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

The EuroStoxx 50 is down 0.3% from the last close.  In Asia, the MSCI Asia Apex 50 closed 

down 0.3%%.  Chinese markets were higher, with the Shanghai composite up 0.5% and the 

Shenzhen index up 1.0% from the prior close.  U.S. equity index futures are signaling a higher 

open.  With 169 companies having reported, the S&P 500 Q3 earnings stand at $41.60, higher 

than the $41.08 forecast for the quarter.  The forecast reflects a 4.0% decrease from Q3 2018 

earnings.  Thus far this quarter, 80.5% of the companies reported earnings above forecast, while 

14.8% reported earnings below forecast.   

 

Happy Friday!  Markets are trading quietly this morning.  We are watching Johnson’s attempt to 

bring elections, China/U.S. trade talks, Syria reports and Argentine elections.  And, the EU 

moves to standard time this weekend.  Here are the details: 

 

Brexit: PM Johnson has called for elections on December 12.  Unfortunately for him, he doesn’t 

control the process.  Under rules passed in 2011, he needs 434 votes in Parliament to bring new 

elections.  There is no evidence to suggest he is even close to getting that number.  Comments 

from opposition party leaders suggest they won’t back new elections without passing the 

Halloween exit date.  They would like the EU to officially grant an extension; in a moment that 

would make Joseph Heller proud, the EU doesn’t want to establish the new extension date until 

the election issue is resolved.  There are some other ways an election could be called.  Johnson 

could, in a Kafka-like moment, bring a no-confidence motion against his own government.  That 

resolution would only need a simple majority to pass and the SNP would likely join the Tories 

against the Johnson government.  The risk from this outcome is that there would be a two-week 

period during which other parties could form a government, although the likelihood that Labour 

could cobble together a majority isn’t very high.  However, this approach requires the two-week 

period plus the minimum time to put an election together, and this maneuver would need to be 

done before next Thursday.  Finally, Johnson could bring a “one-line” bill to Parliament calling 

for an election; that would only need a simple majority but amendments (e.g., a referendum, 

lowering the voting age, etc.) could be added to it. 

 

Simply put, the mess continues.  The odds of a hard Brexit have been diminished, but that’s 

about all the progress we have made. 

 

China trade: U.S. and Chinese trade officials will talk today on the latter’s purchase of farm 

products.  Reports indicate that China will agree to buy these products only if the U.S. cancels at 

least some of the planned and existing tariffs.  The U.S. has already agreed to drop $250 bn of 
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tariffs that were scheduled for October 15.  China reportedly wants the removal of a 15% tariff 

on $125 bn of goods that was implemented on September 1.  If accepted, that would reduce the 

tariffs to $250 bn of Chinese imports.  From our standpoint, this looks like a big “ask” from the 

Chinese side.  We suspect they will be willing to accept the current state of tariffs but will reduce 

planned purchases.   

 

Meanwhile, VP Pence, playing the traditional role of an attacking VP, gave a highly critical 

speech of China as well as U.S. companies that accommodate China’s demands.  China strongly 

rebuffed the speech.  To some extent, Pence’s speech and the rebuttal may be simple politicking, 

rather obvious attempts to improve the negotiating positions.  However, it may also be a true 

reflection of the state of the relationship that may never return to status quo ante.   

 

Syria: There are reports that Turkish troops and militias engaged Kurdish and Syrian forces, 

bringing Turkey and Syria into direct conflict.  This battle is, of course, a violation of the 

ceasefire.  Meanwhile, Russia continues to send military police from the previous battlefield of 

Chechnya into the Syrian-Turkish border area.  And, in another reversal, the U.S. is considering 

bringing some American forces back into the theater to protect Syria’s oil fields from capture by 

IS.  The Germans are floating a plan to put NATO troops into the buffer zone to separate Turkey 

from the Kurds; in an interesting development, Annegret Kramp-Karrenbauer, the heir apparent 

to Merkel and the current defense minister, has indicated that German troops might participate.  

We doubt anything comes of this but the fact that it is even being considered is a significant 

change.  The power vacuum is being filled in a haphazard fashion and the eventual outcome 

remains in doubt.   

 

Argentina’s elections: Argentines go to the polls on Sunday; it appears likely that the Peronists 

will return to power.  What is unknown is how the new government will actually govern.  There 

are two (unrelated) Fernandezes running; Alberto is running for president, while his running 

mate is the former president, Cristina.  Alberto is more center-left, whereas Cristina, both when 

she was president herself and when aligned with her late husband, is a populist.  We suspect 

Cristina will be the power behind the throne.  Financial markets have been betting on the latter 

for months, expecting another round of default and depreciation.   

 

Things that gives us pause: With the backdrop of the World Series, Rob Drake, a MLB umpire 

(who, BTW, isn’t working the series), released a tweet suggesting he was armed for a “cival (sic) 

war” if impeachment takes place.  In the U.K., a survey showed that a majority of Leave voters 

believe that “violence toward MPs is a price worth paying for Brexit.”  A majority of Remain 

voters think that “protests in which members of the public are badly injured is a price worth 

paying to stop Brexit and remain in the EU.”  Even in Canada, divisions are becoming stark.  

Within hours of the Canadian election on Monday, in which Prime Minister Trudeau retained 

power with strong support in the country’s east but very little in the west, activists in the western 

province of Alberta started calling for it to withdraw from Canada, in what they’re calling 

“Wexit.”  For now, Wexit still seems to be a fringe movement, but if it grows it would be a 

headwind for Canadian assets.  Political divisions are transforming into tribal ones, where 

compromise is becoming impossible and civil unrest is more likely.   
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United States-South Korea: Finance Minister Hong said South Korea will give up its WTO 

designation as a “developing country,” following up on U.S. complaints that countries like South 

Korea and Hong Kong don’t deserve the designation and the preferential treatment it provides in 

international trade.  The main negative impact is expected to be on South Korea’s farmers. 

 

Greece: Parliament has approved a package of economic reforms aimed at boosting investment 

and accelerating economic growth.  The reforms include allowing firms to opt out of some 

collective bargaining deals and letting local governments outsource some services to private 

operators.  The new rules should add new impetus to Greece’s improving investment climate. 

 

Saudi Arabia-Yemen: The Yemeni government signed a power-sharing deal with separatists in 

the country’s south, which should help limit the country’s civil war to the separatist Houthis in 

the north.  The deal strengthens the government’s position, but it doesn’t remove the Houthi and 

Iranian threats to oil facilities in allied Saudi Arabia.  The risk bid for oil is likely to remain. 

 

Russia: The central bank today aggressively cut its benchmark interest rate to 6.5% from 7.0% 

previously, citing a sharp drop in inflation and weak economic growth.  The cut was Russia’s 

fourth this year, and it was twice as big as each of the previous three cuts.  The central bank also 

cut its 2019 inflation forecast to a range of 3.2% to 3.7%. 
 

 
 

U.S. Economic Releases 
 

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

economic releases scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

10:00 U. of Michigan Sentiment m/m oct 96.0 96.0 ***

10:00 U. of Michigan Current Conditions m/m oct 113.4 **

10:00 U. of Michigan Expectations m/m oct 84.8 ***

10:00 U. of Michigan 1 yr Inflation m/m oct 2.5% **

10:00 U. of Michigan 5-10 Yr Inflation m/m oct 2.2% **

14:00 Monthly Budget Statement m/m sep $83.000 Bil $119.100 Bil **

Fed Speakers or Events

Economic Releases

No speakers or events scheduled  
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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

China FX Net Settlement- Clients CNY m/m sep -41.2 Bil -23.0 Bil ** Equity and bond neutral

Japan Machine Tool Orders y/y sep -35.5% -35.5% * Equity and bond neutral

EUROPE

Germany GfK Consumer Confidence m/m oct 9.6 9.9 9.8 *** Equity and bond neutral

IFO Business Climate m/m oct 94.6 94.6 94.5 ** Equity and bond neutral

IFO Expectations m/m oct 91.5 90.8 91.0 ** Equity and bond neutral

IFO Current Assessment m/m oct 97.8 98.5 98.0 ** Equity and bond neutral

France PPI y/y sep -1.0% -0.7% ** Equity and bond neutral

Russia Money Supply Narrow Def w/w 18-Oct 10.69 Tril 10.64 Tril * Equity and bond neutral

AMERICAS

Mexico Retail Sales y/y aug 2.6% 2.1% 2.0% ** Equity bullish, bond bearish

Brazil Current Account Balance m/m sep -$3.487 Bil -$4.274 Bil -$4.000 Bil ** Equity bullish, bond bearish

Foreign Direct Investment m/m sep $6.306 Bil $9.407 Bil $4.200 Bil ** Equity bullish, bond bearish  
 

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) 194 194 0 Down

3-mo T-bill yield (bps) 163 163 0 Neutral

TED spread (bps) 31 30 1 Neutral

U.S. Libor/OIS spread (bps) 158 158 0 Up

10-yr T-note (%) 1.76 1.77 -0.01 Down

Euribor/OIS spread (bps) -40 -40 0 Neutral

EUR/USD 3-mo swap (bps) 23 23 0 Down

Currencies Direction

dollar Up Up

euro Flat Up

yen Up Down

pound down Up

franc Flat Down

Central Bank Action Current Prior Expected

Key Rate 6.500% 7.000% 6.750% On forecast  
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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 $61.65 $61.67 -0.03%

WTI $56.17 $56.23 -0.11%

Natural Gas $2.30 $2.32 -0.69%  

Crack Spread $16.99 $16.95 0.26%

12-mo strip crack $18.57 $18.55 0.13%

Ethanol rack $1.67 $1.67 0.34%

Gold $1,508.04 $1,503.98 0.27%

Silver $18.16 $17.81 1.94%

Copper contract $267.20 $266.80 0.15%

Corn contract 387.25$       386.75$       0.13%

Wheat contract 517.50$       516.00$       0.29%

Soybeans contract 946.00$       947.00$       -0.11%

Baltic Dry Freight 1785 1779 6

Actual Expected Difference

Crude (mb) -1.7 3.0 -4.7

Gasoline (mb) -3.1 -2.0 -1.1

Distillates (mb) -2.7 -2.5 -0.2

Refinery run rates (%) 2.10% 1.00% 1.10%

Natural gas (bcf) 87.0 104.0 -17.0

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 on the East Coast and 

the northern California coast.  Wet conditions are expected for the eastern half of the country.  

There is some cyclone formation in the Gulf of Mexico that is expected to develop into a tropical 

storm within the next 48 hours, but the severity of the storm is unclear at this time.  Hurricane 

season usually ends on 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 25, 2019 
 

For nearly two years, the energy sector has dramatically underperformed the overall equity 

market and oil prices. 
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This chart shows our S&P energy sector model.  We regress the overall S&P 500 and oil prices 

against the energy sector.  For most of the index’s history, these two variables explained much of 

the behavior of the energy sector.  The deviation line shows that this is the most significant 

underperformance of energy over the past thirty years.  The current underperformance was 

preceded by strong outperformance in the two previous years.   

 

So, why are we seeing this underperformance?  It isn’t exactly clear.  There are a number of 

candidates to explain the deviation.  It may reflect a correction from the earlier outperformance 

that was likely based on euphoria surrounding fracking.  There may be an element that, due to 

fears of climate change, hydrocarbons are falling into “pariah” status.  If this is the case, there 

may be a long-term underweighting of energy stocks going forward.  It may be that energy 

equity investors believe oil prices are too high and simply won’t “pay up” for equities to match 

current prices. 

 

We are not sure which factor accounts for the underperformance but it does pose a problem for 

asset allocation.  Energy is only 2.6% of the growth index for the S&P 500 but 6.4% of the value 

index.  If an investor wanted to tilt his/her portfolio toward value due to concerns about a 

slowing economy but was worried that the underperformance of energy is a secular trend, the tilt 

to value might leave that investor with an excessive allocation to energy.  Our Asset Allocation 

Committee recently faced this problem.  To deal with this issue, we added a quality factor 
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product to our Asset Allocation portfolios, which will still give us the defense posture without a 

large energy component.  This is one way to address the higher proportion of energy in the value 

index and create a more defensive posture in asset allocation.   

 

 

 

 
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 ma y 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 10/24/2019 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 10/24/2019 close) 
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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 24, 2019 
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P/E as of 10/23/2019 = 18.3x

 
 

Based on our methodology,1 the current P/E is 18.3x, up 0.21x from last week.  The rise in the 

P/E is due to a combination of falling earnings forecasts and higher equity prices.   

 
 
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. 


