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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 15, 2019—9:30 AM EDT] Global equity markets are mixed this morning.  

The EuroStoxx 50 is up 0.6% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

0.1%.  Chinese markets were lower, with the Shanghai composite down 0.4% and the Shenzhen 

index down 1.1% from the prior close.  U.S. equity index futures are signaling a higher open. 

U.S. Q3 earnings kick-off today, we expect earnings to be around $41.08, which is a 4% decline 

from a year ago.   
 

Commercial bankers come back to work today.  The Middle East is a mess, but oil prices haven’t 

budged.  There was little progress on Brexit, but hope remains.  The Chinese trade deal continues 

to hit snags; China also released a batch of economic data.  Here are the details: 

 

BREAKING:  IMF LOWERS GLOBAL GROWTH FORECAST TO 3%, LOWEST 

SINCE THE GREAT FINANCIAL CRISIS.   

 

Middle East:  The Turkey/Syria situation is devolving at great speed.  As we noted yesterday, 

Syria and Russia have become the Kurds new ally against Turkey.  The likely cost to the Kurds?  

Living again under Assad’s control.  The U.S. imposed sanctions but they were less onerous than 

feared, and the TRY rallied on the news.  A Saudi diplomat called the U.S. action in Syria a 

“disaster.”   Russia is working to fill the power vacuum-- Alexander Lavrentiev, Russia’s special 

envoy to Syria, said Turkey’s invasion of northern Syria is unacceptable and was not agreed with 

President Putin in advance.   

 

As our most recent WGR notes, the Carter Doctrine has been in trouble since 9/11.  What we are 

seeing now is the logical conclusion of a path we have been on for nearly two decades.  What is 

happening in the Middle East is a foreshadowing of what will eventually occur in Europe and the 

Far East.  We suspect that two areas of the world are watching what is happening to the Kurds 

with great interest—the Baltic states and Taiwan.  They have to wonder if the U.S. will back 

them from Russian or Chinese aggression.   

 

Chinese trade:  China still hasn’t called last week’s meeting a “deal.”  This reluctance is partly 

due to China’s concern that President Trump won’t adhere to any agreement.  Our suspicion of 

what is happening to the U.S./China relationship is strategic ambiguity isn’t working anymore.  

For years, both China and the U.S. would say the same things, but mean something quite 

different; as long as the “bluffs were not called” this didn’t matter much.  Now, the U.S. is 

forcing clarity, something China isn’t used to.  A new example emerged today.  The U.S. 

believed that in return for delayed tariffs (that were set to begin yesterday), China was to buy $50 
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bn of U.S. agricultural products.  Today, China suggested that to be able to make these 

purchases, the U.S. will need to roll back some of the tariffs currently in place.  China has also 

indicated it wants more talks before signing any agreement.  Meanwhile, Treasury Secretary 

Mnuchin has indicated that if a deal isn’t signed next month at APEC, the U.S. could go ahead 

and implement tariffs announced for mid-December.  The problem with these negotiations is that 

both sides think they have the upper hand and can, at some point, dictate terms.  As long as this 

condition exists, getting a deal done will be difficult. 

 

China economic data:  China’s CPI rose 3.0%, a bit more than forecast, driven mostly by an 

11.4% jump in food prices.  Pork prices rose 69% from last year, a key factor in the rise of food 

prices. 

 

 
 

Meanwhile, PPI is still deflating. 

 

 

https://www.sharecast.com/news/international-economic/china-wants-to-lower-tariffs-in-order-to-hit-target-for-us-farm-imports--7077885.html
https://www.sharecast.com/news/international-economic/china-wants-to-lower-tariffs-in-order-to-hit-target-for-us-farm-imports--7077885.html
https://www.bloomberg.com/news/articles/2019-10-14/china-wants-more-talks-before-signing-trump-s-phase-one-deal
v
v
https://www.wsj.com/articles/chinese-inflation-surges-as-pig-prices-fly-high-11571115418?shareToken=st3d264d47ff77494aa648722d9abdbecd
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Total credit grew 12.5% from last year, in line with the past three months. 

 

 
 

Overall, the data shows that China has a serious food inflation problem; the fact that it is trying 

to negotiate lower tariffs in the face of a nearly 70% rise in pork prices is remarkable.  At the 

same time, deflation at the producer level is a warning sign of weaker growth, and likely reflects 

problems tied to the trade conflict. 

 

Brexit:  We are seeing conflicting messages coming from the EU.1  The Finnish PM Antti 

Rinne, currently the EU’s president (it rotates among members) said overnight that the talks 

“need more time.”  However, the EU’s chief Brexit negotiator, Michel Barnier, suggested that a 

withdrawal deal is still “possible.”  We continue to believe that if Johnson wants a deal before 

Halloween, he has to “lose” Northern Ireland; in other words, he has to put the trade border at the 

Irish Sea and leave Northern Ireland in the EU customs union.  His current plan is trying to 

finesse this outcome by leaving Northern Ireland in the U.K. trade zone but adopting EU trade 

rules depending on the destination of the export or import.  If Johnson doesn’t abandon the 

Unionists, he will face new elections with a viable Brexit party on his right flank.  We suspect 

that Johnson will eventually abandon the Unionists which would give him a strong position in 

upcoming elections. 

 

Global Bond Markets:  In his first investment outlook since retiring in March, former PIMCO 

bond king Bill Gross said that with a global bond market dominated by negative-yielding bonds, 

investors should favor stocks with a secure dividend.  However, he also warned that future stock 

price gains are likely to be muted as the impact of falling interest rates fades. 

 

Odds and ends:  Spain is in turmoil after a Spanish court jailed pro-independence Catalan 

leaders.  The decision will complicate November elections.  Although Poland’s populist PiS 

party won the weekend’s election, it failed to control the upper house, making its win less 

                                                 
1 We know, “dog bites man,” right? 
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https://www.ft.com/content/033e6e20-ef19-11e9-ad1e-4367d8281195
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https://www.ft.com/content/e5f5d228-ee59-11e9-ad1e-4367d8281195?emailId=5da536da1da2470004d33a10&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.politico.eu/article/catalan-independence-movement-leaders-jailed-spain-future/
https://www.politico.eu/article/poland-pis-tougher-times-despite-winning-election/?utm_source=POLITICO.EU&utm_campaign=3e4b8cec1f-EMAIL_CAMPAIGN_2019_10_15_05_05&utm_medium=email&utm_term=0_10959edeb5-3e4b8cec1f-190334489
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impressive.  Although we rarely comment on U.S. elections this early, we are closely monitoring 

developments.  Apparently, Mayor Bloomberg is noting that the establishment “lane” may be 

opening and is considering running for the Democratic Party nomination.  The 2020 election has 

the potential to be as divisive as the 1860 election due to stark divisions among American voters.   

 

U.S. Economic Releases 
 

There were no economic releases prior to the publication of this report. The table below shows 

the domestic releases and Fed events scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

Monthly Budget Statement m/m sep $83.000 Bil $119.100 Bil **

Speaker or event

9:00 Raphael Bostic Speaks on Community Development President of the Federal Reserve Bank of Atlanta

12:45 Esther George Speaks at Payments System Conference President of the Federal Reserve Bank of Kansas City

15:30 Mary Daly Speaks Los Angeles World Affairs Council

Fed Speakers or Events

Economic Releases

District or position

President of the Federal Reserve Bank of San Francisco  
 

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

China New Yuan Loans CNY m/m sep 1.690 Tril 1.210 Tril 1.360 Tril ** Equity and bond neutral

Aggregate Financing CNY y/y sep 2.270 Tril 1.980 Tril 1.900 Tril ** Equity and bond neutral

Money Supply M2 m/m sep 8.4% 8.2% 8.2% ** Equity and bond neutral

Japan Tertiary Industry Index m/m aug 0.4% 0.1% 0.6% ** Equity and bond neutral

Industrial Production y/y aug -4.7% -4.7% *** Equity and bond neutral

Capacity utilization m/m aug -2.9% 1.1% ** Equity and bond neutral

India CPI y/y sep 4.0% 3.2% 3.8% *** Equity bearish, bond bullish

Australia ANZ Roy Morgan Weekly Consumption w/w 13-Oct 110.9 112.3 ** Equity and bond neutral

New Zealand REINZ House Sales y/y sep 3.3% -6.1% ** Equity bullish, bond bearish

Non Resident Bond Holdings m/m sep 53.0% 53.3% ** Equity and bond neutral

EUROPE

Eurozone ZEW Survey Expectations m/m oct -23.5 -22.4 ** Equity and bond bearish

Germany ZEW Survey Expectations m/m oct -25.3 -19.9 -23.6 ** Equity and bond bearish

ZEW Current Situation m/m oct -22.8 -22.5 -26.4 ** Equity and bond bearish

France CPI y/y sep 0.9% 0.9% 0.9% *** Equity and bond neutral

CPI EU Harmonized y/y sep 1.1% 1.1% 1.1% *** Equity and bond neutral

Italy General Government Debt m/m aug 2.463 Tril 2.410 Tril ** Equity and bond neutral

UK Claimant Count Rate m/m aug 3.3% 3.3% *** Equity and bond neutral

Jobless Claims Change y/y aug 21.1k 28.2k *** Equity and bond neutral

ILO Unemployment Rate 3m/3m aug 3.9% 3.8% 3.8% *** Equity and bond neutral

Switzerland Producer and import prices y/y sep -2.0% -1.9% -1.7% ** Equity bullish, bond bearish

AMERICAS

Brazil Economic Activity y/y aug -0.7% 1.3% -0.5% *** Equity bullish, bond bearish  

https://www.cnbc.com/2019/10/14/bloomberg-signals-he-would-run-for-president-if-biden-struggles-against-warren.html
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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) 200 199 1 Down

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

TED spread (bps) 38 35 3 Neutral

U.S. Libor/OIS spread (bps) 164 165 -1 Up

10-yr T-note (%) 1.69 1.73 -0.04 Down

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

EUR/USD 3-mo swap (bps) 13 14 -1 Down

Currencies Direction

dollar Up Up

euro Down Down

yen Up 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. 
 

Price Prior Change Explanation

Brent $58.78 $59.35 -0.96% Weakness in Global Economy

WTI $52.95 $53.59 -1.19%

Natural Gas $2.27 $2.28 -0.31%  

Crack Spread $18.79 $18.45 1.82%

12-mo strip crack $18.76 $18.67 0.50%

Ethanol rack $1.75 $1.75 -0.39%

Gold $1,494.22 $1,493.21 0.07%

Silver $17.63 $17.66 -0.15%

Copper contract $261.45 $263.40 -0.74%

Corn contract 394.50$       397.75$       -0.82%

Wheat contract 506.50$       511.00$       -0.88%

Soybeans contract 936.00$       940.50$       -0.48%

Baltic Dry Freight 1916 1924 -8

Actual Expected Difference

Crude (mb) 3.1

Gasoline (mb) -1.8

Distillates (mb) -2.8

Refinery run rates (%) 0.15%

Shipping

Energy Markets

Metals

Grains

DOE inventory report
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Weather 
 

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

and East Coasts, with normal or cooler-than-normal temperatures for the rest of the country.  The 

dry spell in the southwest region of the country is expected to spread to central of the country 

late into the forecast period, while precipitation is expected for the rest of the country.  There are 

tropical disturbances along the Yucatan Peninsula and farther out in the Atlantic, but neither are 

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

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 10/14/2019 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 10/14/2019 close) 

 

0.0% 10.0% 20.0% 30.0%

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

 
 

Based on our methodology,2 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. 
 

                                                 
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. 


