0 48.1 ***

10:00 ISM Prices Paid m/m dec 47.2 **

10:00 ISM New Orders m/m dec 47.8 46.7 **

10:00 ISM Employment m/m dec 46.6 **

14:00 Wards Total Vehicle Sales m/m dec 17.00 Mil 17.09 Mil **

Speaker or event

11:05 Thomas Barkin Speaks to Bankers in Baltimore

13:15 Lael Brainard Speak on AEA Panel in San Diego

14:00 FOMC Meeting Minutes

14:30 Robert Kaplan Speaks at AEA in San Diego President of the Federal Reserve Bank of Dallas

Fed Speakers or Events

Economic Releases

District or position

President of the Federal Reserve Bank of Richmond

Member of the Board of Governors

Federal Reserve Board

 
 

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

EUROPE

Eurozone Money Supply M3 y/y nov 5.6% 5.6% 5.7% * Equity and bond neutral

Germany Unemployment Change m/m dec 8.0k -16.0k 4.0k *** Equity bullish, bond bearish

Unemployment Claims Rate m/m dec 5.0% 5.0% 5.0% *** Equity and bond neutral

France CPI EU Harmonized y/y dec 1.6% 1.2% 1.4% *** Equity bearish, bond bullish

CPI y/y dec 1.4% 1.0% 1.3% *** Equity bearish, bond bullish

UK Nationwide House Px m/m dec 1.4% 0.8% 1.4% ** Equity and bond neutral

Markit/CIPS UK Construction m/m dec 44.4 45.3 45.9 ** Equity and bond bearish

Mortgage Approvals m/m nov 65.0k 64.6k 64.5k * Equity bullish, bond bearish

Switzerland PMI Manufacturing m/m dec 50.2 48.8 48.8 ** Equity bullish, bond bearish

AMERICAS

Canada Markit Canada Manufacturing PMI m/m dec 50.4 51.4 ** Equity and bond neutral

Mexico Markit Mexico Manufacturing PMI m/m dec 47.1 48.0 ** Equity and bond neutral

Brazil Trade Balance m/m dec $5.599 Bil $3.428 Bil $4.352 Bil ** Equity bullish, bond bearish  
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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) 191 191 0 Down

3-mo T-bill yield (bps) 148 150 -2 Neutral

TED spread (bps) 43 41 2 Neutral

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

10-yr T-note (%) 1.82 1.88 -0.06 Down

Euribor/OIS spread (bps) -38 -38 0 Down

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

Currencies Direction

dollar Up Down

euro Down Up

yen Up Up

pound Flat 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 $68.68 $66.25 3.67% Uncertainty in the Middle East

WTI $63.33 $61.18 3.51%

Natural Gas $2.12 $2.12 -0.14%

Crack Spread $15.23 $14.90 2.18%

12-mo strip crack $18.24 $17.84 2.21%

Ethanol rack $1.49 $1.50 -0.71%

Gold $1,546.52 $1,529.13 1.14%

Silver $18.17 $18.02 0.80%

Copper contract $276.95 $282.50 -1.96%

Corn contract 389.25$       391.50$       -0.57%

Wheat contract 554.50$       560.25$       -1.03%

Soybeans contract 949.25$       956.25$       -0.73%

Baltic Dry Freight 976 1090 -114

Actual Expected Difference

Crude (mb) -3.0

Gasoline (mb) 2.1

Distillates (mb) 0.5

Refinery run rates (%) 0.40%

Natural gas (bcf) -62.0

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 1/2/2019 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 1/2/2019 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. 

 



 

 

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

www.confluenceinvestment.com 

9 

 

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. 

 


