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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 8, 2019—9:30 AM EDT] Global equity markets are mixed this morning.  The 

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

0.1%.  Chinese markets were closed for National Day.  U.S. equity index futures are signaling a 

lower open.  
 

Equities are weaker this morning two days before China/U.S. trade talks.  Uncertainty reigns on 

the Syria/Kurd issue.  Brexit looms. Here are some of the details: 

 

China:  There are two news items regarding China that have sent equities lower.  First, the U.S. 

has added 28 Chinese entities to the “Entity List”, including eight companies and 20 public 

security bureaus.  This action is tied to the suppression of Muslim minorities.  The U.S. has 

indicated that this action is unrelated to the trade talks, but it’s hard to see how China will not tie 

the two together.  It seems as though the White House either wanted the action to signal a hard 

line on upcoming negotiations, or this is an “own goal”.  China has indicated it will respond to 

the U.S. action.  Second, the administration is considering adding limits on pension fund 

investments in Chinese stocks.  Although this isn’t as aggressive as a move to force delisting, it 

will limit the ability of Chinese companies to tap the U.S. financial system.  In addition, there are 

reports that the U.S. is considering rules limiting the ability of indexes to own Chinese stocks.  

Also under consideration is a move to block U.S. investments into China.   

 

It is hard to see how these moves will facilitate a good outcome from Thursday’s talks.  The 

Chinese delegation has already indicated it will cut its visit short by one night.  As we noted 

yesterday, we have perceived a general notion among equity investors that some sort of deal will 

get done to get a “win.”  Perhaps, but the well looks rather poisoned at this point.   

 

In addition to the trade friction, further evidence emerged of rising tensions between the two 

nations.  First, the NBA found itself in China’s crosshairs after an official with the Houston 

Rockets offered public support for Hong Kong protestors.  The NBA, fearful of losing access to 

what has been a growing market, began backing away from the comments, with the Rockets 

ownership apologizing for the tweets.  The NBA isn’t the only American entity backing away 

from criticizing China.  Car companies have apologized for offending China by using the Dali 

Lama in advertising.  Airlines no longer show Taiwan as a separate entity.  However, one profile 

in courage has emerged, the founders and writers of South Park.  After an episode of the show 

criticized China for its censorship practices, China blocked the cartoon from its airwaves.  The 

creators of South Park responded with a mock apology dripping with satire.   
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We may still see a deal this week, but it appears to us that the odds of one are falling. 

 

Syria:  In the immediate term, it isn’t entirely clear what is going on with Syria in the aftermath 

of President Trump’s decision to withdrawal from the Kurdish zone in northern Syria.  After the 

president indicated his intentions, he was showered with negative comments from GOP senators, 

a rare rebuke from this group.  As the White House took criticism from these circles, the 

president tried to walk back the withdrawal, threatening economic sanctions if Turkey did 

something the U.S. opposed.  The TRY fell on the news.  Meanwhile, if the U.S. is going to 

stand in the way of Turkey, it doesn’t appear that Ankara got the memo, as Turkish troops are 

preparing to invade.   As noted above, it isn’t clear what the near term U.S. strategy is on this 

issue.  However, the long-term strategy is crystal clear, and has been consistent for the last two 

administrations; the U.S. is getting out of the Middle East and a power vacuum is almost certain.   

 

Brexit:  It is now clear that the Brexit talks are dead.  Instead of touring European capitals to 

negotiate the Irish border, PM Johnson is preparing for elections.  MPs have been trying to find 

some sort of middle ground between a hard Brexit and remaining.  This middle ground has 

proven to be elusive, and U.K. voters are likely to face a stark choice; hard Brexit, or a Corbyn 

led government.  This unappealing choice has been evolving for the past two years.  The path?  

We expect Brexit to be delayed, new elections to be called and we will see which of these 

outcomes the voters favor.  In the short run, it likely means a weaker GBP. 

 

United States-Russia:  House Foreign Affairs Committee Chairman Engel said yesterday that 

the Trump administration is considering a U.S. withdrawal from the “Open Skies” treaty of 

2005, which allows signatories to make surveillance flights over each other’s territory.  While 

some lawmakers have complained that Russia is using overly-intrusive cameras on the flights, 

and isn’t providing reciprocal access to the United States, others are concerned that a withdrawal 

would mark the third major arms-control agreement ended or put at risk by the administration. 

 

Odds and ends:  The U.S. and Japan have finalized a trade deal.  Four EU nations agree on a 

migrant relocation program.  The U.S. is taking steps to protect U.S. tech firms from foreign 

regulation.  This is happening at the same time as more state attorney generals are looking to 

expand the group investigating the same firms.   

 

U.S. Economic Releases 
 

NFIB Small Business Optimism came in below expectations at 101.8 compared to the forecast of 

102.0. 
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The chart above shows the historical trend of the NFIB Small Business Optimism.  The latest 

reading is the lowest of President Trump’s tenure as fear of recession and rising trade tension 

continue to weigh on business sentiment. Although we do pay attention to this index, it is not 

among our most favored. Small business optimism is known for being biased toward a 

respondent’s political bias.  

 

PPI final demand came in below expectations falling 0.3% from the prior month compared to a 

forecast rise of 0.1%.  PPI, excluding food and energy, also came in below expectations falling 

0.3% from the prior month compared to a forecast rise of 0.2%.  Core PPI, which excludes food, 

energy and trade services, came in below expectations falling remaining unchanged from the 

prior month compared to the forecast rise of 0.2%. 
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The chart above shows the year-over-year change in headline PPI and core PPI, which rose 1.4% 

and 1.7%, respectively.  In addition to a substantial drop in energy prices, it appears that the 

primary drag on PPI came from machinery and vehicle wholesaling, which is volatile, falling 

2.7% from the prior month. 

 

The table below lists the Fed events and Economic Releases scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

Monthly Budget Statement m/m sep $93.000 Bil $119.100 Bil **

Speaker or event

13:35 Charles Evans Speaks in Chicago President of the Federal Reserve Bank of Chicago

14:30 Jerome Powell Speaks at NABE Conference in Denver Chairman of Board of Governors of Federal Reserve

17:00 Neel Kashkari Takes Part in a Townhill in St. Cloud, Min. President of Federal Reserve Bank of Minneapolis

Fed Speakers or Events

Economic Releases

District or position

 
 

Foreign Economic News 
 

We monitor numerous global economic indicators on a continuous basis.  The most significant 

international news that was released overnight is outlined below.  Not all releases are equally 

significant, thus we have created a star rating to convey to our readers the importance of the 

various indicators.  The rating column below is a three-star scale of importance, with one star 

being the least important and three stars being the most important.  We note that these ratings do 

change over time as economic circumstances change.  Additionally, for ease of reading, we have 

also color-coded the market impact section, which indicates the effect on the foreign market.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 

following closely for possible complications and green indicates neutral conditions.  We will add 

a paragraph below if any development merits further explanation.  
 

Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Caixin China PMI Composite m/m sep 51.9 51.6 ** Equity and bond neutral

Caixin China PMI Services m/m sep 51.3 52.1 52.0 ** Equity bearish, bond bullish

Japan Labor Cash Earnings m/m aug -0.2% -0.3% -0.2% *** Equity and bond neutral

Household Spending m/m aug 1.0% 0.8% 1.0% ** Equity and bond neutral

BoP Current Account Balance m/m sep ¥2.158 Tril ¥2.000 Tril ¥2.070 Tril ** Equity bullish, bond bearish

Bankruptcies y/y sep 13.0% -2.3% ** Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption m/m sep 112.3 114.7 * Equity and bond neutral

ANZ Job Advertisements m/m sep 0.3% -2.8% * Equity bullish, bond bearish

NAB Business Conditions m/m sep 2 1 ** Equity and bond neutral

NAB Business Confidence m/m sep 0 1 ** Equity bearish, bond bullish

Foreign Reserves m/m sep A$69.000 Bil A$72.200 Bil * Equity bearish, bond bullish

EUROPE

Germany Industrial Production m/m aug 0.3% -0.6% 0.0% ** Equity bearish, bond bullish

France Trade Balance m/m aug -5.019 Bil -4.607 Bil -5.000 Bil ** Equity bearish, bond bullish

Current Account Balance m/m aug -2.500 Bil 0.200 Bil ** Equity and bond neutral

Italy Retail Sales y/y aug 0.7% 2.6% 2.3% ** Equity bearish, bond bullish

Switzerland Unemployment Rate m/m sep 2.3% 2.3% 2.3% ** Equity and bond neutral

Russia Official Reserves Assets m/m sep 530.9 Bil 529.1 Bil * Equity and bond neutral

AMERICAS

Brazil Vehicle Sales Anfavea m/m sep 234848 242985 ** Equity and bond neutral

Vehicle Production Anfavea m/m sep 247333 269809 ** Equity and bond neutral

Vehicle Exports Anfavea m/m sep 36640 36717 ** Equity and bond neutral

Canada Bloomberg Nanos Confidence w/w 4-Oct 58.2 57.8 ** Equity bullish, bond bearish  
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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) 203 204 -1 Down

3-mo T-bill yield (bps) 165 167 -2 Neutral

TED spread (bps) 38 37 1 Neutral

U.S. Libor/OIS spread (bps) 165 167 -2 Up

10-yr T-note (%) 1.52 1.56 -0.04 Down

Euribor/OIS spread (bps) -42 -42 0 Neutral

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

Currencies Direction

dollar Down Up

euro Up Down

yen Up Down

pound Down Up

franc Up Down  
 

Commodity Markets 
 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 
 

Price Prior Change Explanation

Brent $57.77 $58.35 -0.99%

WTI $52.13 $52.75 -1.18%

Natural Gas $2.32 $2.30 0.74%  

Crack Spread $17.62 $17.90 -1.53%

12-mo strip crack $18.14 $18.34 -1.10%

Ethanol rack $1.68 $1.69 -0.91%

Gold $1,506.00 $1,493.50 0.84%

Silver $17.57 $17.44 0.74%

Copper contract $256.90 $257.70 -0.31%

Corn contract 387.50$       387.00$       0.13%

Wheat contract 488.25$       489.25$       -0.20%

Soybeans contract 914.50$       915.25$       -0.08%

Baltic Dry Freight 1770 1767 3

Actual Expected Difference

Crude (mb) 2.0

Gasoline (mb) -1.0

Distillates (mb) -2.0

Refinery run rates (%) 0.15%

Shipping

Energy Markets

Metals

Grains

DOE inventory report
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Weather 
 

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

country, with normal or higher-than-normal temperatures along the East Coast and in the South. 

Precipitation is expected along the East Coast and northwestern region of the country.  There are 

tropical disturbances along the southern tip of Florida and near the Carolina coast, but neither are 

expected to develop into tropical storms. 
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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 4, 2019 
 

Although the convention for measuring earnings is compared to shares, Standard and Poor’s also 

calculates the level of operating earnings for all the stocks in the S&P 500.   
 

 
 

The per-share value is calculated by dividing this number by the S&P divisor.  The advantage of 

this number versus the per-share data is that it is easier to compare total operating earnings of the 

S&P to the profits data compiled by the Bureau of Economic Analysis (BEA) as part of the 

National Product Accounts data.1  The BEA data measures total corporate profitability.   
 

The BEA makes occasional revisions to the GDP and related reports, and recently we had a 

significant revision to the profits calculation. 
 

 
                                                 
1 The GDP data comes from this effort. 
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The BEA made a meaningful revision to its profit calculation.2  We use this data and forecasts 

from the Survey of Economists conducted by the Philadelphia FRB in calculating our earnings 

forecast.   
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This chart is a model that estimates S&P operating earnings using the BEA profits data.  The 

value of comparing the BEA profits data to S&P operating earnings is that it does give us a 

warning when earnings for the index are “frothy” and probably due to decline.  In 2000 and 

2006, S&P total operating earnings far exceeded the model’s fair value forecast and, as the 

recession approached, the index’s earnings fell to or exceeded the BEA-based model forecast. 

 

Until the revisions, the S&P total operating earnings data was a bit high but not outside model 

ranges.  The revisions now suggest that current operating earnings are high and will likely 

decline in the coming quarters.  We still have other factors to take into account (the path of the 

divisor and the business cycle are two important ones) but, overall, earnings are likely to decline 

in the coming quarters.   

 

 

 
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.  

                                                 
2 For reference, we use after-tax profits with inventory and depreciation adjustment.   
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Data Section 

 

U.S. Equity Markets – (as of 10/4/2019 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 10/4/2019 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 3, 2019 
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P/E as of 10/2/2019 = 17.9x

 
 

Based on our methodology,3 the current P/E is 17.9x, down 1.1x from last week.  With the onset 

of Q4, we add this quarter’s estimates for earnings and drop Q4 2018.  This change lifted the “E” 

in the ratio and accounts for the lower multiple.   

 

 
 
 
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. 
 

                                                 
3 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. 


