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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 8, 2020—9:30 AM EST] Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 0.2% compared with its last close.  In Asia, the MSCI Asia Apex 50 closed 

down 0.3%.  Chinese markets were sharply lower, with the Shanghai composite down 1.2% and 

the Shenzhen index also down 1.2% from the prior close.  U.S. equity index futures are signaling 

a higher open.   

 

After a wild overnight session, risk assets are rising this morning.  Here are the details: 

 

About last night:  As we were watching the Blues dispatch the Sharks, Iran launched a series of 

missile strikes against two bases in Iraq.  Market reaction was swift—equity futures plunged, oil 

and gold prices soared.  However, comments from Iran suggest that an “off ramp” might be in 

place that would allow both sides to de-escalate current tensions.  Tweets from Javad Zarif, 

Iran’s foreign minister, suggested that the attack might be all that Iran intends to do IF the U.S. 

doesn’t retaliate.   Tweets from President Trump seemed to suggest that he might be satisfied 

with not retaliating, especially since there were no apparent casualties.  As these messages of 

moderation entered into the market, risk assets recovered and safety assets retreated.   

 

There are two unknowns; first, does last night really represent all that Iran plans on doing in 

retaliation?  Second, will President Trump take the off ramp and not react to yesterday’s missile 

strike?  Let’s take the second part first.  It would fit the president’s past patterns to not react to 

the missile attack.  No Americans died in the event which appears to be one of his red lines.  If a 

pinprick missile strike is considered to be enough to compensate for the killing of Soleimani, it 

seems like that outcome is favorable to the U.S.  Which leads us to the first question.  We have 

serious doubts that Iran believes it has fully retaliated.  However, direct military confrontation is 

not the usual path Iran takes in projecting power.  The missile strikes buy the regime time; it can 

tell its citizens it acted, and we suspect the Iranian media will play up the attack to make it 

appear more damaging than it was.  Still, we doubt yesterday’s response will be the final 

retaliation; though, it may take months before we see the next action and, in the meantime, 

financial markets will likely show less concern over this issue…assuming our assessment of the 

second question is accurate.  

 

Venezuela:  Juan Guaido isn’t done yet.  After President Maduro tried to oust Guaido as the 

head of the National Assembly, Guaido and his supporters stormed the building, pushing past 

security personnel to give Guaido the opportunity to take the oath of office and return as head of 

the legislature.  So, for now, Venezuela remains divided.   
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Libya:  Forces led by General Khalifa Hifter have taken control of Surt, a city on the central 

coast of Libya.  Hifter is generally considered a secular leader and controls most of eastern 

Libya.  The U.N. backed government, which has Islamist group support, is centered in Tripoli 

but has been struggling to hold territory against Hifter’s forces.  The Libyan civil war is 

attracting outside influence; Russia and Egypt have generally been supporting Hifter while 

Turkey recently sent troops to support the Tripoli government.   

 

Taiwan:  Voters on the island go to the polls on Saturday in an election that is being framed as a 

choice between freedom, or dominance by Beijing.  Events in Hong Kong loom largely over this 

election.  China has aggressively intervened to swing the vote to the KMT candidate.  The 

incumbent, President Tsai Ing-wen, the DPP candidate, was trailing in the polls in the spring but 

has seen her fortunes improve while the KMT’s candidate, Han Kuo-yu, has slipped badly in the 

polls.  Hong Kong is the primary reason.  Taiwanese politics tend to swing based on attitudes 

towards China.  The KMT, which represents the Nationalists from the mainland who lost to Mao 

in 1949, tend to favor closer ties to the PRC, whereas the DPP tends to favor looser ties.  The 

crackdown in Hong Kong undermines the “one country, two systems” formula that emerged in 

the transfer of Hong Kong to PRC control in 1997.  If Tsai wins, as it appears she will, tensions 

between Taipei and Beijing will likely increase. 

 

Silicon Valley strikes back: Once staunch opponents of trade protectionism, U.S. tech giants are 

now backing tariffs against French goods. The reversal comes on the heels of a controversial 

French digital services tax that hit firms such as Facebook (FB,213.06), Amazon 

(AMZN,1906.86) and Alphabet (GOOG, 1393.34). As the world moves away from global free-

trade toward more regional free-trade, it is likely that Big Tech will come under pressure from 

other countries due to an increase in both scrutiny and competition.  Therefore, we are not 

confident that the signing of the “phase one” trade deal with China will lower global trade 

tensions as much as the financial markets expect. That said, it is also becoming more likely that 

the traditionally left-leaning Silicon Valley are becoming more open to forming an alliance with 

moderate leaning conservatives.  

 

Brussels vs UK: On Wednesday, European Commission President Ursula von der Leyen warned 

the UK that it must adhere to a “level playing field” of rules to protect European companies from 

unfair competition.  The warning comes as both sides prepare to restart negotiations on a Brexit 

agreement, following PM Boris Johnson’s decisive victory in December. The posturing by the 

European Union, highlights the growing uneasiness that the bloc has about the UK’s departure. 

On Tuesday, PM Johnson revealed his “fast-track” trade deal, in which he stated that the UK 

should have the right to diverge from certain EU rules. Officials from the EU fear that the 

condition laid out by PM Johnson, could lead to a creation of a hard border, which could 

potentially disrupt supply chains. Given ongoing geopolitical risks, we are not confident that the 

bickering between the UK and the EU will have much of an impact on equities in the short-term, 

however, there may be long-term ramifications if a deal is not reached by the end of the month. 

 

Cyber-attacks in Texas: On Tuesday, Texas Governor Greg Abbott announced that the state 

saw a surge in infiltration attempts by foreign operatives; 10,000 attempts per minute in the last 

two days. Although Iran was implicated, it is believed that other countries have also attempted to 

gain access to the Texas network. At this time, the state reports that is has been able to block all 
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attempts to gain entry, but has not elaborated on where the attacks are targeting. Despite Texas’s 

success in preventing attacks, hackers were able to successfully hack into the U.S. Depository 

Library Program earlier this week. As we have mentioned in prior comments, warfare is much 

more likely to happen with computer viruses than with bombs. Hence, we do not expect Texas to 

be the only state affected going forward.  

 

U.S. Economic Releases 

 

MBA mortgage applications jumped 13.5% in the week ended January 3, just enough to reverse 

their 13.2% decline in the previous week.  Applications for home-purchase mortgages increased 

3.0%, while applications for refinancing mortgages surged 24.6%.  The average interest rate on a 

30-year, fixed-rate mortgage fell modestly to 3.91%. 

 

Separately, ADP and Moody’s analytics said private payrolls grew by a seasonally-adjusted 

202,000 in December, handily beating the expected gain of 160,000.  On top of that, the 

November gain was revised upward to 124,000.  The ADP figure isn’t always a good predictor 

of what we’ll see in the Department of Labor’s employment report at the end of the week, but 

today’s data does provide some hope that the official employment gain could be solid.  In any 

case, the data suggests that the recent softening in labor demand may have run its course. 

 

 
 

The chart above shows the ADP estimate of payroll gains since right before the last recession, 

along with their six-month moving average. 

 

The table below shows the economic releases and Federal Reserve events scheduled for the rest 

of the day. 
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EDT Indicator Expected Prior Rating

15:00 Consumer Credit m/m nov $16.0 Bil. $18.9 Bil. *

Speaker or event

10:00 Lael Brainard Speak on the Community Reinvestment Act

Fed Speakers or Events

Economic Releases

District or position

Member of the Board of Governors  
 

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

Japan Labor Cash Earnings y/y nov -0.2% 0.0% -0.1% ** Equity and bond neutral

Consumer Confidence Index m/m dec 39.1 38.7 39.5 * Equity and bond neutral

Australia Building Approvals y/y nov -3.8% -22.9% -11.7% ** Equity bullish, bond bearish

Foreign Reserves m/m dec $83.8 Bil. A$77.5 Bil. * Equity and bond neutral

New Zealand QV House Prices y/y dec 4.0% 3.3% ** Equity bullish, bond bearish

EUROPE

Eurozone Economic Confidence m/m dec 101.5 101.2 101.4 ** Equity and bond neutral

Business Climate Indicator m/m dec -0.3 -0.2 -0.2 * Equity and bond neutral

Industrial Conficence m/m jan -9.3 -9.1 -9.0 * Equity and bond neutral

Services Confidence m/m nov 11.4 9.2 9.5 * Equity and bond neutral

Consumer Confidence m/m nov -8.1 -8.1 *** Equity and bond neutral

Germany Factory Orders y/y nov -6.5% -5.6% -4.7% ** Equity bearish, bond bullish

France Consumer Confidence m/m dec 102.0 105.0 104.0 ** Equity bearish, bond bullish

Trade Balance m/m nov -5584 Mil. -4730 Mil. -5071 Mil. * Equity bearish, bond bullish

AMERICAS

Brazil FGV Inflation IGP-DI y/y dec 7.7% 5.4% 7.8% ** Equity and bond neutral

PPI Manufacturing y/y nov 2.8% 0.3% * 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 187 187 0 Down

3-mo T-bill yield (bps) 149 150 -1 Neutral

TED spread (bps) 38 38 0 Neutral

U.S. Libor/OIS spread (bps) 157 157 0 Up

10-yr T-note (%) 1.80 1.82 -0.02 Down

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

EUR/USD 3-mo swap (bps) 1 -1 2 Down

Currencies Direction

dollar Up Down

euro Down Up

yen Down Down

pound Down 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. 

 
Price Prior Change Explanation

Brent $68.07 $68.27 -0.29%

WTI $62.30 $62.70 -0.64%

Natural Gas $2.16 $2.16 -0.28%

Crack Spread $14.09 $13.82 2.00%

12-mo strip crack $17.32 $17.28 0.21%

Ethanol rack $1.44 $1.44 -0.01%

Gold $1,574.48 $1,574.37 0.01%

Silver $18.35 $18.41 -0.28%

Copper contract $279.80 $279.35 0.16%

Corn contract 383.00$       384.50$       -0.39%

Wheat contract 550.25$       550.25$       0.00%

Soybeans contract 944.00$       944.00$       0.00%

Baltic Dry Freight 791 844 -53

Actual Expected Difference

Crude (mb) -3.0

Gasoline (mb) 3.2

Distillates (mb) 3.5

Refinery run rates (%) 0.15%

Natural gas (bcf) -57.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather  
 

The 6-10 and 8-14 day forecasts currently call for colder-than-normal temperatures throughout 

the West and Great Plains, with higher-than-normal temperatures expected for the Southeast.  

Wet conditions are expected along the West Coast, in the northern Great Plains and in the 

Appalachians. 



 

 

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.  

 

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 1/7/2019 close) 

 

-4.0% -2.0% 0.0% 2.0% 4.0%

Materials
Real Estate

Consumer Staples
Utilities

Financials
Healthcare

S&P 500
Consumer Discretionary

Technology
Energy

Industrials
Communication Services

YTD Total Return

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

Real Estate

Consumer Staples

Financials

S&P 500

Energy

Industrials

Healthcare

Consumer Discretionary

Utilities

Materials

Technology

Communication Services

Prior Trading Day Total Return

(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 1/7/2019 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,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. 

 


