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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 23, 2019—9:30 AM EDT] Global equity markets are lower this morning.  

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

down 0.5%.  Chinese markets were lower, with the Shanghai composite down 1.0% and the 

Shenzhen index also down 0.9% from the prior close.  U.S. equity index futures are signaling a 

flat open.  
 

Happy Monday!  It’s the Autumnal Equinox today.  For sports fans, it’s a wonderful time of 

year.  Baseball playoffs are being set.  The NFL is in full swing, and college football is operating 

too.  The NHL preseason has begun. The GM strike rolls into its second week.   Here is what we 

are watching this morning: 

 

BREAKING:  U.K. SUPREME COURT WILL ISSUE RULING TOMORROW MORNING 

ON PROROGUING PARLIAMENT. 

 

The U.N. General Assembly meetings begin:  Although we doubt anything of substance will 

emerge from these meetings, Iranian leaders will be in town and discussions about climate 

change are on the agenda.  Ukraine’s president will also attend.  The U.S. is likely to try to move 

the U.N. to criticize Iran’s recent attack on Saudi Arabia, but we are not optimistic on this front.  

We are monitoring the recent whistleblower accusations, and the widespread youth protests for 

climate change legislation.  However, we haven’t moved beyond monitoring because, so far, 

these issues have not affected financial markets.  Nevertheless, impeachment proceedings could 

dampen investor confidence (or not…it might ease trade tensions).  On climate change, we do 

expect that action will be taken at some point; our focus now is on how the costs of the 

legislation will be allocated.   

 

Weak Eurozone economy:  The Eurozone PMI data (see below) came in soft, at 50.4, just 

above the 50 expansion line.  Financial markets moved from risk-on to risk-off on the news.  

There is great concern that the Eurozone will drag the global economy into further weakness. 

 

Saudi Arabia and oil:  Oil prices declined in the wake of the Eurozone PMI data despite news 

that repairs to the Saudi infrastructure will likely take much longer than expected, according to 

private contractors hired to assist in recovery efforts.  Worries about demand, caused by slowing 

global growth, are keeping oil prices from rising on the bullish supply news. 

 

Trade:  On Friday, President Trump’s comments that he didn’t want a partial deal with China, 

that he didn’t need a deal for re-election and reports that a Chinese trade delegation called off 
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visits to farms led to a hard selloff in equities.  It turns out that the U.S. asked the Chinese to 

cancel their visit, worried about the public framing of the tour.  Trade uncertainty may be the 

most important issue that the financial markets are dealing with.  Regular readers are familiar 

with our charts that show U.S. retail money market balances have been ballooning over the past 

18 months.  The last time we had such an increase in these balances was into the teeth of the 

financial crisis.  In general, money market funds are generally utilized by higher income 

households, so the increase in these balances is likely (a) reducing buying power for equities, and 

(b) represents potential liquidity that could propel equities to significantly higher levels.  We 

think the chart below may explain the money market accumulation. 

 

 
 

The blue line (left scale) is the U.S. Economic Policy Uncertainty Index for trade policy.  The 

index is created by noting the mentions of trade policy and trade issues in the media.  When such 

words are mentioned with greater frequency, the index rises.  We have smoothed the day with a 

12-month moving average.  Note that the increase in the uncertainty index closely matches the 

increase in money market balances.  It appears that concerns about trade and deglobalization 

have raised investor fears and triggered a desire to build cash balances.  We note that the WSJ is 

reporting on the rise in household saving, especially among wealthier households.  Although tax 

cuts probably played a role in the saving accumulation, the above chart suggests that worries 

about trade are affecting saving behavior as well.  This data tells us that (a) the trade issue has 

likely been the major factor behind the current sideways equity market, and (b) a resolution of 

the trade deal could bring these liquidity balances back to the equity market, triggering a very 

strong rally.  At this juncture, we don’t see a reversal in the trade situation anytime soon; if 

anything, deglobalization is one of the few bipartisan positions in our fractured politics.  

However, if there is a cooling of tensions, it could be quite bullish for equities. 

https://www.wsj.com/articles/americans-are-saving-more-and-that-isnt-necessarily-good-11569153600?shareToken=sta487af7629da49c5940f8f5032f8a18b
https://www.wsj.com/articles/americans-are-saving-more-and-that-isnt-necessarily-good-11569153600?shareToken=sta487af7629da49c5940f8f5032f8a18b
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The repo issue:  It does appear that the Fed has addressed the immediate problem of spiking 

repo rates with a series of monetary injections.  However, the NY FRB is now working to figure 

out why this happened in the first place.  Apparently, bank officials are looking at the problem of 

concentrated bank reserves but seem to believe that the concentration is occurring with the small 

banks, not the larger ones.   

 

Japan:  The Japanese military failed to track several of North Korea’s recent short-range missile  

launches, apparently because of their low and irregular trajectories.  Separately, satellite imagery 

from two U.S. private-sector organizations show North Korea building a structure to launch its 

newly developed ballistic missile submarines.  Along with last week’s successful missile and 

drone attacks on Saudi oil facilities, the reports suggest a greater risk that rogue states like North 

Korea and Iran can now overcome U.S. missile defense systems.  This should keep geopolitical 

risks high, and help maintain a risk bid for crude oil. 

 

Iran:  The Iranian government said it will release the British-flagged oil tanker Stena Impero, 

which it seized in July after Gibraltar’s seizure of an Iranian tanker.  Since the Iranian tanker had 

long since been released, the release of the British ship right after last week’s attack on Saudi oil 

facilities suggests the move is meant to confuse Iran’s adversaries and obfuscate its true 

intentions. 

 

Egypt:  Protestors rallied against President Al Sisi over the weekend.  Although the number of 

protestors was only in the hundreds, it was Egypt’s first significant bout of demonstrations in 

years, and the first to openly call for Al Sisi’s ouster over corruption charges.  Coupled with 

Iranian threats and inconclusive Israeli elections, unrest in Egypt would help bolster oil prices. 

 

U.S. Economic Releases 

 

The Chicago FRB National Activity Index came in much better than expectations at +0.10 

compared to estimates of -0.03.  The prior report was revised downward from -0.36 to -0.41. 
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We smooth the data with a six-month moving average.  The index remains above the recession 

line at -0.45, but has been weakening in recent months.  The index does reflect the trend of 

relatively positive economic news for the month of August. If this trend continues, it’s possible 

the Fed could delay further rate cuts. 

 

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

 

EDT Indicator Expected Prior Rating

9:45 Markit Manufacturing PMI m/m sep 50.4 50.3 **

9:45 Markit Services PMI m/m sep 51.4 50.7 **

9:45 Markit Composite PMI m/m sep 50.7 **

Speaker or event

9:50 John Williams Speaks at Treasury Market Conference President of the Federal Reserve Bank of New York

11:30 Mary Daly Speaks at Conference on Economic Opportunities

13:00 James Bullard Discusses U.S. Economy and Monetary Policy President of the Federal Reserve Bank of St. Louis

Fed speakers or events

Economic Releases

District or position

President of the Federal Reserve Bank of San Francisco

 
 
 

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

Japan Nationwide Department Sales y/y aug 2.3% -2.9% ** Equity bullish, bond bearish

Tokyo Department Store Sales y/y aug 4.7% -2.7% ** Equity bullish, bond bearish

Convenience Store Sales y/y aug 0.8% -2.5% ** Equity bullish, bond bearish

Australia CBA Australia PMI Mfg m/m sep 49.4 50.9 ** Equity bearish, bond bullish

CBA Australia PMI Services m/m sep 52.5 49.1 ** Equity bullish, bond bearish

CBA Australia PMI Composite m/m sep 51.9 49.3 ** Equity bullish, bond bearish

South Korea Exports 20 Days y/y sep -21.8% -13.3% * Equity and bond neutral

Imports 20 Days y/y sep -11.1% -2.4% * Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Manufacturing m/m sep 45.6 47.0 47.3 *** Equity and bond bearish

Markit Eurozone Services m/m sep 52.0 53.5 53.3 ** Equity and bond neutral

Markit Eurozone Composite m/m sep 50.4 51.9 52.0 ** Equity and bond neutral

France Markit France Manufacturing m/m sep 50.3 51.1 51.2 ** Equity bearish, bond bullish

Markit France Services m/m sep 51.6 53.4 53.2 ** Equity and bond neutral

Markit France Composite m/m sep 51.3 52.9 52.6 ** Equity and bond neutral

Germany Markit/BME Germany Manufacturing m/m sep 41.4 43.5 44.0 *** Equity and bond bearish

Markit Germany Services m/m sep 52.5 54.8 54.3 ** Equity and bond neutral

Markit/BME Germany Composite m/m sep 49.1 51.7 51.5 ** Equity and bond bearish

Switzerland Money Supply M3 w/w aug 2.7% 3.1% ** Equity and bond neutral

Total Sight Deposits CHF w/w aug 592.1 Bil 592.4 Bil * Equity and bond neutral

Domestic Sight Deposits CHF y/y aug 476.2 Bil 478.4 Bil * Equity and bond neutral

AMERICAS

Mexico Retail Sales y/y jul 2.1% 1.0% 1.6% ** Equity bullish, bond bearish

Brazil FGV Consumer Confidence m/m sep 89.7 89.2 *** Equity and bond neutral  
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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. 
 

 
 

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 $64.02 $64.28 -0.40%

WTI $57.81 $58.09 -0.48%

Natural Gas $2.52 $2.53 -0.75%  

Crack Spread $15.53 $16.78 -7.47%

12-mo strip crack $17.80 $18.11 -1.70%

Ethanol rack $1.55 $1.56 -0.26%

Gold $1,519.88 $1,516.90 0.20%

Silver $18.40 $17.99 2.28%

Copper contract $257.90 $260.65 -1.06%

Corn contract 373.50$       370.75$       0.74%

Wheat contract 485.25$       484.25$       0.21%

Soybeans contract 896.25$       882.75$       1.53%

Baltic Dry Freight 2131 2192 -61

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

country, with cooler temperatures in the Pacific and Rocky Mountain regions. Precipitation is 

expected for most of the country with the exception of the East Coast.  Hurricane Jerry has 

moved away from the U.S. coastline into the Atlantic Ocean, while Tropical Storm Karen has 

entered the Caribbean Sea, and is forecasted to make landfall in Puerto Rico.

Today Prior Change Trend

3-mo Libor yield (bps) 213 216 -3 Down

3-mo T-bill yield (bps) 186 187 -1 Neutral

TED spread (bps) 28 29 -1 Neutral

U.S. Libor/OIS spread (bps) 178 179 -1 Up

10-yr T-note (%) 1.69 1.72 -0.03 Down

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

EUR/USD 3-mo swap (bps) 2 1 1 Down

Currencies Direction

dollar Up Up

euro Down Down

yen Up Down

pound Down Up

franc Flat Down

https://www.wsj.com/articles/tropical-storm-heads-for-puerto-rico-11569176859?shareToken=stda52f1a5d84546d2b7061a05c75d89ff
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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 20, 2019 
 

Interest rates have increased since early September. 
 

(Source: Bloomberg) 
 

The 10-year T-note yield dipped to 1.45% in early September but has risen strongly since then.  

What has prompted this rise?  Some of the rise appears to be caused by a revaluation of the path 

of monetary policy. 
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The chart on the left shows the implied three-month LIBOR rate, two-years deferred, from the 

Eurodollar futures market.  After falling to a low near 1.15%, the yield has jumped to 1.58%.  

The chart on the right shows this implied rate compared to the fed funds target.  Although the 

backup in the implied rate has reduced the expected decline in fed funds from nearly 100 bps to 

around 60 bps, the spread remains inverted, meaning the market still expects the Federal Reserve 

to cut rates somewhere between 50 bps and 75 bps over the next two years.   
 

Our 10-year T-note model suggests that long-duration yields are too low, or prices on these 

instruments are too high. 
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This chart shows our 10-year T-note yield model.  The deviation line is at the one-standard error 

level.  Essentially, the bond market yield is consistent with recession.  If the bond market is right 

and a recession is coming, the chart above suggests that if that recession is a “garden-variety” 
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type, like those seen in the 1990-91 and 2001 downturns, then it would be unlikely that we will 

see further yield declines.  On the other hand, when the model suggests long-dated Treasuries are 

overvalued and a recession doesn’t follow, the backup in yields is notable.  It’s still too early to 

tell if a recession is coming, but the evidence that one could develop is increasing.  Our analysis 

suggests, however, that the protection that long-duration Treasuries usually offer in a 

recession and bear market may not be all that significant at current yields.  If the above 

LIBOR analysis is correct, the recent backup in those yields would suggest a fed funds rate of 

around 1.50% and a fair value 10-year Treasury yield of 2.27%.  Thus, the recent backup in 

yields likely has further to run.   

   

    

   

  

 
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 9/20/2019 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 9/20/2019 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 19, 2019 
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Based on our methodology,1 the current P/E is 19.1x, up 0.1x 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. 
 

                                                 
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 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. 


