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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 18, 2020—9:30 AM EDT] Global equity markets are higher this morning.  The 

EuroStoxx 50 is up 0.6% from its last close.  In Asia, the MSCI Asia Apex 50 closed up 0.3%.  

Chinese markets were higher, with the Shanghai Composite up 0.4% from the prior close and the 

Shenzhen Composite up 0.5%.  U.S. equity index futures are signaling a higher open.  With 455 

companies having reported, the S&P 500 Q2 earnings stand at $27.50, higher than the $23.72 

forecast for the quarter.  The forecast reflects a 43.8% decrease from Q2 2019 earnings.  Thus far 

this quarter, 82.4% of the companies have reported earnings above forecast, while 14.1% have 

reported earnings below forecast.   

 

The modest uptick in risk assets so far today comes despite new U.S. moves to punish Chinese 

companies on national security and economic policy grounds, as well as the continued stalemate 

over a new U.S. coronavirus relief bill.  We review all the key news below. 

 

United States: The Democratic Party opened its virtual convention last night with a theme of 

“We the People,” seeking to emphasize national unity while at the same time celebrating U.S. 

diversity.  The program included surprise appearances by several high-level Republicans, 

including former Governor John Kasich of Ohio and former Governor Christine Whitman of 

New Jersey, who argued for Republicans to support the presumptive Democratic candidate for 

president, Joe Biden. 

 

United States-China: The Commerce Department issued new rules prohibiting non-U.S. firms 

from selling microprocessor chips made using U.S. technology to Chinese telecom equipment 

giant Huawei (002502.SZ, 3.00) without a special license. The rule even covers widely available, 

off-the-shelf chips made by overseas firms.  In addition, the department added 38 Huawei 

affiliates in 21 countries to its “Entity List,” which prevents companies from exporting U.S. 

technology to those entities without a license. 

• Given the dominance of U.S. technology in certain segments of chipmaking, the new rule 

reportedly amounts to a blanket ban on any chip sales to Huawei, hitting its 5G 

equipment and handset businesses. 

• By further crimping Huawei’s ability to operate, the moves will escalate the 

administration’s tough-on-China policy, highlighting the risk of even more bilateral 

tension and economic disruption down the road.  In fact, President Trump also signaled 

that his administration is considering similar moves against other Chinese firms on 

national security and economic policy concerns. 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.wsj.com/articles/michelle-obama-bernie-sanders-to-speak-at-democratic-national-convention-as-party-projects-unity-11597696618?mod=hp_lead_pos5
https://www.wsj.com/articles/commerce-department-tightens-restrictions-on-huaweis-access-to-chips-11597671747?mod=hp_lead_pos2
https://www.wsj.com/articles/commerce-department-tightens-restrictions-on-huaweis-access-to-chips-11597671747?mod=hp_lead_pos2
https://www.wsj.com/articles/commerce-department-tightens-restrictions-on-huaweis-access-to-chips-11597671747?mod=hp_lead_pos2
https://www.ft.com/content/7b714fe4-cdb5-4ee6-966a-35ec2bbe1e92
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China:  According to a new study by law firm Baker McKenzie and economic consultancy Silk 

Road Associates, Chinese exports had already started losing global market share last year, before 

the coronavirus pandemic hit.  The study showed that Chinese exports of 1,200 products 

accounted for 22% of the world’s exports, 3 percentage points lower than in the previous year. 

For consumer goods, the country’s global market share fell by 4 percentage points to 42%.  The 

study found that the decline in China’s market share stemmed mostly from the U.S.-China trade 

dispute, the rise of new technologies, and corporate governance demands. 

 

European Union: As EU member countries continue working to implement the bloc’s big, new 

coronavirus relief and mutualized debt program, the so-called “frugal four” countries that agreed 

to the program in return for higher rebates from the EU budget are now demanding that those 

rebates be increased by 2% per year to offset price inflation—despite expectations that inflation 

is likely to remain minimal in the EU for the foreseeable future. 

 

Belarus: In a sign that President Lukashenko continues to lose support after the apparently 

fraudulent elections earlier this month, the autocrat was booed by workers at a major defense 

factory he was visiting.  The booing was notable because workers at the plant, which produces 

key components for Russia’s military, are probably among the best paid and highest privileged 

workers in the country.  It was also noteworthy because Lukashenko was using the occasion to 

announce he is preparing a referendum on a new constitution that could eventually lead to him 

handing over power.  Obviously, the workers weren’t buying it. 

 

Canada: Finance Minister Morneau said he will step down, the biggest casualty to date from a 

scandal tying the Liberal government to a charity with close links to the family of Prime Minister 

Justin Trudeau. 

 

COVID-19:  Official data show confirmed cases have risen to 21,916,639 worldwide, with 

774,720 deaths and 13,908,270 recoveries.  In the United States, confirmed cases rose to 

5,444,205, with 170,559 deaths and 1,865,580 recoveries.  Here is the interactive chart from the 

Financial Times that allows you to compare cases and deaths among countries, scaled by 

population. 

 

Virology 

• Newly confirmed infections in the U.S. rose by only about 35,000 on both Sunday and 

Monday, marking the lowest two-day tally since late June and bringing the seven-day 

rolling average down to its lowest level since early July.  Of course, some locations 

continue to see resurging cases and deaths, such as Texas, Louisiana, Tennessee, and 

Florida.  The region with the lowest infection rates continues to be New England. 

• Overseas, Australia and New Zealand have also shown progress on capping their 

infection resurgence.  However, in a worrying development, both countries have reported 

that the staff at designated quarantine hotels have tested positive for the virus and, in at 

least one instance, have infected a quarantined person.  

• The University of North Carolina at Chapel Hill said it will shift all undergraduate 

courses for the fall to remote instruction starting Wednesday, following a series of 

COVID-19 outbreaks on and around campus since classes started last week. 

https://www.ft.com/content/bfef2854-f8f3-4ce6-a00f-3b11123b01e8
https://www.ft.com/content/bfef2854-f8f3-4ce6-a00f-3b11123b01e8
https://www.ft.com/content/55f6796e-4a9f-43b2-8d94-da0804d1f83b
https://www.ft.com/content/55f6796e-4a9f-43b2-8d94-da0804d1f83b
https://www.ft.com/content/2b5d2e59-d50a-4a21-9708-605b1ddf90b1
https://www.wsj.com/articles/canada-finance-minister-steps-down-amid-charity-uproar-11597709798
https://www.nytimes.com/2020/08/18/world/covid-19-coronavirus.html?name=styln-coronavirus&region=TOP_BANNER&variant=1_Show&block=storyline_menu_recirc&action=click&pgtype=LegacyCollection&impression_id=5a9cb7e0-e143-11ea-b78c-399477e2aa9b
https://coronavirus.jhu.edu/map.html
https://coronavirus.jhu.edu/map.html
https://ig.ft.com/coronavirus-chart/?areas=usa&areas=gbr&cumulative=0&logScale=1&perMillion=0&values=deaths
https://www.wsj.com/articles/coronavirus-latest-news-08-18-2020-11597739213
https://www.wsj.com/articles/coronavirus-latest-news-08-18-2020-11597739213
https://www.wsj.com/articles/university-of-north-carolina-retreats-to-remote-learning-for-undergrads-after-coronavirus-outbreaks-11597698243?mod=hp_lead_pos7
https://www.wsj.com/articles/university-of-north-carolina-retreats-to-remote-learning-for-undergrads-after-coronavirus-outbreaks-11597698243?mod=hp_lead_pos7
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o The move illustrates how hard it will likely be for organizations to resume 

anything like normal operations before a viable vaccine is available for the 

disease. 

o Separately, a monthly survey for the Financial Times and the Peterson Foundation 

found that 64% of likely voters in the U.S. were not confident it will be safe for 

elementary, middle, and high schools in their state to reopen in the autumn owing 

to outbreaks of coronavirus. 

• With China closing in on a coronavirus vaccine, Beijing’s top officials and some of its 

pharmaceutical firms have started to promise early access to countries of strategic 

interest, including Brazil and Pakistan.  In contrast with the U.S. approach of prioritizing 

shots for U.S. citizens before any domestic vaccine is made available internationally, 

China’s promise of doses is designed to draw the targeted countries into Beijing’s orbit 

and split them off from the West. 

Economic Impact 

• While the pandemic has hurt real estate properties of all types, it’s having an especially 

heavy impact on New York’s iconic Empire State Building as more companies embrace 

remote work or cheaper satellite offices outside city centers.  Some in the industry say the 

building is worse off than many peers because it relies on smaller office tenants, which 

tend to be more at risk during a downturn. 

• In the longer term, one little-discussed implication of the pandemic is that the disease and 

the associated economic disruption will likely push down birthrates and further slow 

population growth.  That’s starting to be an especially important concern for Japan, 

which already had one of the most rapidly aging societies even before the pandemic. 

• Even though China was able to minimize infections when the pandemic first broke out 

late last year, and has been staging an impressive economic recovery since then, it turns 

out that the recovery has widened income inequality, just as it has in many Western 

democracies. 

Financial Market Impact 

• While the pandemic has helped touch off a sustained depreciation of the dollar versus 

other major currencies, key emerging market currencies continue to suffer even more.  

The Brazilian real, the South African rand, and the Turkish lira have lost about 20% of 

their value against the dollar this year, putting the former two on course for their biggest 

annual declines since 2015. The Russian ruble and the Mexican peso have dropped 

roughly 15%. 

U.S. Policy Response 

• Senate Majority Leader Mitch McConnell has warned that the ongoing discussions on a 

new coronavirus relief bill may not lead to a deal.  Media reports also say Republicans 

are considering further reducing their proposed stimulus amount.  Both developments are 

raising concerns that the fiscal rug could be pulled out from under the economy before a 

solid and sustainable recovery is in place.  Those concerns appear to be a key reason for 

the muted tenor of the risk markets so far today. 

 

https://www.ft.com/content/98a4033f-8255-441e-99c6-139c9810f0e3
https://www.ft.com/content/98a4033f-8255-441e-99c6-139c9810f0e3
https://www.wsj.com/articles/china-seeks-to-use-access-to-covid-19-vaccines-for-diplomacy-11597690215
https://www.wsj.com/articles/china-seeks-to-use-access-to-covid-19-vaccines-for-diplomacy-11597690215
https://www.wsj.com/articles/empire-state-building-reflects-new-yorks-deepening-real-estate-woes-11597752001?mod=markets_lead_pos7
https://www.japantimes.co.jp/news/2020/08/18/national/social-issues/birth-rate-aging-crisis-coronavirus/
https://www.ft.com/content/e0e2940a-17cb-40ed-8d27-3722c9349a5d
https://www.wsj.com/articles/selloff-in-emerging-market-currencies-shows-no-sign-of-respite-11597740870?mod=hp_lead_pos6
https://www.wsj.com/articles/global-stock-markets-dow-update-8-18-2020-11597741921?mod=markets_lead_pos1
https://www.wsj.com/articles/global-stock-markets-dow-update-8-18-2020-11597741921?mod=markets_lead_pos1
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U.S. Economic Releases  
 

In July, U.S. home construction surged by the most since 2016.  Housing starts rose at an 

annualized pace of 1.496MM in July, above expectations of 1.245MM.  The prior report was 

revised upward from 1.196MM to 1.220MM.  Meanwhile, building permits rose at an annual 

pace of 1.495MM, above expectations of 1.325MM.  The prior report was revised upward from 

1.241MM to 1.258MM. 
 

 
 

The chart above shows the annualized level of housing starts.  The rise in housing starts is likely 

in response to the growing demand for new housing. 

 

There were no other economic releases or Fed events scheduled for the rest of the day. 
 

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. 
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Australia ANZ Roy Morgan Consumer Confidence w/w 16-Aug 88.6 86.5 *** Equity bullish, bond bearish

New Zealand Non Resident Bond Holdings m/m Jul 51.6% 49.9% *** Equity bullish, bond bearish

Europe

Russia Industrial Production y/y Jul -8.0% -9.4% -7.9% *** Equity bullish, bond bearish

AMERICAS

Canada International Securities Transactions m/m Jun -13.52 bil 22.41 bil ** Equity bearish, bond bullish

Existing Home Sales m/m Jul 26.0% 63.0% 20.0% *** Equity and bond neutral

Brazil Trade Balance Weekly w/w 16-Aug $1.395 bil $2.095 bil *** 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) 27 28 -1 Down

3-mo T-bill yield (bps) 8 9 -1 Neutral

TED spread (bps) 19 19 0 Up

U.S. Libor/OIS spread (bps) 8 8 0 Up

10-yr T-note (%) 0.67 0.69 -0.02 Neutral

Euribor/OIS spread (bps) -48 -48 0 Neutral

EUR/USD 3-mo swap (bps) 1 1 0 Down

Currencies Direction

dollar Down Down

euro Up Up

yen Up Up

pound Up Down

franc Up Up   
 

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 $45.34 $45.37 -0.07%

WTI $42.80 $42.89 -0.21%

Natural Gas $2.35 $2.34 0.64%

Crack Spread $10.17 $10.24 -0.75%

12-mo strip crack $10.44 $10.56 -1.12%

Ethanol rack $1.47 $1.46 0.30%

Gold $2,007.38 $1,985.30 1.11%

Silver $28.27 $27.49 2.85%

Copper contract $293.85 $292.25 0.55%

Corn contract 342.50$       344.75$       -0.65%

Wheat contract 522.25$       526.25$       -0.76%

Soybeans contract 912.25$       915.25$       -0.33%

Baltic Dry Freight 1598 1595 3

Actual Expected Difference

Crude (mb) -2.9

Gasoline (mb) -1.2

Distillates (mb) -1.3

Refinery run rates (%) 0.30%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

Wet conditions are expected throughout the southeastern and Rocky Mountain regions.  There is 

some cyclone formation in Caribbean Sea, but it is not expected to make its way to the U.S. 
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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. Note that this report is also offered as a separate document on our website. 
 

August 14, 2020 
 

Precious metals prices have risen recently, making new highs. 

 

 
(Source: Barchart.com) 

 

This is a monthly chart for the nearest gold futures contract.  As the chart shows, we have 

recently moved above the 2011 highs.  In this report, we will discuss two areas that have 

supported this rise—the prevalence of negative real interest rates and a potential short squeeze on 

the futures market. 

 

The Treasury Inflation Protected Securities (TIPS) are designed to provide protection against 

rising inflation.  The security has a component where its value rises when inflation increases.  It 

is possible to compare the Treasury yield relative to the TIPS yield to determine the “break-

even” inflation rate; in other words, this is the market’s expectation of future inflation.   

https://www.confluenceinvestment.com/category/asset-allocation-reports/asset-allocation-weekly/
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Note that the 10-year TIPS yield is now negative and the nominal yield on the 10-year T-note is 

mostly steady.  To some extent, this suggests the market believes the Fed is already engaging in 

yield curve control.  The combination of a falling real yield and a steady nominal yield means 

inflation expectations are rising.  
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These charts show there is a close relationship between the real 10-year yield and gold prices.  In 

fact, they correlate at the -88.9% level.   

 

The second factor is a potential short squeeze in gold. 
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Recently, we have seen a rapid rise in gold delivery at the COMEX.  Perhaps the most 

sophisticated process of buying gold is to buy a futures contract and take delivery.  The buyer 

accepts a warehouse receipt at the COMEX exchange and pays a modest monthly fee for storage.  

The holder of the warehouse receipt can then short the futures and deliver the warehouse receipt 

back into the market when they decide to sell their holdings.  This process solves a persistent 

problem for precious metals buyers—the transaction spread is narrow and the prices are fully 

transparent.  The drawback for most investors is the 100 oz contract at the COMEX, which is a 

commitment beyond that of the small investor.  Swap dealers who make markets between 

physical gold and the futures markets are not accustomed to this level of delivery and may have 

been caught short; if so, they will need to buy gold to deliver gold on their short positions.  That 

may account for the recent strength we have seen in the market.         
 

 

 

 

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 8/17/2020 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 8/17/2020 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 

 

August 13, 2020 
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Based on our methodology,1 the current P/E is 27.6x, up 0.2x from last week.  The rise in the 

multiple is due to the continued rise in the index.  Next week, we expect S&P to update its 

earnings numbers which tend to be lower than I/B/E/S, which is where we get our forecasts.  We 

expect to see a notable rise in the P/E.   

 

 
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 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. 


