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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 25, 2018—9:30 AM EDT] Global equity markets are mixed this morning.  

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

1.7% from the prior close.  Chinese markets were mixed, with the Shanghai composite up 0.3% 

and the Shenzhen index down 0.2%.  U.S. equity index futures are signaling a higher open.  With 

140 companies having reported, the S&P 500 Q3 earnings stand at $40.87, higher than the 

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

Thus far this quarter, 78.6% of the companies reported earnings above forecast, while 13.6% 

reported earnings below forecast. 

 

It’s the fourth day of what has been a tough week.  Yesterday’s equity market sell-off was clearly 

a shocker.  Although there is other news this morning, including the ECB meeting, we start today 

with thoughts about equities: 

 

Equity thoughts: Two weeks ago, in the Asset Allocation Weekly, we touched on this issue of 

politics, focusing on the potential impact of political polarization on Fed policy.1  In that report, 

we noted a chart on political polarization that we show again below. 

 

 
(Source: Rosenthal and Poole) 

                                                 
1 https://www.confluenceinvestment.com/wp-content/uploads/AAW_Oct_12_2018.pdf  
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By Bill O’Grady and Thomas Wash 
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This data reads as follows—the higher the level, the greater the degree of polarization.  Our 

position has been that deep political divisions are the norm and the decline in polarization that 

began at the turn of the last century that accelerated into WWII is the outlier.  The pressures of 

the Cold War and the outside enemy of communism functioned as a unifier.  Soon after the fall 

of the U.S.S.R., polarization returned with a vengeance.   

 

For financial markets, political polarization isn’t necessarily bad.  If it results in gridlock, 

legislative and regulatory policy tends to remain stable and leads to conditions that are 

supportive for investment.  But, in a nearly equally divided society, there is a certain 

attractiveness to jettisoning the restraints of the constitution and democracy.  We have seen this 

tendency before.  In the two decades before the Civil War, Congress more resembled an open 

brawl.  Are we there yet?  Although members are not openly fighting, the crowds around them 

certainly are.   

 

It is rare that a market decline not tied to a clear financial event (major financial firm failure) or 

geopolitical event (war, major terrorist act) can be pinned to a single reason.  Given that caveat, 

what happened yesterday was, we think, due to a combination of events: 

 

1. Fed tightening: The trading pattern in equities since 2009 has all the look of a secular 

bull market.  However, previous secular bulls have occurred, in part, due to the perceived 

resolution of serious economic or societal problems.   
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Each one of these previous secular bulls coincided with a new consensus.  With regard to 

the last two, for example, the 1952-69 bull was due to the idea that policymakers had 

resolved the conditions that caused the Great Depression and equities rose with that fear 

resolved.  The 1982-99 bull was due to the resolution of the 1970s inflation crisis.  We 

haven’t added shading but if we did it would be around 2013, when new highs were 
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made.  However, we doubt that any societal issues have been resolved.  The big issues, 

resolving the superpower role and addressing inequality, have not been fixed.  Instead, 

the bullish impetus was mostly due to very accommodative monetary policy coupled with 

fiscal and regulatory policy that favored capital.  If that is the case, the removal of 

monetary policy accommodation may be a much bigger negative factor than it normally 

would.   

2. Political polarization has become bad for business: As noted above, if polarization leads 

to gridlock, it isn’t necessarily negative.  But, if polarization leads to violence and 

divisions make the nation ungovernable, this makes investing very difficult because the 

path of policy becomes impossible to determine.  Large demonstrations from both the 

right and left, the shooting of Majority Whip Scalise and the most recent bomb mailings 

are not conducive to a high P/E.  

3. Trade policy: The uncertainty surrounding trade policy is a concern.  A key factor 

supporting corporate efficiency has been global supply chains.  It appears to us that one 

of the goals of the administration’s trade policy is to bring investment back to the U.S., 

which will boost employment but likely undermine margins or boost inflation.   

4. At the same time, it’s important not to overlook what is going well: Earnings remain very 

elevated.  Yes, the growth may slow but the level is historically high.  The economy 

overall is still doing quite well.  There are areas of concern; housing is losing momentum 

rapidly.  But, even slowing to 2.5% growth isn’t bad.  Inflation, though somewhat higher, 

is still low especially given the length of the expansion and the low level of 

unemployment.  In the absence of political and trade uncertainty, we would likely have 

an S&P 500 around 3200 and we would be talking about a bubble.   

5. The bottom line: History shows that market declines that don’t coincide with recessions 

tend to be short-lived and are usually buying opportunities.  We suspect we are coming 

close to a bottom and would expect a recovery from here.  In addition, the post-mid-term 

election period tends to be quite bullish.   

 

Odds and ends: The ECB meeting was mostly a non-event.  Policy may start tightening next 

year if conditions continue to improve.  China is cutting rare earth production, something it has 

done before when unhappy with foreign behavior.2  China appears to also be reducing its buying 

of Iranian oil in front of the November sanctions.3 

 

Energy update: The DOE reported that crude oil inventories rose 6.3 mb last week compared to 

expectations of a 3.0 mb rise. 

 

                                                 
2 https://www.reuters.com/article/us-china-rareearths/china-cutting-rare-earth-output-unnerving-global-
manufacturers-idUSKCN1MY2GZ  
3 https://www.reuters.com/article/us-china-iran-oil-exclusive/exclusive-sinopec-cnpc-to-skip-iran-oil-bookings-for-
november-as-us-sanctions-near-idUSKCN1MY1C9  

https://www.reuters.com/article/us-china-rareearths/china-cutting-rare-earth-output-unnerving-global-manufacturers-idUSKCN1MY2GZ
https://www.reuters.com/article/us-china-rareearths/china-cutting-rare-earth-output-unnerving-global-manufacturers-idUSKCN1MY2GZ
https://www.reuters.com/article/us-china-iran-oil-exclusive/exclusive-sinopec-cnpc-to-skip-iran-oil-bookings-for-november-as-us-sanctions-near-idUSKCN1MY1C9
https://www.reuters.com/article/us-china-iran-oil-exclusive/exclusive-sinopec-cnpc-to-skip-iran-oil-bookings-for-november-as-us-sanctions-near-idUSKCN1MY1C9
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Although inventories are down from recent highs, we have seen a sharp rise in stockpiles during 

the refinery maintenance season.  However, we should be nearing the end of refinery 

maintenance which would be expected to lift oil demand and bring inventories lower.  The chart 

below shows the percentage of refinery utilization.  The modest increase in runs this week is 

consistent with seasonal patterns and should lead to higher demand for crude oil. 

 

 
(Source: DOE, CIM) 

 

The usual seasonal build in crude oil inventories would be expected to last another couple of 

weeks. 
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(Sources: DOE, CIM) 

 

The rise in stockpiles has been unusually rapid despite rather strong oil exports.  The decline in 

refinery operations is the likely culprit.   
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Based on oil inventories alone, fair value for crude oil is $66.67 per barrel.  Using the EUR 

alone, fair value is $58.01.  Using both the EUR and oil inventories, a more complete model, fair 

value is $60.61.  Oil prices have been strong compared to their fundamentals due to high levels 



 

 

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

www.confluenceinvestment.com 

 6 

of geopolitical risk.  However, it is rather obvious that the market has already discounted a good 

deal of this risk and thus any signs of Middle East stability should be bearish for oil prices.   

 

U.S. Economic Releases 

 

Initial jobless claims came in line with expectations at 215k.  
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The chart above shows the four-week moving average for initial claims.  The four-week moving 

average remained unchanged from the previous week at 211.75k. 

 

The goods trade deficit came in wider than expected at $76.0 bn compared to the forecast of 

$75.5 bn.  The deficit in the prior report was revised downward from $75.8 bn to $75.5 bn.  

 

 
 

The chart above shows the trade balance of goods and the advance trade balance. 
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Wholesale inventories came in below expectations, rising 0.3% from the prior month compared 

to the forecast gain of 0.5%.  Retail inventories rose 0.1% from the prior month.  The prior 

month’s report was revised downward from 0.7% to 0.6%. 

 

September durable goods orders came in above expectations, rising 0.8% from the prior month 

compared to the forecast loss of 1.5%.  The prior report’s gain was revised from 4.4% to 4.6%.  

Durables ex-transportation came in below expectations, rising 0.1% from the prior month 

compared to the forecast gain of 0.4%.  The prior report was revised upward from 0.0% to a 

0.3% gain.  Capital goods orders non-defense ex-air came in below expectations, falling 0.1% 

from the prior month compared to the forecast gain of 0.5%.  The prior report was revised from 

0.9% to 0.2%.  Capital goods shipments non-defense ex-air came in below expectations, 

remaining unchanged from the prior month compared to the forecast rise of 0.4%.   

 

 
 

The chart above shows the annual change in new durable goods orders and shipments.  Annually, 

new orders rose by 7.9%, shipments rose by 8.1%, unfilled orders rose by 4.9% and inventories 

rose by 4.5%. 

 

The table below lists the economic releases and Fed events scheduled for today. 
 

EDT Indicator Expected Prior Rating

10:00 Bloomberg Consumer Comfort m/m oct 60.8 **

10:00 Pending Home Sales m/m sep 0.0% -1.8% **

10:00 Pending Home Sales m/m sep -2.6% -2.5% **

11:00 Kansas City Fed Manufacturing Activity m/m oct 14 13 **

EST Speaker or event

12:15 Richard Clarida speaks on Economic Outlook

21:00 Loretta Mester speaks in St. Louis President of the Federal Reserve Bank of Cleveland

District or position

Economic Releases

Fed speakers or events

Vice Chairman of Board of Governors of Federal Reserve
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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.  
 

Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan PPI Services y/y sep 1.2% 1.3% 1.2% ** Equity and bond neutral

Japan Buying Foreign Bonds m/m oct ¥8.1 bn ¥1016.9 bn * Equity and bond neutral

Japan Buying Foreign Stocks m/m oct ¥287.8 bn ¥81.8 bn * Equity and bond neutral

Foreign Buying Japan Bonds m/m oct -¥408.2 bn -¥179.0 * Equity and bond neutral

Foreign Buying Japan Stocks m/m oct ¥76.5 bn ¥52.6 bn * Equity and bond neutral

India Fiscal Deficit INR Core m/m sep 3441 51034 ** Equity and bond neutral

New Zealand Trade Balance NZD m/m sep -1.560 bn -1.484 bn -1.365 bn ** Equity bearish, bond bullish

EUROPE

Germany IFO business climate m/m sep 102.8 103.7 103.2 ** Equity and bond neutral

IFO expectations m/m sep 99.8 101.0 100.4 ** Equity bearish, bond bullish

IFO current assessment m/m sep 105.9 106.4 106.0 ** Equity and bond neutral

Russia CPI Weekly YTD m/m oct 2.9% 2.9% 2.8% *** Equity and bond neutral

AMERICAS

Mexico Unemployment Rate m/m sep 3.6% 3.5% 3.5% *** Equity bearish, bond bullish

Bi-WeeklY CPI w/w oct 4.9% 5.2% 5.0% *** Equity and bond neutral

Brazil Tax Collections w/w sep 110.664 bn 109.751 bn 112.080 bn ** Equity and bond neutral

Canada CBI Business Barometer m/m oct 60.5 61.4 ** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 249 249 0 Up

3-mo T-bill yield (bps) 228 229 -1 Neutral

TED spread (bps) 21 20 1 Neutral

U.S. Libor/OIS spread (bps) 229 228 1 Up

10-yr T-note (%) 3.13 3.10 0.03 Up

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

EUR/USD 3-mo swap (bps) 42 40 2 Down

Currencies Direction

dollar down Neutral

euro up Neutral

yen down Neutral

pound up Neutral

franc down Neutral

Central Bank Action Current Prior Expected

Bank of Canada Rate Decision 1.750% 1.500% 1.750% On forecast

ECB Marginal Lending Facility Rate 0.250% 0.250% 0.250% On forecast

ECB Deposit Facility Rate -0.400% -0.400% -0.400% On forecast

ECB Main Refinancing Rate 0.000% 0.000% 0.000% On forecast  
 

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 $76.65 $76.17 0.63%

WTI $67.06 $66.82 0.36%

Natural Gas $3.19 $3.17 0.85%

Crack Spread $15.65 $15.66 -0.08%

12-mo strip crack $18.82 $18.81 0.04%

Ethanol rack $1.40 $1.40 0.05%

Gold $1,232.18 $1,233.79 -0.13%

Silver $14.74 $14.69 0.34%

Copper contract $276.05 $275.75 0.11%

Corn contract 366.75$       368.25$       -0.41%

Wheat contract 495.50$       499.50$       -0.80%

Soybeans contract 861.75$       863.50$       -0.20%

Baltic Dry Freight 1546 1577 -31

Actual Expected Difference

Crude (mb) 6.3 3.0 3.3

Gasoline (mb) -4.8 -1.5 -3.3

Distillates (mb) -2.3 -2.0 -0.3

Refinery run rates (%) 0.40% 0.50% -0.10%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

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 10/24/2018 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 10/24/2018 close) 
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Source: Bloomberg

  
 

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 25, 2018 
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P/E as of 10/24/2018 = 17.8x

 
 

Based on our methodology,4 the current P/E is 17.8x, down 0.1x from last week’s reading of 

17.9x.  The primary reason for the drop in the P/E is 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. 

                                                 
4 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. 


