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

EuroStoxx 50 is up 0.9% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.8%.  Chinese markets were higher, with the Shanghai composite up 0.4% and the Shenzhen 

index up 0.7% from the prior close.  U.S. equity index futures are signaling a higher open.  
 

On the eve of trade talks, hopes of a thaw are boosting risk markets this morning.  Powell coos.  

Fed minutes at 2:00.  Here is what we are watching today: 

 

Trade thaw?  Equity futures lifted this morning on reports that China, despite all the turmoil 

over visas and the NBA, is open to a limited trade deal.   According to reports, China signaled a 

willingness to buy more agricultural products in exchange for delays in tariffs.  It appears that 

Beijing is taking a page from the Abe playbook; Japan recently signed a limited trade deal with 

the U.S. making a promise to buy U.S. agricultural products and to delay more contentious issues 

for later.   

 

There are good reasons on both sides to accept this arrangement.  First, a trade deal will improve 

market sentiment and reduce recession fears.  The trade conflict has hurt economic sentiment on 

both sides.  The slowdown in the U.S. is obvious and there are reports that retail activity during 

China’s “golden week” the first week of October, was rather soft.  Second, President Trump and 

President Xi will meet in November at the APEC meetings, and a partial agreement allows both 

to save face and promise further talks.  Third, China may believe it can get a better deal with a 

different U.S. leader.  Thus, signing a small deal now that delays tariffs and hoping for a new 

president makes sense. 

 

The great unknown is how President Trump will react.  Helping the farm sector would improve 

his electoral standing in the Midwest.  We note that weather forecasts are becoming much colder 

for the northern parts of the corn belt with the potential for snow.  The corn crop hasn’t 

completely matured in these regions (the formal term is “dented”); cold and snow will ruin much 

of the crop, reducing it to silage.  The region could use a break.  Additionally, there is ample 

evidence that the White House pays attention to the equity indices.  At the same time, this partial 

deal isn’t what the president campaigned on, and he does believe that being tough on China is a 

positive for his supporters.  Our take?  The past nearly three years since his election have shown 

that predicting Trump’s behavior is difficult.  So, we think the odds of rejection are 55/45.  In 

other words, we lean toward rejection, but not with any strong conviction.   

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
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https://www.wsj.com/articles/nba-vs-china-the-power-struggle-behind-the-standoff-11570557671?shareToken=stf4973c750e9842d99bb6b1750d154dee
https://www.wsj.com/articles/nba-vs-china-the-power-struggle-behind-the-standoff-11570557671?shareToken=stf4973c750e9842d99bb6b1750d154dee
https://www.ft.com/content/a24f6948-ea77-11e9-85f4-d00e5018f061
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https://www.scmp.com/economy/china-economy/article/3031965/chinas-golden-week-loses-some-its-shine-consumers-show
https://www.scmp.com/economy/china-economy/article/3031965/chinas-golden-week-loses-some-its-shine-consumers-show
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In other China news, Beijing has established its plan of retaliation to U.S. visa restrictions.  This 

weekend, China and India will hold a summit meeting; the line of control on the Indian/China 

frontier is likely to be discussed.  The recent trade blacklist from the U.S. will affect China’s AI 

plans.  Carrie Lam had not ruled out asking for help from Beijing to quell unrest; such a move 

would likely end Hong Kong’s special status.   

 

Turkey’s incursion:  Turkey has announced that its military has moved into northern Syria, into 

the region controlled by the Kurds.  We may see sanctions applied to Ankara, but it doesn’t 

appear that the U.S. will take stronger measures to oppose this action.  At the same time, the 

threat of sanctions will likely limit the extent of the invasion.   

 

Easing, not easing:  Chair Powell indicated that the FOMC will likely authorize an expansion in 

the balance sheet to address recent repo volatility.  However, he took great pains to argue that 

this action is not QE.   In one sense, this is a difference without a distinction.  The financial 

system should be indifferent to the intention of the balance sheet expansion.  However, market 

participants do pay attention to intention, so the impact of balance sheet expansion might not be 

all that impressive.  What will likely be the key factor is size of the expansion.  If it turns out to 

be more that $250 bn, it will, in reality, be QE.  The Fed minutes will be out this afternoon; 

although participants hang onto every word, we don’t expect the document to tell us very much.  

Overall, the FOMC is divided on policy. 

 

Brexit:  Recriminations continue on both sides.  Our expectations remain the same.  Johnson 

will sputter and shout but, in the end, he will extend Article 50 into late January.  The EU will 

grumble but accept the extension.  Corbyn will bring a no-confidence vote, and elections will be 

held.  The election is the big unknown.  The U.K. electorate will be faced with giving a mandate 

to the Conservatives who will use that to crash out of the EU, or give it to a multi-party mix of 

the SNP, the Liberal-Democrats and Labour which will run on a second referendum.  The second 

referendum will be “do you want to stay in the customs union or reject Article 50?” 

 

Still, this outline isn’t certain.  UK PM Boris Johnson is expected to advise the Queen that she 

can not sack him if he loses a no confidence vote. The basis of his argument is based on a 70-

year old constitutional convention known as “Lascelles Principles,” which the Queen could 

refuse to dissolve parliament under three conditions: 1) The existing parliament was capable of 

doing its job, 2) if a general election would be detrimental to the national economy and 3) if the 

British monarchy can rely on finding another prime minister who could govern for a reasonable 

period with a working majority of in the House of Commons. Johnson is expected argue that if 

the Queen were to sack him it would likely lead to economic chaos as a result of the looming 

Brexit deadline. At this time, it is unclear whether the Queen is willing to accept his advice but 

there have been rumblings that she was considering sacking him.  

 

Protests:  We have been noting protests in Hong Kong for some time.  However, there are a 

couple of others we want to note.  First, protests in Algeria never really ended.  The military 

government likely hoped that pushing out the former leader would end the unrest, but the 

protestors don’t seem to want to merely accept another elderly military leader.  Second, Haiti is 

entering its fourth week of protests.  If these persist, we could see a rise in Haitian refugees 

moving to Mexico and the U.S.  Third, protests continue in Iraq with more than 110 people 

https://www.cnbc.com/2019/10/09/reuters-america-china-plans-to-restrict-visas-for-u-s-visitors-with-anti-china-links.html
https://www.cnbc.com/2019/10/09/reuters-america-china-plans-to-restrict-visas-for-u-s-visitors-with-anti-china-links.html
https://economictimes.indiatimes.com/news/defence/modi-xi-summit-could-pave-way-for-launch-of-lac-clarification-process/articleshow/71486077.cms
https://www.wsj.com/articles/expanded-u-s-trade-blacklist-hits-beijings-artificial-intelligence-ambitions-11570541277?shareToken=stc09c5f2766894fdab1b8a5547fd2932a
https://www.reuters.com/article/us-hongkong-protests/hong-kong-leader-lam-does-not-rule-out-beijing-help-as-economy-suffers-idUSKBN1WN04N?utm_source=Eurasia+Group+Signal&utm_campaign=6866af883c-EMAIL_CAMPAIGN_2019_10_09_11_06&utm_medium=email&utm_term=0_e605619869-6866af883c-134308033
https://www.ft.com/content/8ccfb842-e9dd-11e9-a240-3b065ef5fc55?emailId=5d9d4e82c2ef3600043ee290&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/8ccfb842-e9dd-11e9-a240-3b065ef5fc55?emailId=5d9d4e82c2ef3600043ee290&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/powell-says-federal-reserve-will-soon-announce-measures-to-increase-supply-of-bank-reserves-11570559401?shareToken=st94f8ebb751644144bd5bd5f2bca53fe7
https://www.wsj.com/articles/powell-says-federal-reserve-will-soon-announce-measures-to-increase-supply-of-bank-reserves-11570559401?shareToken=st94f8ebb751644144bd5bd5f2bca53fe7
https://www.wsj.com/articles/powell-says-federal-reserve-will-soon-announce-measures-to-increase-supply-of-bank-reserves-11570559401?shareToken=st94f8ebb751644144bd5bd5f2bca53fe7
https://www.wsj.com/articles/powell-says-federal-reserve-will-soon-announce-measures-to-increase-supply-of-bank-reserves-11570559401?shareToken=st94f8ebb751644144bd5bd5f2bca53fe7
https://www.politico.eu/article/stupid-blame-game-tusk-accuses-johnson/?utm_source=POLITICO.EU&utm_campaign=7595414540-EMAIL_CAMPAIGN_2019_10_09_05_03&utm_medium=email&utm_term=0_10959edeb5-7595414540-190334489
https://www.politico.eu/article/stupid-blame-game-tusk-accuses-johnson/?utm_source=POLITICO.EU&utm_campaign=7595414540-EMAIL_CAMPAIGN_2019_10_09_05_03&utm_medium=email&utm_term=0_10959edeb5-7595414540-190334489
https://www.ft.com/content/3c889084-e9bf-11e9-85f4-d00e5018f061?emailId=5d9d4e82c2ef3600043ee290&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/3c889084-e9bf-11e9-85f4-d00e5018f061?emailId=5d9d4e82c2ef3600043ee290&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://inews.co.uk/news/uk/queen-sought-advice-sacking-prime-minister-638320
https://inews.co.uk/news/uk/queen-sought-advice-sacking-prime-minister-638320
https://www.theguardian.com/world/2019/aug/22/stalemate-in-algeria-six-months-after-start-of-protests-that-ousted-leader?utm_source=Eurasia+Group+Signal&utm_campaign=6866af883c-EMAIL_CAMPAIGN_2019_10_09_11_06&utm_medium=email&utm_term=0_e605619869-6866af883c-134308033
https://www.theguardian.com/world/2019/aug/22/stalemate-in-algeria-six-months-after-start-of-protests-that-ousted-leader?utm_source=Eurasia+Group+Signal&utm_campaign=6866af883c-EMAIL_CAMPAIGN_2019_10_09_11_06&utm_medium=email&utm_term=0_e605619869-6866af883c-134308033
https://www.washingtonpost.com/world/the_americas/barricades-burn-as-haiti-enters-4th-week-of-deadly-protests/2019/10/07/96341660-e976-11e9-a329-7378fbfa1b63_story.html?wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/the_americas/barricades-burn-as-haiti-enters-4th-week-of-deadly-protests/2019/10/07/96341660-e976-11e9-a329-7378fbfa1b63_story.html?wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/the_americas/barricades-burn-as-haiti-enters-4th-week-of-deadly-protests/2019/10/07/96341660-e976-11e9-a329-7378fbfa1b63_story.html?wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/the_americas/barricades-burn-as-haiti-enters-4th-week-of-deadly-protests/2019/10/07/96341660-e976-11e9-a329-7378fbfa1b63_story.html?wpisrc=nl_todayworld&wpmm=1
https://www.aljazeera.com/news/2019/10/death-toll-rises-iraq-protest-crackdown-191007184007797.html?utm_source=Eurasia+Group+Signal&utm_campaign=6866af883c-EMAIL_CAMPAIGN_2019_10_09_11_06&utm_medium=email&utm_term=0_e605619869-6866af883c-134308033
https://www.aljazeera.com/news/2019/10/death-toll-rises-iraq-protest-crackdown-191007184007797.html?utm_source=Eurasia+Group+Signal&utm_campaign=6866af883c-EMAIL_CAMPAIGN_2019_10_09_11_06&utm_medium=email&utm_term=0_e605619869-6866af883c-134308033
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killed.  Fourth, Ecuador President Lenin Morena was forced to move its government out of the 

capital town of Quito, in response to his decision to cut fuel subsidies as Ecuador implements 

austerity to improve the odds it can get a debt relief package from the IMF.   

 

Odds and ends:  A top secret unit from Russia appears to be engaging in all sorts of audacious 

actions to undermine Europe.   Research from Berkeley indicates that the effective tax rate for 

the 400 richest families was less than that of the bottom 50% of households.  Effective tax rates 

take into account all taxes—Federal income and corporate, social security, state and local—

giving a more complete picture of the rate paid.  Wealthy households can afford to hire 

professionals to take steps to reduce taxes.  In addition, since social security taxes “max out” 

they become less of a burden for the wealthy and this tax only touches wages, not capital 

income.  This isn’t to say that the wealthy pay less, but less from each dollar earned.   

 

U.S. Economic Releases 
 

MBA mortgage applications in the week ended October 4 were up 5.2% from the previous week.   

Applications for home-purchase mortgages fell 0.9%, but applications for refinancing mortgages 

jumped 9.8%.  The average interest rate on a 30-year, fixed-rate mortgage dropped to 3.90%. 

 

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

EDT Indicator Expected Prior Rating

10:00 JOLTS Job Openings m/m aug 7250 7217 *

10:00 Wholesale Trade Sales m/m aug 0.3% *

10:00 Wholesale Inventories m/m aug 0.4% 0.4% **

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

Speaker or event

10:30 Jerome Powell Participates in "Fed Listens" Event Chairman of Board of Governors of Federal Reserve

14:00 FOMC Meeting Minutes

Fed Speakers or Events

Economic Releases

District or position

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.  
 

https://www.nytimes.com/2019/10/08/world/europe/unit-29155-russia-gru.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20191009&section=topNews?campaign_id=51&instance_id=12945&segment_id=17704&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.nytimes.com/2019/10/08/world/europe/unit-29155-russia-gru.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20191009&section=topNews?campaign_id=51&instance_id=12945&segment_id=17704&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.washingtonpost.com/business/2019/10/08/first-time-history-us-billionaires-paid-lower-tax-rate-than-working-class-last-year/
https://www.washingtonpost.com/business/2019/10/08/first-time-history-us-billionaires-paid-lower-tax-rate-than-working-class-last-year/
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Machine Tool Orders y/y sep -35.5% -37.0% ** Equity and bond neutral

Australia Westpac Consumer Confidence m/m oct -5.5% -1.7% ** Equity bearish, bond bullish

EUROPE

France Bank of France Industrial Sentiment m/m sep 96.0 99.0 99.0 * Equity bearish, bond bullish

AMERICAS

Mexico CPI y/y sep 3.0% 3.2% 3.0% *** Equity and bond neutral

Brazil IBGE Inflation  IPCA y/y sep 2.9% 3.4% 3.0% *** 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) 201 203 -2 Down

3-mo T-bill yield (bps) 164 165 -1 Neutral

TED spread (bps) 38 38 0 Neutral

U.S. Libor/OIS spread (bps) 163 163 0 Up

10-yr T-note (%) 1.56 1.53 0.03 Down

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

EUR/USD 3-mo swap (bps) 25 23 2 Down

Currencies Direction

dollar Flat Up

euro Up Down

yen Down Down

pound Flat Up

franc Down 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. 
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Price Prior Change Explanation

Brent $58.84 $58.24 1.03%

WTI $53.14 $52.63 0.97%

Natural Gas $2.29 $2.29 -0.13%  

Crack Spread $18.64 $18.40 1.31%

12-mo strip crack $18.56 $18.34 1.22%

Ethanol rack $1.69 $1.69 0.54%

Gold $1,501.58 $1,505.51 -0.26%

Silver $17.78 $17.73 0.27%

Copper contract $257.05 $256.85 0.08%

Corn contract 395.50$       395.75$       -0.06%

Wheat contract 499.25$       500.25$       -0.20%

Soybeans contract 928.50$       920.50$       0.87%

Baltic Dry Freight 1801 1770 31

Actual Expected Difference

Crude (mb) 2.0

Gasoline (mb) -1.0

Distillates (mb) -2.0

Refinery run rates (%) 0.15%

Natural gas (bcf) 112.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

 

Weather 
 

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

Northern Tier and into the Midwest, with normal or higher-than-normal temperatures along the 

East Coast and in the South. The dry spell in the center of the country is expected to gradually 

dissipate by late in the forecast period, while precipitation is expected in the Pacific Northwest 

and in the South.  There are two tropical disturbances off the East Coast, but neither is expected 

to develop into a tropical storm. 
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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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Sources:  Haver Analytics, CIM  
 

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 10/8/2019 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. 

These charts represent the new sectors following the 2018 sector reconfiguration.  

 

Asset Class Performance – (as of 10/8/2019 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 
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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. 


