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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 7, 2020—9:30 AM EST] Global equity markets are higher this morning.  The 

EuroStoxx 50 is up 0.4% compared with its last close.  In Asia, the MSCI Asia Apex 50 closed 

up 0.4%.  Chinese markets were higher, with the Shanghai composite up 0.7% and the Shenzhen 

index up 1.3% from the prior close.  U.S. equity index futures are signaling a higher open.   

 

Financial and commodity markets are rather quiet this morning as we await Iran’s response.  

Investor sentiment is starting to recover as risk assets are recovering.  China reported its foreign 

reserves.  We are watching a new pneumonia emerging from China.  As a side note, Kenny 

Loggins is 72 today.  Here are the details: 

 

Iran:  Other than confusion over the U.S. troop presence in Iraq, there wasn’t much news 

overnight.  The U.S. is further bolstering its presence in the region, adding B-52s and more 

troops. We suspect this action is designed to give the U.S. tools to respond to any Iranian 

response.  Oil prices have started to retreat after initially rising.  As we noted yesterday, the key 

to a sustained rise in oil prices is the triggering of hoarding.  If that fails to occur, it is unlikely 

that oil prices can move significantly higher.  Global demand is modest at best and supply, 

including what OPEC has in excess capacity, is ample.  Obviously, all that changes if Iran does 

something that seriously disrupts oil flows.  Still, in the absence of any sort of attack, it will be 

difficult to hold prices at current levels.  However, that doesn’t mean other effects aren’t starting 

to show up; farmers are worried that wheat sales to the region could be affected.   

 

China:  There were a few items of note.  First, China is grappling with an outbreak of a new 

respiratory illness.  So far, nearly 60 people in the city of Wuhan have been officially diagnosed 

with this disease.   The worry is that this event could resemble the SARS virus in 2003; medical 

officials in Hong Kong and Singapore have issued health alerts.  SARS had a noticeable, but 

short term, effect on China’s economic growth. 

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.youtube.com/watch?v=siwpn14IE7E&utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.youtube.com/watch?v=siwpn14IE7E&utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.politico.eu/article/pentagon-says-iraq-withdrawal-letter-shouldnt-have-been-sent/?utm_source=POLITICO.EU&utm_campaign=6eb9282c01-EMAIL_CAMPAIGN_2020_01_07_05_48&utm_medium=email&utm_term=0_10959edeb5-6eb9282c01-190334489
https://www.wsj.com/articles/iranians-rally-in-display-of-unity-as-calls-for-revenge-on-u-s-deepen-11578312709?shareToken=st306f39ef1c864ce4bdabe75cc6a01c9e
https://www.wsj.com/articles/mideast-tensions-threaten-strained-u-s-wheat-exports-11578340122?shareToken=stf3391b2b237d4cc59e91ec16012ab8c2
https://nyti.ms/2Fm6Kn7
https://nyti.ms/2Fm6Kn7
https://www.google.com/maps/place/Wuhan,+Hubei,+China/@28.4985031,116.3740158,6z/data=!4m5!3m4!1s0x342eaef8dd85f26f:0x39c2c9ac6c582210!8m2!3d30.592849!4d114.305539
https://www.nytimes.com/2003/04/27/world/the-sars-epidemic-the-path-from-china-s-provinces-a-crafty-germ-breaks-out.html
https://www.wsj.com/articles/health-officials-work-to-solve-chinas-mystery-virus-outbreak-11578308757?shareToken=st75666b2062394cd6aa78b6d31d65af29
https://www.wsj.com/articles/health-officials-work-to-solve-chinas-mystery-virus-outbreak-11578308757?shareToken=st75666b2062394cd6aa78b6d31d65af29
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We have placed a vertical line representing the SARS outbreak. Second, foreign reserves rose in 

December, to $3.108 bn, up $12 bn and mostly on forecast. 

 

 
 

Third, China has indicated it won’t increase its grain quotas, raising questions about how the 

country will meet the requirements of the Phase One deal.  It is possible that the U.S. will get the 

bulk of the quotas and other suppliers will lose market share, but it also could mean that China 

has no intention to meet the terms of the upcoming agreement. 

 

Fourth, Indonesia is standing up to the China’s incursions into South China Sea.  China considers 

all the waters in the “first island chain” as under its control.   Although we doubt Indonesia can 

withstand China’s efforts alone, with allies, the country may be able to help contain China’s 

behavior in the region. 

 

https://www.straitstimes.com/asia/east-asia/china-will-not-increase-annual-grain-import-quotas-to-accommodate-higher-us-farm
https://www.reuters.com/article/us-indonesia-china/indonesia-mobilizes-fishermen-in-stand-off-with-china-idUSKBN1Z51JR
https://www.forbes.com/sites/ralphjennings/2017/11/24/china-is-competing-with-the-u-s-for-military-control-over-the-whole-western-pacific/#28e0e141d4de
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Fifth, Chinese financial regulators are moving to direct household saving into the Chinese equity 

market.  Although Chinese investors can certainly invest now, the directive, which didn’t have 

any details, could be similar to a forced program to change household saving patterns.  Chinese 

households have tended to prefer real estate for excess saving; this program could force 

diversification on that saving.  It could also cool a real estate market that has been prone to 

overheating and support the conversion of corporate debt to equity (firms could issue stock to 

pay down debt).  This may be a plan to address China’s debt overhang (with the risk being born 

by households).  This action could be bullish for Chinese equities.   

 

Spain:  It appears that PM Sanchez has been able to form a government with the populist left 

Pademos Party, making Spain one of the rare left-wing governments in Europe.  However, the 

coalition doesn’t have a majority and will depend on support from several small parties to 

govern.  We doubt this arrangement will hold for very long.   

 

United States-France:  U.S. Treasury Secretary Mnuchin and French Finance Minister Le 

Maire have agreed to work on a compromise over France’s new tax on digital services offered by 

big U.S. technology firms.  The attempt at compromise aims to avert the prospect of new U.S. 

retaliatory tariffs of 100% on certain French goods. 

 

United States-North Korea:  Reports indicate the U.S. may have recently deployed MQ-9 

Reaper attack drones, like the one that killed Gen. Soleimani in Iraq, to South Korea.  The U.S. 

forces in South Korea already have the Gray Eagle attack drone, but the addition of the Reaper is 

seen as a powerful additional deterrent to North Korea. 

 

Venezuela:  A day after police barred opposition leader Juan Guaidó from entering the National 

Assembly and legislators voted to replace him as their leader, Vice President Pence reiterated the 

U.S. position that Guaidó is Venezuela’s “only legitimate” leader.  However, it is still unclear 

how much political support Guaido retains after his effort last year to oust President Maduro 

petered out. 

 

U.S. Economic Releases 

 

The trade deficit came in narrower than expected at $43.1 billion, compared to the forecast of 

$43.6 billion. The prior report was revised downward from $47.2 billion to $46.9 billion. 

 

https://www.scmp.com/business/companies/article/3044889/beijings-move-direct-household-savings-equities-funds-will
https://www.scmp.com/business/companies/article/3044889/beijings-move-direct-household-savings-equities-funds-will
https://nyti.ms/2O3MqL2
https://nyti.ms/2O3MqL2
https://www.ft.com/content/3eb27818-3134-11ea-9703-eea0cae3f0de
http://english.chosun.com/site/data/html_dir/2020/01/07/2020010701279.html
http://english.chosun.com/site/data/html_dir/2020/01/07/2020010701279.html
https://www.wsj.com/articles/pence-tells-juan-guaido-he-is-the-only-legitimate-president-of-venezuela-11578343578
https://www.wsj.com/articles/pence-tells-juan-guaido-he-is-the-only-legitimate-president-of-venezuela-11578343578
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The chart above shows the level of the trade balance. In November, the trade deficit shrank to its 

smallest amount since 2016, as a thaw in trade tensions led to a boost in exports. 

 

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

 

EDT Indicator Expected Prior Rating

10:00 ISM Nonmanufacturing m/m dec 54.5 53.9 **

10:00 Factory Orders m/m nov 0.3% 0.3% ***

10:00 Factory Orders ex Trans m/m nov 0.2% **

10:00 Durable Goods Orders m/m nov -2.0% -2.0% **

10:00 Durable Goods Orders ex Transportation m/m nov 0.0% **

10:00 Cap Goods Orders Nondef Ex Air m/m nov 0.1% **

10:00 Cap Goods Ship Nondef Ex Air m/m nov -0.3% **

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Foreign Reserves m/m dec $3.108 tril $3.095 tril $3.110 tril ** Equity and bond neutral

Japan Monetary Base y/y dec 3.2% 3.3% ** Equity and bond neutral

Monetary Base End of Period y/y dec ¥518.2 tril ¥517.3 tril ** Equity and bond neutral

Loans & Discounts Corporate y/y dec 2.0% 2.2% * Equity and bond neutral

Jibun Bank Japan Composite m/m dec 48.6 49.8 ** Equity and bond bearish

Jibun Bank Japan Services m/m dec 49.4 50.6 ** Equity and bond bearish

Australia ANZ Roy Morgan Weekly Consumption w/w 6-Jan 106.2 108.0 ** Equity and bond neutral

ANZ Roy Morgan Advertisements m/m dec -6.7% -1.7% ** Equity and bond bearish

EUROPE

Eurozone Retail Sales m/m dec 2.2% 1.4% 1.5% ** Equity bullish, bond bearish

CPI y/y dec 1.3% 1.0% 1.3% *** Equity and bond neutral

CPI Core y/y dec 1.3% 1.3% 1.3% *** Equity and bond neutral

Germany Markit Germany Construction m/m dec 53.8 52.5 ** Equity bullish, bond bearish

Italy Deficit to GDP ytd 3q 3.2% 4.0% *** Equity and bond neutral

CPI EU Harmonized m/m dec 0.5% 0.2% 0.5% *** Equity and bond neutral

CPI NIC incl tobacco m/m dec 0.5% 0.4% 0.5% *** Equity and bond neutral

Switzerland CPI y/y dec 0.2% -0.1% 0.0% *** Equity bearish, bond bullish

CPI EU Harmonized y/y dec -0.1% -0.3% -0.2% *** Equity bullish, bond bearish

CPI Core y/y dec 0.4% 0.4% 0.4% *** Equity and bond neutral

AMERICAS

Mexico Vehicle Domestic Sales m/m dec 130448 124797 * Equity and bond neutral

Canada Industrial Product Price m/m nov 0.1% 0.1% ** Equity and bond neutral

Brazil Markit Brazil PMI Services m/m dec 51.0 50.9 ** Equity bullish, bond bearish

Brazil Markit Brazil PMI Services m/m dec 50.9 51.8 ** 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 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. 
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Price Prior Change Explanation

Brent $69.27 $68.60 0.98% Uncertainty in the Middle East

WTI $63.54 $63.05 0.78%

Natural Gas $2.15 $2.13 0.99%

Crack Spread $14.48 $14.84 -2.41%

12-mo strip crack $17.88 $18.06 -0.97%

Ethanol rack $1.47 $1.48 -0.49%

Gold $1,577.25 $1,552.20 1.61%

Silver $18.44 $18.06 2.11%

Copper contract $277.50 $278.70 -0.43%

Corn contract 386.25$       386.50$       -0.06%

Wheat contract 550.50$       554.50$       -0.72%

Soybeans contract 939.25$       941.50$       -0.24%

Baltic Dry Freight 907 976 -69

Actual Expected Difference

Crude (mb) -3.0

Gasoline (mb) 3.3

Distillates (mb) 3.7

Refinery run rates (%) 0.00%

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,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 1/6/2019 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 1/6/2019 close) 

 

-1.0% -0.5% 0.0% 0.5% 1.0% 1.5%

Real Estate

Mid Cap

Small Cap

Foreign Developed ($)
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Foreign Developed (local currency)
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US High Yield
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Commodities
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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. 

 


