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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 23, 2019—9:30 AM EDT] Global equity markets are lower this morning.  

The EuroStoxx 50 is down 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 closed 

down 0.6%%.  Chinese markets were lower, with the Shanghai composite down 0.4% and the 

Shenzhen index down 0.8% from the prior close.  U.S. equity index futures are signaling a lower 

open.  With 98 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, 80.6% of the companies reported earnings above forecast, while 

14.3% reported earnings below forecast.   

 

Good morning!  An update on Brexit, Carrie Lam on the outs, trade update, Syria update and 

more on repo.  Here are the details: 

 

Brexit: It was both a good and bad day for Boris.  The good news is that his Brexit bill passed 

Parliament as he pulled in independents and Labour defectors to pass the measure.  Then, the 

disappointment followed—lawmakers voted 322 to 308 to delay the legislation for more time to 

examine what turned out to be a rather large bill.  So, now what? 

1. The likelihood of a Halloween exit is not zero, but it is highly unlikely.  The EU is 

already signaling it will offer an extension until at least the end of January. 

2. Johnson will press for an election, but that path has two problems: 

a. Labour might not support that outcome; polls suggest Corbyn will lose in an 

election and he may not want to risk that outcome. 

b. Johnson needs to convince voters in the Brexit Party that he has delivered their 

outcome by passing the bill.  If he can’t, those voters could prevent him from 

gaining a majority in Parliament.  If Brexit had occurred, the reason for the Brexit 

Party’s existence would no longer be operative and these voters would likely shift 

to the Tories. 

3. It is possible that, after further review, MPs could decide to implement the passed bill in 

the 90 days between Halloween and January 31, 2020.  In that case, an election would 

likely follow. 

4. There will be attempts at adding amendments.  One such addition might be to signal that 

the U.K. should consider negotiating on a U.K.-wide customs union.  However, that 

won’t be part of the bill that passed.  Another would be a referendum, but it doesn’t 

appear that has the votes either.   

5. Time is not on Johnson’s side.  As MPs have more time to read the complicated 

document, it is a real risk that the details could cost him some support.   

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://ig.ft.com/brexit-withdrawal-agreement-bill-vote/
https://ig.ft.com/brexit-withdrawal-agreement-bill-vote/
https://www.wsj.com/articles/boris-johnsons-brexit-deal-clears-vital-hurdle-in-parliament-11571768188?shareToken=st75d958ec87114bb6ae00caa7b0304223
https://www.ft.com/content/82d70d98-f4cf-11e9-a79c-bc9acae3b654?emailId=5dafd1953af07f000418204a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/8f3e0b98-f503-11e9-a79c-bc9acae3b654?emailId=5dafd1953af07f000418204a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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6. Thus, the status quo will be in place for now.  The next big decision, or lack thereof, is 

probably on the election.  

Finally, here is an interesting chart on the Brexit issue.  It shows U.K. imports of technology 

components from the Netherlands.  There is a clear increase in imports from mid-2018, when the 

Brexit vote occurred.  One issue that develops under conditions of trade uncertainty is that 

companies and consumers begin to stockpile critical goods on fears of potential supply 

disruption.  This inventory accumulation, if large enough, can distort economic data, leading to 

stronger data before the trade disruption occurs and weaker data afterward as the inventoried 

goods are used up after the trade action is implemented.  What could be happening in the U.K. 

now is that companies and consumers are building inventories, causing the economy to look 

stronger than it really is; after Brexit, we could see an inventory “hangover.”   
 

 
 

Carrie Lam out?  The FT is reporting that Beijing is planning to force out the current Hong 

Kong leader, Carrie Lam, with new leadership.  According to reports, Lam will resign at the end 

of Q1 and an “interim” leader will be appointed by Chairman Xi.  Reports suggest the head of 

the Hong Kong Monetary Authority, Norman Chan, is the frontrunner to replace Lam.  It is 

likely that Beijing hopes removing Lam will ease tensions with protestors.  We have our doubts 

but, clearly, Lam has become unpopular.   

 

Trade update: In a rambling interview with the FT, Wilbur Ross suggested that new trade talks 

with the EU are possible, which might avert a trade conflict with the U.S.  The U.S. has set a 

deadline for mid-November on auto tariffs; new talks could delay the implementation or avoid 

them completely.  Ross also indicated that talks with Chinese negotiators are going well.   

 

Syria: Russia and Turkey have reached an agreement to jointly operate a buffer zone in Syria.  

The winners?  Turkey, which now gets what it wanted—a Kurdish-free zone on its southern 

https://www.ft.com/content/5ef0fc30-f4a3-11e9-b018-3ef8794b17c6?emailId=5dafd1953af07f000418204a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/d46e0386-f4fd-11e9-b018-3ef8794b17c6?emailId=5db01cfa35ecad0004aa0775
https://www.ft.com/content/7c977460-7e26-11e9-81d2-f785092ab560
https://www.ft.com/content/7c977460-7e26-11e9-81d2-f785092ab560
https://www.reuters.com/article/us-usa-trade-eu/talks-with-eu-could-be-alternative-to-auto-import-tariffs-uss-ross-tells-financial-times-idUSKBN1X20BZ
https://www.reuters.com/article/us-usa-trade-eu/talks-with-eu-could-be-alternative-to-auto-import-tariffs-uss-ross-tells-financial-times-idUSKBN1X20BZ
https://www.wsj.com/articles/erdogan-seeks-putins-support-to-carve-out-syrian-buffer-zone-11571737838?shareToken=st19cf9958207f4136997284bb7b430f83
https://www.washingtonpost.com/world/middle_east/turkeys-erdogan-meets-with-putin-in-russia-to-discuss-syrian-operation/2019/10/22/764abcea-f43f-11e9-b2d2-1f37c9d82dbb_story.html
https://www.ft.com/content/4518c9b4-f4bc-11e9-b018-3ef8794b17c6?emailId=5dafd1953af07f000418204a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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border.  Other winners are Assad, who ostensibly gets more of his territory back, and Russia, 

which is rapidly becoming the power broker in the Middle East.  Under the deal, the Kurds have 

six days to retreat more than 20 miles from the Syrian/Turkey frontier.  We will now be watching 

to see if Kurdish forces actually retreat or fight against Turkey (and perhaps some Russian 

forces) to oppose the new zone.  We suspect there will be some fighting but, in the end, without 

air cover, the Kurds are doomed if they resist.  However, over time, we would expect the time-

honored tactic of guerrilla warfare to develop, with Kurdish irregulars harassing Turkish troops 

guarding the new zone. 

 

Repo: The Fed is continuing to inject liquidity into the system. 
 

 
 

Although officials are continuing to argue that all is well, the size and continuous injection of 

liquidity is concerning.  What we find interesting is that there is a growing dispute over this 

issue.  The banks are arguing that the liquidity problem is due to excessive regulation, while Sen. 

Warren and others are countering that this may be a manufactured crisis to force a rollback in 

regulation.  Here is the problem—if the banks are right and Warren and others prevent changes 

in regulation, we could end up with a liquidity crisis.  If Warren et al. is right and regulations are 

rolled back, this could encourage risky behavior and create a financial crisis.  It is critical that 

regulators figure out who is “on the side of the angels” on this one because getting it wrong 

could have serious consequences. 

 

Recessions fears rise: According to a report from the National League of Cities, expected to be 

released on Monday, two-thirds of finance officers in large cities are predicting a recession 

within the next two years.  As finance managers head into the next fiscal year, many suspect that 

their government expenditure could outpace revenue.  This is worrisome as a reduction in 

government expenditure can lead to a slowdown in economic activity in these cities.  In addition, 

https://www.nytimes.com/2019/10/22/world/europe/erdogan-putin-syria-cease-fire.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20191023&section=topNews?campaign_id=51&instance_id=13304&segment_id=18150&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.ft.com/content/0863a09c-ec48-11e9-85f4-d00e5018f061?emailId=5dafd1953af07f000418204a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/0863a09c-ec48-11e9-85f4-d00e5018f061?emailId=5dafd1953af07f000418204a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/fed-injects-99-9-billion-into-markets-tuesday-11571751192?shareToken=stb1582550dfad4f139ad472e85678f252
https://www.axios.com/newsletters/axios-markets-f213df1e-0ad1-4770-a6af-c59842ee5a0f.html?chunk=0#story0
https://www.axios.com/newsletters/axios-markets-f213df1e-0ad1-4770-a6af-c59842ee5a0f.html?chunk=0#story0
https://www.axios.com/newsletters/axios-markets-f213df1e-0ad1-4770-a6af-c59842ee5a0f.html?chunk=0#story0
https://www.axios.com/newsletters/axios-am-36c10520-dffb-4c2d-9fb1-f8caf10bc425.html?chunk=1#story1
https://www.axios.com/exclusive-cities-recession-signs-f06c50b3-435d-42cb-b28d-7ecf6d2f3ea8.html
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it is widely believed that a slowdown in cities generally foreshadows a broader slowdown on the 

national level.  Furthermore, fears of localized contractions have been noted on the state level as 

well.  According the Philadelphia Fed’s state leading indicators, five states are expected to 

contract over the next six months. 
 

 
 

European complications: One of our themes has been that the U.S. is withdrawing from three 

conflict zones in the Far East, the Middle East and Europe.  Our most recent podcast touches on 

that theme.  Here are a couple of interesting complications that highlight this issue in Europe.  

First, France has been reluctant to expand the EU to include Albania and North Macedonia.  In 

response, these nations are considering reaching out to China and Russia for support.  Second, in 

the turmoil surrounding impeachment and Ukraine, Hungary has been a background influence.  

After WWI, when the Austro-Hungarian Empire was broken up, thousands of ethnic Hungarians 

were scattered across Eastern Europe.  Hungary has generally considered this diaspora as part of 

its citizenry.  The nations in which these Hungarians live disagree.  In 2010, PM Orban issued 

Hungarian passports to Hungarians living outside of Hungary.  This allowed these Hungarians to 

vote in Hungary’s elections and they tended to vote for Orban’s party.  However, Ukraine 

doesn’t allow its citizens to hold dual passports; thus, Orban had a problem with Ukraine, which 

was expressed by raising corruption issues with the U.S. against Ukraine.  While this is all now 

part of the impeachment discussion, the bigger issue is that Europe is riven with similar ethnic 

dispersions.  U.S. power has prevented these issues from dividing Europe, allowing the EU to 

flourish.  However, as the U.S. withdraws, expect more of these sorts of historic claims to 

become a destabilizing problem for Europe.   

 

Odds and ends: Zuckerberg goes to Capitol Hill today to discuss Libra.  Facebook (FB 182.34) 

is now facing an antitrust probe backed by 47 states.  Brazil’s Senate passed an important 

pension reform bill that should be enacted in the coming weeks.  It will allow the country to 

bring its retirement spending under control and is a major victory. 

https://www.ft.com/content/508dcea4-f4ce-11e9-b018-3ef8794b17c6?emailId=5dafd1953af07f000418204a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.washingtonpost.com/world/2019/10/22/why-hungarys-orban-would-want-trump-sour-ukraine/?wpisrc=nl_todayworld&wpmm=1
https://www.ft.com/content/b582c76a-f4f1-11e9-b018-3ef8794b17c6?emailId=5dafd1953af07f000418204a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/facebooks-zuckerberg-to-face-congressional-grilling-11571755928?shareToken=ste6f75180a938492fa3ca55c879161e0b
https://www.washingtonpost.com/technology/2019/10/22/forty-six-attorneys-general-have-joined-new-york-led-antitrust-investigation-into-facebook/
https://www.ft.com/content/a636a336-e9fb-11e9-a240-3b065ef5fc55?emailId=5dafd1953af07f000418204a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/a636a336-e9fb-11e9-a240-3b065ef5fc55?emailId=5dafd1953af07f000418204a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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U.S. Economic Releases 
 

MBA mortgage applications in the week ended October 18 were down a sharp 11.9% from the 

previous week, although the decline was only the first since mid-September.  Applications for 

home purchase mortgages fell 3.6% last week, while applications for refinancing mortgages 

plunged 17.1%.  The average interest rate on a 30-year, fixed-rate mortgage rose to 4.02%. 
 

The table below lists the economic releases scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

9:00 FHFA House Price Index m/m aug 0.3% 0.4% **

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

Fed Speakers or Events

Economic Releases

No speakers or events scheduled  
 

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.  
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Nationwide Department Store Sales y/y sep 23.1% 2.3% * Equity and bond neutral

New Zealand Trade Balance in NZD m/m sep -1242 Mil. -1628 Mil. -1400 Mil. ** Equity bullish, bond bearish

Exports in NZD m/m sep 4.47 Bil. 4.08 Bil. 4.30 Bil. * Equity bullish, bond bearish

Imports in NZD m/m sep 5.71 Bil. 5.71 Bil. 5.70 Bil. * Equity and bond neutral

EUROPE

France Manufacturing Confidence m/m oct 99 102 102 ** Equity bearish, bond bullish

AMERICAS

Canada Wholesale Trade Sales m/m aug -1.2% 1.4% 0.3% ** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 193 195 -2 Down

3-mo T-bill yield (bps) 161 162 -1 Neutral

TED spread (bps) 32 34 -2 Neutral

U.S. Libor/OIS spread (bps) 158 160 -2 Up

10-yr T-note (%) 1.73 1.76 -0.03 Down

Euribor/OIS spread (bps) -40 -41 1 Neutral

EUR/USD 3-mo swap (bps) 24 24 0 Down

Currencies Direction

dollar Up Up

euro Flat Up

yen Up Down

pound Flat Up

franc Flat 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. 
 

Price Prior Change Explanation

Brent $59.29 $59.70 -0.69%

WTI $53.98 $54.48 -0.92%

Natural Gas $2.26 $2.27 -0.66%  

Crack Spread $16.75 $18.22 -8.07% Contract rollover.

12-mo strip crack $18.23 $18.46 -1.25%

Ethanol rack $1.66 $1.67 -0.38%

Gold $1,492.38 $1,487.68 0.32%

Silver $17.53 $17.52 0.07%

Copper contract $262.75 $263.30 -0.21%

Corn contract 387.25$       388.00$       -0.19%

Wheat contract 518.25$       518.00$       0.05%

Soybeans contract 946.75$       948.25$       -0.16%

Baltic Dry Freight 1806 1846 -40

Actual Expected Difference

Crude (mb) 3.0

Gasoline (mb) -2.0

Distillates (mb) -2.5

Refinery run rates (%) 1.00%

Natural gas (bcf) 104.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts call for much cooler-than-normal temperatures for most of the 

country from the Rockies to the Appalachians, with warmer temperatures only on the 

southeastern coast.  Wet conditions are expected in the southeastern region.  There are no 

tropical storms expected 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 10/22/2019 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 10/22/2019 close) 

 

0.0% 10.0% 20.0% 30.0% 40.0%

Cash

Commodities

Emerging Markets (local currency)

US Government Bond

Emerging Markets ($)

US High Yield

US Corporate Bond
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Small Cap

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. 


