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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 6, 2020—9:30 AM EST] Global equity markets are generally lower this 

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

Apex 50 closed down 0.8%.  Chinese markets were mixed, with the Shanghai composite 

unchanged and the Shenzhen index up 0.4% from the prior close.  U.S. equity index futures are 

signaling a lower open.   

 

Happy Monday!  It’s another risk off morning, as issues surrounding Iran dominate the news and 

the markets.  We update the situation in the Middle East this morning.  In other news, Hong 

Kong has a new administrator and Phase One of the U.S./China trade deal should be signed by 

the 15th.  Here are the details: 

 

Iran:  The funeral of Qassem Soleimani continues in Iran to massive crowds.  In the wake of the 

operation that killed Soleimani, here are the items we are watching most closely: 

1. Iran’s retaliation—we expect Iran’s retaliation to the event to be potentially broad.  We 

list some of the potential areas of risk below: 

a. Iran announced it is essentially ending the Joint Comprehensive Plan of Action, 

commonly known as the Iran Nuclear deal.  This is no huge shock; Iran had been 

slowly violating the terms of the agreement in response to U.S. sanctions.  

However, officially ending it does have ramifications.  If Iran “sprints” toward 

developing a deliverable nuclear weapon it will likely force Israel to at least 

consider direct air strikes on suspected nuclear sites.  In the past, an Israeli attack 

was difficult to coordinate as the raid would have to use airspace of unfriendly 

nations.  However, under the current situation, we would expect Saudi Arabia to 

be more than open to allowing overflights.  We should also note that “deliverable” 

doesn’t necessarily mean a warhead on a missile; Iran might have a device it 

could detonate at ground level, carried by a proxy.  This plan would have its own 

complications but can’t be completely ruled out.  A “dirty bomb” could be used as 

a terror weapon against targets in the region. 

b. Gulf shipping could be at risk.  Although we believe that Iran can’t permanently 

close the Persian Gulf, it could reduce oil flow for a few months and push oil 

prices much higher. 

c. There could be a more serious attack on Saudi oil facilities.  Although the last 

attack was serious, it could have been much worse, and it is possible Iran “pulled 
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its punch” on this attack to avoid escalation.  Escalation now may be the 

watchword. 

d. We would expect a cyberattack against the U.S. and allies.  Although historical 

analogies are never perfect, the divergent interests and interlocking relations in 

the Middle East is somewhat similar to Europe prior to WWI.  The trigger for that 

war was the assassination of the Austrian archduke and his wife, caused, in part, 

by complicated Balkan politics.  What turned a regional issue into a massive war 

was outside power involvement.  We don’t expect outside powers to come to 

Iran’s aid.  Although China and Russia have somewhat friendly relations with 

Iran, they probably won’t risk war with the U.S. to support Iran.  However, we 

would not be shocked to see Russia, China, and maybe even North Korea support 

Iran in a cyberattack on the U.S.  This support is possible because attribution of 

cyberattacks can be very difficult.  Thus, these outside powers could “cover their 

tracks” behind an Iranian effort and act as a force multiplier.  There is already 

evidence that Iran is taking action in the cyber theater.  Researchers at 

cybersecurity firm FireEye and the think tank Atlantic Council say they have 

already found evidence that Iran has stepped up its use of social media accounts to 

spread pro-Iran propaganda following Soleimani’s killing. 

e. We would expect Israel to become a target for Iranian proxies.  Hezbollah has 

been cautiously avoiding triggering a war with Israel; but this event may remove 

that caution. 

f. We would also expect a global assassination effort against American military, 

business and political officials.  Historically, Iran and its proxies have been very 

effective in the Middle East in these efforts.  They also had success in South 

America, some in Europe, but little in the U.S.  Thus, Americans overseas are 

likely now targets. 

g. What we don’t expect is a conventional military response.  Iran’s conventional 

military power is limited and not all that effective.  Although it can’t be 

completely ruled out, an invasion of Iran is highly unlikely as is conventional 

warfare by Iran against its neighbors, excepting naval action in the Persian Gulf. 

2. Iraq is at the crossroads—Iraq’s underlying problem is that it was never a normal nation, 

but a colonial construct.  For most of its history it was ruled by a Sunni minority and 

doesn’t have a natural basis for nationhood.  The more Iran pressures Shiites in Iraq to 

participate in actions against the U.S., the more Sunnis and Kurds will be open to 

separation from Baghdad. The decision over the weekend by the Iraqi Parliament to 

demand the U.S. troops leave Iraq was not binding and only occurred because Sunni and 

Kurdish lawmakers didn’t participate in the voting.  It is important to remember that the 

rise of Islamic State was supported by Sunnis in eastern Syria and Western Iraq and 

another Sunni state could emerge there if Iranian pressure becomes overbearing.   

3. Oil is the key risk—since the early 1980s, geopolitical oil disruptions have become 

relatively short term in nature.  Even the Gulf War didn’t keep oil prices high for more 

than a few months.  The memories and historic gasoline price hikes and the notorious gas 
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station lines are fading from the collective memory as baby boomers age.  We have seen 

a steady stream of pundits in the financial media telling us that oil is nothing to worry 

about.  Perhaps.  If there is going to be a problem, it will come from hoarding.  Under 

conditions of supply uncertainty, consumers will hold oil for precautionary purposes, 

driving up demand and prices.  If the uncertainty is high enough, it can lead to excessive 

price increases, well beyond what inventory levels would suggest. 
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This chart shows the price of West Texas Intermediate with U.S. commercial crude oil 

stocks.  Under normal circumstances, inventory represents the difference between supply 

and demand, and so there should be an inverse correlation between stockpiles and price.  

In other words, rising inventories should bring lower prices and vice versa.  However, 

under conditions of hoarding, some of the inventory build represents precautionary 

demand and the correlation can turn positive.  The chart above shows the relationship of 

these two variables since 1973, when OPEC became the global swing producer.  

Although the majority of the time the correlation is inverse, there have been significant 

periods of positive correlation, especially in the 1970s into the mid-1980s.  In this period, 

unrest in the Middle East (two wars, the Yom Kippur War and the Iran-Iraq War, the Iran 

Revolution) led to constant fears of supply shortages and hoarding behavior.  We also 

saw a short period of positive correlation from 2003-07, on “peak oil” fears and the rapid 

rise of Chinese oil demand.   

 

The West has several tools available to dampen hoarding activity.  First, the OECD 

nations and China have strategic reserves which, in theory, can be used to distribute 

supply globally to dampen hoarding.  Second, the rise of U.S. shale production has 
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created an important supply buffer outside the Middle East, where the vast majority of 

OPEC’s excess oil capacity resides.  These may be enough to prevent hoarding.  

However, there is potential that these two factors may fail to prevent the hoarding 

instinct.  First, the strategic reserves work because in a crisis, the OECD, through the 

IEA, would take control of national strategic reserves; in other words, the IEA could 

demand the U.S. sell oil to Panama from the U.S. SPR.  This program has never actually 

been executed, but in the current nationalist environment, we think the odds of U.S. 

taxpayer provided oil being sold outside the U.S. to prevent hoarding in Central America 

is extremely unlikely.  Second, the shale oil supply only dampens hoarding if it is 

available for export.  In the case of a supply emergency, the temptation to close off 

American oil exports will be very high.  Thus, WTI prices might stay low relative to 

world prices, but global prices, represented by Brent, might soar.  The potential for oil 

prices disrupting global economic growth is probably as high now as it was in the 1970s.  

And so, the “playbook” of assuming that geopolitical events in the Middle East only have 

a short-term impact on oil prices, the pattern seen since 1985, may not be as operative as 

the parade of analysts on the financial media seem to think. 

4. U.S. is going mostly alone--British Prime Minister Johnson, German Chancellor Merkel 

and French President Macron issued a joint statement calling for de-escalation of the 

U.S.-Iran conflict.  After U.S. Secretary of State Pompeo complained that the Europeans 

weren’t being supportive enough following the assassination of Iranian Revolutionary 

Guards General Soleimani, British officials offered tacit approval of the U.S. action.  All 

the same, reports indicate the British were given no advance warning of the assassination.  

We suspect they found that perturbing, as it meant they couldn’t move their hundreds of 

troops and contractors in Iraq out of harm’s way beforehand. 

 

China-Hong Kong:  The Chinese government replaced its top representative in Hong Kong with 

Luo Huining, a former provincial leader who is expected to be tougher on the city’s continuing 

anti-China protests.  Even though Beijing’s many similar baby steps haven’t led to a bloody 

confrontation, or clampdown yet, such a move is likely to keep alive the risk of such an outcome, 

so it will probably be negative for Hong Kong stocks. 

 

Trade:  It appears that Phase One of the U.S./China trade deal will be signed in Washington on 

January 15.  Boris Johnson wants to “fast track” a deal with the EU to get a trade deal done 

before 2021.1  France is warning the U.S. not to retaliate against its digital tax.   

 

Venezuela:  Opposition leader Juan Guaidó, who as head of the National Assembly declared 

himself interim leader of the country last year, was voted out of his legislative role and replaced 

by opposition deputy Luis Eduardo Parra.  Ahead of the vote, police prevented Guaidó and his 

supporters from entering the legislative building, prompting U.S. Secretary of State Pompeo to 

accuse President Maduro of orchestrating the vote through an “undemocratic campaign of 

bribery and intimidation.”  Guaidó’s supporters then held an impromptu vote to re-elect him, but 

it is not clear whether he will retain the confidence of the country’s anti-Maduro forces.  We 

would score this as at least a short-term win for Maduro that will prolong Venezuela’s misery. 

 

                                                 
1 See what we did there?! 
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Turkey-Lebanon:  President Erdogan said Turkey has already started sending soldiers to Libya 

to help its UN-backed government fend off rebel attacks, in defiance of President Trump’s call 

last week for Turkey to stay out of the conflict.  Erdogan insisted the Turkish troops would have 

no direct combat role, suggesting their Syrian militia allies would lead the fighting. 

 

India:  In a sign that Prime Minister Modi’s Hindu nationalist movement is gathering force, a 

mob of Hindu rightwing activists stormed India’s most prestigious secular academic institution, 

Jawaharlal Nehru University, and commenced beating students and faculty members they 

accused of being insufficiently nationalist.  It’s not clear whether the storming was sanctioned, or 

organized by Modi’s Hindu nationalist government, or whether it was spontaneous.  In either 

case, accumulating incidents like this point to a potentially destabilized social situation that could 

eventually be negative for Indian stocks. 

 

Global Cocoa Market:  In devastating news for the world’s chocolate lovers, the West African 

countries of Ivory Coast and Ghana have agreed to form a cocoa cartel and will try to boost the 

price of the main ingredient of chocolate to $2,900 per ton from the current $2,500 per ton.  

Together, the two countries produce almost two-thirds of the world’s cocoa, so market 

participants are anticipating prices will rise substantially. 

 

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

9:45 Markit US Services PMI m/m dec 52.2 52.2 **

9:45 Markit US Composite PMI m/m dec 52.2 **

Economic Releases

No speakers or events scheduled

Fed speakers or events

 
 

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Caixin China PMI Composite m/m dec 52.6 53.2 ** Equity bearish, bond bullish

Caixin China PMI Services m/m dec 52.5 53.5 53.2 ** Equity bearish, bond bullish

Japan Jibun Bank Japan PMI Manufacturing m/m dec 48.4 48.8 ** Equity and bond bearish

Vehilce Sales y/y dec -9.5% -14.6% * Equity and bond neutral

India Markit India PMI Composite m/m dec 53.7 52.7 ** Equity bullish, bond bearish

Markit India PMI Services m/m dec 53.3 52.7 ** Equity bullish, bond bearish

Australia AiG Performance of Manufacturing Index m/m dec 48.3 48.1 ** Equity and bond bearish

CBA Australia PMI Composite m/m dec 49.6 49.4 ** Equity and bond neutral

CBA Australia PMI Services m/m dec 49.8 49.5 ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Services m/m dec 52.8 52.4 52.4 ** Equity bullish, bond bearish

Makirt Eurozone Composite m/m dec 50.9 50.6 50.6 ** Equity bullish, bond bearish

Sentix Investor Confidence m/m jan 7.6 2.6 0.7 ** Equity bullish, bond bearish

PPI m/m nov -1.4% -1.9% -1.5% ** Equity and bond neutral

Germany Retail Sales m/m nov 2.1% -1.9% 1.0% ** Equity bullish, bond bearish

Markit Germany Services m/m dec 52.9 52.0 52.0 ** Equity bullish, bond bearish

Markit/BME Germany Composite m/m dec 50.2 49.4 49.4 ** Equity bullish, bond bearish

Italy Markit Italy Services m/m dec 51.1 50.4 50.9 ** Equity bullish, bond bearish

Markit Italy Composite m/m dec 49.3 49.6 49.7 ** Equity and bond bearish

France Markit France Services m/m dec 52.4 52.4 52.4 ** Equity and bond neutral

Markit France Composite m/m dec 52.0 52.0 52.0 ** Equity and bond neutral

UK Markit/CIPS UK Services PMI m/m dec 50.0 49.0 49.1 ** Equity bullish, bond bearish

Markit/CIPS UK Composite PMI m/m dec 49.3 48.5 48.5 ** Equity bullish, bond bearish

Official Reserve Changes m/m dec $2.143 Bil $0.049 Bil * Equity and bond neutral

New Car Registrations y/y dec 3.4% -1.3% * 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) 187 190 -3 Down

3-mo T-bill yield (bps) 148 148 0 Neutral

TED spread (bps) 40 42 -2 Neutral

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

10-yr T-note (%) 1.79 1.79 0.00 Down

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

EUR/USD 3-mo swap (bps) 0 -1 1 Down

Currencies Direction

dollar Down Down

euro Flat Up

yen Flat Up

pound Up Up

franc Up 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 $69.70 $68.60 1.60% Uncertainty in the Middle East

WTI $63.87 $63.05 1.30%

Natural Gas $2.15 $2.13 0.70%

Crack Spread $14.57 $14.84 -1.81%

12-mo strip crack $17.98 $18.06 -0.45%

Ethanol rack $1.47 $1.48 -0.49%

Gold $1,577.11 $1,552.20 1.60%

Silver $18.43 $18.06 2.06%

Copper contract $277.50 $278.70 -0.43%

Corn contract 386.25$       386.50$       -0.06%

Wheat contract 550.25$       554.50$       -0.77%

Soybeans contract 939.50$       941.50$       -0.21%

Baltic Dry Freight 907 976 -69

Actual Expected Difference

Crude (mb) -11.5 -3.0 -8.5

Gasoline (mb) 3.2 2.1 1.2

Distillates (mb) 8.8 0.5 8.3

Refinery run rates (%) 1.20% 0.40% 0.80%

Natural gas (bcf) -58.0 -62.0 4.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

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,2 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. 

 

                                                 
2 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 1/3/2019 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 1/3/2019 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 

 

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

 
 

Based on our methodology,3 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. 

                                                 
3 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. 

 


