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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 20, 2019—9:30 AM EST] Global equity markets are lower this morning.  

The EuroStoxx 50 is down 0.5% from its last close.  In Asia, the MSCI Asia Apex 50 closed 

down 0.8%.  Chinese markets were lower, with the Shanghai composite down 0.8% and the 

Shenzhen index down 0.7% from the prior close.  U.S. equity index futures are signaling a lower 

open.  With 465 companies having reported, the S&P 500 Q3 earnings stand at $42.60, higher 

than the $41.08 forecast for the quarter.  The forecast reflects a 4.0% decrease from Q3 2018 

earnings.  Thus far this quarter, 75.9% of the companies reported earnings above forecast, while 

17.4% reported earnings below forecast.   

 

Episode #3 of our Confluence of Ideas podcast is now available.   

 

It’s a risk-off morning at mid-week.  There are three items of note in the overnight news.  First, 

the Senate has passed the Hong Kong democracy bill.  Second, the debate between Johnson and 

Corbyn was mostly a draw.  Third, the Fed minutes are out today.  Here are the details.   

 

Gaming out the Hong Kong democracy bill:  The Senate, in a rare example of bipartisanship, 

voted unanimously to pass its version of the Hong Kong democracy bill.  The bill would require 

the secretary of state to annually certify that Hong Kong remained sufficiently independent to 

warrant its special status as a global financial hub.  It would also allow the president to place 

sanctions on individuals who have been deemed to have suppressed human rights in Hong Kong.  

A similar set of legislation passed the House unanimously in October.  There are some 

differences between the two versions, but with such strong support in the legislature, it is highly 

likely that a single version will emerge soon from the conference committee.  China has already 

condemned the action and is urging the White House to veto the bill.   

 

This legislation complicates the trade situation with China.  Even with a veto, given the strong 

support in both houses, the president would be forced to spend prodigious levels of political 

capital to prevent an override.  Although China might view a heroic but failed effort as good 

enough to maintain progress on trade, more likely the Xi regime will view the bill as an affront 

to its sovereignty and that would be enough to end negotiations.  In addition, the president has to 

be careful with overt support for China.  As we have noted before, Bill Clinton used the Bush 

administration’s reaction to Tiananmen Square against the president in the 1992 campaign.  

Protecting China would be used against the president in the 2020 campaign.  On the other hand, 

if phase one of the trade deal fails, financial markets will not take it well and that will also be a 

negative for the upcoming election.  President Trump reiterated that he will raise tariffs if China 

doesn’t make a deal with the U.S., suggesting he believes his bargaining position is stronger than 
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Beijing’s.  At the same time, China continues to press for a rollback in tariffs, which may signal 

that Beijing believes it holds the upper hand.  Equities have made new highs, in part, based on 

expectations of a modest trade agreement.  If the deal fails, it would be reasonable to expect at 

least a return to the low end of the channel the S&P has been trading in for nearly the past two 

years. 

 

In other China news, Beijing is arguing that the recent Hong Kong court decision to overrule the 

government’s ban on protestor masks was illegal.  Essentially, the PRC is arguing that such 

decisions are for Beijing to make.  Such heavy handed responses make it difficult for the U.S. to 

argue that Hong Kong deserves its special status. 

 

Brexit:  PM Johnson and Labour leader Corbyn squared off in a televised debate last night.  

Overall, the debate was best characterized as a draw, which paradoxically was probably a bit 

better for Corbyn.  Although the Labour leader needed a big win to reverse his polling deficit, he 

did make a good showing and prevented Johnson from pressing his advantage.  At the same time, 

debates for front runners is always fraught with risk.  It gives a lagging opposition a chance.  

Johnson avoided major gaffes (which he is prone to making), so overall, the debate probably 

doesn’t undermine his chances.  The election remains the key short-term risk to Britain’s 

financial markets, especially the GBP. 

 

The Fed:  The Fed will release the minutes of its most recent meeting.  Although the notes are 

heavily sanitized, they should offer some insight into the level of dissention on the FOMC.  In 

2024, we will get the full transcripts of this year’s meetings.  It will be fascinating to see just 

how divided this Fed is.  The higher the level of dissention, the greater the hurdle to future 

easing.   

 

The PBOC:  China’s banks are following the PBOC’s lead; the latter cut the Loan Prime Rate 

earlier this week and banks are cutting lending rates by a similar amount.  All indications are that 

the PBOC will become more aggressive in the coming months to offset a decelerating economy.   

 

The rise of MMT: As we have hinted in the past, it appears Modern Monetary Theory (MMT) is 

becoming the most relevant alternative to orthodox economic thinking. Later today two expert 

witnesses, Randall Wray and Olivier Blanchard, are expected to testify before the House Budget 

Committee. The focus of the discussion will be on whether widening budget deficits have an 

adverse impact on the economy; in which MMT would argue only if it leads to inflation.  The 

impact on these hearings reflects a growing desire to increase deficits to boost growth. Over the 

past ten years economic growth in the U.S. has averaged just a little over 2%. In addition, 

traditional theories that hold that widening deficits leads to higher inflation have been somewhat 

unfounded during this expansion. Currently, the fiscal deficit is approaching $1 trillion for the 

first time since the financial crisis, while inflation as determined by the Personal Consumption 

Expenditure (PCE) still remains well below the Federal Reserve’s inflation target of 2%. As 

plans such as Medicare-for-all and the Green New Deal become more prevalent in policy 

discussions, we expect MMTers to grow in prominence.1 

 

                                                 
1 For a guide to MMT, see here, here, here and here. 
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Odds and ends:  Shinzo Abe is now, officially, the longest serving PM in Japanese history.  The 

House has passed a short-term spending bill, increasing the odds that a shutdown will be averted 

in the near term.  The U.S. has arrested one of the foremost authorities on money laundering 

on—wait for it—money laundering.    

 

U.S. Economic Releases 

 

MBA mortgage applications in the week ended November 15 were down a modest 2.2% from 

the prior week.  Applications for home-purchase mortgages jumped 6.7%, but that was mostly 

offset by a 7.7% decline in applications for refinancing mortgages.  The average interest rate on a 

30-year, fixed-rate mortgage fell slightly to 3.99%. 

 

The following table shows the Fed events scheduled for the rest of the day. 

 

Speaker or event

14:00 FOMC Meeting Minutes

Fed Speakers or Events

Economic Releases

District or position

 No economic releases today

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

ASIA-PACIFIC

Japan Trade Balance m/m oct 17.3 Bil. -124.8 Bil. 229.3 Bil. ** Equity bearish, bond bullish

Exports y/y oct -9.2% -5.2% -7.5% ** Equity bearish, bond bullish

Imports y/y oct -14.8% -1.5% -15.2% * Equity and bond neutral

Australia Westpac Leading Index m/m oct -0.1% -0.1% ** Equity and bond neutral

South Korea PPI y/y oct -0.6% -0.8% * Equity and bond neutral

EUROPE

Germany PPI y/y oct -0.6% -0.1% -0.4% * Equity bearish, bond bullish

Russia Real Retail Sales y/y oct 1.6% 0.7% 1.0% *** Equity bullish, bond bearish

Real Wages y/y sep 3.1% 2.4% 2.9% ** Equity and bond neutral

Unemployment Rate m/m oct 4.6% 4.5% 4.6% *** Equity and bond neutral

AMERICAS

Canada CPI y/y oct 1.9% 1.9% 1.9% *** Equity and bond neutral

CPI Core - Median y/y oct 2.2% 2.2% 2.2% * Equity and bond neutral

CPI Core - Common y/y oct 1.9% 1.9% 1.9% * Equity and bond neutral

CPI Core - Trim y/y oct 2.1% 2.1% 2.1% * Equity and bond neutral  
 

 

 

https://www.ft.com/content/f4323946-0a9f-11ea-bb52-34c8d9dc6d84?emailId=5dd4b2281a9b8800044f7661&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.politico.com/news/2019/11/19/house-moves-to-avert-shutdown-but-border-wall-fight-lingers-071575
https://www.npr.org/2019/11/19/780877837/u-s-arrests-money-laundering-expert-for-laundering-money
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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) 190 190 0 Down

3-mo T-bill yield (bps) 152 153 -1 Neutral

TED spread (bps) 38 38 0 Neutral

U.S. Libor/OIS spread (bps) 154 154 0 Up

10-yr T-note (%) 1.74 1.78 -0.04 Down

Euribor/OIS spread (bps) -41 -40 -1 Neutral

EUR/USD 3-mo swap (bps) 15 12 3 Down

Currencies Direction

dollar Up Up

euro Down Down

yen Flat Up

pound Down Down

franc Down Down  
 

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 $61.25 $60.91 0.56%

WTI $55.44 $55.21 0.42%

Natural Gas $2.56 $2.51 1.83%

Crack Spread $15.85 $15.46 2.51%

12-mo strip crack $17.98 $17.75 1.32%

Ethanol rack $1.68 $1.68 -0.01%

Gold $1,473.87 $1,472.46 0.10%

Silver $17.11 $17.15 -0.25%

Copper contract $267.10 $266.85 0.09%

Corn contract 379.00$       380.75$       -0.46%

Wheat contract 513.00$       515.25$       -0.44%

Soybeans contract 913.75$       911.50$       0.25%

Baltic Dry Freight 1304 1338 -34

Actual Expected Difference

Crude (mb) 1.5

Gasoline (mb) 0.8

Distillates (mb) -1.0

Refinery run rates (%) 1.00%

Natural gas (bcf) -87.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report
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Weather  
 

The 6-10 and 8-14 day forecasts are calling for colder-than-normal temperatures throughout the 

far West, with warmer-than-normal temperatures on the East Coast.  Wet conditions are expected 

for most of the country except for Texas.  
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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 15, 2019 
 

The yield curve has steepened since the FOMC started cutting rates, raising hope that a recession 

can be avoided.  In this report, we will examine whether these hopes make sense. 
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The above chart shows two recession indicators from two different regional Federal Reserve 

banks, Atlanta and New York.  The former is a GDP-based indicator and the latter is based on 

the yield curve.  The New York indicator is designed to signal economic activity a year into the 

future.  We like to combine the two indicators because the Atlanta indicator tends to give false 

positives.  However, in the past, when the New York indicator has moved above 30 followed by 

an Atlanta indicator rising above 40, a recession has been unavoidable. 

 

Fed funds show us that easing doesn’t necessarily protect the economy from a downturn.  Even 

though the FOMC has usually cut rates as the New York FRB indicator penetrated 30, it was not 

enough to fend off a downturn.  Thus, even with the recent rate cuts, the risk of recession 

remains elevated. 

 

The good news is that the Atlanta indicator is at a level where a recession isn’t imminent.  The 

bad news is that the New York indicator has signaled a downturn is coming.  Since the 1969-70 

recession, the average lead time from the New York recession indicator has been 10 months, 

with a range of five to 15 months.  Thus, by next spring, we could see evidence of a downturn.  

However, if we use the Atlanta indicator as a signal-confirming device, we should have a better 
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idea of when a recession is actually underway.  So, for now, investors should not become overly 

cautious but, by the end of Q1, increased vigilance will likely be warranted.   

 
 

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 11/19/2019 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 11/19/2019 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 
 

November 14, 2019 
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P/E as of 11/13/2019 = 18.6x

 
 

Based on our methodology,2 the current P/E is 18.5x, up 0.1x 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. 


