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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 28, 2019—9:30 AM EDT] Global equity markets are higher this morning.  

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

0.8%.  Chinese markets were higher, with the Shanghai composite up 0.9% and the Shenzhen 

index up 1.6% from the prior close.  U.S. equity index futures are signaling a higher open.  With 

199 companies having reported, the S&P 500 Q3 earnings stand at $41.80, higher than the 

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

Thus far this quarter, 78.9% of the companies reported earnings above forecast, while 16.1% 

reported earnings below forecast.   

 

Good morning and happy Monday!  It was a busy weekend in front of a busy week.  Here are the 

details: 

 

Baghdadi dead: The leader of Islamic State (IS), Abu Bakr al-Baghdadi, died over the weekend, 

killing himself with a suicide vest while his compound was raided by U.S. Special Forces.  

Killing the leaders of such movements, such as the operation against Osama bin Laden, are 

important psychological events.  In the case of al Qaeda, the group continues to operate but the 

profile of the new leadership is significantly lower, which probably makes sense because having 

a high profile makes one a high-value target.  Although we expect IS to continue, its form will 

likely be far different than what we saw a few years ago.  It more likely will look like al Qaeda; 

IS will be something akin to a franchise name for similar movements around the world.  We 

strongly doubt it will, in the short run, control enough undisputed territory to be considered a 

caliphate.  At the same time, as the U.S. withdraws from the Middle East and other parts of the 

world, the ability of IS and fellow travelers to operate will be fostered.  So far, the market impact 

of this event was minimal; if anything, it might be modestly bearish for crude oil. 

 

Brexit extension: Last week, we noted the “catch-22” that was emerging on the Brexit 

extension.  The EU wanted more clarity before granting an extension, while the U.K. wanted an 

extension to build more clarity.  It appears the standoff is being resolved.  The EU appears ready 

to grant a flexible extension to the end of January 2020, with the potential to move sooner if the 

U.K. resolves its issues.  Parliament will vote at approximately 7:00 pm London time on PM 

Johnson’s plan for an election on December 12.  That plan also includes a new vote on Johnson’s 

U.K.-EU Brexit deal.  If this fails, the path may shift to an alternative.  The Scottish National 

Party (SNP) and the Liberal-Democrats have offered a bill that would trigger an election on 

December 9.  That would be too soon for the Tories to push their Brexit bill through Parliament; 

thus, the election would occur before the Brexit bill is passed.  PM Johnson has expressed 

interest in the bill, which could pass with a simple majority.  The risk for Johnson is that he 
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might not be able to offset the Brexit Party without executing Brexit before the election.  A hung 

Parliament is a possible outcome.  On the other hand, an election will be necessary at some point 

so getting on with it makes sense.   

 

One of the fallouts of Brexit is the loss of Britain’s contribution to the EU budget.  Germany is 

balking at a projected rise in its expected future contribution.  The potential fallout (see below) 

could be renewed momentum to German populists and nationalists.  In other words, even after 

Brexit is “put to bed,” the remnant EU is likely to struggle with the political fallout for years and 

will face internal tensions that are likely to be negative for the euro and European equities. 

 

Peronists win: Although it was no surprise that Alberto Fernandez won yesterday’s election in 

Argentina, the final results were a bit tighter than expected.  For investors, the key unknown is 

how much power his running mate, former president and first lady Cristina Fernandez de 

Kirchner, will have in the new administration.  The more power she wields, the greater the 

likelihood of default and turmoil. 

 

German regional elections: The state of Thuringia, which resides in the former East Germany, 

held elections over the weekend.  The AfD made a strong showing, seeing its vote share rise to 

23.5% from 10.6% in the last election in 2014.  The hard-left Die Linke (the Left) party won the 

most votes, at 31%.  The CDU took 21.6%, down 12 points from 2014.  The key point of the 

results is that the center isn’t holding; the hard-left and hard-right now command a majority in 

this small state and it isn’t likely that any of the parties can form a government.  These sorts of 

outcomes weaken the ability to govern.   

 

CPC plenary session: The CPC will meet this week to hammer out policy for the upcoming 

year.  Chairman Xi waited until the last possible moment to hold this session, which may reflect 

internal dissention.  Xi has come under pressure for deteriorating relations with the U.S. and 

weakening economic growth.  As a result, we will be watching for any signs that Xi may be 

forced to accommodate these pressures.  Look for a rush to get a trade deal with the U.S. or fiscal 

stimulus.  Meanwhile, China is trying to woo foreign firms on the back of new legislation that 

liberalizes foreign investment.  Additionally, the trade talk reports remain favorable.   

 

Fires in California: Widespread fires have led to blackouts in an attempt to reduce the chances 

of further conflagrations.  It is unclear if these blackouts will hurt overall economic growth, but 

the longer they persist the better the chances are that the blackouts will have a negative effect.   

 

Odds and ends: The National Association of Business Economists are projecting less than 2% 

growth next year.  Recent polls show that attitudes toward socialism and capitalism are age-

dependent.  Under conditions of hyperinflation, it is not unusual to see an economy shift to 

barter, and there is growing evidence that this is occurring in Venezuela.  With the end of the 

recent UAW strike, the union is now planning to use its current deal as a pattern for other 

automakers.  Finally, the USDA reports that the stocks of frozen pork bellies, the uncured meat 

that, once cured, becomes bacon, are at their highest levels since 1971.   
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U.S. Economic Releases 
 

The Chicago FRB National Activity Index came in worse than expectations at -0.45 compared to 

estimates of 0.00.  The prior report was revised upward from +0.10 to +0.15. 
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We smooth the data with a six-month moving average.  The index remains above the recession 

line at -0.45 but has been weakening in recent months.   
 

The advanced September goods trade deficit came in narrower than expected at $70.4 bn 

compared to the forecast of $73.5 bn.  The prior report’s deficit was revised upward from $72.8 

bn to $73.1 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, falling 0.3% from the prior month compared 

to the forecast rise of 0.3%, while retail inventories rose 0.3% from the prior month.  The 

monthly change in retail inventories, reported last month, was revised downward from 

unchanged to -0.2%. 
 

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

EDT Indicator Expected Prior Rating

10:30 Dallas Fed Manufacturing Index m/m oct 1.0 1.5 **

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

China Industrial Profits y/y sep -5.3% -2.0% ** Equity and bond bearish

Japan PPI Services m/m sep 0.5% 0.5% 0.5% ** Equity and bond neutral

EUROPE

Eurozone Money Supply M3 y/y sep 5.5% 5.7% 5.7% ** Equity and bond neutral

Germany Import Price Index y/y sep -2.5% -2.7% -3.0% ** Equity bearish, bond bullish

UK CBI Retailing Reported Sales m/m oct -21 3 ** Equity and bond bearish

CBI Total Distribution Reported Sales m/m oct -10 -16 -20 ** Equity and bond neutral

Switzerland Total Sight Deposits m/m oct 592.4 Bil 592.4 Bil * Equity and bond neutral

Domestic Sight Deposits m/m oct 487.9 Bil 482.6 Bil * 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) 193 194 -1 Down

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

TED spread (bps) 30 30 0 Neutral

U.S. Libor/OIS spread (bps) 158 159 -1 Up

10-yr T-note (%) 1.83 1.80 0.03 Down

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

EUR/USD 3-mo swap (bps) 24 23 1 Down

Currencies Direction

dollar Down Up

euro Flat Up

yen Down Down

pound Up 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 $61.69 $62.02 -0.53%

WTI $56.31 $56.66 -0.62%

Natural Gas $2.36 $2.30 2.48%  

Crack Spread $16.80 $16.68 0.72%

12-mo strip crack $18.39 $18.36 0.11%

Ethanol rack $1.70 $1.69 0.84%

Gold $1,505.09 $1,504.63 0.03%

Silver $18.07 $18.04 0.19%

Copper contract $268.30 $267.55 0.28%

Corn contract 384.25$       386.75$       -0.65%

Wheat contract 512.50$       517.75$       -1.01%

Soybeans contract 937.00$       934.50$       0.27%

Baltic Dry Freight 1801 1785 16

Shipping

Energy Markets

Metals

Grains

 
 

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 California coast.  There are no tropical storms expected over the next 48 hours.  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 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 10/25/2019 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 10/25/2019 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. 


