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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: October 11, 2019—9:30 AM EDT] Global equity markets are higher this morning.  

The EuroStoxx 50 is up 1.2% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

1.6%.  Chinese markets were higher, with the Shanghai composite up 0.9% and the Shenzhen 

index up 0.3% from the prior close.  U.S. equity index futures are signaling a higher open.  
 

Happy Friday!  It’s a day starting with great optimism.  It appears that a mini-trade deal may 

have been struck with China.  There seems to be progress on Brexit.  On the darker side, an 

Iranian oil tanker was struck by missiles in the Red Sea.  Here are the details: 

 

The trade deal:  U.S. and Chinese negotiators appear to have made some progress on a trade 

deal.  This won’t be the trade deal but a trade deal, a confidence-building measure toward a 

larger agreement, or at least a truce.  Here is a rough sketch of what seems to be developing.  

 

1. The U.S. will offer some sort of tariff relief.  It is unclear which of the two tranches of 

tariffs, one set to begin in four days and the other in December, will be rescinded 

(unlikely) or postponed.  China will press for them to be withdrawn; the U.S. will want to 

keep the threat hanging over the trade talks to keep China at the negotiating table.  If the 

tariffs are merely postponed, it will dampen the bullish impact.   

2. China will offer to buy lots of agriculture products.  This action serves several 

constituencies.  The farm sector, which has been suffering greatly, will be helped.  This 

will also help the president’s reelection campaign.  China will be able to reduce food 

inflation.   

3. A currency deal will likely be struck.  Why?  Because it’s mostly unnecessary.  The U.S. 

is clearly upset that in a floating forex arrangement, the impact of tariffs is usually 

blunted by currency depreciation.  Thus, it wants to prevent China from using a weaker 

CNY to offset the tariff threat.  However, China was reluctant to use currency 

depreciation as a tool.  A weaker CNY tends to trigger capital flight, so the PBOC wasn’t 

poised to depreciate its way out of tariffs anyway.  Nevertheless, getting China to 

promise to not depreciate its currency does allow both sides to declare progress in the 

negotiations.   

4. The intellectual property issue will probably not be resolved, but some minor 

arrangements could be made.  However, USTR Lighthizer considers this a key point of 

the trade talks and wants changes in Chinese legislation to enshrine it.  We don’t think 

this one is resolvable and this will be one of the key sticking points if talks fail. 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.reuters.com/article/us-usa-trade-china/with-u-s-tariffs-looming-china-drums-up-hope-for-a-partial-trade-deal-idUSKBN1WQ10X
https://www.reuters.com/article/us-usa-trade-china/with-u-s-tariffs-looming-china-drums-up-hope-for-a-partial-trade-deal-idUSKBN1WQ10X
https://www.politico.com/news/2019/10/10/trump-to-meet-with-chinas-liu-he-on-friday-043886?nname=playbook&nid=0000014f-1646-d88f-a1cf-5f46b7bd0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=630318
https://www.wsj.com/articles/trump-to-meet-with-china-s-top-trade-negotiator-on-friday-11570716458?shareToken=st6fe05223b15c49579d5aff904d38817c
https://www.wsj.com/articles/trump-to-meet-with-china-s-top-trade-negotiator-on-friday-11570716458?shareToken=st6fe05223b15c49579d5aff904d38817c
https://www.ft.com/content/74a0cd58-eba2-11e9-a240-3b065ef5fc55
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5. Huawei (002502, CNY 3.06) remains, from the U.S. perspective, a global security threat.  

We might see some extension in waivers from Washington but would not expect the U.S. 

to “green light” the company. 

So, if we got this right, where does that leave us?  We will get a market lift and may make new 

highs.  Investors have been very cautious this year, and FOMO might drive a strong Q4 lift.  The 

risk is that what we have outlined above may be nothing more than a delay.  Beijing will likely 

want to delay because it might get to negotiate with a different president after the elections.  The 

administration should accept a delay because it could either prevent or delay a recession long 

enough to support the president’s reelection chances.  However, there is still a lot that can go 

wrong.  China may not accept a mere delay in tariffs.  The U.S. may not accept promises on 

intellectual property.  In these talks, each side has consistently overestimated its own position 

and underestimated the other side.  It is also important to remember that we could see what looks 

like an agreement in Washington only to see the deal scotched when Chinese negotiators return 

home.  That happened, in effect, last May.  What would help bring a deal now is if both sides 

convince themselves that this is a temporary agreement that buys them much needed time.   

 

Brexit:  After meetings between the PMs of the U.K. and Ireland, both claimed to have seen “a 

pathway to a deal” on Brexit.  European Council President Donald Tusk said there were 

“optimistic signs.”  It is still not to be revealed what changed but, whatever it was, it appears to 

be significant.  Michel Barnier, the EU Brexit negotiator, thinks enough of the deal to open 

intensive negotiations.  The GBP soared on the reports.   

 

There is a clear change in sentiment.  What happened?  Well, we don’t know for sure but the fact 

that the EU is suddenly interested suggests to us that Johnson has agreed to keep Northern 

Ireland in the customs union and put the trade border at the Irish Sea.  Obviously, we don’t know 

this for certain, but here is our reasoning: 

 

1. The DUP (Irish Unionists) have been strongly opposed to this measure for good reason.  

Once the Northern Ireland economy is effectively separated from the U.K., it’s probably 

just a matter of time before unification with the Republic of Ireland will occur.  In PM 

May’s government, the DUP was what allowed her to have a majority.  However, PM 

Johnson likely realizes that if he can deliver Brexit and then hold elections, he will likely 

win a smashing victory and won’t need the DUP, or Northern Ireland, anymore.  Recent 

polls show the Tories with a 35% share and the Brexit party with 12%.  If Brexit is 

executed, the two groups of voters will likely coalesce around the Conservatives and give 

them a near-majority.  History suggests getting 45%+ of the vote will almost certainly 

give Johnson a strong majority in Parliament.  To put it bluntly, Johnson is securing his 

election by selling out the Unionists. 

2. The EU position on Brexit has been clear—no trade border in Ireland.  The EU wasn’t 

even really open to a time-limited deal.  The sudden enthusiasm exhibited by Varadkar 

and Barnier suggests they got what they wanted and want to seal the arrangement before 

opposition can develop against it. 

Essentially, the impasse was the Irish border.  If that’s resolved, there is little to stop a deal. 

https://www.axios.com/newsletters/axios-markets-2c9c0fba-f4b4-4461-952c-75882cdd4459.html?chunk=3#story3
https://www.ft.com/content/02a5db88-eb77-11e9-a240-3b065ef5fc55?emailId=5d9ff18d7980c2000497f5ab&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/5064f09c-eb69-11e9-85f4-d00e5018f061?emailId=5d9ff18d7980c2000497f5ab&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/5064f09c-eb69-11e9-85f4-d00e5018f061?emailId=5d9ff18d7980c2000497f5ab&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.yahoo.com/news/eus-tusk-says-optimistic-signs-084553807.html
https://www.theguardian.com/politics/2019/oct/11/michel-barnier-meets-brexit-secretary-after-uks-positive-talks-with-ireland
https://www.theguardian.com/politics/2019/oct/11/michel-barnier-meets-brexit-secretary-after-uks-positive-talks-with-ireland
https://www.yahoo.com/news/eus-tusk-says-optimistic-signs-084553807.html
https://researchbriefings.parliament.uk/ResearchBriefing/Summary/CBP-7529
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Iran:  An Iranian state-owned shipping firm claimed one of its oil tankers in the Persian Gulf 

was damaged by two separate missiles this morning.  The Iranian foreign ministry hasn’t yet 

assigned blame for the attack, and since ship-tracking services show the vessel is now sailing at 

normal speeds, there is some doubt as to whether the attack really occurred.  If it didn’t really 

happen, it would suggest Iran is trying to manufacture a justification for new, explicitly Iranian 

attacks after the likely Iranian attacks on Saudi oil facilities last month failed to draw the U.S. 

into the region.  On the other hand, if the attack really did happen, there is a chance that it was 

instigated by the U.S. and/or Saudi Arabia in retaliation for the attacks on Saudi Arabia.  As 

might be expected, the risk of escalating tensions has boosted oil prices today. 

 

On a side note, oil shipping costs have soared after the U.S. sanctioned a Chinese tanker 

company for violating the ban on Iranian oil exports.  Apparently, the ban has cut shipping 

capacity and led oil exporters to scramble to secure space on tankers.  

 

Hong Kong:  To apply “new innovative tactics to deal with the cunning rioters,” municipal 

Police Commissioner Lo Wai-chung has promoted the former commander of the department’s 

elite tactical squad to be his new operations chief.  That signals a potential shift in how the police 

deal with the continued anti-China protests, but not necessarily a Chinese army-led crackdown. 

 

Russia-Ukraine:  As more evidence of slowly improving relations between Russia and Ukraine, 

the foreign minister of Ukraine said Russia will soon return three naval vessels that it attacked 

and impounded in November 2018.  Two dozen Ukrainian sailors detained in the incident were 

released in early September. 

 

Poland:  Jaroslaw Kaczynski and his conservative-nationalist Law and Justice Party look set to 

comfortably win Sunday’s parliamentary elections.  While that would ensure continuity in 

government policy, it would also ensure that Poland will continue to be at odds with EU leaders 

in Brussels. 

 

Japan:  A typhoon considered to be the equivalent of a Category 4 hurricane is due to hit central 

Japan this weekend.  According to the country’s Meteorological Agency, the typhoon could 

trigger record rainfall on par with a 1958 storm that left more than 1,000 dead or missing. 

 

U.S. Economic Releases 
 

The import price index came in above expectations at 0.2% from the prior month compared to 

the forecast of unchanged.  The prior report’s loss of 0.5% was revised downward to 0.2%.  The 

import price index excluding petroleum came in line with expectations, falling 0.1% from the 

prior month.  The export price index came in below expectations, falling 0.2% from the prior 

month compared to the forecast drop of 0.1%.   

 

https://www.ft.com/content/2ae8d55a-ebef-11e9-a240-3b065ef5fc55
https://www.wsj.com/articles/oil-shipping-costs-soar-to-highest-levels-in-11-years-11570731475?shareToken=stf02984d524e14675b2e348b8366f764a
https://www.scmp.com/news/hong-kong/law-and-crime/article/3032539/shift-police-tactics-ex-commander-elite-flying-tigers?utm_medium=email&utm_source=mailchimp&utm_campaign=enlz-scmp_international&utm_content=20191011&MCUID=b11497b3c2&MCCampaignID=013d245ed8&MCAccountID=3775521f5f542047246d9c827&tc=20
https://www.rferl.org/a/ukraine-foreign-minister-prystayko-russia-to-give-back-impounded-navay-vessels-soon/30210342.html
https://www.ft.com/content/addc05f8-d949-11e9-8f9b-77216ebe1f17
https://www.japantimes.co.jp/news/2019/10/11/national/japan-braces-for-typhoon-hagibis/#.XaB41UZKiUk
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The chart above shows the year-over-year changes in the import price and export price indexes.  

The import price index fell 1.6% from the prior year, while the export price index fell 1.6%.  The 

drop in the import price index suggests that the aforementioned inflation problem isn’t coming 

from trade.  The fact that import prices are falling amidst tariffs suggests that, at least so far, 

importers are not passing the tax on to the final product.  It could be that importers are absorbing 

the tariff or that foreign suppliers are cutting their prices to offset the tariff.   

 

The table below lists the economic releases and Fed events scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

10:00 U. of Michigan Sentiment m/m oct 92.0 93.2 *

10:00 U. of Michigan Current Conditions m/m oct 109.0 108.5 *

10:00 U. of Michigan Expectations m/m oct 82.5 83.4 **

10:00 U. of Michigan 1 yr Inflation m/m oct 2.8% **

10:00 U. of Michigan 5-10 Yr Inflation m/m oct 2.4% ***

Speaker or event

13:15 Eric Rosengren Speaks at Event at Madison, Wisconsin President of the Federal Reserve Bank of Boston

15:00 Robert Kaplan Speaks at Event in San Francisco President of the Federal Reserve Bank of Dallas

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 

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 
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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 Money Stock M2 y/y sep 2.4% 2.4% 2.4% ** Equity and bond neutral

Money Stock M3 y/y sep 2.0% 2.0% 2.0% ** Equity and bond neutral

New Zealand BusinessNZ Manufacturing PMI m/m sep 48.4 48.4 ** Equity and bond neutral

Card Spending Total m/m sep 0.6% 1.3% ** Equity and bond neutral

Card Spending Retail m/m sep 0.4% 1.1% 0.2% ** Equity bullish, bond bearish

EUROPE

Germany CPI y/y sep 1.2% 1.2% 1.2% *** Equity and bond neutral

CPI EU Harmonizes y/y sep 0.9% 0.9% 0.9% *** Equity and bond neutral

Russia Budget Balance ytd sep 2.986 Tril 2.561 Tril ** Equity bullish, bond bearish

Money Supply Narrow Def m/m oct 10.580 Tril 10.560 Tril ** Equity and bond neutral

AMERICAS

Mexico Industrial Production y/y aug -1.3% -1.7% -2.0% *** Equity and bond neutral

Manufacturing Production y/y aug -0.5% 3.0% 1.1% *** Equity and 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) 198 201 -3 Down

3-mo T-bill yield (bps) 163 164 -1 Neutral

TED spread (bps) 36 37 -1 Neutral

U.S. Libor/OIS spread (bps) 165 163 2 Up

10-yr T-note (%) 1.69 1.67 0.02 Down

Euribor/OIS spread (bps) -42 -42 0 Neutral

EUR/USD 3-mo swap (bps) 24 26 -2 Down

Currencies Direction

dollar Down Up

euro Up Down

yen Down Down

pound Up Up

franc Flat 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. 
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Price Prior Change Explanation

Brent $59.87 $59.10 1.30% Uncertainty Middle East

WTI $54.36 $53.55 1.51%

Natural Gas $2.22 $2.22 0.09%  

Crack Spread $18.52 $18.55 -0.17%

12-mo strip crack $18.59 $18.58 0.07%

Ethanol rack $1.73 $1.73 -0.44%

Gold $1,492.93 $1,493.99 -0.07%

Silver $17.56 $17.51 0.29%

Copper contract $262.50 $261.35 0.44%

Corn contract 385.00$       380.25$       1.25%

Wheat contract 495.50$       493.00$       0.51%

Soybeans contract 933.75$       923.50$       1.11%

Baltic Dry Freight 1929 1873 56

Actual Expected Difference

Crude (mb) 2.9 2.0 1.0

Gasoline (mb) -1.2 -1.0 -0.2

Distillates (mb) -3.9 -2.0 -1.9

Refinery run rates (%) -0.70% 0.15% -0.85%

Natural gas (bcf) 98.0 112.0 -14.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

northern tier and into the Midwest, with normal or higher-than-normal temperatures along the 

East Coast and in the South.  The dry spell in the center of the country is expected to gradually 

dissipate by late into the forecast period, while precipitation is expected in the Pacific Northwest 

and in the South.  There is a tropical disturbance off the East Coast, but it isn’t expected to 

develop into a tropical storm.  Hurricane season usually ends November 1. 

 



 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 7 

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.  
 

October 11, 2019 
 

The financial markets have been roiled recently by the apparent shortage of liquidity in the repo 

markets.  Our take is that the problem is twofold—there are regulatory problems that mean the 

banking system requires more in reserves than it did prior to the Great Financial Crisis, and there 

are likely industry concentration issues that are exacerbating the issue.  Although we don’t 

expect the repo situation to become a systemic problem, there are potential second order effects 

that could affect financial markets. 

 

Ultimately, the repo situation makes it clear that the Fed has reduced its balance sheet more than 

it should have.  Therefore, the fix will require expanding the balance sheet again.  As a result, 

other than to calm the short-term money markets, we have been searching to figure out what 

other markets might be affected by a new expansion of the balance sheet. 

 

When the Bernanke Fed implemented the three phases of quantitative easing (QE), one of the 

overlooked areas of impact was the dollar. 

 

 
 

The areas in gray show periods of QE; in the first two events, the dollar clearly weakened.  In the 

third episode, the dollar did weaken going into the event but mainly was steady at low levels.  

However, the dollar soared as the Fed signaled the end of QE.   

https://www.wsj.com/articles/fed-confronts-balance-sheet-decisions-to-curb-money-market-volatility-11570370400?shareToken=st392c40bd8ff6496b9217afae510f25a7
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One way to examine the effect of the balance sheet on the banking system is to monitor free 

reserves.  These are banking reserves that are above the level of required reserves.   
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This chart examines the relationship between the four-year change in free reserves and the JPM 

dollar index.  The key point is that the level of reserves matters less to the dollar than the 

direction of change.  If the Fed begins to reflate its balance sheet, it will likely cause free 

reserves to rise.  That action will likely be dollar bearish.  Although monetary aggregates are not 

the sole driver of the path of the dollar, given that other measures have suggested the dollar is 

overvalued, a return to some sort of QE should be considered a bearish event for the greenback.  

In general, a weaker dollar is bullish for gold and commodities, along with foreign equities, 

especially emerging markets. 

 

 

 
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 10/10/2019 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 10/10/2019 close) 

 

0.0% 10.0% 20.0% 30.0%

Cash

Commodities

Emerging Markets (local currency)

Emerging Markets ($)

US Government Bond

US High Yield

Small Cap

Foreign Developed ($)

Mid Cap

US Corporate Bond

Foreign Developed (local currency)

Large Cap

Real Estate
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 
 

October 10, 2019 
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P/E as of 10/9/2019 = 18.0x

 
 

Based on our methodology,1 the current P/E is 18.0x, up 0.1x from last week.     

 

 
 
 
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. 
 

                                                 
1 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. 


