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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 17, 2019—9:30 AM EDT] Global equity markets are generally higher this 

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

closed up 0.3%.  Chinese markets were mixed, with the Shanghai composite down 0.1% and the 

Shenzhen index relatively unchanged from the prior close.  U.S. equity index futures are 

signaling a higher open. With 49 companies having reported, the S&P 500 Q3 earnings stand at 

$41.30, higher than the $41.08 forecast for the quarter.  The forecast reflects a 4.0% decrease 

from Q3 2018 earnings.  Thus far this quarter, 79.6% of the companies reported earnings above 

forecast, while 14.3% reported earnings below forecast.   
 

The EU and the PM Johnson have a deal.  Trade news continues.  Interesting items emerging 

from the financial markets.  Here are the details: 

 

Brexit:  In the wee small hours of the morning (at least in the U.S.), EU and U.K. negotiators 

made a deal on Brexit.  Here are the key points: 

 

1. The deal is mostly what PM May delivered with one key difference.  The May deal 

forced the entirety of the U.K. to remain in the EU customs union.  Under Johnson, only 

Northern Ireland is still in the customs union.  In effect, there is a trade barrier between 

the British Isles and the Irish Sea.  As we suggested earlier, there was a clear chance that 

Johnson would sell out the DUP to get a deal.  It looks like he did.  The U.K. will now be 

able to negotiate new trade agreements with other nations, but Northern Ireland won’t be 

included in whatever arrangement emerges.   

2. The DUP has already come out in opposition.  This is to be expected.  However, it should 

be noted that of the 18 seats in Northern Ireland, seven lean republican (support union 

with Ireland) and so those seven will likely support the deal.  After all, Northern Ireland’s 

economic position is enhanced; it will be a member of both the U.K. and EU customs 

unions and there won’t be a hard border with the Republic of Ireland.  However, for the 

Unionists this deal is terrifying because it does separate, at least in economic terms, 

Northern Ireland from the U.K.  That is a step toward unification, although it may be a 

minor one. 

3. At the same time, the DUP rejection will have an effect on hardline Brexit supporters 

within the Tories.  When the DUP rejected May’s proposal, this group (the “European 

Study Group”) also rejected her plan.  Johnson has to sway this faction without DUP 

support—not impossible, but not easy either. 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.youtube.com/watch?v=Dyc3Heyl4A8
https://www.youtube.com/watch?v=Dyc3Heyl4A8
https://www.wsj.com/articles/brexit-talks-are-dealt-a-blow-as-northern-irish-party-rejects-draft-11571294766?shareToken=stb7e94cb641c44fce99f4fd3c7a77393c
https://www.wsj.com/articles/brexit-talks-are-dealt-a-blow-as-northern-irish-party-rejects-draft-11571294766?shareToken=stb7e94cb641c44fce99f4fd3c7a77393c
https://www.wsj.com/articles/brexit-talks-are-dealt-a-blow-as-northern-irish-party-rejects-draft-11571294766?shareToken=stb7e94cb641c44fce99f4fd3c7a77393c
https://www.confluenceinvestment.com/wp-content/uploads/daily_Oct_11_2019.pdf
https://www.bbc.com/news/uk-politics-50077760
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4. Johnson agreed to language of “maintaining a level playing field” with EU regulations.  

In theory, this agreement would prevent the U.K. from becoming the “Singapore on the 

Thames,” a U.K. that is deregulated and thus a threat to the cozy regulated world of the 

EU.  However, this promise is in the political section and is non-binding.  Elements of 

Labour that want Brexit, but want to avoid deregulation might take comfort in this 

agreement and vote for the deal.  Elements of the Conservatives (and the Brexit party) 

that want the “Singapore” option will have to trust Johnson, and believe these are simple 

“weasel words.”  

5. The EU will need to accept this deal.  All 27.  We suspect they will, but nothing is 

guaranteed. 

6. Johnson wants the EU to signal it won’t give the U.K. an extension, thus framing this 

weekend’s vote in Parliament as either “Johnson’s deal or hard Brexit.”  So far, the EU 

has not supported this position.  We would not expect them to, but if Juncker does deliver 

this for Johnson, it would give him tremendous leverage.   

7. The GBP initially rallied on news of a deal but has fallen rather sharply on fears thar 

Parliament will, like it did with May, ultimately reject it.  Or, Parliament will require 

amendments, e.g., approval only after a referendum.  So, there is still risk that this could 

all fall apart.  Johnson needs 320 votes.  He may not be able to pull this off.   He will 

likely need Labour votes to win and if Johnson’s deal is passed, he will almost certainly 

win new elections.  However, if Johnson can get the EU to make this vote on Saturday 

either by deal or hard Brexit, he might just pull it off.   

 

 
(Source:  Barchart) 

 

European Union:  Illustrating how the Brexit deal will affect EU politics, German Chancellor 

Merkel said Britain’s exit from the union will leave her country with an “excessive burden.”  She 
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therefore demanded that Germany get a rebate from the EU budget.  Given that Germany’s 

relative weight in the EU will rise after Britain leaves, she may well get what she demands. 

 

European Central Bank:  In a speech yesterday, Bundesbank Chief Weidmann warned against 

a broadened stimulus policy that many think incoming ECB Chief Lagarde may consider, i.e., 

buying government bonds in return for infrastructure, or climate change investment.  That adds 

to similar pushback from French, Dutch and Austrian central bankers. 

 

United States:  The United Auto Workers and General Motors (GM, 36.65) have reached a 

tentative deal on a new labor contract, although the ongoing strike could continue for as long as 

two weeks until union leaders approve it.  Whatever the final outlines of the deal, we think the 

union’s ability to hold out for a full month is a signal of rebounding power for organized labor.  

If that rebound continues and broadens, it could eventually become a significant headwind for 

corporate margins, playing into the environment of greater regulation and increased inflation 

pressure that we think will evolve over time. 

 

China trade:  Even if a truce is reached in the U.S.-China trade war, the Chinese government 

will struggle to reignite growth with fiscal or monetary stimulus measures.  At a conference of 

local-government development funds this week, officials complained that even if they were 

given more money, they are running out of attractive infrastructure projects to invest in.  That 

serves as a reminder that China’s economic slowdown doesn’t just reflect the trade war; it also 

reflects the fact that the economy is maturing and now has fewer attractive investment 

opportunities than before. 

 

China:  Based on a survey across 18 cities, Cushman & Wakefield estimates China’s 

commercial real estate vacancies stood at 20.0% in the third quarter, up from 16.7% in the third 

quarter of 2018.  The consultancy said the rise in vacancies came not from excess building, but 

from weaker demand amid the continuing U.S.-China trade war and economic slowdown. 

 

Saudi Arabia:  Confirming our view that the successful missile and drone attacks on Saudi oil 

facilities last month reflect incompetence, U.S. officials revealed they have struggled to convince 

the Saudis to upgrade their air defense systems.  According to one official, “We’ve told them 

their defense system was not up to speed.  But their defense apparatus [and] their central 

command lack competence.”  Even though the attacks failed to give a lasting boost to oil prices, 

systemic vulnerabilities in the Saudi air defense network and Iran’s desire to cause pain suggests 

we may see an even bigger attack from Iran in the future, which could have a larger, more lasting 

impact on the oil markets. 

 

Odds and ends:  Scotch distillers, facing a tariff jump, are air freighting their precious liquid to 

the U.S. to beat the deadline.  There has been some rather interesting market action recently.  

First, there has been a slew of profitable large option trades that have benefited from policy 

statements made by the Trump administration.  There are probably three potential reasons (a) 

insider leaks, (b) really good algorithms, and (c) there have been a number of these positions that 

haven’t worked but we don’t hear about those.  We reserve judgement for now.  Second, 

Eurodollar futures options traders are placing bets on negative interest rates.  We doubt these will 

be profitable, but the fact they are being made is newsworthy.   

https://www.ft.com/content/8b6d137a-f0b6-11e9-ad1e-4367d8281195
https://www.ft.com/content/f8706bac-f0bb-11e9-ad1e-4367d8281195
https://www.ft.com/content/f8706bac-f0bb-11e9-ad1e-4367d8281195
https://www.wsj.com/articles/uaw-reaches-tentative-labor-deal-with-gm-11571240157?mod=lead_feature_below_a_pos1
https://www.ft.com/content/6aaa5bfe-efce-11e9-ad1e-4367d8281195
https://www.ft.com/content/6aaa5bfe-efce-11e9-ad1e-4367d8281195
https://www.ft.com/content/edce2600-f0a0-11e9-ad1e-4367d8281195
https://www.wsj.com/articles/u-s-saudis-heighten-security-defenses-after-attacks-on-oil-industry-11571304601?mod=hp_lead_pos7
https://www.wsj.com/articles/u-s-saudis-heighten-security-defenses-after-attacks-on-oil-industry-11571304601?mod=hp_lead_pos7
https://www.ft.com/content/e31d633a-f053-11e9-ad1e-4367d8281195?emailId=5da7f0d54eda3d0004c7951e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.vanityfair.com/news/2019/10/the-mystery-of-the-trump-chaos-trades
https://www.wsj.com/articles/negative-u-s-interest-rates-options-traders-say-yes-11571304600?shareToken=st5e90532fa3ba4175b70b201646e7b1b8
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U.S. Economic Releases 
 

Initial jobless claims came in below expectations at 214k compared to the forecast of 215k.   
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The chart above shows the four-week moving average for initial claims.  The four-week moving 

average rose from 213.75k to 214.75k.   

 

September housing starts came in below expectations at 1.256 mm units compared to the forecast 

of 1.320 mm.  The prior report was revised upward to 1.364 mm from 1.386 mm units.  Permits 

was above forecast at an annual rate of 1.387 mm units compared to the forecast of 1.350 mm 

units. The prior report was revised upward to 1.419 mm to 1.425 mm. 
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The chart above shows the level of starts for both multi-family and single-family.  Single-family 

housing starts rose 4.3% from the prior year, while multi-family starts fell 5.1%.  Housing starts 

fell 22.1% in the Northeast, 14.4% in the West, 2.3% in the Midwest but rose 18.6% in the 

South. 

 

The Philadelphia FRB Business Outlook Index came in well below expectations at 5.6 compared 

to estimates of 7.6.   
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We smoothed the data on the above chart with a six-month moving average.  The current reading 

is well above the recession signal of -10.  What makes this index important, is that it measures 

business sentiment for the Mid-Atlantic region, where most of the Fed governors work and live, 

at least part of the time.  No matter how data-sensitive one is, the economic activity that one 

directly observes will tend to affect one’s outlook.  Thus, a robust local economy in the Mid-

Atlantic region could lead Fed governors to lean hawkish even if the rest of the nation’s 

economy is less robust, and vice versa.   

 

Industrial production came in weaker than expected, falling 0.4% from the prior month 

compared to the forecast drop of 0.2%. The prior month’s rise was revised upnward from 0.6% 

to 0.8%.  Capacity utilization was 77.5%, below the 77.7% expected.  
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The chart above shows the Industrial Production Index.  The current reading is 109.5.   

 

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

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m oct 62.7 **

9:45 Bloomberg Economic Expectations m/m oct 49.5 **

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

Speaker or event

14:00 Charles Evans takes part in Fed Listens event in Chicago President of the Federal Reserve Bank of Chicago

14:00 Michelle Bowman speaks at Fed Listens event in Chicago

16:20 John Williams Speaks in New York President of the Federal Reserve Bank of New York

Fed Speakers or Events

Economic Releases

District or position

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Foreign Direct Investment y/y sep 3.8% 3.6% ** Equity and bond neutral

Japan Tokyo Condominiums for Sales y/y sep -30.0% 21.1% ** Equity and bond bearish

Australia NAB Business Confidence m/m sep 3.4% 3.1% 3.3% ** Equity and bond neutral

Employment Change m/m sep 14.7k 34.7k 15.0k *** Equity and bond neutral

Unemployment Rate m/m sep 5.2% 5.3% 5.3% *** Equity and bond neutral

Participation Rate m/m sep 66.1% 66.2% 66.2% ** Equity and bond neutral

EUROPE

Eurozone Construction Output y/y aug 1.2% 1.1% ** Equity and bond neutral

Italy Trade Balance Total m/m aug 2.585 Bil 7.631 Bil ** Equity bearish, bond bullish

Trade Balance EU m/m aug 0.259 Bil 3.575 Bil ** Equity bearish, bond bullish

UK Retail Sales ex Auto Fuel y/y sep 3.0% 2.2% 2.9% *** Equity and bond neutral

Retail Sales inc Auto Fuel y/y sep 3.1% 2.7% 3.1% ** Equity and bond neutral

Switzerland Exports Real m/m sep 2.5% -4.4% ** Equity bullish, bond bearish

Imports Real m/m sep -1.3% 1.0% ** Equity bullish, bond bearish

Swiss Watch Exports y/y sep 10.2% 1.5% * 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) 200 200 0 Down

3-mo T-bill yield (bps) 161 163 -2 Neutral

TED spread (bps) 39 37 2 Neutral

U.S. Libor/OIS spread (bps) 164 163 1 Up

10-yr T-note (%) 1.77 1.74 0.03 Down

Euribor/OIS spread (bps) -41 -42 1 Neutral

EUR/USD 3-mo swap (bps) 19 15 4 Down

Currencies Direction

dollar Down Up

euro Up Up

yen Down Down

pound Up Up

franc Up 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 $58.95 $59.42 -0.79%

WTI $52.84 $53.36 -0.97%

Natural Gas $2.33 $2.30 1.22%  

Crack Spread $18.88 $19.29 -2.12%

12-mo strip crack $18.97 $19.33 -1.89%

Ethanol rack $1.70 $1.70 -0.44%

Gold $1,488.94 $1,490.13 -0.08%

Silver $17.52 $17.40 0.70%

Copper contract $260.00 $258.95 0.41%

Corn contract 396.00$       391.75$       1.08%

Wheat contract 521.25$       513.25$       1.56%

Soybeans contract 935.75$       928.00$       0.84%

Baltic Dry Freight 1897 1898 -1

Actual Expected Difference

Crude (mb) 3.1

Gasoline (mb) -1.8

Distillates (mb) -2.8

Refinery run rates (%) 0.15%

Natural gas (bcf) 98.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

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, it is expected to develop into tropical 

storm within the next 48 hours.  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 10/16/2019 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 10/16/2019 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 ($)

US Corporate Bond

Mid Cap

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 17, 2019 
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P/E as of 10/16/2019 = 18.1x

 
 

Based on our methodology,1 the current P/E is 18.1x, 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. 


