
 

 

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

www.confluenceinvestment.com 

 1 

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 18, 2019—9:30 AM EDT] Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.1% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.3%.  Chinese markets were lower, with the Shanghai composite down 1.4% and 

the Shenzhen index down 1.2% from the prior close.  U.S. equity index futures are signaling a 

flat open. With 63 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, 79.4% of the companies reported earnings above forecast, while 

15.9% reported earnings below forecast.   
 

Note:  After a long hiatus, we have resumed podcasting.  Our new series, titled The 

Confluence of Ideas, begins with an overview of “Hegemonic Stability Theory.”  Here is a 

link to the program.  Our plan is to record a new episode about every 10 days, or three per 

month.  We hope you enjoy them—let us know what you think! 

 

Happy Friday!  China GDP growth eases.  Ceasefire in Turkey.  Here are the details: 

 

China:  Third quarter GDP was up just 6.0% year-over-year, compared with annual increases of 

6.2% in the second quarter, and 6.4% in each of the two quarters before that.  The growth rate in 

the third quarter was not only weaker than expected, but it was also the slowest expansion in 

some 30 years.  The slowdown stemmed primarily from the U.S.-China trade war, cooling 

manufacturing investment and weaker income growth; along with the simple fact that the 

economy is much bigger, and more mature than it was during its peak growth period in the early 

2000s.  Of course, China’s true growth rates are widely considered to be even weaker than the 

official data indicates.  The really intriguing thing about today’s report is that the government 

was willing to release such a weak number.  Along with its generally limited stimulus measures 

in recent months, this could reflect a deliberate decision to signal that slower growth is now 

acceptable and won’t necessarily lead to new fiscal, or monetary policy responses that might 

worsen the country’s debt load.  The data has therefore weighed heavily on Chinese stocks 

today, driving them sharply lower. 

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://podcasts.apple.com/us/podcast/confluence-podcasts/id1003363225
https://www.ft.com/content/396e67be-f0b5-11e9-ad1e-4367d8281195
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U.S.-China Trade:  Right before the latest round of U.S.-China trade talks early this month, 

National Economic Council Director Kudlow arranged for a group of outside economists to meet 

with President Trump and explain how trade uncertainty is hurting the economy.  Tellingly, 

Trump reportedly pushed back, blaming the Federal Reserve for not doing enough to boost the 

economy.  All the same, it is possible that the economists’ message helped convince the 

president to strike the partial deal with the Chinese.  The question is whether the message will 

stick long enough to prevent a reversion to Trump’s tough tactics against China. 

 

Ceasefire:  Turkey has agreed to a five-day ceasefire on the southern border, which eases the 

threat of U.S. sanctions.  However, there are reports that suggest the agreement is already being 

violated as shelling and drone strikes have apparently occurred.  It appears to us that it is unlikely 

Turkey will “take its foot off the gas pedal” in this fight, so even this limited ceasefire probably 

won’t be strictly followed.   

 

Brexit:  There isn’t a whole lot more to say on this topic.  The vote will occur at 4:00 pm (11:00 

am EDT), on Saturday.   The law needs the vote of 325 MPs.  So far, Johnson has 287 with 

certainty.  The DUP’s 10 MPs have already indicated they won’t support the measure, and 

Johnson pushed 23 former Tories out of his party.  It is expected that a majority of these 23 (not 

included in the 287) will likely support the measure.  Thus, to push this through, he needs some 

Labour support.  The FT’s current estimate suggests neither side has this locked up; their 

headcount is 321 against, 318 for.  That means that Johnson must woo seven of the remaining 11 

undecided MPs to pass his plan.  The prediction markets still have the measure failing, 40% to 

60%.  However, the odds have improved over the past 24 hours, from a 26% chance of passage.  

If the measure fails, the Benn Act requires that Johnson ask for an extension from the EU; we do 

expect it to be granted, but there is no guarantee it will be.  BREAKING:  FRENCH 

PRESIDENT MACRON INDICATES HE WILL REJECT AN EXTENSION.   If one of 

the remaining 27 nations in the EU votes against an extension, a hard Brexit on Halloween 

would be looming.  Our take?  The chances of more Labour defections is elevated and the 

chances of passage with a close vote may be higher than it looks, while the possibility of a hard 

Brexit may move some votes to Johnson’s side. 

https://www.wsj.com/articles/top-economic-advisers-warned-trump-on-tariffs-before-china-truce-11571391006?mod=hp_lead_pos2
https://www.wsj.com/articles/top-economic-advisers-warned-trump-on-tariffs-before-china-truce-11571391006?mod=hp_lead_pos2
https://www.nytimes.com/2019/10/17/world/middleeast/trump-pence-syria-turkey-ceasefire.html?smid=nytcore-ios-share
https://www.washingtonpost.com/world/pence-arrives-in-turkey-as-us-seeks-to-halt-erdogans-syria-offensive/2019/10/17/55b806aa-f04c-11e9-bb7e-d2026ee0c199_story.html?wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/pence-arrives-in-turkey-as-us-seeks-to-halt-erdogans-syria-offensive/2019/10/17/55b806aa-f04c-11e9-bb7e-d2026ee0c199_story.html?wpisrc=nl_todayworld&wpmm=1
https://apnews.com/861d1b2de7c041afa84ad593a6bcefa5
https://apnews.com/861d1b2de7c041afa84ad593a6bcefa5
https://www.wsj.com/articles/fighting-flares-in-syria-despite-hours-old-cease-fire-11571390556?shareToken=st9b372eecb7824dc2b685eaf39589a286
https://www.ft.com/content/c19bf172-f189-11e9-bfa4-b25f11f42901
https://www.ft.com/content/c19bf172-f189-11e9-bfa4-b25f11f42901
https://www.ft.com/content/c0c6298c-f0e6-11e9-bfa4-b25f11f42901
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Japan:  Prime Minister Abe’s cabinet has approved draft legislation that would require 

foreigners to advise the government before buying more than 1% of Japanese defense-sector 

stocks.  The move shows how protectionism is moving beyond trade and into the realm of 

international investment.  As we’ve been discussing recently, similar moves are afoot in the U.S. 

Congress, with the potential to seriously alter the makeup of the U.S. bond and stock markets as 

well as the prospects for the dollar. 

 

Japan Continued:  Defense Minister Kono said Japan will send naval ships and patrol planes to 

the Gulf of Oman to help protect oil shipments through the area.  However, reflecting Japan’s 

growing confidence in its large and capable navy, the Japanese forces will operate independently 

rather than joining the U.S.-led coalition being formed to help with that task. 

 

The strike:  Although negotiations between General Motors (GM, 36.19) and the UAW have 

reached a tentative agreement, the union has decided to maintain the walkout.  This is a bit 

unusual; normally, once a deal is reached, the union calls off the strike on the assumption that the 

rank and file will approve.  The agreement, from our reading, doesn’t appear to be all that firm 

on future jobs; there was no detail released on future investment, and no guarantees on bringing 

jobs back from Mexico.  Thus, even though there is more money for workers in the proposed 

contract, passage isn’t certain.   

 

Odds and ends:  Bolivians go to the polls on Sunday to decide if Evo Morales will get a fourth 

term (a violation of the constitution).   Germany expresses concern over a U.S./EU trade conflict.  

China has acquired a lease to the entire island of Tulagi, a major potential threat to Australia and 

New Zealand.   After the Senate failed to overturn a veto on wall funding, a budget battle looms 

that could shut down the government next month.  Saudi Arabia has delayed the Saudi Aramco 

IPO.  Protests against the jailing of Catalan-independence leaders continues to worsen, including 

violent clashes with police in Barcelona and elsewhere in the region.  However, the violence is 

starting to cause cleavages in the independence movement.  It is also further weakening the 

ruling Socialist Party ahead of the elections on November 10. 

 

Energy update:  Crude oil inventories rose 9.3 mb compared to an expected build of 3.1 mb. 
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https://www.japantimes.co.jp/news/2019/10/18/business/economy-business/japan-cabinet-tough-rules-foreigners-stocks/#.Xam2DkZKiUk
https://www.japantimes.co.jp/news/2019/10/18/business/economy-business/japan-cabinet-tough-rules-foreigners-stocks/#.Xam2DkZKiUk
https://www.japantimes.co.jp/news/2019/10/18/business/economy-business/japan-cabinet-tough-rules-foreigners-stocks/#.Xam2DkZKiUk
https://www.japantimes.co.jp/news/2019/10/18/national/japan-forces-mideast-waters-but-not-us-led-coalition/#.Xam3zkZKiUk
https://www.wsj.com/articles/uaw-s-new-contract-with-gm-scores-wins-on-wages-health-care-and-temporary-workers-11571333412?shareToken=stfac8683414ff4ae2a49ce2bce0e92669
https://www.ft.com/content/967fb202-c532-11e6-8f29-9445cac8966f?emailId=5da94287e2378100049b451a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/967fb202-c532-11e6-8f29-9445cac8966f?emailId=5da94287e2378100049b451a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/germanys-central-bank-chief-warns-of-u-s-europe-trade-war-dangers-11571254343?shareToken=st3efaa42085bb4713a30b112bd140221f
https://www.nytimes.com/2019/10/16/world/australia/china-tulagi-solomon-islands-pacific.html?wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/us-policy/2019/10/17/latest-failed-senate-vote-sets-up-big-fight-over-border-wall-budget/?wpisrc=nl_todayworld&wpmm=1
https://www.ft.com/content/b34d35c8-f106-11e9-ad1e-4367d8281195?emailId=5da94287e2378100049b451a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/1ab3287e-f0b4-11e9-bfa4-b25f11f42901
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In the details, U.S. crude oil production was unchanged at 12.6 mbpd.  Exports fell 0.2 mbpd 

while imports rose 0.1 mbpd.  The rise in stockpiles was mostly due to continued declines in 

refinery demand (see below). 

 

 
(Sources:  DOE, CIM) 

 

This chart shows the annual seasonal pattern for crude oil inventories.  We are now into the 

autumn build season, which usually lasts into early December.   

 

The most important information from this week’s data is that we are now well into the autumn 

refinery maintenance season. 

 

 
(Sources:  DOE, CIM) 
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The drop in refinery utilization should end with this week’s data.  However, the decline refining 

is well more than normal and is having a bearish effect on oil prices.  
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Based on our oil inventory/price model, fair value is $62.41; using the euro/price model, fair 

value is $47.31.  The combined model, a broader analysis of the oil price, generates a fair value 

of $51.74.   We are seeing a clear divergence between the impact of the dollar and oil 

inventories.  Given that we are into the maintenance season, we would normally expect 

inventories to continue to rise.  Prices will remain sensitive to Saudi output and tensions in the 

Middle East.   

 

U.S. Economic Releases 

 

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

 

EDT Indicator Expected Prior Rating

10:00 Leading Index m/m sep 0.0% 0.0% **

Speaker or event

9:00 Robert Kaplan Speaks in Washington President of the Federal Reserve Bank of Dallas

10:05 Esther George Speaks at Fed Energy and Economy Conference President of the Federal Reserve Bank of Kansas City

11:30 Richard Clarida Speaks on Economy and Policy Outlook Vice Chairman of Board of Governors of Federal Reserve

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 
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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 Fixed Assets ex Rural y/y sep 5.4% 5.5% 5.5% ** Equity and bond neutral

Industrial Production y/y sep 5.8% 4.4% 4.9% *** Equity bullish, bond bearish

Retail Sales y/y sep 7.8% 7.5% 7.8% ** Equity and bond neutral

Surveyed Jobless Rate y/y sep 5.2% 5.2% *** Equity and bond neutral

GDP y/y 3q 6.0% 6.2% 6.1% *** Equity and bond neutral

Property Investment YTD y/y sep 10.5% 10.5% ** Equity and bond neutral

Japan National CPI y/y sep 0.2% 0.3% 0.2% *** Equity and bond neutral

National CPI ex Fresh Food y/y sep 0.3% 0.5% 0.3% *** Equity and bond neutral

National CPI ex Fresh Food, Energy y/y sep 0.5% 0.6% 0.5% *** Equity and bond neutral

EUROPE

Eurozone ECB Current Account Balance y/y aug 26.600 Bil 20.500 Bil ** Equity and bond neutral

Italy Current Account Balance m/m aug 6.037 Bil 8.421 Bil ** Equity and bond neutral

Russia Gold and Forex Reserves m/m 11-Oct 535.4 Bil 532.9 Bil * Equity and bond neutral

PPI y/y sep -1.2% 0.3% -0.3% *** Equity and bond neutral

Retail Sales Real y/y sep 0.7% 0.8% 1.0% ** Equity and bond neutral

Unemployment Rate m/m sep 4.5% 4.3% 4.3% *** Equity and bond bearish

AMERICAS

Canada Manufacturing Sales m/m aug 0.8% -1.3% 0.7% ** Equity and bond neutral

Brazil Formal Job Creation Total m/m sep 157213 121387 129902 * Equity and bond neutral  
 

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) 163 163 0 Up

10-yr T-note (%) 1.77 1.75 0.02 Down

Euribor/OIS spread (bps) -41 -41 0 Neutral

EUR/USD 3-mo swap (bps) 20 17 3 Down

Currencies Direction

dollar Down Up

euro Up Up

yen Down Down

pound Flat Up

franc Flat Down  
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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 $60.17 $59.91 0.43%

WTI $54.50 $53.93 1.06%

Natural Gas $2.31 $2.32 -0.26%  

Crack Spread $18.61 $18.61 -0.03%

12-mo strip crack $18.78 $18.82 -0.21%

Ethanol rack $1.70 $1.70 -0.25%

Gold $1,489.99 $1,491.87 -0.13%

Silver $17.51 $17.55 -0.21%

Copper contract $261.00 $259.75 0.48%

Corn contract 392.50$       394.75$       -0.57%

Wheat contract 522.25$       525.50$       -0.62%

Soybeans contract 933.75$       931.50$       0.24%

Baltic Dry Freight 1861 1897 -36

Actual Expected Difference

Crude (mb) 9.3 3.1 6.2

Gasoline (mb) -2.6 -1.8 -0.8

Distillates (mb) -3.8 -2.8 -1.1

Refinery run rates (%) -2.60% 0.15% -2.75%

Natural gas (bcf) 104.0 98.0 6.0

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 West 

Coast and Florida, 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 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 18, 2019 
 

In 2017, we introduced an indicator of the basic health of the economy and added it to the many 

charts we monitor to gauge market conditions.  The indicator is constructed using commodity 

prices, initial claims and consumer confidence.  The thesis behind this indicator is that these 

three components should offer a simple and clear picture of the economy; in other words, rising 

initial claims coupled with falling commodity prices and consumer confidence is a warning that a 

downturn may be imminent.  The opposite condition should support further economic recovery.  

In this report, we will update the indicator with September data. 
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This chart shows the results of the indicator and the S&P 500 since 1995.  The updated chart 

shows that the upward momentum in the economy slowed last year but it does remain well above 

zero.  We have placed vertical lines at certain points when the indicator fell below zero.  It works 

fairly well as a signal that equities are turning lower, but there is a lag.  In other words, by the 

time this indicator suggests the economy is in trouble, the recession is very near and the equity 

markets have already begun their decline. 
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To make the indicator more sensitive, we took the 18-month change and put the signal threshold 

at minus 1.0.  This provides an earlier bearish signal and also eliminates the false positives that 

the zero threshold generates.  Nevertheless, the fact that this variation of the indicator is just 

below zero raises caution.    

 

What does the indicator say now?  The economy has decelerated but is not yet at a point where 

investors should become overly defensive.  At the same time, the 18-month change in the 

indicator has fallen below zero; in 2016, this situation led to several months of sideways market 

activity.  If we continue to see the lower chart hover around zero, the greater the likelihood that 

equities will flatten.  Thus, reducing equity risk by rebalancing for a more defensive equity 

sector exposure would be prudent.      

 

 

 

 
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 10/17/2019 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 10/17/2019 close) 
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Cash

Commodities

Emerging Markets (local currency)

Emerging Markets ($)

US Government Bond
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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 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. 


