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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 31, 2018—9:30 AM EDT] Global equity markets are higher this morning.  

The EuroStoxx 50 is up 1.6% from the last close.  In Asia, the MSCI Asia Apex 50 was up 1.8% 

from the prior close.  Chinese markets were up, with the Shanghai composite up 1.4% and the 

Shenzhen index up 1.4%.  U.S. equity index futures are signaling a higher open.  With 277 

companies having reported, the S&P 500 Q3 earnings stand at $41.82, higher than the $40.50 

forecast for the quarter.  The forecast reflects a 21.0% increase from Q3 2017 earnings.  Thus far 

this quarter, 75.5% of the companies reported earnings above forecast, while 16.2% reported 

earnings below forecast. 

 

Happy Halloween!  It’s mid-week and equity markets around the world are lifting this morning.  

It looks to us like a normal bounce from a correction.  Will it have legs?  Probably.  Our position 

is that this drop was mostly a normal correction but not the start of a bear market.  The reason it 

probably won’t be a new bear is that bear markets usually coincide with recessions and the 

economy isn’t in trouble.  Here is what we are watching this morning: 

 

Early orders: In the recently released Q3 GDP data, there was a notable increase in inventories.   

 

 
 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
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Inventories added 2.1% to the GDP reading of 3.5%; in fact, without inventories, the 

contribution from investment (inventory additions are considered investment in national income 

accounting) would have been just below zero.  At the time, we speculated that firms may have 

been accumulating inventories before tariffs lift prices.  The WSJ essentially confirmed this 

view.1  The article also noted that freight rates are rising for container ships, another sign of 

increasing demand.  This inventory build will support GDP into Q4; however, it may be a drag 

on growth next year. 

 

China’s economic growth is weakening:2 As noted below, we got the official ISM 

manufacturing data this morning and it showed a drop to 50.2 in September from 50.8 in August.  

A bit of caution is in order; the Caixin manufacturing PMI, which comes from a private source, 

is published tomorrow and generally gives a better read on the economy because it includes a 

broader survey of companies.  The official data tends to represent only large firms.  What does 

concern us in the data is that export orders have fallen significantly. 

 

 
(Source: Capital Economics) 

 

Although export orders remain elevated, the orders index from the PMI does tend to lead orders 

by a few months and suggests that exports will soon decline.  This fits the above narrative that 

inventory accumulation will likely slow in 2019. 

 

Patel v. Modi: The head of the Reserve Bank of India, Urjit Patel, is threatening to resign after 

relations with the government have deteriorated.3  The Modi government has recently invoked 

powers never exercised before to issue directions to the central bank.  The government has also 

issued a statement suggesting it honors central bank independence.  The Modi regime needs to 

                                                 
1 https://www.wsj.com/articles/shippers-brace-for-orders-surge-ahead-of-potential-new-tariffs-1540919850  
2 https://www.ft.com/content/c5b13c48-dcab-11e8-9f04-38d397e6661c  
3 https://www.reuters.com/article/us-india-cenbank-govt/india-central-bank-governor-may-resign-reports-say-
rupee-down-idUSKCN1N5085  

https://www.wsj.com/articles/shippers-brace-for-orders-surge-ahead-of-potential-new-tariffs-1540919850
https://www.ft.com/content/c5b13c48-dcab-11e8-9f04-38d397e6661c
https://www.reuters.com/article/us-india-cenbank-govt/india-central-bank-governor-may-resign-reports-say-rupee-down-idUSKCN1N5085
https://www.reuters.com/article/us-india-cenbank-govt/india-central-bank-governor-may-resign-reports-say-rupee-down-idUSKCN1N5085
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avoid an open conflict with the RBA.  If markets become convinced that the Indian government 

is dictating monetary policy, investors will likely take a dim view of such developments and 

avoid investment in the country. 

 

S&P warns U.K.: S&P Global Ratings has warned the May government that the odds of a no-

deal Brexit have risen and this outcome would likely trigger a significant recession and a likely 

downgrade in Britain’s credit rating.4  We would agree with this assessment but still expect the 

U.K. and the EU to make a last-minute deal.  However, one development that may increase the 

likelihood of a no-deal Brexit is the fall of Merkel.  The German chancellor has pushed a 

position of moderation, unlike her French counterpart, and if Merkel does leave the political 

scene sooner than expected the lack of EU leadership could lead to an impasse in negotiations 

and a disruption.   

 

U.S. Economic Releases 
 

MBA mortgage applications fell 2.5% from the previous week.  Purchases and refinancing fell 

1.5% and 3.8%, respectively.  The average 30-year fixed rate remained at 5.11%.  

 

ADP employment change came in above expectations at 227k compared to the forecast of 187k.  

The prior report was revised from 230k to 218k.  

  

 
  

The chart above shows the change in ADP employment and private payrolls.  A high ADP 

employment change number signals a strong BLS non-farm payroll report for Friday. 

 

                                                 
4 https://www.ft.com/content/87b7a62a-dc5b-11e8-9f04-
38d397e6661c?emailId=5bd9469d4e4a1b000433b1e1&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  

https://www.ft.com/content/87b7a62a-dc5b-11e8-9f04-38d397e6661c?emailId=5bd9469d4e4a1b000433b1e1&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/87b7a62a-dc5b-11e8-9f04-38d397e6661c?emailId=5bd9469d4e4a1b000433b1e1&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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The employment cost index for Q3 came in above expectations, rising 0.8% from the prior 

quarter compared to the forecast of 0.7%. 

 

 
  

The chart above shows the year-over-year change of the employment cost index, which rose 

2.8% from the prior year.  Since the financial crisis, the ECI has been relatively weak, remaining 

below its historical average of 3.0% for over a decade.  An ECI approaching its historical 

average would confirm the labor market is tightening. 

 

The chart below shows the ECI and the unemployment rate.  In the past three cycles, the trough 

in unemployment has coincided with higher compensation.  However, it is worth noting that the 

peak in compensation in each cycle has been falling.  For example, the low in the unemployment 

rate before the 1990-91 recession was about 5.3%, with a peak in compensation growth of 5.4%.  

The 4% low in unemployment before the 2001 recession coincided with compensation growth of 

4.4%.  And, before the last recession, compensation growth peaked at 3.5%.  As we have shown 

in other charts, labor has been consistently losing share to capital and, although compensation 

growth is rising, its slow improvement relative to low unemployment suggests the threat to 

inflation from higher wages is small.   
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The table below lists the economic releases scheduled for today. 
 

EDT Indicator Expected Prior Rating

9:45 Chicago Purchasing Manager m/m oct 60.0 60.4 **

Economic Releases

No speakers or events scheduled

Fed speakers or events

 
 

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Non-manufacturing PMI m/m sep 53.9 54.9 54.6 ** Equity and bond neutral

Manufacturing PMI m/m sep 50.2 50.8 50.6 ** Equity and bond neutral

Composite PMI m/m sep 53.1 54.1 ** Equity and bond neutral

Japan Industrial Production m/m sep -2.9% 0.2% -2.1% *** Equity bearish, bond bullish

Vehicle production m/m aug -0.3% -2.0% ** Equity and bond neutral

Australia CPI y/y 3q 1.9% 2.1% 1.9% *** Equity and bond neutral

Private Sector Credit m/m sep 4.6% 4.5% 4.5% ** Equity and bond neutral

New Zealand Building Permits m/m oct -1.5% 7.8% ** Equity bearish, bond bullish

ANZ Activity Outlook m/m sep 7.4 7.8 ** Equity and bond neutral

ANZ Business Confidence m/m sep -37.1 -38.3 ** Equity bearish, bond bullish

EUROPE

Eurozone Unemployment Rate q/q sep 8.1% 8.1% 8.1% *** Equity and bond neutral

CPI core m/m oct 1.1% 0.9% 1.1% *** Equity and bond neutral

CPI Estimate m/m oct 2.2% 2.1% 2.2% *** Equity and bond neutral

France CPI EU Harmonized m/m oct 2.5% 2.5% 2.6% *** Equity and bond neutral

CPI m/m oct 2.2% 2.2% 2.3% *** Equity and bond neutral

Italy Unemployment Rate m/m oct 10.1% 9.7% 9.9% *** Equity bearish, bond bearish

CPI EU Harmonized m/m oct 0.2% 1.8% 0.4% *** Equity and bond neutral

CPI NIC incl tobacco m/m oct 1.6% -0.4% 0.2% *** Equity bearish, bond bearish

Germany Retail Sales m/m sep 0.1% -0.1% 0.5% ** Equity bearish, bond bullish

AMERICAS

Mexico GDP q/q 3q 0.9% -0.2% 0.5% *** Equity bullish, bond bearish

Brazil National Unemployment Rate m/m sep 11.9% 12.1% 11.9% *** 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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 252 251 1 Up

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

TED spread (bps) 23 23 0 Neutral

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

10-yr T-note (%) 3.11 3.09 0.02 Up

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

EUR/USD 3-mo swap (bps) 52 50 2 Down

Currencies Direction

dollar flat Neutral

euro flat Neutral

yen flat Neutral

pound down Neutral

franc down Neutral

Central Bank Action Current Prior Expected

BOJ Policy Balance Rate 0.000% 0.000% 0.000% On forecast

BOJ 10-yr Yield Target -0.100% -0.100% -0.100% 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. 
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Price Prior Change Explanation

Brent $76.26 $75.91 0.46%

WTI $66.42 $66.18 0.36%

Natural Gas $3.23 $3.19 1.26%

Crack Spread $16.34 $15.92 2.65%

12-mo strip crack $19.05 $18.70 1.87%

Ethanol rack $1.40 $1.40 0.06%

Gold $1,217.59 $1,222.93 -0.44%

Silver $14.35 $14.47 -0.88%

Copper contract $266.90 $266.40 0.19%

Corn contract 364.25$       364.75$       -0.14%

Wheat contract 497.50$       499.75$       -0.45%

Soybeans contract 847.50$       847.00$       0.06%

Baltic Dry Freight 1513 1522 -9

Actual Expected Difference

Crude (mb) 6.3

Gasoline (mb) -4.8

Distillates (mb) -2.3

Refinery run rates (%) 0.40%

Natural gas (bcf) 52.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for most of the country.  

Precipitation is expected for most of the country.  Hurricane Oscar has developed in the Atlantic 

Ocean but is not expected to make landfall. 
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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 26, 2018 
 

One of the earliest lessons taught in statistics is that “correlation does not equal causality.”  Any 

relationship that exists between two variables usually rests on a myriad of conditions; if any of 

these conditions change, correlations can break down rapidly.  This doesn’t mean that correlation 

isn’t a useful tool but it show that one must be aware of the conditions that support the 

relationship.  If those conditions prove to be unstable, the resulting correlation can be unreliable.  

In addition, when a correlation breaks down, it’s important to figure out why.  Sometimes the 

change in correlation is understandable; in other circumstances, it can signal more ominous 

problems. 
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This chart shows the level of retail money market funds along with the S&P 500 on a weekly 

basis.  We have highlighted four periods.  These periods show that equity performance stalls 

when the level of retail money market funds falls below $920 bn.  It would seem that households 

had a minimum level of desired liquidity and if that level falls below that minimum then 

households would liquidate financial assets to rebuild cash.  After money market funds were 

rebuilt, equities tended to recover. 

 

It appears that this relationship is breaking down.  We have seen choppy equity performance this 

year with money market funds continuing to rise; in other words, households have levels of cash 

available that, in recent years, would have led to equity purchases.  So, why did this relationship 

break down?  Although there could be a myriad of reasons, here are the two we think are most 

likely. 
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Current interest rates are attractive to investors.  After years of near-zero interest rates on 

cash and near-cash instruments, current yields look remarkably high. 

 

 
 

This chart shows the six-month T-bill rate; in the middle of 2015, the yield was a mere 9 bps.  

The current yield is 2.29%.  Although this is still a low rate historically,5 the perceived penalty 

for holding cash is much less onerous than three years ago. 

 

There are rising levels of fear among investors.  Fear is hard to define but here are three 

potential concerns that are probably reducing enthusiasm for equities.   

 

1. Monetary policy tightening is raising the risk of recession.  Business expansions don’t 

end “naturally.”  The usual causes are excessive monetary policy tightening or a 

geopolitical event.  Although the FOMC is raising rates, we are not yet at a level that 

would be considered tight by any measure.  Real fed funds remain below zero; the past 

three recessions occurred with real fed funds in excess of 2.5%.  That would imply a fed 

funds of nearly 5% based on the current overall CPI of 2.3%.  However, the 2008 

Financial Crisis may have changed how the economy works and thus there may be 

greater sensitivity to policy tightening.  The FOMC does appear cognizant of this risk and 

is moving rates up slowly. 

2. Fears of a change in the inflation regime.  After peaking at 14.8% in March 1980, overall 

CPI has averaged a mere 2.6% since 1985.  The Federal Reserve is given much of the 

credit for this development, although we believe globalization and deregulation played a 

much larger role in keeping price increases contained.  Unfortunately, these two factors 

also tend to cause inequality and there is growing political backlash against both.  

President Trump’s changes to trade policy and the rising criticism against technology 

                                                 
5 The average rate since 1970 is 5.04%. 
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companies are, perhaps, a signal of a regime change.  The fact that we have seen weak 

equities and rising long-duration yields simultaneously may be signaling that concerns 

about the inflation regime are rising.  However, our analysis suggests that most of the 

recent rise in long-dated yields can be explained by monetary policy tightening.  If the 

inflation regime changes (inflation expectations become unanchored, using “Fedspeak”) 

we would expect further price weakness for equities and long-duration debt.   

3. Lingering fears of 2008.  The 2008 Financial Crisis was a generational event, 

undermining investor faith in markets and policy.  After the Great Depression, it took 

investors years before confidence returned. 

 

 
 

This chart shows the Schiller CAPE.  Although there were occasional bounces when the P/E rose 

above 15x after the Great Depression, it wasn’t until the late 1950s that we saw a sustained rise 

in multiples.  That has not been the experience of the equity market thus far but the market has 

also been supported by extraordinary policy support.  Although anecdotal, in our travels talking 

to investors, we hear a nearly universal comment that, “I can’t suffer through another event like 

2008 again.”  Thus, it would not be unreasonable to see investors move to cash if they see even 

faint signs of recession. 

 

So, what do we glean from this analysis?  Rising rates are looking attractive to some investors, 

especially those with high levels of risk aversion.  At the same time, even 3.0% on T-bills isn’t 

much of a return and probably has had a limited impact on equities.  The fear section is more 

telling.  If the primary fear is overly tight monetary policy, then any hint of a pause should be 

bullish for equities.  That’s especially true given high cash levels.  A regime change in inflation 

is perhaps the greatest threat; there are clearly changes occurring that are worrisome but the 

general realization that the regime has changed takes time.  We are watching this issue carefully 

but, so far, we are not ready to declare a change.  If regime change were the primary factor, long-

term interest rates would be rising much faster.  The fear of another 2008 will be with investors 
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for a generation.  That fear may lead to more frequent corrections, especially under conditions 

where monetary policy isn’t overtly accommodative.  In some respects, that is a healthier 

situation for equity markets as it reduces the odds of bubbles.  Our take is that the primary factor 

behind the rise in cash is monetary policy tightening.   

 

 

 
 

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 10/30/2018 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 10/30/2018 close) 
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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,6 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. 

                                                 
6 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. 


