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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: September 18, 2019—9:30 AM EDT] Global equity markets are generally higher this 

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

closed up by a similar 0.2%.  Chinese markets were higher, with the Shanghai composite up 

0.3% and the Shenzhen index up 0.3% from the prior close.  However, U.S. equity index futures 

are signaling a lower open.  
 

Markets are stable this morning after a wild day in the overnight lending market.  The Israeli 

elections did not yield a clear result.  The FOMC meeting concludes today.  Here is what we are 

watching this morning: 

 

The funding problem:  We have received many inquiries on the state of the money markets.  

Yesterday, the money markets were roiled by an apparent funding shortage which sent repo rates 

soaring.  

 

 
(Source: Bloomberg) 

 

Bids for fed funds reached the 5% level, well in excess of the upper limit of the fed funds target, 

currently at 2.25%.  For the first time since the onset of QE, the New York FRB conducted 

overnight  repo operations; the NY FRB was authorized to purchase up to $75 bn of collateral to 

inject cash into the system with about $58 bn being drawn.  In an unsettling development, the 

“plumbing” didn’t work initially, and the operation was delayed by about 25 minutes.  The fact 
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that this facility hasn’t been used in over a decade is probably the reason for the delay; it’s 

possible that a number of people on the NY FRB’s desk had never been involved in such an 

operation.   

 

However, before we jump into all of that, a bit of history is in order.  The Fed used to routinely 

intervene with repurchase operations before the financial crisis.  When banks were in the 

settlement period at the end of the month, banks with excess reserves would lend them to other 

banks that were lacking.  Occasionally, spikes in fed funds occurred; around holidays, a bank 

somewhere would find itself short of reserves and by the time they came to the Fedwire, most 

banks were closed and the ones that were not could lend at a penalty rate.  Usually, the next day, 

the Fed would conduct repo operations to buy securities and put liquidity back into the system. 

 

Then QE happened, and the traditional way that money markets operated was changed.  The 

banks were flooded with reserves, so the Fed could no longer guide the policy rate by adjusting 

the level of bank reserves.  Instead, it began paying interest on reserves and that Interest on 

Excess Reserves (IOER) rate became how the policy rate was set.  There is no incentive for a 

bank to lend reserves below that rate, so the IOER has become the effective floor for interbank 

reserve lending. 

 

 
 

Free reserves are total reserves less required reserves and other borrowings from the Federal 

Reserve.  Other borrowings are very small, so, for practical purposes, free reserves are excess 

reserves.  As the chart shows, excess reserves in the banking system are $1.386 trillion.  So, at 

first glance, it seems odd that a shortage would develop. 
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Here is what we think is happening: 

1. Perhaps the most interesting part of this issue is the inability of entities to turn securities 

into cash.  Essentially, that is what a repurchase agreement (repo) is.  This sort of 

transaction is the lifeblood of finance.  When entities would rather have cash than earn 

interest on that cash, that signals a problem.   

2. As the charts above shows, there are ample reserves in the aggregate banking system, but 

there seems to be a problem of  serious maldistribution.  It appears the major banks are 

holding the bulk of the excess reserves and seem unwilling to lend them.  The big banks 

complain that they are holding these large reserves due to regulation.  Given that 

regulators have a goal of making the large banks safe, the banks seem content to hold 

high levels of cash and earn IOER, which is currently around 2.10%.  Even with the 

possibility of risk-free profit at unusually high spreads, banks with reserves did not rush 

in to take advantage of the spreads.  This means (a) they are inept, (b) they need the 

reserves more than the profits or (c) they don’t trust the counterparties.  We lean toward 

“a, b” but if “c” is the issue, we have a bigger problem. 

3. The major media is reporting that a combination of tax payments, Treasury borrowing 

and other liquidity draining activities were the proximate cause of the shortage.  Although 

these events probably contributed to the cash crunch, the amounts don’t seem strikingly 

large. Thus if these were the culprit, available liquidity is really tight and the Federal 

Reserve has a serious problem and needs to start re-expanding the balance sheet.   

4. An overlooked factor in all of this is dollar strength.  Even though the dollar is 

excessively valued relative to inflation, and in some cases, unit labor costs, the dollar 

continues to be buoyed.  Although the spreads against other nations’ interest rates are 

usually trotted out as a factor supporting the dollar, the persistence of dollar strength 

appears to be more like a dollar shortage.  In other words, foreign borrowers that have 

financed in dollars are struggling to acquire dollars to service debt.   A side issue is that 

the attack on Saudi Arabia may have played a role as well.  Usually, the KSA funnels 

around $400 mm per day into the U.S. money markets from oil sales, but with the sudden 

halt in oil production, it is highly possible that the kingdom is actually doing repos to 

generate cash to meet its dollar obligations. 

5. The level of Treasury debt/Fed’s balance sheet has fluctuated over the years but has 

ranged between 6x to 12x.  After QE, the ratio plunged to about 5x, and has fallen as low 

as 4x.  However, the combination of rising Treasury borrowing and a shrinking balance 

sheet have pushed the ratio to a bit more than 6x.  The historical record would suggest 

this is not an alarming level, but it is possible that in our current environment, the ratio 

may need to be below 5x for the money markets to have enough liquidity.  In other 

words, the world changed after 2008 and the Fed doesn’t know for sure what are the 

proper level of reserves.  However, it is looking rather obvious that they are too low. 
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6. Another thought.  Over the past four decades policymakers generally have relied heavily 

on monetary policy to guide the economy.  Discretionary fiscal policy has been used 

occasionally, but only in emergencies when presidents can prod Congress to act.  The 

problem with monetary policy is that it works through the financial system and its 

primary tool of stimulation is lending, with refinancing being secondary.  However, if the 

real problem is excessive debt, monetary policy is simultaneously helping and 

exacerbating the problem.  It’s a bit like a drunk trying to postpone the hangover by 

continuing to accept cocktails.  At some point, the debt must be addressed; it’s the job of 

the political system to assign the cost of adjustment.  What policymakers would likely 

prefer is to use inflation and financial repression to force the adjustment on creditors over 

a long glide path.  Although, inflation can’t be triggered by monetary injection alone 

(yes, Milton Friedman was wrong); inflation needs reregulation and deglobalization to 

work, and financial repression needs reregulation of the financial system to force savers 

to accept negative real rates.  We believe this process is underway, but progress is very 

slow (the last time we dealt with a debt overhang was the Great Depression and it wasn’t 

really resolved until we had the fiscal expansion with war spending).  In the meantime, 

events may preclude addressing the debt overhang at a measured pace.  

7. So, bottom line, should we be worried?  Yes, but it is hard to figure out what exactly to 

be worried about.  It is difficult to see how we are on the cusp of a domestic banking 

crisis.  As noted above, banks seem to have plenty of reserves.  Fear itself, along with 

zealous regulation, may be prompting reserve hoarding and that may be exacerbating the 

problem.  But, for whatever reason, there appears to be a dollar shortage and the Fed can 

address that by reflating its balance sheet.  It probably will also be more aggressive in 

repo operations, perhaps even establishing a standing facility.  However, these events 
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suggest that even though the overall economy may not necessarily need lower rates, the 

financial system is in desperate need of cash and the Fed, as the global lender of last 

resort, should probably be cutting rates more aggressively.  Still, given the Fed’s history, 

they don’t tend to act on these “plumbing” issues until a crisis develops.  We will 

continue to monitor this issue and will be the first to admit that it is devilishly 

complicated.  Nevertheless, two things do stand out; first, caution is warranted and 

second, the Fed should get aggressive in easing.  A historical analog might be the 1998 

LTCM crisis; Greenspan made a sharp emergency fed funds cut to flood the money 

markets with dollars.  It prevented a crisis but it probably led to the last upleg in the tech 

bubble in equities. 

 

FOMC:  There is no doubt the Fed will cut rates by 25 bps today.  Everything else will probably 

disappoint.  We doubt the dots will signal further easing this year and we expect at least one 

dissent from the KC FRB.  Additionally, the press conference will likely be non-committal; do 

not expect any clarity on the aforementioned money market issues in the presser.  If we are right, 

the yield curve should flatten, gold will ease, equities will likely ease.   

 

Oil:  The KSA says it will return to normal production levels by the end of the month.  We think 

this claim is wildly optimistic; we would expect, at best, 2.0 mbpd to 3.0 mbpd by the months 

end.  Both the U.S. and the KSA seem to believe that Iran is behind the attack, but seem reluctant 

to assign blame.  That’s because doing so will require action and neither the Trump 

administration nor the KSA seem to want a war with Iran.  BREAKING:  PRESIDENT 

TRUMP INDICATES HE WILL INCREASE SANCTIONS ON IRAN.  This decision 

shows his deep reluctance to engage Iran militarily.  This reluctance may encourage Iran to 

become even more aggressive.  

 

Hong Kong:  Protestors are increasingly pressing the U.S. to support  its movement for 

democracy.  The White House has mostly been non-committal; if the president intervened in the 

situation, it would likely end any chances of a trade deal.  However, that isn’t stopping Congress 

from getting involved.  House bill 3289 has been introduced, titled the Hong Kong Human 

Rights and Democracy Act of 2019, would force the executive branch to judge if the two 

systems program is being upheld, and direct the White House to take action if China is deemed 

to have undermined Hong Kong’s democracy.  It is highly unlikely this will pass, but it does 

show that this issue could become a complication in trade negotiations.   

 

Spain:  The country will hold elections again on November 10th as Pedro Sanchez was unable to 

form a coalition government.  This will be the fourth election in four years, and highlights a 

political problem seen across Europe; deep divisions in society are making nations nearly 

impossible to govern.   
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U.S. Economic Releases 

 

MBA mortgage applications edged down 0.1% in the week ended September 13.  Applications 

for home-purchase mortgages jumped 6.4%, but the rise was offset by a 4.3% drop in refinancing 

applications.  The average interest rate on a 30-year, fixed-rate mortgage rose to 4.01%.  

 

August housing starts rose by a seasonally-adjusted 12.3% to an annualized rate of 1.364 million 

units, handily beating expectations for a 5.0% increase.  August building permits rose 7.7% to a 

rate of 1.419 million units, beating expectations for a 1.3% decline.  Groundbreakings in August 

were up 6.4% from one year earlier, while permits were up 7.4%.  Both indicators are now at 

their highest level since 2007. 

 

 
 

The graph above shows the trend in total U.S. housing starts since right before the housing crisis.  

It also provides detail on groundbreakings for single-family homes versus apartments. 

 

The table below shows the Fed speakers scheduled for the rest of the day. 

 

Speaker or event

14:00 FOMC Rate Decision

14:30 Jerome Powell's Post-FOMC Press Conference Chairman of Board of Governors of Federal Reserve

Fed speakers or events

Economic Releases

District or position

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

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

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

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

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

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

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

a paragraph below if any development merits further explanation.  
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Trade Balance m/m aug -136.3 Bil. -250.7 Bil. -365.4 Bil. ** Equity and bond neutral

Trade Balance Adjusted m/m aug -130.8 Bil. -126.8 Bil. -160.7 Bil. ** Equity and bond neutral

Exports y/y aug -8.2% -1.5% -10.0% * Equity bullish, bond bearish

Imports y/y aug -12.0% -1.2% -10.7% * Equity and bond neutral

Australia Westpac Leading Index m/m aug -0.3% 0.1% ** Equity bearish, bond bullish

New Zealand Current Account Balance q/q 2Q -1.106 Bil. 0.721 Bil. -1.100 Bil. * Equity and bond neutral

Current Account Balance / GDP q/q 2Q 3.4% -3.6% -3.4% * Equity and bond neutral

South Korea Export Price Index y/y aug -3.9% -5.3% * Equity and bond neutral

Import Price index y/y aug 0.0% -1.3% * Equity and bond neutral

EUROPE

Eurozone New Car Registrations y/y aug -8.4% 1.4% * Equity bearish, bond bullish

Construction Output y/y jul 1.1% 1.6% * Equity bearish, bond bullish

Consumer Price Index - Final y/y aug 1.0% 1.0% 1.0% ** Equity and bond neutral

Core Consumer Price Index - Final y/y aug 0.9% 0.9% 0.9% ** Equity and bond neutral

Italy Industrial Sales y/y jul -0.6% -0.8% * Equity and bond neutral

Industrial Orders y/y jul -1.0% -4.8% * Equity bullish, bond bearish

Trade Balance - Total y/y jul 7631 Mil. 5728 Mil. * Equity and bond neutral

UK Consumer Price Index y/y aug 1.7% 2.1% 1.9% ** Equity and bond neutral

Core Consumer Price Index y/y aug 1.5% 1.9% 1.8% ** Equity and bond neutral

Retail Price Index y/y aug 2.6% 2.8% 2.6% ** Equity and bond neutral

Producer Price Index - Output y/y aug 1.6% 1.9% 1.7% ** Equity and bond neutral

Core Producer Price Index - Output y/y aug 2.0% 2.0% 2.0% * Equity and bond neutral

House Price Index y/y aug 0.7% 1.4% 0.6% * Equity and bond neutral

Russia Retail Sales y/y aug 0.8% 1.0% 1.0% ** Equity and bond neutral

Unemployment Rate m/m aug 4.3% 4.5% 4.4% ** Equity bullish, bond bearish

AMERICAS

Canada Consumer Price Index y/y aug 1.9% 2.0% 1.9% ** Equity and bond neutral

Core CPI - Median y/y aug 2.1% 2.1% 2.1% * Equity and bond neutral

Core CPI - Common y/y aug 1.8% 1.9% 1.9% * Equity and bond neutral

Core CPI - Trim y/y aug 2.1% 2.1% 2.1% * Equity and bond neutral  
 

Financial Markets 
 

The table below highlights some of the indicators that we follow on a daily basis.  Again, the 

color coding is similar to the foreign news description above.  We will add a paragraph below if 

a certain move merits further explanation. 
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Today Prior Change Trend

3-mo Libor yield (bps) 215 214 1 Down

3-mo T-bill yield (bps) 192 194 -2 Neutral

TED spread (bps) 23 20 3 Neutral

U.S. Libor/OIS spread (bps) 183 184 -1 Up

10-yr T-note (%) 1.77 1.80 -0.03 Down

Euribor/OIS spread (bps) -40 -39 -1 Neutral

EUR/USD 3-mo swap (bps) 11 8 3 Down

Currencies Direction

dollar Up Up

euro Down Down

yen Down Down

pound Down 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. 
 

Price Prior Change Explanation

Brent $64.18 $64.55 -0.57%

WTI $58.85 $59.34 -0.83%

Natural Gas $2.69 $2.67 0.64%  

Crack Spread $15.15 $15.46 -2.02%

12-mo strip crack $17.51 $17.81 -1.67%

Ethanol rack $1.56 $1.56 0.05%

Gold $1,501.17 $1,501.38 -0.01%

Silver $17.85 $18.02 -0.95%

Copper contract $260.60 $262.70 -0.80%

Corn contract 368.75$       368.00$       0.20%

Wheat contract 486.75$       484.25$       0.52%

Soybeans contract 894.25$       893.75$       0.06%

Baltic Dry Freight 2283 2311 -28

Actual Expected Difference

Crude (mb) -2.0

Gasoline (mb) -1.0

Distillates (mb) 0.2

Refinery run rates (%) -0.50%

Natural gas (bcf) 78.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

other than the Northern Rockies. Precipitation is expected for the Northern Rockies, as well as 

the Upper Midwest.  Hurricane Humberto has developed near the Georgia and South Carolina 

coastline, but it is not expected to make landfall. A tropical depression has moved ashore from 

the Gulf of Mexico into Texas, but it is probably not strong enough to cause major destruction.  

However, it could be a “rainmaker” for the Houston area and could disrupt oil shipments 

temporarily.  Tropical Storm Jerry remains far out in the Atlantic. 
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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.  
 

September 13, 2019 
 

In recent reports, we have discussed the yield curve and its value in signaling the business cycle.  

One of the problems for investors with using the various permutations of the yield curve as a 

signaling device is that it gives such early warnings that it may not be all that useful. 
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Sources:  Haver Analytics, CIM  
 

This chart shows the total return for the S&P 500; the vertical lines denote the inversions of the 

yield curve.  The red lines represent when the inversion preceded a recession.  The black lines 

are inversions that resulted in false positives.1  The data shows that exiting equities at the point of 

inversion would, in several cases, be premature.  It might make sense to reduce equity exposure, 

but a complete retreat would not be warranted.   

 

Labor market signals of recession tend to occur at or just before a downturn, but they also give 

us insight into when a recession may be imminent.  There are two indicators we like.  The first is 

the rolling 12-month sum of the monthly change in non-farm payrolls.  A reading of 1.5 million 

jobs is the indicator; falling below that level means a recession is near or underway. 

 

                                                 
1 We are treating the current inversion as a false positive until proven otherwise.   
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The current reading is 2.074 mm, meaning payrolls remain in expansion mode.  The second 

indicator is the two-year change in the unemployment rate. 
 

 
 

The current unemployment rate is 3.7%; in August 2017, it was 4.4%, meaning we still haven’t 

triggered a recession signal.  If the unemployment rate remains stable, we could be close to a 

recession signal in September 2020. 
 

The labor market data suggests a recession isn’t imminent, meaning investors should avoid 

becoming overly defensive at this juncture.  That doesn’t mean one should not be watchful, but 

overreacting to the yield curve would be imprudent for most investors.   
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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 9/17/2019 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 9/17/2019 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 
 

September 12, 2019 
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P/E as of 9/11/2019 = 19.0x

 
 

Based on our methodology,2 the current P/E is 19.0x, unchanged from last week.   

 

 
 
 
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. 
 

                                                 
2 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 three actual quarters (Q4, Q1 and Q2) and one estimate (Q3). 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. 


