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

morning.  The EuroStoxx 50 is down 0.1% from its last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.4%.  Chinese markets were lower, with the Shanghai composite down 0.5% and 

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

lower open.  With 235 companies having reported, the S&P 500 Q3 earnings stand at $41.90, 

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

2018 earnings.  Thus far this quarter, 77.4% of the companies reported earnings above forecast, 

while 15.7% reported earnings below forecast.   

 

It’s Fed day!  We discussed the FOMC meeting in detail yesterday; there’s a quick summary 

below.  It’s also GDP day (see the Economic Releases section below for details).  At long last, 

there will be elections in the U.K., and we also update news from China.  Here are the details: 

 

The second episode of the Confluence of Ideas podcast is available! 

 

FOMC day: As we noted yesterday, a rate cut today would shrink the spread between the 

implied yield from the two-year deferred Eurodollar futures and fed funds to near zero.  If the 

Fed is using the 1995 mid-course correction as an analog, there is a chance of one more rate cut, 

but a pause would not be out of the question.  Given the divisions on the FOMC, squeaking out 

one more cut is probably about all that Powell can muster.  How will the markets take a pause 

signal?  Not well unless the statement suggests the Fed will continue to support the expansion.  

That language will likely remain, so we don’t expect a bearish surprise there.  Finally, it is worth 

noting that Powell’s press conferences have had a tendency to be hawkish.   

 

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://podcasts.apple.com/us/podcast/confluence-podcasts/id1003363225
https://www.wsj.com/articles/fed-eyes-third-rate-cut-but-faces-questions-over-what-comes-next-11572427801?shareToken=stb426dabb7fe04348a8ba9fd553af5940
https://www.wsj.com/articles/fed-eyes-third-rate-cut-but-faces-questions-over-what-comes-next-11572427801?shareToken=stb426dabb7fe04348a8ba9fd553af5940
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Before one decides to engage in a short-day trade, a word of caution—Powell has been learning 

as he goes along and thus this chart may more reflect his learning curve rather than a hawkish 

bias.  We will recap the meeting tomorrow. 

 

China: Although the fourth plenum is continuing, there is little information emerging from the 

meetings, as is the custom.  In other China news, the regime claims to have eliminated all 

restrictions on foreign investment and will “neither explicitly nor implicitly” force foreign 

investors or companies to transfer technologies.  However, this new “directive” does not include 

investments or foreign firms on “negative lists,” which means industries that are barred from 

foreign involvement.  At first glance, this appears to be a major breakthrough.  However, it isn’t 

clear whether this directive has the force of law.  Nevertheless, this may be as much as the 

Trump administration can get and, in reality, even if a law is passed, enforcing such a law may 

not occur anyway.  If the U.S. takes this as a win, it is possible that progress on trade can occur.  

At the same time, there are conflicting reports about a deal being ready for the November APEC 

meeting.   

 

In another noteworthy development, Chairman Xi has apparently supported the development of a 

Chinese blockchain to ostensibly eliminate the need for the S.W.I.F.T. network.  That network 

facilitates money and information transfer between banks.  It has been used by the U.S. to 

enforce sanctions and China would like to undermine that power.  The Chinese version of a 

cryptocurrency would be one managed and monitored by the state.   

 

Brexit: At long last, we will have an election.  On December 12, U.K. voters will go to the polls.  

If a Tory government emerges, Johnson’s plan will likely be the structure of a Brexit deal.  If 

Labour can team up with the SNP, a second referendum will be held.  And, if the Liberal-

Democrats win, Article 50 will be scrapped.  The wild card for the Tories is Nigel Farage’s 

Brexit Party.  He will argue that Johnson has failed to deliver Brexit; if a voter wants out of the 

EU, the Brexit Party is the only sure way to deliver that outcome.  For Labour, the problem is 

that the party has never fully defined its position on Brexit.  And so, there is a chance that 

working class older Labour supporters will drift to the Tories or the Brexit Party.  The Liberal-

Democrats may be able to capture younger Remain voters from Labour as well.  Labour will try 

to make the election about anything but Brexit.  That might simply not be possible.   

 

So, overall, the new election is a risky maneuver for all involved.  Current polls show the 

Conservatives with a sizeable margin; however, as the last election showed, the British electorate 

is fluid.  It does appear that the odds of crashing out of the EU are nearly zero and the choice is 

either a staged exit or remain.  Accordingly, we are seeing the GBP lift on the news.   

 

Lebanon: We have been reporting about rising unrest around the world; Hong Kong, Bolivia, 

Chile and Lebanon have all been scenes of civil disorder.  In Lebanon, PM Hariri has given up 

and resigned.  Lebanese politics are finely balanced; Shiites, Christians, Sunnis and Druze all 

hold various parts of the government.  Protestors oppose this arrangement, seeing it as an 

impediment to progress.  However, it is unclear what will occur if the current arrangement 

unravels.  In the 1970s, the result was a bloody civil war.  Hezbollah, the Shiite group that is 

arguably the most powerful body in the country, has shown no interest in resigning from the 

government or participating in a reshuffle.   

https://www.reuters.com/article/us-china-economy-foreign-capital-idUSKBN1X815K
https://www.scmp.com/economy/china-economy/article/3035340/donald-trump-xi-jinping-set-november-17-meeting-chile-sign
https://www.reuters.com/article/us-usa-trade-china-deal-exclusive/exclusive-u-s-china-trade-deal-may-not-be-ready-for-signing-in-chile-u-s-official-idUSKBN1X81ZO
https://www.wsj.com/articles/bitcoin-and-chinese-tech-stocks-surge-after-xi-jinping-touts-blockchain-11572259762?shareToken=st33428891ff63491687a3b0fd8a859941
https://bitcoinist.com/china-digital-currency-will-replace-swift-huang-qifan/
https://bitcoinist.com/china-digital-currency-will-replace-swift-huang-qifan/
https://www.wsj.com/articles/chinas-blockchain-revolution-wont-set-investors-free-11572349325?shareToken=stb2c315e9163e41728c4e51b912d94c12
https://www.wsj.com/articles/chinas-blockchain-revolution-wont-set-investors-free-11572349325?shareToken=stb2c315e9163e41728c4e51b912d94c12
https://www.wsj.com/articles/u-k-opposition-to-back-boris-johnsons-call-for-election-11572347134?shareToken=st5aa5068bcade497195ca5ad0d311c054
https://www.politico.eu/article/uk-brexit-election-gamble-december-12/?utm_source=POLITICO.EU&utm_campaign=0249d09fcf-EMAIL_CAMPAIGN_2019_10_30_06_10&utm_medium=email&utm_term=0_10959edeb5-0249d09fcf-190334489
https://www.politico.eu/europe-poll-of-polls/united-kingdom/?utm_source=POLITICO.EU&utm_campaign=0249d09fcf-EMAIL_CAMPAIGN_2019_10_30_06_10&utm_medium=email&utm_term=0_10959edeb5-0249d09fcf-190334489
https://www.politico.eu/article/why-uk-election-outcome-is-impossible-to-predict-boris-johnson-brexit-labour-conservative-party/?utm_source=POLITICO.EU&utm_campaign=0249d09fcf-EMAIL_CAMPAIGN_2019_10_30_06_10&utm_medium=email&utm_term=0_10959edeb5-0249d09fcf-190334489
https://www.politico.eu/article/why-uk-election-outcome-is-impossible-to-predict-boris-johnson-brexit-labour-conservative-party/?utm_source=POLITICO.EU&utm_campaign=0249d09fcf-EMAIL_CAMPAIGN_2019_10_30_06_10&utm_medium=email&utm_term=0_10959edeb5-0249d09fcf-190334489
https://www.ft.com/content/67978e32-fa55-11e9-98fd-4d6c20050229?emailId=5db8fcc1082f6a0004a00e7b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/67978e32-fa55-11e9-98fd-4d6c20050229?emailId=5db8fcc1082f6a0004a00e7b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://nyti.ms/36bjtVH
https://nyti.ms/36bjtVH
https://www.washingtonpost.com/world/middle_east/lebanese-prime-minister-saad-hariri-announces-he-will-resign-after-nearly-two-weeks-of-protests/2019/10/29/bd9e7cf2-fa49-11e9-8906-ab6b60de9124_story.html?wpisrc=nl_todayworld&wpmm=1
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USMCA: There are fears that the impeachment proceedings will delay a vote on the North 

American trade deal.  However, another issue has emerged; the Trump administration wants to 

dictate where auto companies can make cars and parts, and receive duty-free treatment under 

USMCA.  This is a remarkable degree of interference into the sourcing and investment decisions 

of companies, but is a further signal of a swing toward an equality cycle.   

 

The new subprime? Years after the financial crisis it appears that consumer installment loans 

have replaced the controversial sub-prime mortgage as debt vehicle of choice for borrowers with 

both low credit and savings. As opposed to a credit card, installment loans allow consumers to 

borrow money for specific purchases. Because rising wages have stagnated for workers, 

corporations have offered installment loans in order to boost profits and meet consumer 

demands. That said, the practice of issuing installment loans has come under increased scrutiny 

as some lenders have begun to take advantage of the lack oversight and have issued loans with 

interest rates well into the triple digits. The usage of these installment loans is a cause of concern 

as the economy debt burdens weigh on consumers’ willingness to spend. In addition, increased 

scrutiny of these instalment loans provides further evidence that economy policy is likely 

shifting away from favoring efficiency, and more toward favoring equality. Earlier this month, 

California passed a bill that would effectively limit the amount of interest charged on 

installments loans to 36% plus the fed funds rate for loans between $2,500 and $10,000. 

 

U.S. Economic Releases 
 

MBA mortgage applications in the week ended October 25 were up by a slight 0.6%.  

Applications for home-purchase mortgages rose 2.3%, just offsetting a 0.5% decline in 

applications for refinancing mortgages.  The average interest rate on a 30-year, fixed-rate 

mortgage rose to 4.05%. 

 

Separately, the ADP National Employment Report showed October private payrolls increased by 

a seasonally-adjusted 125,000, compared with an expected rise of 110,000.  However, September 

payroll growth was revised downward to 93,000. 

 

Finally, the Commerce Department released its initial read on U.S. economic growth in July 

through September.  After stripping out price changes and seasonal impacts, advance third-

quarter gross domestic product (GDP) expanded at an annualized rate of 1.9%, beating the 

consensus forecast for a 1.6% growth rate but slowing slightly from the second-quarter growth 

rate of 2.0%.  The report showed personal consumption and government spending both slowed 

notably in the third period, but that was mostly offset by a smaller decline in investment and a 

stabilizing trade deficit.  Compared with the third period of 2018, overall GDP was up 2.0%, 

virtually matching the average annual growth rate of 2.1% over the last two decades.  Finally, in 

a broad measure of inflation, the report showed the third-quarter GDP price index rose at a rate 

of just 1.7%, compared with 2.4% in the second quarter.  The report also included the quarterly 

version of the Fed’s preferred inflation gauge.  Excluding the volatile food and energy 

components, the third-quarter “core” PCE price index accelerated to show an annualized increase 

of 2.2%, up from 1.9% in the previous quarter and exceeding the Fed’s target of 2.0%. 

  

https://www.scmp.com/business/china-business/article/3035459/trumps-white-house-wants-dictate-how-where-global-auto
https://www.scmp.com/business/china-business/article/3035459/trumps-white-house-wants-dictate-how-where-global-auto
https://www.bloomberg.com/news/articles/2019-10-29/america-s-middle-class-is-getting-hooked-on-debt-with-100-rates
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Q3 2019 Prelim Reading Q2 2019 Final Reading Difference

GDP 1.9% 2.0% -0.1%

Consumption 1.9% 3.0% -1.1%

Investment -0.3% -1.2% 0.9%

Inventories -0.1% -0.9% 0.9%

Net Exports -0.1% -0.7% 0.6%

Government 0.4% 0.8% -0.5%  
 

The chart above shows the contributions to the third-quarter economic growth rate by spending 

category, with a comparison to the contributions in the previous quarter. 

 

 
The chart above shows how U.S. GDP growth has fluctuated since just before the last recession.  

Growth in recent quarters has been very close to its long-run average. 
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The chart above shows the average annual rate of growth for overall U.S. GDP and for its main 

components over the last year, compared with their average rates over the last two decades.  

From this perspective, recent growth has actually been a bit better than the long-run average, 

mostly because of out-sized growth in private investment and consumer spending. 

 

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

14:00 FOMC Rate Decision

Fed Speakers or Events

Economic Releases

 No economic releases today

Federal Reserve Board  
 

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 Retail Sales y/y sep 9.1% 1.8% 6.0% ** Equity bullish, bond bearish

Department Store/Supermarket Sales y/y sep 10.0% 0.3% 9.4% * Equity bullish, bond bearish

Australia CPI y/y 3q 1.7% 1.6% 1.7% *** Equity and bond neutral

South Korea Department Store Sales y/y sep -5.6% 5.7% * Equity bearish, bond bullish

EUROPE

Eurozone Consumer Confidence m/m oct -7.6 -7.6 -7.6 ** Equity and bond neutral

Economic Confidence m/m oct 100.8 101.7 101.1 ** Equity and bond neutral

Germany Unemployment Change m/m oct 6.0k -10.0k 3.0k *** Equity bearish, bond bullish

Unemployment Claims Rate m/m oct 5.0% 5.0% 5.0% ** Equity and bond neutral

CPI y/y oct 1.1% 1.2% 1.0% *** Equity and bond neutral

CPI EU Harmonized y/y oct 0.9% 0.9% 0.8% ** Equity and bond neutral

France GDP y/y 3q 1.3% 1.4% 1.3% *** Equity and bond neutral

Consumer Spending y/y sep 0.3% -0.1% 0.6% * Equity and bond neutral

Italy Consumer Confidence m/m oct 111.7 112.2 111.8 *** Equity and bond neutral

Manufacturing Confidence m/m oct 99.6 98.8 98.6 *** Equity bullish, bond bearish

Economic Sentiment m/m oct 99.0 98.5 ** Equity bullish, bond bearish

Switzerland KOF Leading Indicator m/m oct 94.7 93.2 93.5 * Equity bullish, bond bearish

AMERICAS

Mexico GDP y/y 3q -0.4% -0.8% 0.0% *** Equity bearish, bond bullish

Brazil FGV Inflation IGPM y/y oct 3.2% 3.4% 3.3% ** 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) 194 193 1 Down

3-mo T-bill yield (bps) 158 158 0 Neutral

TED spread (bps) 36 34 2 Neutral

U.S. Libor/OIS spread (bps) 156 157 -1 Up

10-yr T-note (%) 1.82 1.84 -0.02 Down

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

EUR/USD 3-mo swap (bps) 19 21 -2 Down

Currencies Direction

dollar Down Up

euro Up Up

yen Up Down

pound Up Up

franc Up Up

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 $61.52 $61.59 -0.11%

WTI $55.39 $55.54 -0.27%

Natural Gas $2.64 $2.64 0.11%  

Crack Spread $17.96 $17.76 1.14%

12-mo strip crack $18.82 $18.69 0.70%

Ethanol rack $1.69 $1.69 -0.30%

Gold $1,493.33 $1,487.72 0.38%

Silver $17.91 $17.81 0.52%

Copper contract $268.15 $269.15 -0.37%

Corn contract 386.50$       386.25$       0.06%

Wheat contract 508.25$       511.50$       -0.64%

Soybeans contract 935.75$       933.50$       0.24%

Baltic Dry Freight 1802 1803 -1

Actual Expected Difference

Crude (mb) 0.5

Gasoline (mb) -2.3

Distillates (mb) -2.2

Refinery run rates (%) 0.60%

Natural gas (bcf) 87.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

from the Rockies to the Appalachians, with warmer-than-normal temperatures in Florida and the 

Southwest.  Wet conditions are expected only in the upper Midwest, while unusually dry 

conditions are anticipated in the Northwest down into northern California.  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 10/29/2019 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 10/29/2019 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

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. 
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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. 


