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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: November 5, 2019—9:30 AM EST] Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 0.2% from its last close.  In Asia, the MSCI Asia Apex 50 

closed up 0.7%.  Chinese markets were higher, with the Shanghai composite up 0.5% and the 

Shenzhen index also up 0.5% from the prior close.  U.S. equity index futures are signaling a 

higher open.  With 359 companies having reported, the S&P 500 Q3 earnings stand at $42.40, 

higher than the $41.08 forecast for the quarter.  The forecast reflects a 4.0% decrease from Q3 

2018 earnings.  Thus far this quarter, 76.9% of the companies reported earnings above forecast, 

while 15.9% reported earnings below forecast.   

 

The second episode of the Confluence of Ideas podcast is available! 

 

Optimism over trade remains elevated; equities are moving higher and safety assets, Treasuries 

and gold, are suffering.  Here are the details: 

 

China trade: There is a lot of news on trade.  First, there has been active consideration on both 

sides to roll back tariffs to secure a deal.  Reports indicate that the U.S. might remove the 15% 

tariff on $112 bn of Chinese goods.  Any agreement likely will also remove the $156 bn of tariffs 

scheduled for mid-December.  What is China offering?  The key “give” is to buy more 

agricultural goods, but the promise to buy $50 bn over two years is really more about returning 

to status quo ante.  In 2016 and 2017, China purchased around $20 bn each year.  Lifting to $25 

bn per year is an improvement, but not a blockbuster.  For farmers, this deal would be welcome, 

but they probably would have preferred to have avoided the issue altogether.  The second part of 

China’s offer is to stabilize the CNY/USD.  We are seeing signs of that already.  However, this 

also isn’t a big ask; China has been worried that an overly weak currency could trigger capital 

flight and there is also concern about China’s growing corporate dollar-denominated debt.  Thus, 

the weaker CNY threat was probably more symbolic than real.  Third, China has offered rather 

vague promises to open up certain markets and respect intellectual property.  We harbor serious 

doubts that China will follow through on these promises in any significant manner. 

 

So, we will likely get a deal. In the end, it’s hard to see how much progress was made.  The 

ultimate goal of the trade conflict was to force China to change its economic model.  Using the 

savings identity, 0 = (I-S) + (G-Tx) + (X-M), China’s private sector oversaves, leaving a 

negative balance in the first term of the equation.  To balance, either the government needs to run 

larger deficits or the nation needs to run a trade surplus.  The U.S. wants an end to the private 

sector oversaving.  We would argue that tariffs are probably not the best way to force this 
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change; the bill proposed by Senators Hawley and Ballwin would likely be more effective.1  In 

the end, there was much turmoil but not much evidence of progress.   

 

Still, this outcome is supportive for equities. 

 

 
 

When tariff reductions are being considered, equities tend to rise, as do commodities.  When new 

tariff threats emerge, the opposite occurs.  Given the cautious positioning seen in the financial 

markets, a significant lift in equities would not be a huge surprise.  At the same time, the 

president has proven he can turn quickly to put tariffs back into the conversation.  Increasingly, 

though, this looks like it might be a second-term issue. 

 

Government shutdown?  As noted earlier, we have not commented much on the domestic 

political situation, mostly because it hasn’t had a measurable impact on financial markets.  

However, the current tensions might spill over into an area that would matter.  Without new 

spending bills, the government might be forced to shut down somewhere in the next seven 

weeks.  A shutdown could dampen this current “era of good feelings” and pressure equities. 

 

China easing?  The PBOC made a modest cut to its new policy rate, the Medium-Term Lending 

Facility, to 3.25% from 3.30%.  The five-basis point move won’t trigger a huge economic 

response, but it is likely that this action will be the first of a few to ease monetary conditions in 

China.  If China were to move more aggressively to boost its economy, along with trade peace, 

we could see a further lift to risk assets. 

 

                                                 
1 For details, see our Weekly Geopolitical Reports, Weaponizing the Dollar: The Nuclear Option, Part I (9/16/19) 
and Part II (9/23/19) 
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Iran: In a bid to say it won’t be ignored, Iran announced it will increase its uranium enrichment 

activity.  This move further erodes the Iranian nuclear deal and will make it more difficult to 

European nations to support Iran against U.S. sanctions.  Although this move might increase 

tensions in the region, we doubt the U.S. will respond to this action; Iran is already heavily 

sanctioned, and the U.S. has no inclination to engage in military action against Iran.   

 

Asia trade: The China-led Regional Comprehensive Economic Partnership (RCEP) is beginning 

to look like a dud.  In recent meetings India refused to join, reducing the impact of the 

partnership.  The rest of the members refused to ink an agreement.  China did try to spur activity, 

with Chairman Xi at the Shanghai Trade Expo touting his nation’s love of imports, but his 

comments didn’t help talks at the RCEP meetings.  Part of the reason might be China’s behavior 

in the region, which has not instilled confidence.   

 

Other China news: There was little official news from the Fourth Plenum meetings.  However, 

as the meetings ended, some items have filtered out.  First, Ren Xuefeng, the CPC secretary for 

Chongqing, committed suicide at the meetings by leaping off the roof of the hotel where the 

gathering was being held.  There are rumors swirling that he may have been part of a purge by 

Chairman Xi, or was caught up in a local scandal.  Second, the general consensus from the 

meetings’ end is that Xi is firmly in control.  Third, the meetings did discuss Hong Kong.  We 

note that Hong Kong’s leader, Carrie Lam, has been called to Beijing for an unscheduled 

meeting with Vice Premier Han Zheng.  The latter is the state leader in charge of Hong Kong.   

 

In other China news, officials of TikTok, the Chinese subsidiary of the privately held 

ByteDance, have refused to testify at congressional hearings that were scheduled for today.  The 

company, popular with Americans, is under scrutiny for its privacy controls.  The U.S. has 

launched a national security review of the company.   

 

China-Taiwan: Two months before Taiwan’s presidential election, the Chinese government is 

offering sweeteners to Taiwanese companies and individuals to ensure a pro-Beijing outcome.  

For Taiwanese businesses operating on the mainland, the measures would provide preferential 

land-use rules, the right to invest in passenger and air cargo services, and the ability to apply for 

financial guarantees from local government funds.  For Taiwanese individuals studying or living 

on the mainland, the measures would ease property purchases and provide Chinese consular 

protections when traveling abroad.  As we reported yesterday, China’s wooing comes as the 

Trump administration pressures Taiwan to restrict its technology sales to Chinese telecom giant 

Huawei (002502.SZ, 2.57). 

 

United States: A Financial Times report shows the Trump administration launched just 25 new 

cases alleging criminal antitrust violations in 2019, marking the biggest drop-off in enforcement 

since the 1970s.  The figures highlight the administration’s focus on company-friendly 

deregulation, even as its trade and immigration policies get more attention from the press. 

 

A return of the swing producer?  OPEC has acknowledged that its production will likely 

decline over the next five years due to the encroachment of shale production and rising climate 

activism dampening overall demand.  The report by the cartel seems to suggest that it will not 
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fight to boost market share, and instead will reduce its own output to maintain prices.  This is the 

traditional role of the swing producer in the oil markets. 

 

U.S. Economic Releases 

 

The September trade deficit came in slightly wider than expected at $52.5 bn compared to the 

forecast of $52.4 bn. The prior report’s deficit was revised upwards from $54.9 bn to $55.0 bn.   

 

 
 

The chart above shows the trade balance of goods and the advance trade balance.  The decline in 

the trade was due to imports falling faster than exports, which could possibly be due to weaker 

domestic consumption. 

 

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

the day. 
 

EDT Indicator Expected Prior Rating

9:45 Markit Services PMI m/m oct 51.0 51.0 ***

9:45 Markit Composite PMI m/m oct 51.2 **

10:00 JOLTS Job Openings m/m sep 7063 7051 **

10:00 ISM Non-manufacturing Index m/m oct 53.5 52.6 **

Speaker or event

12:40 Robert Kaplan Speaks in Dallas President of the Federal Reserve Bank of Dallas

18:00 Neel Kashkari Speaks in Minneapolis President of Federal Reserve Bank of Minneapolis

Fed Speakers or Events

Economic Releases

District or position

 
 

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 
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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

China Caixin China PMI Composite m/m oct 52.0 51.9 ** Equity and bond neutral

Caixin China PMI Services m/m oct 51.1 51.3 51.1 ** Equity and bond neutral

Japan Monetary Base m/m oct 3.1% 3.0% * Equity and bond neutral

India Markit India PMI Services m/m oct 49.2 48.7 ** Equity bearish, bond bullish

Markit India PMI Composite m/m oct 49.6 49.8 ** Equity bearish, bond bullish

Australia AiG Performance of Services Index m/m oct 54.2 51.5 ** Equity and bond neutral

CBA Australia PMI Services m/m oct 50.1 50.8 ** Equity and bond neutral

CBA Australia PMI Composite m/m oct 50.0 50.7 ** Equity and bond neutral

New Zealand ANZ Commodity Price m/m oct 1.2% 0.0% ** Equity and bond neutral

EUROPE

Eurozone PPI m/m sep -1.2% -0.8% -1.2% ** Equity and bond neutral

France Budget Balance YTD m/m sep -109.0 Bil -123.1 Bil ** Equity and bond neutral

UK New car registrations m/m oct -6.7% 1.3% ** Equity and bond bearish

Markit/CIPS UK Services PMI m/m oct 50.0 49.5 49.7 ** Equity bullish, bond bearish

Markit/ CIPS UK Composite PMI m/m oct 50.0 49.3 49.5 ** Equity bullish, bond bearish

AMERICAS

Canada Bloomberg Nanos Confidence w/w 1-Nov 56.7 57.4 ** Equity and bond neutral

Brazil PPI Manufacturing m/m sep -1.2% 0.2% ** Equity bullish, bond bearish  
 

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) 189 190 -1 Down

3-mo T-bill yield (bps) 148 149 -1 Neutral

TED spread (bps) 41 41 0 Neutral

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

10-yr T-note (%) 1.75 1.71 0.04 Down

Euribor/OIS spread (bps) -40 -39 -1 Neutral

EUR/USD 3-mo swap (bps) 17 19 -2 Down

Currencies Direction

dollar Up Up

euro Flat Up

yen Down Down

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 $62.62 $62.13 0.79%

WTI $56.88 $56.54 0.60%

Natural Gas $2.89 $2.82 2.45%  

Crack Spread $17.24 $17.36 -0.68%

12-mo strip crack $18.51 $18.64 -0.70%

Ethanol rack $1.67 $1.68 -0.57%

Gold $1,502.25 $1,509.82 -0.50%

Silver $18.03 $18.06 -0.14%

Copper contract $268.30 $267.10 0.45%

Corn contract 384.50$       383.25$       0.33%

Wheat contract 513.00$       509.75$       0.64%

Soybeans contract 938.00$       938.00$       0.00%

Baltic Dry Freight 1675 1697 -22

Actual Expected Difference

Crude (mb) 2.0

Gasoline (mb) -2.0

Distillates (mb) -1.3

Refinery run rates (%) 0.75%

Natural gas (bcf)

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts call for cooler-than-normal temperatures for the eastern half of 

the country, with warmer-than-normal temperatures in Florida and the rest of the country.  Wet 

conditions are expected in the south, while unusually dry conditions are anticipated in the 

northwest down into northern California.   
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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.  
 

November 1, 2019 
 

We continue to hold a favorable outlook toward gold despite evidence that current prices may be 

getting a bit ahead of themselves.  Our gold model puts fair value at 1391. 
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In the coming months, we expect the fair value to rise; both the ECB and the Federal Reserve 

have resumed expanding their balance sheets.  And, the Fed will likely continue to cut rates, 

which would be expected to reduce the real interest rate on two-year T-notes.  The dollar remains 

overvalued but will likely need a catalyst to trigger depreciation.  Still, over time, we do expect 

gold prices to find support from improving fundamentals. 

 

In addition, the high level of zero-yielding debt should be supportive.   
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We have seen a drop in zero-yielding debt recently, but with slowing global economic growth, a 

renewed expansion is likely. 

 

Finally, there is a long-term relationship between gold prices and the level of the fiscal deficit.  

Although the level of the current deficit does suggest, again, that gold prices might be a bit 

overvalued currently, the likelihood of expanding deficits should offer underlying support for 

gold prices.   
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In the immediate term, we may see steady to lower gold prices but there are ample fundamental 

factors that should support future prices.   

 

 

 
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 11/4/2019 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 11/4/2019 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 
 

October 31, 2019 
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P/E as of 10/30/2019 = 18.4x

 
 

Based on our methodology,2 the current P/E is 18.4x, up 0.21x from last week.  The rise in the 

P/E is due to higher equity prices.   

 
 
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. Opinions and forward-looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 
 

                                                 
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 two actual quarters (Q1 and Q2) and two estimates (Q3 and 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. 


