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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 29, 2019—9:30 AM EDT] Global equity markets are generally lower this 

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

closed unchanged.  Chinese markets were lower, with the Shanghai composite down 0.9% and 

the Shenzhen index also down 0.9% from the prior close.  U.S. equity index futures are signaling 

a lower 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.   

 

The S&P 500 hit a new record yesterday.1 There is growing hope of a trade deal.  The FOMC 

meeting begins today.  Brexit continues.  Here are the details: 

 

China trade:  Contours of a trade deal, or ceasefire, are slowly emerging.  There are reports that 

the U.S. will offer to extend tariff delays of 25% on $34 bn of Chinese consumer electronics.  

These tariffs were initially set for July 2018 but granted exclusions that ran through December 

28th of this year.  The USTR is said to be considering extending these by another year.   This 

seems like a rather small offer; we haven’t heard anything from the Chinese side most likely 

because they are holding CPC meetings.  Peter Navarro is said to be opposed to the trend of 

negotiations but, unlike in earlier talks, he and Lighthizer are not together in opposition.  From 

our perspective, a modest extension of tariff exclusions and an offer to buy soybeans seems like 

a rather small agreement.  However, we do note that China is allowing the CNY to appreciate, 

which may be a signal it is willing to make an arrangement.  However, a simple delay in trade 

hostilities is probably enough to cool market worries and give stocks a boost. 

 

FOMC:  Market expectations are calling for a 25 bp rate cut at this week’s meeting, which will 

end tomorrow.  This is a meeting without “dots” so all we will have to work with is the statement 

and the press conference.  What we will be watching for is how the financial markets react to a 

signal of a pause.  Chair Powell still has a large contingent of Phillips Curve adherents who will 

be less that keen on further cuts in the face of low unemployment.  And, equities hitting new 

highs will weaken the resolve of the few members who worry about financial market froth.  If 

Powell is using the mid-1990s soft landing as a policy guide, we are getting close to a pause 

point. 

 

                                                 
1 It’s the 90th anniversary of “Black Tuesday.” The Dow Jones Industrials lost nearly 25% over two days on October 
28th and 29th and volume on the 29th reached a record that held for nearly 40 years.     
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By Bill O’Grady, Thomas Wash, and 
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http://www.confluenceinvestment.com/research-news/reading-list/
https://www.wsj.com/articles/european-stocks-off-to-weak-start-amid-brexit-uncertainty-11572256781?shareToken=st4191a7cb7ba64b5fb65d72d88dcbfd8e
https://www.cnet.com/news/us-might-extend-some-tariff-exclusions-on-chinese-imports/
https://nyti.ms/2JtMCSt
https://nyti.ms/2JtMCSt
https://www.cnbc.com/2019/10/25/trump-advisor-navarro-fighting-phase-one-of-china-trade-deal-sources.html
https://www.cnbc.com/2019/10/25/trump-advisor-navarro-fighting-phase-one-of-china-trade-deal-sources.html
https://www.reuters.com/article/china-yuan/china-lifts-yuan-midpoint-to-strongest-level-in-over-2-months-idUSAZN0FJ600?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business'
https://www.wsj.com/articles/powell-faces-tightrope-act-framing-potential-pause-on-fed-rate-cuts-11572341401?shareToken=st02f60b88a9194318b890540ed2c2d971
https://www.wsj.com/articles/powell-faces-tightrope-act-framing-potential-pause-on-fed-rate-cuts-11572341401?shareToken=st02f60b88a9194318b890540ed2c2d971
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This chart shows the implied three-month LIBOR rate from the Eurodollar futures market along 

with the fed funds target.  The spread is the upper line.  Inversions are shown by vertical lines.  

In 1995, the Greenspan Fed abruptly ended a tightening cycle as the spread inverted and 

generally guided rates based on the behavior of the implied LIBOR rate.  The current spread is -

40 bps; another 25 bps cut will get us close to a positive spread.  It would not surprise us to see 

the Fed pause if we get a cut tomorrow.   

 

In light of new highs in equity indices, the question then becomes how will equity markets react 

if the Fed pauses?  Most likely, without a steady diet of accommodation, equity markets will 

probably stall.  However, through all of the recent strength, retail money market levels continue 

to rise. 
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If investor sentiment swings to euphoria, there is ample fuel for a major rally in equities.  For 

that to occur, we would probably need more than a ceasefire in the trade situation.  Nevertheless, 

the rally in equities while cash levels are increasing is impressive. 

 

Brexit:  The saga continues.  After seeing an election bill fail, PM Johnson is trying another 

tactic, this time a simple bill that would allow for an election without a two-thirds majority.  So 

far, the GBP is holding up through these machinations.  U.K. betting sites are leaning toward a 

hung election, where no party wins a governing majority.  In the details, at least one major 

bookie says there are even odds that no party will win an outright majority, while two others put 

the odds of that outcome at 11/10 (52.4%).  All three major bookies put the odds of the 

Conservative Party winning an outright majority at 10/11 (47.6%), while they put the odds of 

Labor winning a majority at between 23/1 (4.2%) and 16/1 (5.9%). 

 

Global Investment Flows:  In a sign that anti-globalism political leaders aren’t just rolling back 

trade, the OECD has issued a report showing international investment flows are also dropping.  

In the first half of 2019, the data shows foreign direct investment across the globe was down 

some 20% from the second half of 2018.  FDI into the United States was down more than 25%. 

 

Japan-South Korea:  Media reports yesterday said Japanese and South Korean officials are 

working on a deal to resolve their dispute over Japan’s behavior in Korea before and during 

World War II.  The deal would focus on compensating Koreans who were subject to forced labor 

by the Japanese, potentially via an “economic cooperation” fund to be financed by Japanese 

companies.  As we discussed in our WGR of September 30 and October 7, the Japanese 

government insists that it owes nothing under the 1965 treaty that normalized relations between 

the countries, while recent South Korean court decisions have allowed Koreans to sue Japanese 

firms for redress.  The proposed deal would allow compensation to be paid in all but name.  

Today, Japanese officials denied any such deal is in the works, but that could just be political 

posturing.  If such a deal is completed, it would remove a significant cloud over Japanese-South 

Korean trade, so it would likely be a modest positive for Asian equities. 

 

Hong Kong:  Pro-democracy activist Joshua Wong was officially disqualified from running in 

next month’s local elections, on grounds that his political group has called for Hong Kong to 

have self-determination.  Meanwhile, municipal Chief Executive Carrie Lam denied that Chinese 

leaders in Beijing are planning to oust her for her failure to control the city’s continuing and 

increasingly violent anti-China protests.  Together, the developments are likely to add more fuel 

to the protests, and further weigh on the Hong Kong economy and financial markets. 

 

Russia:  As a reminder that various Russian organizations continue to push back against 

President Putin’s narrative of a Great Power Russia where all is well, activists in Moscow today 

publicly read the names of 40,000 fellow citizens executed by Stalin in 1937-38.  The ceremony 

took place in Lubyanka Square, directly in front of the former KGB headquarters, which is now 

the headquarters for the KGB’s main successor agency, the Federal Security Service (FSB).  

Similar readings took place in some 35 cities across the country. 

 

Saudi Arabia:  The government opens its third annual Future Investment Initiative conference 

today, featuring at least five presidents and the chiefs of several major multinational 

https://www.bbc.com/news/uk-politics-50213548
https://www.bbc.com/news/uk-politics-50216607
https://www.ft.com/content/246bbb3a-f9a4-11e9-a354-36acbbb0d9b6
https://www.japantimes.co.jp/news/2019/10/28/national/politics-diplomacy/japan-south-korea-weigh-fund-help-resolve-wartime-labor-fight/?utm_source=Daily+News+Updates&utm_campaign=5c7fc2cd4f-Tuesday_email_updates29_10_2019&utm_medium=email&utm_term=0_c5a6080d40-5c7fc2cd4f-333514679#.Xbc6mW5FyUk
https://www.japantimes.co.jp/news/2019/10/28/national/politics-diplomacy/japan-south-korea-weigh-fund-help-resolve-wartime-labor-fight/?utm_source=Daily+News+Updates&utm_campaign=5c7fc2cd4f-Tuesday_email_updates29_10_2019&utm_medium=email&utm_term=0_c5a6080d40-5c7fc2cd4f-333514679#.Xbc6mW5FyUk
http://english.chosun.com/site/data/html_dir/2019/10/29/2019102901202.html
https://www.confluenceinvestment.com/weekly-geopolitical-report-japan-south-korea-dispute-part-i-september-30-2019/
https://www.confluenceinvestment.com/weekly-geopolitical-report-japan-south-korea-dispute-part-ii-october-7-2019/
https://www.japantimes.co.jp/news/2019/10/29/national/politics-diplomacy/japan-south-korea-deny-joint-fund/#.XbgyUUZKiUk
https://www.ft.com/content/d0f9ab0e-fa04-11e9-98fd-4d6c20050229
https://www.rferl.org/a/russians-remember-victims-of-stalin-s-great-purge/30241992.html
https://www.ft.com/content/1853dd00-f963-11e9-a354-36acbbb0d9b6
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corporations.  Given the high-level attendees, the “Davos in the Desert” meeting will have the 

potential to produce policy or corporate news – and potential mischief by Saudi rival Iran. 

 

Odds and ends:  As impeachment accelerates, there is concern that the other business of 

Congress is getting sidelined.  For example, we might see a government shutdown or USMCA 

may be put at risk.  One of the side benefits of the raid that killed al-Baghdadi is that intelligence 

is gathered from the leader’s compound.  Something similar occurred after the raid on bin 

Laden’s compound.  We note that an IS spokesman was killed in an airstrike yesterday. 

 

U.S. Economic Releases 
 

The S&P CoreLogic CS 20-City Home Price Index came in below expectations at 2.03% 

compared to the forecast rise of 2.10% from the prior year.  The S&P CoreLogic CS U.S. Home 

Price Index rose by 3.17% from the prior year.  The prior report was revised downward from 

3.18% to 3.14%. 

  

 
 

The chart above shows the year-over-year change in the S&P CoreLogic CS 20-City Home Price 

Index.   
 

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

https://nyti.ms/2NjFhWL
https://www.bloomberg.com/news/articles/2019-10-29/usmca-advocates-see-impeachment-as-leverage-to-pass-trade-deal
https://www.wsj.com/articles/u-s-recovered-valuable-intelligence-in-baghdadi-raid-11572301388?shareToken=st7797ee3c76d04438aec70c7a9e3b463b
https://www.wsj.com/articles/u-s-recovered-valuable-intelligence-in-baghdadi-raid-11572301388?shareToken=st7797ee3c76d04438aec70c7a9e3b463b
https://www.wsj.com/articles/islamic-state-spokesman-targeted-in-u-s-airstrike-say-kurds-11572268364?shareToken=st8ed540ece8854f8fba525e549c7709b1
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EDT Indicator Expected Prior Rating

10:00 Conference Board Consumer Confidence m/m oct 128.0 125.1 **

10:00 Conference Board Present Situation m/m oct 169.0 ***

10:00 Conference Board Expectations m/m oct 95.8 **

10:00 Pending Home Sales m/m sep 0.8% 1.6% ***

10:00 Pending Home Sales m/m sep 3.6% 1.1% **

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 Tokyo CPI m/m sep 0.4% 0.4% 0.7% *** Equity and bond neutral

Tokyo CPI ex-Fresh Food m/m oct 0.5% 0.6% 0.7% *** Equity and bond neutral

Tokyo CPI ex-Fresh Food, Energy m/m oct 0.7% 0.6% 0.7% *** Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption w/w 27-Oct 110.4 111.6 * Equity and bond neutral

EUROPE

France Consumer Confidence m/m oct 104 104 104 *** Equity and bond neutral

Italy PPI y/y oct -2.4% -2.1% ** Equity bullish, bond bearish

UK Nationwide House Px y/y oct 0.4% 0.2% 0.3% ** Equity and bond neutral

Mortgage Approvals m/m sep 65.9k 65.5k 65.0k * Equity and bond neutral

AMERICAS

Canada Bloomberg Nanos Confidence w/w 25-Oct 57.4 57.5 *** Equity and bond neutral

Brazil FGV Construction Costs m/m oct 0.1% 0.6% 0.1% ** 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) 158 159 -1 Neutral

TED spread (bps) 35 35 0 Neutral

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

10-yr T-note (%) 1.83 1.84 -0.01 Down

Euribor/OIS spread (bps) -41 -41 0 Neutral

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

Currencies Direction

dollar Up Up

euro Down Up

yen Up Down

pound Flat Up

franc Down Down

Central Bank Action Current Prior Expected

FOMC Rate Decision (Upper Limit) 1.750% 2.000% On forecast

FOMC Rate Decision (Lower Limit) 1.500% 1.750% 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 $60.87 $61.57 -1.14% Supply Optimism

WTI $55.14 $55.81 -1.20%

Natural Gas $2.53 $2.45 3.52%  

Crack Spread $17.18 $17.36 -1.05%

12-mo strip crack $18.51 $18.67 -0.83%

Ethanol rack $1.70 $1.70 0.05%

Gold $1,488.39 $1,492.51 -0.28%

Silver $17.72 $17.85 -0.73%

Copper contract $267.70 $268.30 -0.22%

Corn contract 382.75$       384.00$       -0.33%

Wheat contract 512.50$       511.75$       0.15%

Soybeans contract 932.75$       935.50$       -0.29%

Baltic Dry Freight 1803 1801 2

Actual Expected Difference

Crude (mb) 0.5

Gasoline (mb) -2.3

Distillates (mb) -2.2

Refinery run rates (%) 0.60%

Shipping

Energy Markets

Metals

Grains

DOE inventory report
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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 in Florida and its 

surrounding areas and southwest of the country from California to Texas.  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 10/28/2019 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 10/28/2019 close) 

 

0.0% 10.0% 20.0% 30.0% 40.0%

Cash

Commodities

US Government Bond

Emerging Markets (local currency)

Emerging Markets ($)

US High Yield

US Corporate Bond

Foreign Developed ($)

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. 

 



 

 

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

www.confluenceinvestment.com 

11 

 

P/E Update 
 

October 24, 2019 
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P/E as of 10/23/2019 = 18.3x

 
 

Based on our methodology,2 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. 
 

                                                 
2 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. 


