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

morning.  The EuroStoxx 50 is down 0.2% from its last close.  In Asia, the MSCI Asia Apex 50 

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

Shenzhen index down 0.8% 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 $42.00, higher 

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

earnings.  Thus far this quarter, 74.7% of the companies reported earnings above forecast, while 

17.7% reported earnings below forecast.   

 

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

 

Happy Halloween!  Not to scare, but today’s report is a long one as there is a lot of news to 

cover.  We have a deep dive on the Fed meeting.  China trade is good for the short term, not so 

good long term; the news is pressuring equities this morning.  We also have an update on 

Chinese economic data and our weekly energy update.  The Nationals win the World Series.  

Here are the details: 

 

Fed recap: As expected, the Fed did deliver a 25-bps rate cut.  The Fed’s statement and the press 

conference signaled that the U.S. central bank is likely to pause its recent rate reductions.  They 

did leave room to ease further if conditions warrant but, in the absence of weakness, cuts are 

complete for now.  The bank acknowledged weak investment but also noted that consumption 

remains robust.  In fact, yesterday’s GDP data showed that consumption pretty much dictated 

growth; the other three components of GDP, investment, net exports and government, broadly 

offset each other.  Thus, as long as consumption holds up, the economy will too. 

 

There were two hawkish dissents, KC FRB’s Esther George and Boston FRB’s Eric Rosengren.  

In our assessment, these two members are opposing cuts for different reasons.  George is a 

hawkish Phillips Curve adherent and likely opposes cuts on fears that they will be inflationary.  

Rosengren is a “finance-sensitive” voter, and probably opposes the cut on fears that they will 

lead to overvalued equity markets.  Unlike the last two cuts, St. Louis FRB’s James Bullard did 

not want a more aggressive cut.  The lack of a dovish dissent suggests the voters believe they are 

not reacting to prevent a recession but are adjusting the policy rate to more closely match 

economic conditions.  In a recession, we would expect a return to ZIRP, so Bullard accepting 

this statement tends to support the notion of a “mid-course correction.” 

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
http://www.confluenceinvestment.com/research-news/reading-list/
https://podcasts.apple.com/us/podcast/confluence-podcasts/id1003363225
https://podcasts.apple.com/us/podcast/confluence-podcasts/id1003363225
https://www.washingtonpost.com/world/asia_pacific/in-chinas-capital-of-halloween-slime-and-ooze-the-trade-war-is-a-scary-subject/2019/10/29/7757d0a0-f9fd-11e9-9534-e0dbcc9f5683_story.html?wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/asia_pacific/in-chinas-capital-of-halloween-slime-and-ooze-the-trade-war-is-a-scary-subject/2019/10/29/7757d0a0-f9fd-11e9-9534-e0dbcc9f5683_story.html?wpisrc=nl_todayworld&wpmm=1
https://www.wsj.com/articles/stocks-wobble-after-fed-signals-pause-in-further-rate-cuts-11572514720?shareToken=stb4ba4d3575be4ddda82674e889279fd1
https://www.wsj.com/articles/stocks-wobble-after-fed-signals-pause-in-further-rate-cuts-11572514720?shareToken=stb4ba4d3575be4ddda82674e889279fd1
https://www.wsj.com/articles/washington-nationals-win-the-world-series-11572493834?shareToken=std3c416b783064bf493390f70cd858e74
https://www.wsj.com/articles/washington-nationals-win-the-world-series-11572493834?shareToken=std3c416b783064bf493390f70cd858e74
https://www.wsj.com/articles/fed-cuts-rates-by-quarter-point-11572458556?shareToken=st406d78e256684c439bbc2c8bcd954613
https://www.wsj.com/articles/fed-cuts-rates-by-quarter-point-11572458556?shareToken=st406d78e256684c439bbc2c8bcd954613
https://www.ft.com/content/46189a24-fb6f-11e9-a354-36acbbb0d9b6?emailId=5dba5464ccad0e0004d85e20&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/46189a24-fb6f-11e9-a354-36acbbb0d9b6?emailId=5dba5464ccad0e0004d85e20&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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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 between the two rates 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, post the rate cut, is -10 bps.  Pausing at this level is defensible in the absence 

of recession.   

 

Market reaction was interesting.  As the press conference wore on, we saw sentiment shift from 

hawkish to dovish.  The chart below is yesterday’s intraday price action in gold.  Note the “V” 

bottom; the initial reaction to the statement was bearish for gold, but there was a decided shift in 

sentiment. 

 

(Source: Bloomberg) 
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When Powell suggested that the Fed was not likely to raise rates anytime soon, it was a tacit 

admission that the last three rate hikes were a mistake.  Here is the relevant comment from the 

presser: 
 
     Q: You have prepared this rate cutting cycle to the insurance cuts in the 
'90s. The Greenspan fed took those cuts back after awhile. They raised rates 
again fairly quickly. I am curious what the onus is for doing that in this 
cycle. What would you make you guys decide it is appropriate to raise interest 
rates again? 
 
     A: So the reason why we raised interest rates is because generally is 
because we see inflation as moving up or in danger of moving significantly. We 
don't see that now. Inflation moved down in the first quarter of this year. We 
thought that that was due to some extent to transient factors. That turns out to 
have been the case. It has moved back up. But it seems to be settling in below 
2%. So we really don't see that risk. And inflation expectations have also kind 
of moved down and sideways both surveys and market based over the course of this 
-- of really the recent months. And, you know, we think that inflation 
expectations are very important in driving actual inflation and we are strongly 
committed to achieving our 2% I inflation objective. So we are not thinking 
about raising rates right now…What we are thinking now is that our current stance 
of policy is appropriate.  Will remain so as long as the outlook is keeping with 
the expectations. 

 

In other words, unlike the 1995 mid-course correction, it is unlikely these cuts will be reversed 

anytime soon.  That led to the bounce in gold, a lift in equities and a rally in fixed income.  The 

lack of fear from a Fed mistake could boost equities into the usual Q4 rally, assuming that there 

are no issues emerging from trade.   

 

China trade: A new wrinkle emerged on the trade talks.  Chile’s President Pinera, due to 

persistent unrest, has cancelled the APEC leader’s summit that was scheduled for November 16-

17.  Without this meeting, Presidents Xi and Trump will have to set up a specific meeting of the 

two leaders  There are reports that China is pushing back against large grain purchases, and is 

unhappy with human rights talks.  Despite the cancelation, negotiations continue and some sort 

of trade arrangement, a small deal, is likely.  However, what has reversed equity futures this 

morning are reports from China that indicate a long-term deal with the U.S. on trade probably 

isn’t possible.  If a major deal isn’t possible, a steady deterioration of relations between the 

world’s two largest economies is likely. 

 

China economic data: Although we cover the data itself below, we note that the official PMI 

data came in soft.  The government’s official purchasing managers index fell to a seasonally-

adjusted 49.3, short of expectations that it would hold steady at the 49.8 reached in September.  

The index has now been under the 50 level that indicates expansion for six straight months, 

reflecting both China’s secular slowdown, and the U.S.-China trade war.  That bodes poorly for 

Chinese equities. 

 

https://www.politico.com/news/2019/10/30/chile-cancels-apec-summit-amid-economic-protests-061671?nname=playbook-pm&nid=0000015a-dd3e-d536-a37b-dd7fd8af0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=964328
https://www.politico.com/news/2019/10/30/chile-cancels-apec-summit-amid-economic-protests-061671?nname=playbook-pm&nid=0000015a-dd3e-d536-a37b-dd7fd8af0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=964328
https://ca.reuters.com/article/idCAKBN1X90BW
https://ca.reuters.com/article/idCAKBN1X90BW
https://www.reuters.com/article/us-usa-trade-china-un-idUSKBN1X82QG
https://www.reuters.com/article/us-usa-trade-china-un-idUSKBN1X82QG
https://www.reuters.com/article/us-usa-trade-china-un-idUSKBN1X82QG
https://www.reuters.com/article/us-usa-trade-china-un-idUSKBN1X82QG
https://www.scmp.com/news/china/diplomacy/article/3035687/trade-war-china-and-us-hold-phone-talks-friday-after-apec
https://www.scmp.com/news/china/diplomacy/article/3035687/trade-war-china-and-us-hold-phone-talks-friday-after-apec
https://www.ft.com/content/ceefefea-f73d-11e9-9ef3-eca8fc8f2d65?emailId=5dbab844b30a7f0004c777e0
https://www.ft.com/content/ceefefea-f73d-11e9-9ef3-eca8fc8f2d65?emailId=5dbab844b30a7f0004c777e0
https://www.ft.com/content/ceefefea-f73d-11e9-9ef3-eca8fc8f2d65?emailId=5dbab844b30a7f0004c777e0
https://www.ft.com/content/ceefefea-f73d-11e9-9ef3-eca8fc8f2d65?emailId=5dbab844b30a7f0004c777e0
https://nyti.ms/2JwKx8c
https://nyti.ms/2JwKx8c
https://markets.businessinsider.com/news/stocks/china-officials-doubt-long-term-trade-deal-with-trump-bloomberg-says-2019-10-1028647646
https://markets.businessinsider.com/news/stocks/china-officials-doubt-long-term-trade-deal-with-trump-bloomberg-says-2019-10-1028647646
https://markets.businessinsider.com/news/stocks/china-officials-doubt-long-term-trade-deal-with-trump-bloomberg-says-2019-10-1028647646
https://markets.businessinsider.com/news/stocks/china-officials-doubt-long-term-trade-deal-with-trump-bloomberg-says-2019-10-1028647646
https://www.wsj.com/articles/chinese-manufacturing-slumps-to-eight-month-low-11572495259?mod=hp_lista_pos1&mod=article_inline
https://www.wsj.com/articles/chinese-manufacturing-slumps-to-eight-month-low-11572495259?mod=hp_lista_pos1&mod=article_inline
https://www.wsj.com/articles/chinese-manufacturing-slumps-to-eight-month-low-11572495259?mod=hp_lista_pos1&mod=article_inline
https://www.wsj.com/articles/chinese-manufacturing-slumps-to-eight-month-low-11572495259?mod=hp_lista_pos1&mod=article_inline
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The services index fell to a three year low of 52.8.   In manufacturing, new orders and exports 

orders both declined.  There are reports that in the face of falling growth, Chinese manufacturing 

firms are using cash to purchase wealth management products.  Similar behavior was seen in 

Japan in the late 1980s.  One interesting sidelight; U.S. poultry equities are rising on reports 

China has lifted a four-year ban on U.S. chicken imports. 

 

Perhaps even more unsettling is Hong Kong’s GDP; preliminary data shows the city-state’s GDP 

plunged 3.2% in the third quarter, far worse than both the expected decline of 0.5% and the 

second-quarter fall of 0.6%.  By conventional reckoning, that means the economy is now in 

recession, reflecting the negative impact from continued anti-China political protests, the U.S.-

China trade war and capital flight. 

 

 
 

https://www.ft.com/content/0aec3dd6-fa1e-11e9-98fd-4d6c20050229?emailId=5dbab844b30a7f0004c777e0
https://www.ft.com/content/0aec3dd6-fa1e-11e9-98fd-4d6c20050229?emailId=5dbab844b30a7f0004c777e0
https://www.ft.com/content/0aec3dd6-fa1e-11e9-98fd-4d6c20050229?emailId=5dbab844b30a7f0004c777e0
https://www.ft.com/content/0aec3dd6-fa1e-11e9-98fd-4d6c20050229?emailId=5dbab844b30a7f0004c777e0
https://www.wsj.com/articles/poultry-shares-heat-up-with-lifting-of-china-export-ban-11572462328?shareToken=stf0886b216b7e4b4c85e28f2084486a60
https://www.wsj.com/articles/poultry-shares-heat-up-with-lifting-of-china-export-ban-11572462328?shareToken=stf0886b216b7e4b4c85e28f2084486a60
https://www.wsj.com/articles/poultry-shares-heat-up-with-lifting-of-china-export-ban-11572462328?shareToken=stf0886b216b7e4b4c85e28f2084486a60
https://www.wsj.com/articles/poultry-shares-heat-up-with-lifting-of-china-export-ban-11572462328?shareToken=stf0886b216b7e4b4c85e28f2084486a60
https://www.ft.com/content/660bef62-fbaf-11e9-a354-36acbbb0d9b6
https://www.ft.com/content/660bef62-fbaf-11e9-a354-36acbbb0d9b6
https://www.wsj.com/articles/hong-kong-protests-force-city-into-recession-with-no-recovery-in-sight-11572513397?shareToken=st61cec23daa8149e787609ef7e3675402
https://www.wsj.com/articles/hong-kong-protests-force-city-into-recession-with-no-recovery-in-sight-11572513397?shareToken=st61cec23daa8149e787609ef7e3675402
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Responding to the Fed’s cut in U.S. interest rates yesterday, the Hong Kong Monetary Authority 

today cut its benchmark interest rate to 2% from 2.25% previously. 

 

A signal of change: The House voted 405-11, in a non-binding resolution, to say the U.S. 

government should no longer associate itself with the denial of the Armenian genocide that 

occurred from 1915-23.   Turkey vehemently disputes this allegation, and the U.S. has generally 

avoided taking a position on this issue, especially after WWII, to maintain favorable relations 

with Ankara.  The fact that this resolution passed is a signal of how far relations have 

deteriorated.   Erdogan’s response was rather muted, suggesting the U.S. has “no right to give 

lessons to Turkey.”   

 

United Kingdom: Labour Party leader Corbyn launched his campaign for the December election 

by vowing to change the country’s “corrupt” economic system and bring down the “privileged” 

rich.  To make his proposals as concrete as possible, he specifically named multiple high-profile 

individuals that he would target, including the Duke of Westminster and other landlords that he 

accused of hiking rents and tearing down economical apartments to build luxury high rises. 

 

Eurozone: Eurostat today said Eurozone GDP continued to rise tepidly in the third quarter, 

posting an annualized growth rate of just 0.8% after stripping out seasonal and price effects.  

That matched the second-quarter growth rate, but it was significantly lower than the 1.7% growth 

rate in the first quarter. 

 

 
 

India-North Korea: The Nuclear Power Corporation of India has confirmed that malware was 

surreptitiously installed on the computer system of its newest nuclear plant.  Even worse, 

cybersecurity firms have already traced a large data extraction from the plant to the Lazarus 

Group of North Korean hackers.  The hack highlights the continuing risk that rogue states or 

groups could launch a sudden, unexpected cyberattack on critical facilities around the world. 

 

 

https://www.hkma.gov.hk/eng/news-and-media/press-releases/2019/10/20191031-3/
https://www.washingtonpost.com/powerpost/trumps-dealings-with-turkey-pave-way-for-house-vote-acknowledging-armenian-genocide/2019/10/29/00adb200-fa7d-11e9-8906-ab6b60de9124_story.html?wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/powerpost/trumps-dealings-with-turkey-pave-way-for-house-vote-acknowledging-armenian-genocide/2019/10/29/00adb200-fa7d-11e9-8906-ab6b60de9124_story.html?wpisrc=nl_todayworld&wpmm=1
https://en.wikipedia.org/wiki/Armenian_Genocide
https://en.wikipedia.org/wiki/Armenian_Genocide
https://nyti.ms/3326pzV
https://nyti.ms/3326pzV
https://nyti.ms/3326pzV
https://nyti.ms/3326pzV
https://www.ft.com/content/9119c74e-fb4e-11e9-98fd-4d6c20050229
https://www.ft.com/content/9119c74e-fb4e-11e9-98fd-4d6c20050229
https://www.ft.com/content/e43a5084-fbbb-11e9-a354-36acbbb0d9b6
https://www.ft.com/content/e43a5084-fbbb-11e9-a354-36acbbb0d9b6
https://www.ft.com/content/e43a5084-fbbb-11e9-a354-36acbbb0d9b6
https://www.ft.com/content/e43a5084-fbbb-11e9-a354-36acbbb0d9b6
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Odds and ends: The U.S. has renewed waivers on Iran, allowing foreign companies to continue 

work at Iranian nuclear facilities.  This renewal might be a good faith gesture by the U.S. and 

could support talks.   Senate and House negotiators are continuing to work to avoid a budget led 

government shutdown, but conflicts over the border wall may still lead to a closure.  Farm 

bankruptcies are up 24% since 2011, as low prices and trade wars push farmers to the brink.  

North Korea has launched missiles into the seas around the peninsula.  The new ECB president 

called on Germany and the Netherlands to boost fiscal spending.  Brazil’s president lashed out at 

the media on reports he is connected to the murder of a prominent opposition leader.  The UAW 

has a tentative deal with Ford (F, 8.54); if the rank and file approve, a strike will be avoided.  

The EU will be officially between leaders starting tomorrow. The Islamic State is said to be 

issuing a statement soon, perhaps naming a new leader.  The BOJ left rates unchanged. 

 

Energy update: Crude oil inventories rose 5.7 mb compared to an expected build of 0.5 mb. 

 

250

300

350

400

450

500

550

600

05 06 07 08 09 10 11 12 13 14 15 16 17 18 19

U.S. COMMERCIAL CRUDE OIL INVENTORIES

M
B

Sources:  DOE, CIM

100

200

300

400

500

600

20 30 40 50 60 70 80 90 00 10 20

U.S. COMMERCIAL CRUDE OIL INVENTORIES

M
B

Sources:  DOE, CIM

 

In the details, U.S. crude oil production was unchanged at 12.6 mbpd.  Exports fell 0.4 mbpd 

while imports jumped 0.58 mbpd.  The unexpected rise in stockpiles was mostly due to rising 

imports which offset improved refinery demand.   

 

 
(Sources: DOE, CIM) 

https://www.reuters.com/article/us-iran-nuclear-usa-exclusive/exclusive-us-to-renew-waivers-allowing-non-proliferation-work-with-iran-sources-idUSKBN1X92O2
https://www.reuters.com/article/us-iran-nuclear-usa-exclusive/exclusive-us-to-renew-waivers-allowing-non-proliferation-work-with-iran-sources-idUSKBN1X92O2
https://www.politico.com/news/2019/10/30/pelosi-mcconnell-spending-deal-061796
https://www.politico.com/news/2019/10/30/pelosi-mcconnell-spending-deal-061796
https://www.politico.com/news/2019/10/30/pelosi-mcconnell-spending-deal-061796
https://www.politico.com/news/2019/10/30/pelosi-mcconnell-spending-deal-061796
https://www.pressherald.com/2019/10/30/u-s-farm-bankruptcies-surge-24-on-strain-from-trump-trade-war/
https://www.pressherald.com/2019/10/30/u-s-farm-bankruptcies-surge-24-on-strain-from-trump-trade-war/
https://www.pressherald.com/2019/10/30/u-s-farm-bankruptcies-surge-24-on-strain-from-trump-trade-war/
https://www.pressherald.com/2019/10/30/u-s-farm-bankruptcies-surge-24-on-strain-from-trump-trade-war/
https://www.reuters.com/article/us-northkorea-missiles/north-korea-launches-two-projectiles-into-sea-japan-and-south-korea-say-idUSKBN1XA0W0
https://www.reuters.com/article/us-northkorea-missiles/north-korea-launches-two-projectiles-into-sea-japan-and-south-korea-say-idUSKBN1XA0W0
https://www.ft.com/content/eb8dae8c-fb14-11e9-a354-36acbbb0d9b6?emailId=5dba5464ccad0e0004d85e20&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/eb8dae8c-fb14-11e9-a354-36acbbb0d9b6?emailId=5dba5464ccad0e0004d85e20&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.washingtonpost.com/nation/2019/10/30/jair-bolsonaro-marielle-franco-murder-link/?wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/nation/2019/10/30/jair-bolsonaro-marielle-franco-murder-link/?wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/nation/2019/10/30/jair-bolsonaro-marielle-franco-murder-link/?wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/nation/2019/10/30/jair-bolsonaro-marielle-franco-murder-link/?wpisrc=nl_todayworld&wpmm=1
https://www.wsj.com/articles/united-auto-workers-strike-tentative-labor-deal-with-ford-11572487746?shareToken=st5347d58e332948c5be15713004a15324
https://www.wsj.com/articles/united-auto-workers-strike-tentative-labor-deal-with-ford-11572487746?shareToken=st5347d58e332948c5be15713004a15324
https://www.wsj.com/articles/united-auto-workers-strike-tentative-labor-deal-with-ford-11572487746?shareToken=st5347d58e332948c5be15713004a15324
https://www.wsj.com/articles/united-auto-workers-strike-tentative-labor-deal-with-ford-11572487746?shareToken=st5347d58e332948c5be15713004a15324
https://www.politico.eu/article/brussels-doldrums-european-commission-delay/?utm_source=POLITICO.EU&utm_campaign=88fcd668a6-EMAIL_CAMPAIGN_2019_10_31_06_08&utm_medium=email&utm_term=0_10959edeb5-88fcd668a6-190334489
https://www.politico.eu/article/brussels-doldrums-european-commission-delay/?utm_source=POLITICO.EU&utm_campaign=88fcd668a6-EMAIL_CAMPAIGN_2019_10_31_06_08&utm_medium=email&utm_term=0_10959edeb5-88fcd668a6-190334489
https://twitter.com/Rita_Katz/status/1189542476077510656?wpisrc=nl_todayworld&wpmm=1
https://twitter.com/Rita_Katz/status/1189542476077510656?wpisrc=nl_todayworld&wpmm=1
https://twitter.com/Rita_Katz/status/1189542476077510656?wpisrc=nl_todayworld&wpmm=1
https://twitter.com/Rita_Katz/status/1189542476077510656?wpisrc=nl_todayworld&wpmm=1
https://www.wsj.com/articles/bank-of-japan-leaving-rates-unchanged-suggests-further-lowering-is-possible-11572495838?shareToken=st9436a0822b154445a68e4b9eebca62b2
https://www.wsj.com/articles/bank-of-japan-leaving-rates-unchanged-suggests-further-lowering-is-possible-11572495838?shareToken=st9436a0822b154445a68e4b9eebca62b2
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This chart shows the annual seasonal pattern for crude oil inventories.  We are now into the 

autumn build season which usually lasts into early December.  This week’s rise is normal. 

We continue to monitor the autumn refinery maintenance season. 

 

 
(Sources: DOE, CIM) 

 

This week’s recovery in utilization recovered “on schedule”.  We would expect refinery 

operations to rise steadily into year’s end. 
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Based our oil inventory/price model, fair value is $61.13; using the euro/price model, fair value 

is $48.79.  The combined model, a broader analysis of the oil price, generates a fair value of 

$52.27.   We are seeing a clear divergence between the impact of the dollar and oil inventories.  
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Given that we are into the maintenance season, we would normally expect inventories to 

continue to rise.  Prices will remain sensitive to Saudi output and tensions in the Middle East.   

 

U.S. Economic Releases 
 

The October Challenger job cuts report fell by 33.5% from the prior year.  The index measures 

the number of announced job cuts by employers, which is a proxy for future layoffs but does not 

necessarily indicate the state of current layoffs. 

 

Initial jobless claims came in above expectations at 218k compared to the forecast of 215k.  The 

prior report was revised upward from 212k to 213k. 
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The chart above shows the four-week moving average for initial claims.  The four-week moving 

average fell from 215.25k at 214.75k.   

 

The Employment Cost Index for the second quarter rose 0.7% from the prior quarter, in line with 

expectations. 
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The chart above shows the year-over-year change in the Employment Cost Index over time.  In 

the second quarter, the index was up 2.8% from the same period one year earlier. 

 

Personal income came in line with expectations rising 0.3% from the prior month.  Personal 

spending rose 0.2% from the prior month.  Real personal spending came in line with 

expectations at 0.2%  

 

 
  

The chart above shows the year-over-year change in personal income.  Personal income rose 

4.9% from the prior year.   
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The PCE deflator came in line with expectations remaining unchanged from the prior month. 

Core PCE also came in below expectations remaining unchanged from the prior month, 

compared to a forecast of 0.1%. 

 

 
 

The chart above shows the year-over-year change in core PCE and core CPI.  The yearly changes 

in core PCE and core CPI rose 1.7% and 2.4%, respectively.  Although CPI currently exceeds the 

Fed 2% target, its preferred gauge of inflation is the PCE.  

 

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Composite PMI m/m oct 52.0 53.1 ** Equity and bond neutral

Manufacturing PMI m/m oct 49.3 49.8 49.8 ** Equity and bond bearish

Non-manufacturing PMI m/m oct 52.8 53.7 53.6 ** Equity bearish, bond bullish

Japan Industrial Production y/y sep 1.1% -4.7% -0.1% *** Equity and bond neutral

Vehicle Production y/y sep -2.2% 11.8% * Equity and bond neutral

India Fiscal Deficit INR Crore m/m sep 97714 6235 ** Equity and bond neutral

Australia Building Approvals m/m sep 7.6% -1.1% 0.0% ** Equity bullish, bond bearish

Import Price Index q/q 3q 0.4% 0.9% 0.5% ** Equity and bond neutral

Export Price Index q/q 3q 1.3% 3.8% -0.5% ** Equity and bond neutral

Private Sector Credit m/m sep 0.2% 0.2% 0.3% * Equity and bond neutral

New Zealand Building Permits m/m sep 7.2% 0.8% ** Equity bullish, bond bearish

ANZ Activity Outlook m/m sep -3.5 -1.8 ** Equity and bond neutral

ANZ Business Confidence m/m sep -42.4 -53.5 ** Equity and bond neutral

EUROPE

Eurozone GDP m/m 3q 1.1% 1.2% 1.1% *** Equity and bond neutral

CPI m/m oct 0.2% 0.2% 0.1% *** Equity and bond neutral

Italy CPI EU Harmonized m/m oct 0.2% 1.5% 0.1% *** Equity and bond neutral

CPI NIC inc. Tobacco m/m oct 0.0% -0.5% -0.1% *** Equity and bond neutral

Unemployment Rate y/y oct 9.9% 9.5% 9.6% *** Equity and bond bearish

GDP y/y 3q 0.9% 0.9% 0.8% *** Equity and bond neutral

UK GfK Consumer Confidence y/y oct -14 -12 -13 *** Equity and bond neutral

AMERICAS

Mexico Budget Balance ytd sep -160.2 Bil -118.1 Bil -154.0 Bil *** Equity and bond bearish

Canada CFIB Business Barometer m/m oct 59.8 59.3 ** 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. 
 

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% 1.750% On forecast

FOMC Rate Decision (Lower Limit) 1.500% 1.750% 1.500% On forecast

Bank of Canada Rate Decision 1.750% 1.750% 1.750% On forecast

BOJ Policy Balancy Rate -0.100% -0.100% -0.100% 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 $60.39 $60.61 -0.36%

WTI $54.28 $55.06 -1.42%

Natural Gas $2.72 $2.69 1.15%  

Crack Spread $17.29 $16.83 2.73%

12-mo strip crack $18.26 $18.16 0.56%

Ethanol rack $1.68 $1.68 -0.20%

Gold $1,504.99 $1,495.66 0.62%

Silver $17.99 $17.86 0.72%

Copper contract $265.45 $268.60 -1.17%

Corn contract 388.00$       390.75$       -0.70%

Wheat contract 506.50$       509.25$       -0.54%

Soybeans contract 930.00$       930.50$       -0.05%

Baltic Dry Freight 1782 1802 -20

Actual Expected Difference

Crude (mb) 5.7 0.5 5.2

Gasoline (mb) -3.0 -2.3 -0.8

Distillates (mb) -1.0 -2.2 1.1

Refinery run rates (%) 2.50% 0.60% 1.90%

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 in the south, 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 10/30/2019 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 10/30/2019 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 31, 2019 
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P/E as of 10/30/2019 = 18.4x

 
 

Based on our methodology,1 the current P/E is 18.4x, up 0.21x from last week.  The rise in the 

P/E is due to 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. 


