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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 19, 2020—9:30 AM EDT] Global equity markets are mixed this morning.  

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

0.6%. Chinese markets were lower, with the Shanghai Composite down 0.7% from the prior 

close and the Shenzhen Composite down 0.7%.  U.S. equity index futures are signaling a higher 

open.  With 49 companies having reported, the S&P 500 Q3 earnings stand at $34.30, higher 

than the $33.68 forecast for the quarter.  The forecast reflects a 21.0% decrease from Q3 2019 

earnings.  Thus far this quarter, 83.7% of the companies have reported earnings above forecast, 

while 16.3% have reported earnings below forecast.   

 

Good morning; it’s Monday.  U.S. equity futures are moving higher, the World Series is set 

(congrats to Tampa Bay and Los Angeles), and there is a plethora of news to discuss.  China’s 

GDP confirms the recovery is gathering steam.  We look at the Fed’s “Tinbergen problem.”  We 

update the pandemic news; infection rates are rising in Europe.  There were votes held in Bolivia 

and Chile over the weekend.  Thailand protests continue.  Brexit is still there too.  Next up is 

policy and the economy, and we close with odds and ends.  Here are the details:   

 

China:  Q3 GDP rose 4.9% which was a bit below expectations.  However, the data does appear 

to be accurate as it coincides with measures we use as a check on the GDP report.  For example, 

it matches growth from the Capital Economics growth proxy index.  Although the growth rate 

was less than forecast, it is one of the few places in the world showing a strong recovery from the 

pandemic induced downturn.   

• The U.S. has been investigating, and in some cases, detaining, Chinese academics 

working in U.S. universities.  There is ample evidence to suggest the Chinese 

government was coordinating a massive research gathering operation, and the 

investigations are part of thwarting that effort.  In a chilling warning, Beijing is 

indicating that U.S. citizens may be detained in response.  China has a history of 

detaining nationals from countries with which it is quarreling; Canadians have been 

arrested on flimsy charges after Meng Wanzhou was arrested in Canada.  So far, China 

hasn’t arrested any Americans, but this is a clear warning that it is considering such 

actions.   

• China has passed a new export control law that increases the odds of reducing rare-earths 

exports.   

• In a surprising move, China is aggressively buying low yielding Japanese JGBs.  There 

are likely one or two explanations.  The first (and the one most likely) is that China is 
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attempting to diversify its foreign reserves.  As tensions rise with the U.S., it would make 

sense for China to try to reduce its dollar holdings.  However, there is an alternative 

explanation.  Japanese investors, searching for higher yielding assets, are buying dollar 

bonds from China, leaving them with JPY to invest.  China is buying JGBs to use and 

dispose of these accumulated JPY.   

The Fed’s Tinbergen Problem:  Jan Tinbergen was a renown Dutch economist who specialized 

in econometrics and policy.  For his work, he was awarded the first Nobel Prize in economics.  

Tinbergen observed that policymakers need an equal number of policy instruments for an 

equal number of targets.  Over the weekend, there was a report that a number of Fed officials 

discovered that expansive monetary policy can lead to asset bubbles.  On the one hand, this is 

something of a “no duh” realization.  It has been apparent for the last decade that accommodative 

monetary policy boosts asset prices.  But, until this article, most members of the FOMC 

downplayed or ignored this observation, suggesting that the economy needed low interest rates 

due to weak growth, and thus, the asset issues were not really a problem.  The trouble is that it is 

a problem.  Fed policy has evolved into volatility suppression; as the Fed has dampened 

volatility, it has encouraged market participants to engage in what can best be described as carry 

trades.  Carry trades work best when nothing happens.  The usual description of a carry trade is 

that it is like “gathering nickels in front of freight trains.”  To prevent the activity from getting 

out of hand, the usual market discipline is to allow the “train” to do its worst on occasion as a 

warning to others.  However, starting with the 1987 Crash, but becoming most evident in the 

LTCM failure, the Fed has acted as a brake on the train, preventing participants from getting hurt 

too badly.  This expectation of protection has, as one would expect, encouraged even more risky 

and leveraged behavior.  The line “privatizing the gains, socializing the risk” describes how the 

Fed (and to be fair, the rest of the financial regulatory system) has operated. 

 

We were a bit surprised to see Fed officials openly discuss the asset bubble problem.  However, 

resolving it is much harder than talking about it.  The Fed’s main policy tool, the interest rate 

target (along with its sidekick, QE) is blunt.  When used to boost the economy, it works mostly 

by encouraging asset buying and the subsequent wealth effect.  It will be politically difficult (and 

likely impossible) to raise rates to overtly reduce asset prices.1  So, what should the Fed do?  In 

other words, to address the Tinbergen problem, the Fed needs additional tools other than interest 

rate policy.  The usual response is “macroprudential policies,” which means regulation.  We 

know strict regulation can stop excessive leverage and asset bubbles; the lack of financial stress 

from 1934 to1970 was due to Glass-Steagall and restrictions on interstate banking.  However, it 

will be hard to bring back such regulations.  These comments from various members of the 

FOMC do highlight that at least some of them realize they have created a problem, but it doesn’t 

look to us that they have any good plan on how to address it.  We suspect there are two 

directions.  The first is aggressive reregulation.  If a FDIC for MMK is introduced, that’s a sign 

we are on this path.  The second is actions to force MMK to break the buck on occasion, and to 

inject enough fear among participants to be less enthusiastic about those “nickels.”  To use an 

analogy, the Fed has acted like a forest manager that will allow for no fires.  It creates 

 
1 Imagine a Fed Chair testifying to Congress that “we raised the fed funds target because the P/E was too high.”  
Greenspan got close to that with his ‘irrational exuberance’ comments and got so much blowback that he never 
ventured close to it again.   

https://www.ft.com/content/5c2b7d15-7e37-475a-8d42-1e8e0a3b8708
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underbrush conditions that lead to uncontrollable blazes.  It would seem rational to allow some 

“controlled burns” to alleviate this issue.  Unfortunately, someone’s assets will likely be torched 

in these controlled burns, and they won’t see the wisdom of such actions.   

 

COVID-19:  The number of reported cases is 40,088,893 with 1,114,391 deaths and 27,525,530 

recoveries.  In the U.S., there are 8,155,894 confirmed cases with 219,679 deaths and 3,234,138 

recoveries.  For illustration purposes, the FT has created an interactive chart that allows one to 

compare cases across nations using similar scaling metrics.  The FT has also issued an economic 

tracker that looks across countries with high frequency data on various factors.  U.S. 

hospitalizations are rising. 

 

Virology:   

• WHO has released a study that indicated remdesivir did not improve the outcome for 

COVID-19 patients.  This is a bit of a disappointment on the anti-viral front.   

• Several of the vaccine candidates require a sterile “cold chain” of at least refrigeration 

(although some may require deep freezing) to be effective.  This requirement will likely 

reduce distribution in the emerging world.   

• Europe is seeing a mounting rise in infections. 

o Belgium has been especially hard hit and has reintroduced lockdown measures. 

o Italy is also seeing a return of cases and has tightened mobility rules. 

o France has implemented mobility restrictions in some cities.   

• Researchers have warned that there was likely to be a return of the virus as winter 

approached.  But one of the problems is that societies are reaching a point of “pandemic 

fatigue.”  In areas where governments have tried to implement restrictions, compliance is 

well below that seen earlier.   

o Data suggests the U.S. South has seen stronger economic growth due to easing 

restrictions; it has also seen higher infection rates and deaths.   

Bolivia:  After months of delays, Bolivians returned to the polls to vote on a new president.  

Although the results have not been confirmed, interim President Anez has conceded.  The new 

president will be Luis Arce, a member of Evo Morales’s socialist party.  Although Morales came 

to power with other socialists in the region—Chavez, Correa and Kirchner—his results proved to 

be much less radical and better accepted.  We expect a similar governance from the incoming 

new president.   

 

Chile:  Meanwhile, in Chile, voters went to the polls to decide if the country wants a new 

constitution.  In the runup to the vote, unrest has been widespread.  Chile has been a standout 

performer in South America, but rising inequality has led to a backlash.  It is unclear what a 

positive vote for a new constitution will bring; the vote was to decide to keep or end the current 

one, but not on what will replace it.  But, we take the vote as a sign of caution on Chilean 

investments. 

 

Thailand:  Despite threats, widespread protests continue in Thailand.  It appears that protestors 

are using methods similar those that Hong Kong protestors deployed.  This suggests that if Thai 

https://www.ft.com/content/a3fdd681-b255-384a-a749-a9e41c6b7f0e
https://coronavirus.jhu.edu/map.html
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officials want to bring the protests under control, they will likely need to deploy methods similar 

to those deployed by China. 

 

Brexit:  Although PM Johnson continues to threaten to bring a hard Brexit, the behavior of 

financial markets suggests he isn’t believed.  Either we are setting up for a shock, or, as the 

markets seem to expect, Johnson will cave.   

 

Policy and economics:  Speaker Pelosi has set a 48-hour deadline for stimulus talks.  We don’t 

expect a deal to be reached but would look for a package after the election, regardless of who 

wins.  As research gathers, it is becoming clear that households saved a significant amount of the 

income support and are spending it down now that there is no further stimulus.  Although it is 

difficult to precisely measure when spending will decline, the longer we delay stimulus, the 

greater the odds are that within the next quarter or two, consumption will stall.   

• As we have been documenting for some time, commercial real estate is at great risk due 

to the pandemic.  Malls have been especially hard hit, facing additional pressure from the 

closure of movie theaters.  In addition, office space is coming under pressure.   

• Another industry that has been roiled by the crisis is childcare.  Disruptions in childcare 

will tend to reduce the workforce and slow the recovery. 

• One of the revolutions in banking over the past four decades has been the movement to 

rely on data instead of the discretion of loan officers.  Although the human element did a 

reasonably good job in allocating credit, it wasn’t the most efficient way to make loans, 

so banks moved to using numerical models to make loans.  However, such models are 

only as good as the data inputs, and there is a growing worry that FICO scores, as an 

example, may be overstating creditworthiness.   

 

Odds and ends:  The U.N. arms embargo on Iran has officially ended.  However, given U.S. 

sanctions on Iran, there will be a limited number of nations willing to make arms deals with 

Tehran.  The ceasefire between Azerbaijan and Armenia has mostly failed.   

 

U.S. Economic Releases  

There were no economic releases prior to the publication of this report. Table below lists the 

economic releases scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 NAHB Housing Market Index m/m Oct 83.0 83 ***

Speaker or event

11:45 Richard Clarida Gives Speech on Economic Outlook Vice Chairman of Board of Governors of Federal Reserve

12:00 Neel Kashkari Discusses Transparency at Big Banks President of Federal Reserve Bank of Minneapolis

14:20 Raphael Bostic Discusses Economic Diversity and Inclusion

15:00 Patrick Harker Discusses COVID-19 Recovery President of the Federal Reserve Bank of Philadelphia

Fed Speakers or Events

Economic Releases

District or position

President of the Federal Reserve Bank of Atlanta

 
 

 

 

 

https://www.ft.com/content/4d7d1024-efa3-4d51-ab5a-fb59852c8a22?emailId=5f8cfdc3ca3794000496e60d&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/d4780778-be5d-463e-aac5-08c53f24ef35
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https://www.politico.com/news/2020/10/18/next-economic-crisis-empty-retail-space-429994?nname=playbook&nid=0000014f-1646-d88f-a1cf-5f46b7bd0000&nrid=0000014c-2414-d9dd-a5ec-34bc529a0002&nlid=630318
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https://www.wsj.com/articles/coronavirus-tanked-the-economy-then-credit-scores-went-up-11603013402?st=t8deqxd5ce9dm21
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https://www.ft.com/content/093a7631-e224-4954-984f-a25e7bb7a24a?emailId=5f8cfdc3ca3794000496e60d&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://nyti.ms/2HiliZe
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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. 

 
 

Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China GDP y/y 3Q 4.9% 3.2% 5.5% *** Equity bearish, bond bullish

Industrial Production y/y Sep 6.9% 5.6% 5.8% *** Equity bullish, bond bearish

Retail Sales y/y Sep 3.3% 0.5% 1.6% ** Equity and bond neutral

Fixed Assets Ex Rural YTD y/y Sep 0.8% -0.3% 0.9% ** Equity and bond neutral

Property Investment YTD y/y Sep 5.6% 4.6% 5.2% ** Equity and bond neutral

Surveyed Jobless Rate m/m Sep 5.4% 5.6% 5.5% *** Equity and bond neutral

Japan Trade Balance m/m Sep 675.0b 248.3b 975.6b ** Equity and bond neutral

New Zealand Performance Services Index m/m Aug 50.3 46.9 ** Equity and bond neutral

Europe

Eurozone Construction Output m/m Aug -0.9% -3.8% ** Equity and bond neutral

UK Rightmove House Prices m/m Oct 5.5% 5.0% ** Equity and bond neutral

Switzerland Domestic Sight Deposits CHF w/w 16-Oct 632.2b 633.1b * Equity and bond neutral

Total Sight Deposits CHF w/w 16-Oct 705.1b 704.6b * Equity and bond neutral

Italy CPI EU Harmonized y/y Sep -1.00% -0.90% -0.90% *** Equity and bond neutral

Trade Balance Total m/m Aug 3928m 9694m ** Equity and bond neutral

Russia Industrial Production m/m Sep -5.0% -7.2% -5.9% *** Equity and bond neutral

AMERICAS

Canada International Securities Transactions m/m Aug 15.51b -8.52b ** Equity and bond neutral

Manufacturing Sales m/m Aug -2.0% 7.0% -1.4% ** Equity bearish, bond bullish  
 

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) 22 22 0 Down

3-mo T-bill yield (bps) 9 9 0 Neutral

TED spread (bps) 13 13 0 Up

U.S. Libor/OIS spread (bps) 8 8 0 Up

10-yr T-note (%) 0.77 0.75 0.02 Neutral

Euribor/OIS spread (bps) -51 -51 0 Neutral

EUR/USD 3-mo swap (bps) 10 11 -1 Down

Currencies Direction

dollar Down Down

euro Up Up

yen Up Up

pound Up Down

franc Up Up   
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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 $42.63 $42.93 -0.70%

WTI $40.61 $40.88 -0.66%

Natural Gas $2.70 $2.77 -2.63%

Crack Spread $8.15 $8.31 -1.92%

12-mo strip crack $9.64 $9.77 -1.34%

Ethanol rack $1.58 $1.57 0.41%

Gold $1,911.68 $1,899.29 0.65%

Silver $24.77 $24.16 2.52%

Copper contract $307.60 $306.75 0.28%

Corn contract 406.00$       402.00$       1.00%

Wheat contract 633.75$       625.25$       1.36%

Soybeans contract 1,053.75$    1,050.25$   0.33%

Baltic Dry Freight 1477 1561 -84

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts currently call for cooler temperatures for most of the country, 

with warmer temperatures in Southeast region.  Wet conditions are expected for most of the 

country, with dry conditions expected in the Southwest.  There is some cyclone formation in the 

Atlantic Ocean, but it is not expected to make landfall in the US. 
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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. Note that this report is also offered as a separate document on our website. 
 

October 16, 2020 
 

Of all the different economic indicators published by the government and private entities, one of 

the least followed, but potentially very enlightening, is the Census Bureau’s monthly report on 

business inventories.  The report tracks the value of inventories on hand each month at the retail, 

wholesale, and manufacturing levels and compares those values to the amount of sales at each 

level.  The resulting inventory/sales ratio can help us predict business behavior in the coming 

months.  For example, if the inventory/sales ratio is higher than normal, it may mean firms are 

saddled with excess stockpiles and will cut prices or hold back on new orders to their suppliers.  

When the inventory/sales ratio is lower than normal, it could portend increased orders and higher 

prices.  The inventory/sales ratio fluctuates over time because of changes in technology and 

management practices, but it can still provide important insights over the short term. 

 

As shown by the heavy blue line in the chart below, the overall inventory/sales ratio fluctuated 

between about 1.35 and 1.40 during the five years leading up to the coronavirus pandemic.  

When the pandemic shutdowns hit, many firms saw their sales plummet, leaving their 

inventories sitting on shelves in their shuttered stores or warehouses.  The overall inventory/sales 

ratio surged to 1.67 in April.  With the recent reopening of most of the economy, however, the 

overall ratio has now fallen to 1.33.  Since the current ratio is lower than in the recent past, it 

may suggest firms would be eager to rebuild their stockpiles if they became more confident that 

the economic recovery will continue.  Lean inventories may also encourage price hikes or 

discourage price cuts, helping to alleviate fears of excessively low inflation. 

 

 
 

https://www.confluenceinvestment.com/category/asset-allocation-reports/asset-allocation-weekly/
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A close look at the detail in the chart is even more encouraging.  Note that before the pandemic, 

retailers typically carried $1.45 to $1.50 of inventory for every dollar of monthly sales.  In 

August, however, retailers had just $1.24 of inventory for every dollar of sales, marking their 

lowest inventory/sales ratio in at least 25 years.  If you’ve finally started to go out shopping 

again after the lockdowns, you may have noticed that many stores have very little inventory on 

their shelves.  In part, that may reflect retail managers’ lack of confidence in future demand.  It 

could also be partly unplanned, reflecting an inability to get new inventories because of supply 

chain disruptions or reduced financing by skeptical lenders.  In any case, it’s hard to believe 

retailers would keep their stockpiles this low when the economy returns to normal.  Rather, one 

would expect an eventual inventory restocking and strongly rebounding orders. 

 

In contrast with the situation for retailers, factory inventories are a bit high compared with recent 

history.  Rather than carrying inventories worth $1.38 to $1.40 per dollar of sales, as they did 

before the pandemic, manufacturers recently had about $1.43 of inventory per dollar of sales.  

That means that if retail restocking leads to a rebound in manufacturing orders, there could be a 

modest delay in new production (since the wholesale inventory/sales ratio is right at its recent 

average, we are ignoring it for purposes of this analysis).  All the same, it probably wouldn’t take 

long for the small excess in factory stockpiles to get used up.  Manufacturers and raw material 

suppliers might need to ramp up production quickly, which in turn could require faster hiring.  

It’s probably too much to say the economy is a coiled spring ready to snap back to normal.  We 

still think it will take some time to get over the drag from the pandemic.  All the same, even a 

gradual normalization process could produce a big acceleration in factory activity, helping boost 

corporate profits and supporting further stock market gains.   

 

   
 

 

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 10/16/2020 close) 
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(Source: Bloomberg) 
 

These S&P 500 and sector return charts are designed to provide the reader with an easy overview 

of the year-to-date and prior trading day total return.  Sectors are ranked by total return; green 

indicating positive and red indicating negative return, along with the overall S&P 500 in black. 

These charts represent the new sectors following the 2018 sector reconfiguration.  
 

Asset Class Performance – (as of 10/16/2020 close) 

 

-20.0% -10.0% 0.0% 10.0% 20.0%

Real Estate

Commodities

Foreign Developed (local currency)

Foreign Developed ($)

Mid Cap

Small Cap

US High Yield

Cash

Emerging Markets ($)

Emerging Markets (local currency)

US Corporate Bond

Large Cap

US Government Bond
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. 

 



 

 

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

www.confluenceinvestment.com 

10 

 

P/E Update 

 

October 15, 2020 
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Based on our methodology,2 the current P/E is 29.9x, up 0.4x from last week.  Although earnings 

have generally been stronger than expected, index values have anticipated the improvement, 

leading to a lofty multiple.  It is not uncommon for P/Es to rise during recessions but, as the chart 

shows, the current multiple is elevated.  Given the low level of interest rates, this isn’t a huge 

concern, although it bears watching. 

 
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. 


