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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: August 16, 2019—9:30 AM EDT] Global equity markets are higher this morning.  The 

EuroStoxx 50 is up 1.2% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 0.5%.  

Chinese markets were higher, with the Shanghai composite up 0.3% and the Shenzhen index up 

0.6% from the prior close.  U.S. equity index futures are signaling a higher open. With 450 

companies having reported, the S&P 500 Q2 earnings stand at $42.10, higher than the $40.70 

forecast for the quarter.  The forecast reflects a 2.7% decrease from Q2 2018 earnings.  Thus far 

this quarter, 74.2% of the companies reported earnings above forecast, while 18.4% reported 

earnings below forecast. 
 

Happy Friday!  Equity futures are higher this morning on hopes that the president is further 

retreating on tariffs.  Treasury yields are higher and gold is retreating.  Central banks around the 

world are moving to ease.  Here is what we are watching: 

 

Backing away?  There are signs that President Trump may be looking for an off-ramp for his 

recent tariff threats.  The presidents of China and the U.S. are reportedly in contact and some 

movement on fentanyl is possible which, if met, would give the U.S. a reason for pulling back or 

delaying the tariff threat.  There are reports that the president is getting concerned about the 

economy.  Although the general response from the administration on economic fears are centered 

around overly tight monetary policy, history shows that incumbent presidents who face 

recessions for whatever reason tend to be blamed for the downturn.  Thus, even if it is true that 

monetary policy is too tight, voters don’t care; the president in office suffers the loss. 

 

Although yesterday’s retail sales data suggests that consumption remains strong, it is clear the 

trade conflict is weighing on other parts of the economy.  A long list of nations, mostly export-

dependent, are seeing serious economic pressure.  The fear is that these nations may drag the 

U.S. into a downturn as well.  Backing away from the trade conflict would remove a worry from 

the economy and would clearly lift market sentiment.   

 

Monetary policy: Although yesterday’s retail sales data was impressive, it probably won’t cause 

the FOMC to hold steady on policy next month.  We note that Fed officials are signaling cuts, 

although there is no evidence that aggressive action is being considered.  It should also be noted 

that the Fed isn’t alone in easing; more than 30 other central banks are also cutting rates.  More 

importantly, the ECB appears ready to not just cut rates but to become more aggressive in QE.   

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 
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Fiscal policy: There are reports that both China and Germany are considering fiscal stimulus.  

The former has already conducted some actions, while the latter is usually reluctant to spend.  

This action would be important; the saving identity shows why: 

 

0 = (private investment – private saving) + (taxes – spending) + (exports-imports)  

 

Persistent trade surplus nations usually have excess private saving over investment.  If they run a 

balanced fiscal account, to balance this identity, exports>imports by the exact level of the excess 

private saving.  So, a trade deficit has nothing to do with how much your consumers prefer 

foreign goods and everything to do with macroeconomic policy.  If China and Germany 

(especially Germany) were to lift fiscal spending, their trade accounts would be closer to 

balanced as the government deficit would be used to absorb the excess saving rather than the 

trade account. 

 

A lift to growth: The Atlanta Fed’s GDPNow estimate for Q3 GDP rose 40 bps on yesterday’s 

data.   
 

 
 

The contribution data suggests the economy is mostly being supported by the consumer.   

 

https://finance.yahoo.com/news/spur-consumption-china-preps-plan-031417756.html
https://finance.yahoo.com/news/spur-consumption-china-preps-plan-031417756.html
https://www.yahoo.com/news/merkel-protege-says-priority-invest-171720353.html
https://www.yahoo.com/news/merkel-protege-says-priority-invest-171720353.html
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Outside the consumer, the rest of the components of GDP are a wash.  Of course, strong 

consumption will tend to boost imports, so some offset is expected from net exports in the wake 

of rising consumer activity.  However, some of that consumption is also resulting in inventory 

reductions, which are also a drag on growth.  An interesting side note comes from reports that 

auto dealers are holding excess inventory, which may mean they will be forced to aggressively 

price product to rebalance their market. 

 

China and Hong Kong: Widespread protests are expected for the 11th consecutive weekend.   

We reported yesterday that Chinese security officials are making a clear show of force in what is 

likely a bid to intimidate the protest movement.  So far, it isn’t working.  If China were to use the 

military against the protestors, we don’t see how the U.S. would not react with some sort of 

economic sanctions at a minimum.   

 

The chief executive of a major Hong Kong airline has submitted his resignation “to take 

responsibility” for airline staff who have supported or participated in the city’s anti-Chinese 

political protests.  The resignation of Rupert Hogg, CEO of Cathay Pacific Airways (CPCAY, 

6.68), shows how Beijing is trying to rein in private businesses for its own political purposes.  As 

such, the incident is another negative dimension to the ongoing protests.  The disruptive protests 

have helped drive down Hong Kong stocks over the last month, but reporting today says the 

declines have been muted by strong inflows from Chinese investors.  Those purchases could 

simply reflect mainland investors trying to take advantage of the drop in Hong Kong valuations.  

However, there is some chance that the purchases also come from state-owned entities under the 

direction of the central government, which wants to maintain Hong Kong’s attractiveness as a 

global financial center. 

 

https://www.wsj.com/articles/dealers-dangle-deals-to-move-outgoing-models-11565874003?shareToken=st7927b0e960fd492dae212bf64b37f21b
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https://www.reuters.com/article/us-hongkong-protests/as-hong-kong-braces-for-protests-chinese-paramilitary-holds-drills-across-border-idUSKCN1V5001?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.reuters.com/article/us-hongkong-protests/as-hong-kong-braces-for-protests-chinese-paramilitary-holds-drills-across-border-idUSKCN1V5001?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.ft.com/content/d204816c-c008-11e9-b350-db00d509634e
https://www.ft.com/content/d204816c-c008-11e9-b350-db00d509634e
https://www.scmp.com/business/markets/article/3023114/chinas-investors-are-piling-hong-kong-shares-stock-connect-channel?utm_medium=email&utm_source=mailchimp&utm_campaign=enlz-scmp_international&utm_content=20190816&MCUID=b11497b3c2&MCCampaignID=6788d28c02&MCAccountID=3775521f5f542047246d9c827&tc=23
https://www.scmp.com/business/markets/article/3023114/chinas-investors-are-piling-hong-kong-shares-stock-connect-channel?utm_medium=email&utm_source=mailchimp&utm_campaign=enlz-scmp_international&utm_content=20190816&MCUID=b11497b3c2&MCCampaignID=6788d28c02&MCAccountID=3775521f5f542047246d9c827&tc=23
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India: The Hindu nationalist government of Prime Minister Narendra Modi announced that it 

would relax some of the communications and social restrictions it imposed on Jammu and 

Kashmir on August 5, when it said it would withdraw the Muslim-majority region’s autonomy.  

To date, the clampdown seems to have been successful in limiting protests against the loss of 

autonomy.  However, while the government’s justification for the move was largely economic, 

the clampdown has reportedly brought the region’s economy to a standstill. 

 

Mexico: Banco de México yesterday cut its benchmark short-term interest rate to 8.00%, 

marking its first rate cut in five years.  The policymakers said the 4-to-1 vote to cut the rate was 

based largely on the fact that Mexico’s inflation rate has recently moderated, leaving the “real” 

benchmark rate too restrictive. 

 

North Korea: The North Korean military launched two more short-range ballistic missiles 

today, marking the fifth test firing in the last month.  The missile tests are largely an effort to 

protest the current U.S.-South Korea military exercises, but it’s important to remember that the 

tests also give the North Koreans a chance to refine and improve their missile technology. 

 

Venezuela: China announced it will stop buying oil from Venezuela in response to U.S. 

sanctions.  There are reports that Maduro is cracking down hard on the military with suspected 

coup plotters facing torture or worse.  This strategy is risky because if Maduro decides to pick on 

the wrong military figure then the brass might turn on him, and that would almost certainly end 

his time in office.   

 

Iranian oil tanker released: Gibraltar has released a Iranian oil tanker that was being held by 

the Royal Navy.   If this action signals a de-escalation of tensions, it would put downward 

pressure on oil prices. 

 

United States-Greenland: A report yesterday afternoon said President Trump has expressed an 

interest in having the United States buy Greenland.  The general response so far seems to be 

incredulity and irritation on the part of Denmark (which owns Greenland) and pushback even 

from right-wing Danish politicians.  However, to gauge how far this could go, it’s important to 

remember some historical precedents.  President Jefferson’s purchase of the Louisiana Territory 

and Seward’s purchase of Alaska will be on everyone’s mind, but there are much more direct 

precedents, too.  In 1916, the U.S. bought the Danish West Indies, which we now know as the 

U.S. Virgin Islands, to make sure they didn’t fall into German hands as a result of World War I.  

Then, in 1946, President Truman offered to buy Greenland for $100 million, but Denmark 

rejected the idea.  A key reason for Truman’s interest in the purchase was national security.  The 

U.S. ultimately gained an air base at Thule, north of the Arctic Circle, and to this day it maintains 

multiple radar and other military assets on the island that are vital to the developing competition 

with China and Russia in the far north.  In fact, the U.S. last year took steps to thwart a Chinese 

effort to build three airports in Greenland.  Finally, the island also has valuable natural resources 

that may have caught Trump’s eye.  We’ll see if this develops into anything more. 
 

 

 

 

https://www.wsj.com/articles/india-to-ease-restrictions-in-kashmir-after-protests-and-economy-slow-11565955612
https://www.eleconomista.com.mx/sectorfinanciero/Banxico-recorto-tasa-en-25-puntos-base-a-8.00-la-primera-baja-en-5-anos-20190815-0063.html?utm_source=newsletter&utm_medium=email&utm_campaign=boletin_Agosto
https://www.eleconomista.com.mx/sectorfinanciero/Banxico-recorto-tasa-en-25-puntos-base-a-8.00-la-primera-baja-en-5-anos-20190815-0063.html?utm_source=newsletter&utm_medium=email&utm_campaign=boletin_Agosto
https://www.wsj.com/articles/north-korea-again-fires-projectiles-off-its-east-coast-11565914555?mod=hp_lista_pos2
https://www.wsj.com/articles/north-korea-again-fires-projectiles-off-its-east-coast-11565914555?mod=hp_lista_pos2
http://english.chosun.com/site/data/html_dir/2019/08/16/2019081601205.html
http://english.chosun.com/site/data/html_dir/2019/08/16/2019081601205.html
https://www.miamiherald.com/news/nation-world/world/americas/venezuela/article233590982.html
https://www.miamiherald.com/news/nation-world/world/americas/venezuela/article233590982.html
https://www.nytimes.com/2019/08/13/world/americas/venezuela-military-maduro.html?utm_source=Eurasia+Group+Signal&utm_campaign=b90d4dab89-EMAIL_CAMPAIGN_2019_08_16_11_17&utm_medium=email&utm_term=0_e605619869-b90d4dab89-134308033
https://www.nytimes.com/2019/08/13/world/americas/venezuela-military-maduro.html?utm_source=Eurasia+Group+Signal&utm_campaign=b90d4dab89-EMAIL_CAMPAIGN_2019_08_16_11_17&utm_medium=email&utm_term=0_e605619869-b90d4dab89-134308033
https://www.ft.com/content/4ec60932-bf37-11e9-89e2-41e555e96722?emailId=5d563486357e6a0004490973&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/4ec60932-bf37-11e9-89e2-41e555e96722?emailId=5d563486357e6a0004490973&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/trump-eyes-a-new-real-estate-purchase-greenland-11565904223?mod=hp_lead_pos7
https://www.wsj.com/articles/trump-eyes-a-new-real-estate-purchase-greenland-11565904223?mod=hp_lead_pos7
https://www.ft.com/content/6a7df848-bffe-11e9-b350-db00d509634e
https://www.ft.com/content/6a7df848-bffe-11e9-b350-db00d509634e
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U.S. Economic Releases 
 

July housing starts came in below expectations at 1.191 mm units compared to the forecast of 

1.256 mm.  The prior report was revised upward to 1.232 mm from 1.220mm units.  Permits 

were above forecast at an annual rate of 1.336 mm units compared to the forecast of 1.270 mm 

units. 
 

 
 

The chart above shows the level of starts for both multi-family and single-family.  Single-family 

housing starts rose 1.9% from the prior year, while multi-family starts fell 2.8%.  Housing starts 

fell 8.7% in the Northeast and 4.0% in the South, while they rose in the Midwest and West 1.7% 

and 13.7%, respectively. 
 

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

EDT Indicator Expected Prior Rating

10:00 U. of Michigan Sentiment m/m aug 98.4 ***

10:00 U. of Michigan Current Conditions m/m aug 110.7 **

10:00 U. of Michigan Expectations m/m aug 90.5 **

10:00 U. of Michigan 1 yr Inflation m/m aug 2.6% **

10:00 U. of Michigan 5-10 Yr Inflation m/m aug 2.5% **

Fed speakers or events

Economic Releases

No speakers or events scheduled  
 

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 
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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 Japan buying foreign bonds m/m jul ¥173.1 bn ¥286.2 bn * Equity and bond neutral

Japan buying foreign stocks m/m jul ¥62.0 bn ¥95.3 bn * Equity and bond neutral

Foreign buying Japan bonds m/m jul ¥545.5 bn ¥179.9 * Equity and bond neutral

Foreign buying Japan stocks m/m jul -¥187.0 bn -¥339.9 bn * Equity and bond neutral

New Zealand BusinessNZ Manufacturing PMI m/m jul 48.2 51.3 ** Equity and bond bearish

Non Resident Bond Holdings m/m jul 53.6% 52.3% ** Equity and bond neutral

EUROPE

Eurozone Trade Balance m/m jun 17.900 bn 20.200 bn 18.500 bn ** Equity bearish, bond bullish

Russia Gold and Forex Reserve w/w 9-Aug 527.1 bn 516.8 bn ** Equity and bond neutral

Industrial Production y/y jul 2.8% 3.3% 3.0% ** Equity and bond neutral

AMERICAS

Canada Existing Home Sales m/m jul 3.5% -0.2% 3.3% ** Equity bullish, bond bearish  
 

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) 217 216 1 Down

3-mo T-bill yield (bps) 185 184 1 Neutral

TED spread (bps) 32 31 1 Neutral

U.S. Libor/OIS spread (bps) 186 185 1 Up

10-yr T-note (%) 1.54 1.53 0.01 Down

Euribor/OIS spread (bps) -40 -41 1 Neutral

EUR/USD 3-mo swap (bps) 14 16 -2 Down

Currencies Direction

dollar up Neutral

euro down Up

yen down Up

pound up Down

franc down Neutral

Central Bank Action Current Prior Expected

Mexican Overnight Rate 8.000% 8.250% 8.250% Below forecast  
 

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. 
 



 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 7 

Price Prior Change Explanation

Brent $59.16 $58.23 1.60% Possible OPEC Production Cuts

WTI $55.25 $54.47 1.43%  

Natural Gas $2.19 $2.23 -1.93%  

Crack Spread $16.72 $16.69 0.19%

12-mo strip crack $15.63 $15.58 0.33%

Ethanol rack $1.55 $1.55 -0.19%

Gold $1,514.33 $1,523.29 -0.59%

Silver $17.20 $17.27 -0.38%

Copper contract $259.40 $259.50 -0.04%

Corn contract 374.50$       371.00$       0.94%

Wheat contract 476.75$       474.50$       0.47%

Soybeans contract 875.75$       870.75$       0.57%

Baltic Dry Freight 2047 1950 97

Actual Expected Difference

Crude (mb) 1.6 -2.3 3.9

Gasoline (mb) -1.4 0.6 -2.0

Distillates (mb) -1.9 1.0 -2.9

Refinery run rates (%) -1.60% 0.00% -1.60%

Natural gas (bcf) 49.0 55.0 -6.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer temperatures for most of the country.  

Precipitation is expected primarily in the eastern region and in the Deep South.  No cyclonic 

activity is expected over the next 48 hours.
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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.  
 

August 16, 2019 
 

As the 10-year T-note yield tumbles, we are reaching a point where the market looks overvalued 

based on current fundamentals. 
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Our yield model uses fed funds and the 15-year average of the yearly change in CPI1 along with 

the JPY/USD exchange rate, oil prices, the yield on 10-year German bunds and the fiscal deficit 

as a percentage of GDP.  The current yield on the 10-year T-note, dipping below 1.70%, puts the 

deviation from fair value at nearly a standard error below fair value.  Not every deviation from 

fair value is resolved through higher interest rates; sometimes the fair value yield declines.  The 

last time we saw this sort of event occur was in 2012 during the Euro crisis and the U.S. 

Treasury downgrade.  That proved to be an unsustainable low in yields.  We also saw a dip in 

early 2008; that issue was resolved by falling T-note yields due to the financial crisis.   

 

Isolating fed funds and assuming the rest of the variables remain steady shows that the bond 

market has factored in a fed funds of 10 bps, or essentially a return to ZIRP.  To be fair, it is also 

possible that the financial markets are lowering estimates of inflation.  The 5-year/5-year TIPS 

calculation2 puts the forward inflation rate at 1.80%; our long-term average calculation is around 

2.08%.  Applying that inflation rate expectation into the model means the current T-bond yield 

has discounted a 50 bps fed funds rate. 

                                                
1 This variable acts as a proxy for inflation expectations. 
2 This series is a measure of expected inflation (on average) over the five-year period that begins five years from 
today. 
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In any case the bond market is essentially making the case that a recession is likely.  If a 

recession is avoided, we would expect to see a significant rise in long-duration yields.  For now, 

the uncertainty surrounding trade and weakening global growth will probably continue to support 

a long-duration position.  But, given the mercurial nature of the trade discussions, a rapid 

reversal is not out of the question and thus requires close monitoring.   

  

 

   
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.  



 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 10 

Data Section 

 

U.S. Equity Markets – (as of 8/15/2019 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 8/15/2019 close) 

 

0.0% 10.0% 20.0% 30.0%
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Source: Bloomberg

 
 

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 
 

August 15, 2019  

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM TRAILING P/E

P/
E

Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 8/14/2019 = 19.0x

 
 

Based on our methodology,3 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. 
 

                                                
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 (Q4 and Q1) and two estimates (Q2 and 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. 


