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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 22, 2018—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 

was up 0.5% from the prior close.  Chinese markets were higher, with the Shanghai composite 

up 4.1% and the Shenzhen index up 4.9%.  U.S. equity index futures are signaling a higher open.  

With 85 companies having reported, the S&P 500 Q3 earnings stand at $40.82, higher than the 

$40.50 forecast for the quarter.  The forecast reflects a 21.0% increase from Q3 2017 earnings.  

Thus far this quarter, 74.1% of the companies reported earnings above forecast, while 15.3% 

reported earnings below forecast. 

 

Happy Monday!  We are seeing a bit of optimism this morning as Chinese equities rallied 

overnight.  There was nothing in the news that was necessarily bullish for China but a constant 

drumbeat of supportive statements from CPC officials has likely given investors the idea that the 

government will directly support the economy and perhaps the equity market.  Here are the other 

items we are watching this morning: 

 

The INF Treaty: It appears the U.S. is preparing to end its participation in the Intermediate 

Nuclear Forces Treaty, a late-Cold War agreement that limited short- and intermediate-range 

nuclear weapons from the European theater.1  There is evidence to suggest Russia has been 

violating the treaty for some time; Russia makes similar accusations against the U.S.  Although 

the demise of this treaty is worrisome, it was really a relic of America’s unipolar movement.  

The INF puts the U.S. at a significant disadvantage to China in the Far East and would have 

needed to be scrapped at some point.  But, what this action likely shows more than anything is 

that the world is again devolving into competing blocs and is additional evidence that the post-

Cold War world is moving from American dominance to a more unstable geopolitical situation.  

If this view is correct we will likely see more modifications in other arrangements over time.   

 

The Khashoggi affair: The Saudi Royal family is working hard to contain the uproar over the 

death of Jamal Khashoggi, a prominent Saudi journalist.  The current narrative around his death, 

which took a while for the Kingdom of Saudi Arabia (KSA) to admit had occurred, is that it was 

an arrest gone awry.  Obviously, there are massive problems with this story.  First, the crown 

prince projects the image of being in full control.  For this incident to have been a blunder 

undermines this image.  Second, Turkey appears to have a significant degree of signals 

                                                 
1 https://www.washingtonpost.com/world/national-security/bolton-pushes-trump-administration-to-withdraw-
from-landmark-arms-treaty/2018/10/19/f0bb8531-e7ce-4a34-b7ba-
558f8b068dc5_story.html?noredirect=on&utm_term=.4d4ffd595242  
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intelligence on what happened inside the Saudi consulate.  And, President Erdogan has played 

his hand deftly, leaking information on a selective basis to undermine any story coming from 

Washington or Riyadh.  Ankara is working to extract as much as it can with the information it 

has.  Erdogan’s goals would be to extend Turkey’s power projection into the Persian Gulf2 and to 

reduce Kurdish influence in northern Iraq and Syria. 

 

Our key takeaway from this event is that the U.S. isn’t going to rupture its relations with the 

KSA over this affair because the Saudis are simply too important to isolating Iran and 

maintaining some degree of order in the oil markets.  But, it is also becoming clear that the 

crown prince is a significant danger to regional stability.  The list of his rash actions is long.3  

Although some members of the Trump administration are clearly fond of Mohammad bin 

Salman (MbS), he is proving to be a dangerous actor.  Thus, we wouldn’t be surprised to see at 

least some steps to curtail his power; the history of the KSA shows that kings can be removed 

and crown princes replaced.4  If MbS survives this affair with no changes in power, it would 

suggest he has solidified his control and will be the fount of continued turmoil. 

 

Italian chicken: Tensions between the European Commission and Italy remain elevated.  On 

Friday, Moody’s downgraded Italian local and foreign currency sovereign debt to Baa3 from 

Baa2,5 putting its debt near “junk” status.  Although some commentators are arguing that this 

morning’s equity rally is partly due to “relief” that Moody’s didn’t take Italy to junk status, this 

appears to us to be a stretch.  For the most part, the action taken by Moody’s was about as 

expected.  S&P is scheduled to review Italy’s debt on Friday.  The EC continues to express 

displeasure with Italy’s budget and the Italian government continues to indicate that it intends to 

keep its budget regardless of the EC’s protests.  

 

The Italian position is actually rather simple.  Although there is occasional talk of Italy leaving 

the Eurozone, polls suggest that Italians actually favor being in the single currency.6  The current 

government has made it clear that it has no plans to exit the Eurozone.7  Given how high Italian 

interest rates were pre-Eurozone, it is understandable why being part of the single currency is 

popular. 

 

The euro started in 2000, as shown by the vertical line on the chart, but note that yields between 

Germany and Italy converged in the late 1990s in anticipation of Italy joining the Eurozone.  

Even in the worst of the Eurozone crisis in 2011-12, Italy’s yield spread with Germany didn’t 

reach the pre-euro peaks.  The chart also makes it obvious why a spread of 4% is psychologically 

important.   

 

                                                 
2 https://www.al-monitor.com/pulse/originals/2018/10/turkey-gulf-rapprochement-with-kuwait-may-cause-
tension.html  
3 For example, see: Weekly Geopolitical Reports, Moving Fast and Breaking Things: Mohammad bin Salman, Part I 
(11/20/17); Part II (12/4/17) and Part III (12/11/17).  
4 See Weekly Geopolitical Report, Saudi Succession (1/20/15).  
5 https://www.ft.com/content/848c8f7e-d3e1-11e8-a9f2-7574db66bcd5  
6 https://www.reuters.com/article/us-italy-euro-poll/polls-show-most-italians-want-to-stay-in-euro-
idUSKCN1IW0MT  
7 https://www.ft.com/content/9b324788-d4b2-11e8-ab8e-6be0dcf18713  

https://www.al-monitor.com/pulse/originals/2018/10/turkey-gulf-rapprochement-with-kuwait-may-cause-tension.html
https://www.al-monitor.com/pulse/originals/2018/10/turkey-gulf-rapprochement-with-kuwait-may-cause-tension.html
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_11_20_2017.pdf
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_12_4_2017.pdf
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_12_11_2017.pdf
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_01_20_2015.pdf
https://www.ft.com/content/848c8f7e-d3e1-11e8-a9f2-7574db66bcd5
https://www.reuters.com/article/us-italy-euro-poll/polls-show-most-italians-want-to-stay-in-euro-idUSKCN1IW0MT
https://www.reuters.com/article/us-italy-euro-poll/polls-show-most-italians-want-to-stay-in-euro-idUSKCN1IW0MT
https://www.ft.com/content/9b324788-d4b2-11e8-ab8e-6be0dcf18713
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Italy wants to stay inside the Eurozone but to ignore the fiscal restraining rules.  Although Italy 

has enjoyed lower interest rates, its economic growth has been stagnant.   

 

 
 

This chart shows Italy’s industrial production. We have placed a vertical line showing the start of 

the Eurozone.  Note that production growth has been nil since entering the single currency.   

 

The populist government has a mandate to (a) boost growth, and (b) keep interest rates low, 

which likely means staying in the Eurozone.  The EC does not want to see a large Eurozone 
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economy flagrantly defy the fiscal rules.  These are incompatible goals.  Thus, we have a classic 

game of “chicken.”  We don’t expect Italy to blink here.  The enforcer of fiscal rules in the EC is 

Germany and Chancellor Merkel’s political situation has deteriorated enough to likely prevent a 

strong response from the Merkel government.  If Italy is allowed to violate the fiscal rules, at 

least initially, it’s bearish for the EUR.  However, if we end up with a wider easing of fiscal rules 

that leads to tighter monetary policy, we could see the EUR eventually strengthen.   
 

U.S. Economic Releases 
 

The Chicago Fed National Activity Index came in below expectations at +0.187 compared to the 

forecast of +0.22.  The prior month’s report was revised upward from +0.18 to +0.27. 
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The current smoothed reading is +0.17.  The index is constructed to show trend growth at zero, 

thus a reading above zero shows above-trend growth.  Casual observation would suggest this 

expansion has seen very modest growth, with much of the time spent below zero.   

 

There are no domestic releases or 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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan All Industry Activity Index m/m aug 0.5% 0.0% 0.4% ** Equity and bond neutral

Convenience Store Sales m/m sep 3.5% 1.0% ** Equity and bond neutral

EUROPE

Eurozone Govt Debt/ GDP Ratio y/y 2017 86.8% 86.7% ** Equity and bond neutral

Switzerland Money Supply Narrow Def y/y sep 2.3% 2.5% ** Equity and bond neutral

AMERICAS

Canada Retail Sales y/y aug -0.1% 0.3% 0.3% ** Equity bearish, bond bullish

Retail Sales ex Auto Fuel y/y aug -0.4% 0.9% 0.1% ** Equity bearish, bond bullish

CPI y/y sep 2.2% 2.8% 2.7% *** Equity bullish, bond bearish

Brazil CNI Industrial Confidence m/m oct 53.7 52.8 ** 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) 248 247 1 Up

3-mo T-bill yield (bps) 225 226 -1 Neutral

TED spread (bps) 22 21 1 Neutral

U.S. Libor/OIS spread (bps) 228 228 0 Up

10-yr T-note (%) 3.19 3.19 0.00 Up

Euribor/OIS spread (bps) -32 -32 0 Neutral

EUR/USD 3-mo swap (bps) 46 46 0 Down

Currencies Direction

dollar up Neutral

euro down Neutral

yen down Neutral

pound down Neutral

franc down Neutral  
 

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 $79.96 $79.78 0.23%

WTI $69.20 $69.12 0.12%

Natural Gas $3.22 $3.25 -0.80%

Crack Spread $16.41 $16.62 -1.25%

12-mo strip crack $19.36 $19.53 -0.85%

Ethanol rack $1.40 $1.40 -0.12%

Gold $1,223.34 $1,226.49 -0.26%

Silver $14.63 $14.62 0.09%

Copper contract $281.15 $277.80 1.21%

Corn contract 368.50$       367.00$       0.41%

Wheat contract 512.25$       514.75$       -0.49%

Soybeans contract 858.00$       856.75$       0.15%

Baltic Dry Freight 1576 1565 11

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for the western half of the 

country, with cooler temps in the rest of the country.  Precipitation is expected for most of the 

country.  There are no tropical cyclones forecast over the next 48 hours.  
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Asset Allocation Weekly Comment 
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 19, 2018 
 

The accompanying notes to the release of the FOMC minutes on October 17th indicated 

expectations from a majority of members to eventually push fed fund rates above the level that 

they would otherwise view as neutral.  In the most recent projections, the average of members’ 

estimates for the neutral level by 2021 is 3.0%.   

 

 
(Source: Bloomberg) 

 

We understand the hawkish tone these notes carry within the context of the mention of the 

Beveridge Curve.  According to this data, the labor markets appear to be tight.  The chart below 

shows a modified Beveridge Curve, which is a graphical representation of the relationship of the 

number of openings represented as an index and the unemployment rate.  The chart starts toward 

the end of the previous cycle in 2007 and tracks the relationship through the end of August.  The 

lower end of the curve represents the slowing momentum in the previous cycle and the higher 

end of the curve represents the current cycle.  A reversal of the curve would typically signal an 

inflection point within the cycle; a reversal downward toward the right signals deceleration, 

whereas a reversal upward toward the left signals acceleration.  According to the chart below, the 

Beveridge curve continues its upward trend as job vacancies hit a cycle record at 172.51 in 

August, while the unemployment rate remained steady at 3.9%[1].  

                                                 
[1] Due to JOLTS being published on a one-month delay, August is the latest reading.  The current unemployment 
rate is 3.7%.  
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(Source: BLS, CIM) 

 

Although the Beveridge Curve suggests there is tightness in the labor market, the chart below 

indicates a degree of slack still remains.  Wage growth is widely perceived as being insufficient 

to encourage longer term unemployed individuals to re-enter the labor market; hence the 

concerns of some market participants that Fed tightening could lead to an economic downturn. 

 

 
 

Though we acknowledge overly tight labor conditions can lead to inflation surprises, at this 

juncture we view the inflationary data to be productive and not hostile.  Moreover, the Fed 

actions appear to be geared toward asset inflation as opposed to inflation in the real economy. In 

light of Fed tightening, we don’t expect an acceleration of the pace of rate hikes; thus, financial 

markets should be able to adjust without significant disruption.   
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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 10/19/2018 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. 

 

Asset Class Performance – (as of 10/19/2018 close) 
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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. 

 

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), 
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P/E Update 
 

October 18, 2018 
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P/E as of 10/17/2018 = 17.98x

 
 

Based on our methodology,8 the current P/E is 17.98, down 0.27x from last week’s reading of 

18.25.  The primary reason for the drop in the P/E is primarily due to a sharp drop in the S&P 

500. 
 
 
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. 

                                                 
8 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 twi 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. 


