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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 16, 2019—9:30 AM EDT] Global equity markets are mixed this morning.  

The EuroStoxx 50 is essentially unchanged from the last close.  In Asia, the MSCI Asia Apex 50 

closed up 0.5%.  Chinese markets were lower, with the Shanghai composite down 0.4% and the 

Shenzhen index also down 0.4% from the prior close.  U.S. equity index futures are signaling a 

lower open. With 34 companies having reported, the S&P 500 Q3 earnings stand at $41.20, 

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

2018 earnings.  Thus far this quarter, 79.4% of the companies reported earnings above forecast, 

while 14.7% reported earnings below forecast.   
 

The IMF gives details on weakening global growth.  Brexit is at a crossroads.  Trade tensions 

with China remain.  Update on Syria.  The National League has its pennant winner; the 

Cardinals, meanwhile, have much in common with private equity.  The latter spent billions on 

alleged unicorns that turned out to be donkeys wearing traffic cones on their heads; the Cardinals 

spent millions on alleged hitters…anyway, here are the details: 
 

Global growth:  As we went to the deadline yesterday, the IMF had just released its updated 

global economic forecast for 2019 and 2020.  The details are sobering.  The body described the 

world’s economic situation as “precarious” and reduced growth rates for this year to 3.0%, down 

from 3.3% in its April forecast.  That would be the slowest growth since 2009.  Next year’s 

growth is forecast for modestly better, at 3.4%.  The IMF blamed the trade wars and slow 

monetary policy responses for the downgrade.  World trade is forecast to fall to a 2.5% growth 

rate, with 90% of the world’s nations looking for slower growth.   The U.S. saw its forecast rise 

to 2.1% from below 2% in April.  China is forecast to see growth fall below 6% this year.   

 

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.axios.com/newsletters/axios-am-b68a5a45-5667-4e87-bffc-6bb1d1ed9cfe.html?chunk=6#story6
https://www.ft.com/content/078e2ca2-ef2a-11e9-bfa4-b25f11f42901?emailId=5da689ebfb86cd00044da68b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/imf-cuts-global-gdp-forecast-for-2019-citing-fallout-from-trade-tensions-11563886800?shareToken=stef248bc098db47a884564da19db62bb4
https://www.wsj.com/articles/imf-cuts-global-gdp-forecast-for-2019-citing-fallout-from-trade-tensions-11563886800?shareToken=stef248bc098db47a884564da19db62bb4
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If trade tensions were to ease, growth would likely recover.  However, such a shift isn’t likely, or 

expected.   For most of the postwar period, a weaker U.S. economy could drag the rest of the 

world into lower growth, but the reverse wasn’t necessarily true.  However, due to increased 

global integration, there is a higher probability that a slower world economy will adversely affect 

the U.S. 

 

Brexit:  Talks between the U.K. and EU continue, but the problems that bedeviled Theresa 

May’s Brexit plan have resurfaced for Boris Johnson.   The EU’s red line is no hard border on 

the Ireland/Northern Ireland frontier.  Johnson seems amenable to that outcome, but has to craft a 

plan that effectively jettison’s Northern Ireland without the Unionists discovering it.  So far, 

Johnson also hasn’t managed that hurdle, although the DUP in his government have not rejected 

the proposal out of hand.  In fact, the DUP may be swayed, in the end by money; there are 

reports that the Unionists are asking for “billions, not millions” to secure their votes.  Johnson’s 

problem, like May before him, is all about votes. His plan isn’t attractive enough to bring in 

votes from outside the Tories, so he needs the Unionists to pass the plan.  Another issue has 

emerged; Johnson’s vision of the U.K. after Brexit is far different than May’s.  The latter saw 

Britain apart, but similar to Europe; the former sees the post-Brexit U.K. as a low tax, low 

regulation alternative to Europe, an outcome that gives EU leadership the willies.  Additionally, 

there is another complication—Labour is warming to the idea that it might support Johnson’s 

plan, but only if it includes a second referendum; in other words, the Johnson plan would get 

tentative approval but only after the public confirms it.  The GBP has eased from yesterday’s 

strong rally on worries over talks.   

 

China and trade:  The House has passed the Hong Kong Human Rights and Democracy Act; if 

passed, it would require the executive branch to determine whether political developments in 

Hong Kong justify its special treatment as a separate trade area.  Beijing, not surprisingly, isn’t 

happy with this development, threatening unspecified retaliation if it becomes law.  As we noted 

yesterday, Beijing is pressing the U.S. to rollback $ 50 bn of existing tariffs before agreeing to 

buy U.S. agricultural products.  Increasingly, there are doubts China will buy all these products 

anyway.   

 

The Turkish incursion:  The White House continues to take criticism from both wings of the 

establishment, with strong exception being taken about the impact of sanctions.   VP Pence and 

SoS Pompeo are in route to Ankara to try and sell Turkish President Erdogan on a ceasefire.  We 

doubt the U.S. delegation will have much success.  The real worry is whether Russia and Turkey 

will end up in a direct conflict.  If that were to occur, it would involve a NATO member and the 

question is, if Article 5 were invoked, would the rest of NATO come to Turkey’s aid?  If NATO 

demurred, it would seriously question the security guarantee that NATO membership provides, 

and give Putin something he has desired all along; to break up NATO and give Russia the 

opportunity to retake eastern Europe. 

 

Repo Rebellion: Following the Federal Reserve’s decision to expand its balance sheets, money 

market funds, who are among the largest holders of US treasury, have expressed resistance to the 

measure. Because money market funds are only able to buy assets with no more than 13 months 

of maturity, it would be more profitable for them to hold on to the US treasuries as opposed to 

https://www.axios.com/newsletters/axios-markets-c70c2ad7-44a8-4cb0-854f-854c0874a5d4.html?chunk=2#story2
https://www.axios.com/newsletters/axios-markets-c70c2ad7-44a8-4cb0-854f-854c0874a5d4.html?chunk=2#story2
https://www.ft.com/content/5200d5fe-efda-11e9-bfa4-b25f11f42901?utm_source=Eurasia+Group+Signal&utm_campaign=cb784fcbfe-EMAIL_CAMPAIGN_2019_10_16_11_02&utm_medium=email&utm_term=0_e605619869-cb784fcbfe-134308033
https://www.ft.com/content/9da1d290-ef5f-11e9-ad1e-4367d8281195?emailId=5da689ebfb86cd00044da68b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/9da1d290-ef5f-11e9-ad1e-4367d8281195?emailId=5da689ebfb86cd00044da68b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/033e6e20-ef19-11e9-ad1e-4367d8281195?emailId=5da689ebfb86cd00044da68b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.nytimes.com/2019/10/15/world/europe/brexit-deal-boris-johnson-eu.html
https://www.nytimes.com/2019/10/15/world/europe/brexit-deal-boris-johnson-eu.html
https://www.ft.com/content/488cc780-ef44-11e9-ad1e-4367d8281195?emailId=5da689ebfb86cd00044da68b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.nytimes.com/2019/10/15/world/europe/brexit-second-referendum-johnson.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20191016&section=topNews?campaign_id=51&instance_id=13105&segment_id=17921&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.nytimes.com/2019/10/15/world/europe/brexit-second-referendum-johnson.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20191016&section=topNews?campaign_id=51&instance_id=13105&segment_id=17921&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.cnbc.com/2019/10/16/reuters-america-update-1-sterling-uk-stocks-fall-on-concerns-brexit-talks-have-stalled.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.cnbc.com/2019/10/16/reuters-america-update-1-sterling-uk-stocks-fall-on-concerns-brexit-talks-have-stalled.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.ft.com/content/2bbc1856-ef9c-11e9-bfa4-b25f11f42901?emailId=5da689ebfb86cd00044da68b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.congress.gov/bill/116th-congress/house-bill/3289
https://www.scmp.com/news/hong-kong/article/3033108/us-house-approves-hong-kong-human-rights-and-democracy-act-senate
https://www.scmp.com/news/hong-kong/article/3033108/us-house-approves-hong-kong-human-rights-and-democracy-act-senate
https://www.washingtonpost.com/world/asia_pacific/china-condemns-houses-passage-of-bill-supporting-hong-kong-democracy/2019/10/16/d513a432-efbf-11e9-bb7e-d2026ee0c199_story.html
https://www.scmp.com/news/china/diplomacy/article/3033136/beijing-accuses-us-lawmakers-sinister-intention-destroy-hong
https://www.bloomberg.com/news/articles/2019-10-16/china-threatens-retaliation-if-u-s-passes-hong-kong-bill?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.axios.com/newsletters/axios-markets-c70c2ad7-44a8-4cb0-854f-854c0874a5d4.html?chunk=1#story1
https://www.wsj.com/articles/doubts-persist-over-chinas-commitment-to-u-s-farm-purchases-11571218201?shareToken=st9c3509cd08ae41fc9788f8c82516cd0c
https://www.wsj.com/articles/trump-speaks-loudly-carries-a-toothpick-11571180033?shareToken=sta7e58aae6f034e6b9d56809982517e61
https://www.ft.com/content/af652f32-e950-11e9-a240-3b065ef5fc55
https://twitter.com/ChrisVanHollen/status/1183861515608383494?wpisrc=nl_todayworld&wpmm=1
https://www.ft.com/content/3123143a-ef41-11e9-ad1e-4367d8281195?emailId=5da689ebfb86cd00044da68b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/3123143a-ef41-11e9-ad1e-4367d8281195?emailId=5da689ebfb86cd00044da68b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.nytimes.com/2019/10/15/world/middleeast/pence-pompeo-turkey-syria-troops.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20191016&section=topNews?campaign_id=51&instance_id=13105&segment_id=17921&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.wsj.com/articles/turkey-rejects-u-s-call-for-immediate-cease-fire-in-syria-11571219662?shareToken=st969fcc97b6ed4f968cf4af98980ddf05
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selling its share of treasuries to the Fed and then going back into the market to buy debt with 

potentially lower yields. The resistance from money market funds will likely add to the angst of 

the Federal Reserve, as attempts are made to get cooperation from financial institutions to 

resolve the liquidity concerns in the repo market. 

 

Odds and ends:  France has given a non to Albanian and Northern Macedonian bids to join the 

EU.  There are an increasing number of areas where a $100k income isn’t enough to buy a home.   

Kim Jong un mounted a strong steed as a show to highlight the anger of the North Koreans over 

continued sanctions.  North and South Korea played to a 0-0 draw in a World Cup qualifying 

match in Pyongyang in front of an empty stadium.  Apparently, the North Korean leadership was 

uncomfortable with the potential loss to its southern rival so it implemented a news blackout and 

didn’t allow spectators.  In the Democratic Party debates last night, the tech sector was a prime 

target.   There are reports that confirm the U.S. responded to the Iranian attack on Saudi Arabia 

with a cyber strike.   

 

U.S. Economic Releases 
 

MBA mortgage applications in the week ended October 11 were up 0.5% from the previous 

week.  Applications for home-purchase mortgages fell 4.1%, but applications for refinancing 

mortgages increased 3.6%.  The average interest rate on a 30-year, fixed-rate mortgage edged up 

to 3.92%. 

 

Separately, September advance retail sales unexpectedly fell by a seasonally-adjusted 0.3%, 

marking their first decline since February, but August sales were revised upward to a gain of 

0.6%.  As is often the case, the recent sales figures were significantly influenced by the volatile 

automotive category.  September retail sales excluding autos were only down 0.1%, after a 

revised August increase of 0.2%.  Overall retail sales in September were up a healthy 3.8% from 

September 2018, while sales excluding autos were up 3.5%.  Importantly, both those sales gains 

are well above the average rise in consumer prices over the period, which helps confirm that the 

actual volume of goods sold has been rising at a good pace. 
 

 

https://www.politico.eu/article/eu-ministers-once-again-fail-to-reach-deal-on-north-macedonia-and-albania/?utm_source=POLITICO.EU&utm_campaign=6488f07dbf-EMAIL_CAMPAIGN_2019_10_16_04_55&utm_medium=email&utm_term=0_10959edeb5-6488f07dbf-190334489
https://www.wsj.com/articles/so-you-make-100-000-it-still-might-not-be-enough-to-buy-a-home-11571149819?shareToken=stbd60b8649803435c90b2e982498dddef
https://www.wsj.com/articles/kim-jong-un-astride-a-pale-horse-urges-self-reliance-in-face-of-u-s-sanctions-11571209808?shareToken=st416d736526974758a346388db237d471
https://www.washingtonpost.com/world/asia_pacific/north-and-south-korea-soccer-teams-tie-match-in-pyongyang--in-empty-stadium/2019/10/15/83bfdf1e-ef1b-11e9-bb7e-d2026ee0c199_story.html?wpisrc=nl_todayworld&wpmm=1
https://www.axios.com/newsletters/axios-am-b68a5a45-5667-4e87-bffc-6bb1d1ed9cfe.html?chunk=1#story1
https://www.reuters.com/article/us-usa-iran-military-cyber-exclusive/exclusive-u-s-carried-out-secret-cyber-strike-on-iran-in-wake-of-saudi-oil-attack-officials-say-idUSKBN1WV0EK?mod=djem10point
https://www.reuters.com/article/us-usa-iran-military-cyber-exclusive/exclusive-u-s-carried-out-secret-cyber-strike-on-iran-in-wake-of-saudi-oil-attack-officials-say-idUSKBN1WV0EK?mod=djem10point
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The graph above compares the year-over-year gain in retail sales with the rise in the consumer 

price index.  Sales gains above the rate of inflation are indicative of increased sales volumes. 

 

The table below shows the domestic releases and Fed events scheduled for the rest of the day. 

 

 
 

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.  
 

 
 

Financial Markets 
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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. 
 

 
 

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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Weather 
 

The 6-10 and 8-14 day forecasts call for higher-than-normal temperatures only along the East 

Coast and West Coast, with normal or cooler-than-normal temperatures for the rest of the 

country.  Wet conditions are expected in the Midwest and South early in the period, giving way 

to another dry period throughout the country later.  A tropical disturbance has formed in the 

western Gulf of Mexico and is moving northeastward, with a modest chance that it could develop 

into a cyclone late this week.  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 10/15/2019 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 10/15/2019 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
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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. 


