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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 19, 2019—9:30 AM EDT] Global equity markets are higher this morning.  The 

EuroStoxx 50 is up 1.0% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 1.1%.  

Chinese markets were higher, with the Shanghai composite up 2.1% and the Shenzhen index up 

3.1% from the prior close.  U.S. equity index futures are signaling a higher open. With 461 

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, 74.0% of the companies reported earnings above forecast, while 18.7% reported 

earnings below forecast. 
 

Happy Monday!  Equity futures are pushing higher again this morning after the U.S. gives 

Huawei (002502, CNY 2.95) a 90-day extension.  It’s a big week—Fed minutes, the Jackson 

Hole meeting and the G-7 next weekend.  Treasury yields are higher and gold is retreating.  Here 

is what we are watching: 

 

The Fed: We will get the Fed minutes at mid-week.  Although these reports are heavily sanitized 

(comparing the minutes to the transcripts that come out in five years is an interesting exercise), 

given the degree of dissent at the last meeting the minutes might offer some insight into how fast 

Powell can push the committee to further easing.  The other big event is the annual central 

bankers meeting in Jackson Hole, WY, sponsored by the KC FRB.  Chair Powell will speak on 

Friday under heavy pressure from the White House and financial markets.  To some extent, 

Powell probably needs a new narrative to use for more aggressive easing.  In the past, Fed chairs 

have deployed new frameworks to make major adjustments to policy.  For example, Volcker 

shifted from rate setting to money supply targeting in order to aggressively raise rates without it 

looking like the Fed was merely implementing austerity (it was).  Greenspan argued that rising 

productivity allowed policymakers to avoid the straitjacket of the Phillips Curve in the late 

1990s, keeping policy rates lower than they otherwise would be.  Sadly, Powell may not have the 

intellectual “chops” to create a new regime; perhaps Jim Bullard (St. Louis FRB) could offer him 

one.  If Powell wants to use the current paradigm to cut rates, he will likely face continued 

resistance from traditional hawks and Phillips Curve adherents.   

 

U.S.-China Trade: President Trump tweeted over the weekend that trade talks with China are 

going well, and that U.S. and Chinese negotiators might soon meet in Washington again.  Chief 

Economic Advisor Larry Kudlow said the negotiators would have at least one more telephone 

call in the next week or two to lay the groundwork for the next round of face-to-face meetings. 

This suggests those meetings wouldn’t happen until at least September.  Separately, Trump 

provided a positive readout on his Friday dinner with Tim Cook, the CEO of Apple (AAPL, 
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206.50).  According to Trump, Cook made a compelling argument that the new U.S. tariffs 

against China are disproportionately affecting Apple, while giving an advantage to South 

Korea’s Samsung Electronics (005930.KS, 43,600).  Since that probably raises the chance of 

some tariff relief for the company, Apple is rallying so far today and helping to pull the rest of 

the market along with it.  On the other hand, we note that although over the weekend Kudlow 

announced a three-month extension of licenses for U.S. firms to sell to Chinese telecom firm 

Huawei (002502.SZ, 2.95), the president last night said U.S. companies ultimately shouldn’t be 

doing business at all with the Chinese firm. 

 

Although the president’s postponement of tariffs has led to a lift in equities, it should be noted 

that not all tariffs were delayed and the ones that will be implemented early next month matter.  

We also note that the president is making reference to Hong Kong in comments, signaling to 

China that a harsh crackdown will adversely affect trade talks.   

 

We also want to mention an editorial by Robert Samuelson, quoting one of our favorite books1 

and authors, Charles Kindleberger.  In this book, Kindleberger introduced the idea of 

“hegemonic stability theory” and argued that the Great Depression was caused by a global power 

vacuum; essentially, the U.S. was unwilling to accept the superpower role and the U.K. was 

unable to maintain it.  This situation led to a collapse in global trade and supported the rise of 

fascism.  Samuelson correctly notes that we are seeing somewhat similar conditions today.   

 

PBOC: The PBOC unveiled a new policy rate, called the “loan prime rate,” which will replace 

the benchmark lending rate.  The rate is derived from quotes on prime loans from 10 major banks 

and has been published since 2013, but it is basically unused in setting policy.  After tomorrow, 

commercial banks will be required to price loans off the loan prime rate.  Since the loan prime 

rate does trade a bit below the benchmark lending rate, at least for now, this move is something 

of a modest easing.   

 

Recession talk: This weekend, talk shows were dotted with administration officials downplaying 

the odds of recession.  Despite the attempt to lift spirits, worries about recession are mounting.  

The chart below shows relative interest in the word “recession” in searches.  It has reached its 

highest point in a year and in the past five years (not shown).   
 

                                                 
1 Kindleberger, Charles. (1973). The World in Depression, 1929-1939. Berkeley, CA: University of California Press.  
Ed. Note: we have a review of this book on our website; see link at the top of this report. 

https://www.ft.com/content/93bfa86e-c152-11e9-a8e9-296ca66511c9
https://www.ft.com/content/93bfa86e-c152-11e9-a8e9-296ca66511c9
https://www.wsj.com/articles/despite-reprieve-new-tariffs-will-hit-wide-range-of-consumer-goods-11565960400?shareToken=sta8722b038ba6456bb5cc0f65ac938b16
https://www.wsj.com/articles/white-house-economic-adviser-confirms-plans-for-new-round-of-china-talks-11566139501?shareToken=sta0843c5c29b944e6af222e4e38600ebd
https://www.wsj.com/articles/white-house-economic-adviser-confirms-plans-for-new-round-of-china-talks-11566139501?shareToken=sta0843c5c29b944e6af222e4e38600ebd
https://beta.washingtonpost.com/opinions/what-we-should-learn-from-the-great-depression/2019/08/18/955ad2a6-c036-11e9-9b73-fd3c65ef8f9c_story.html
https://www.wsj.com/articles/costly-tariff-spat-masks-deeper-trade-problems-11566126002?shareToken=std0869313e8574302a521e73467617b52
https://www.cnbc.com/2019/08/17/pboc-unveils-rate-reform-to-lower-borrowing-cost-for--chinese-firms.html
https://www.cnbc.com/2019/08/17/pboc-unveils-rate-reform-to-lower-borrowing-cost-for--chinese-firms.html
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The yield curve has prompted this surge in interest.  Additionally, as worries mount, analysts are 

looking at other variables that might either confirm the recession signal from the financial 

markets or offer some insight into timing.  As a general rule, the earliest warning signs tend to 

have the highest false positives, or the most variability in terms of timing.  One industry that has 

a generally good track record in signaling downturns is the recreational vehicle industry.  RVs 

are purely discretionary products; thus, their sales tend to signal how optimistic consumers are in 

the business cycle.  Here at Confluence, we have a long history in analyzing this part of the 

economy.  Recent evidence from this industry is clearly worrisome, suggesting a downturn is 

likely.   

 

Hong Kong: Hundreds of thousands of protestors demonstrated against China’s growing 

influence in Hong Kong yet again over the weekend, with police water cannons on standby, but 

reports indicate the organizers were successful in keeping the protests peaceful.  That suggests 

the protestors are able to adjust their behavior in order to maintain or even build further support 

among Hong Kong’s population.  This could help stave off any crackdown by Beijing – a move 

that would probably be negative for the financial markets – but it also risks sapping the 

momentum from the protests and allowing Beijing to wait it out. 

 

There are reports that capital flight issues are starting to emerge from Hong Kong.  In the short 

run, this may undermine the Hong Kong dollar’s peg to the U.S. dollar.  However, in the long 

run, it creates the issue discussed by Albert Hirschman2 as to whether one exits under 

deteriorating conditions or agitates for change.  This issue will become increasingly important 

with Hong Kong as those who can may simply leave, increasing the odds that Beijing will be 

able to bring the territory under a single government.   

 

                                                 
2 Hirschman, Albert. (1970). Exit, Voice, and Loyalty: Responses to Decline in Firms, Organizations and States. 
Boston, MA: Harvard Press. 

https://www.youtube.com/watch?v=lr4jKevcm-M
https://www.wsj.com/articles/one-countys-rv-industry-points-to-recession-around-the-bend-11566207001?shareToken=st19a3bd60e1a44187af0f3b1a29ba69e7
https://www.scmp.com/news/china/diplomacy/article/3023287/chinese-armed-police-stage-another-riot-drill-across-hong-kong?utm_medium=email&utm_source=mailchimp&utm_campaign=enlz-scmp_international&utm_content=20190818&MCUID=b11497b3c2&MCCampaignID=1c278e4bed&MCAccountID=3775521f5f542047246d9c827&tc=15
https://www.ft.com/content/c72e2678-c169-11e9-a8e9-296ca66511c9
https://www.wsj.com/articles/worried-hong-kong-residents-are-moving-money-out-as-protests-escalate-11566120603?shareToken=ste2f31f100b1642bfacb6f38249096348
https://www.scmp.com/news/china/politics/article/3023246/hong-kong-protests-see-sharp-rise-number-residents-wanting-move
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United Kingdom: A leak of Prime Minister Boris Johnson’s contingency plan for a no-deal 

Brexit – dubbed Operation Yellowhammer – shows that the government thinks “EU Exit 

fatigue” has discouraged many companies from properly planning for an abrupt, chaotic exit 

from the European Union on October 31.  The plan envisions three months of chaos at British 

ports, shortages of food and fuel, nation-wide political unrest and the imposition of a hard border 

between Northern Ireland and the Republic of Ireland.  Separately, the outgoing president of the 

European Commission, Jean-Claude Junker, will miss the G-7 meeting on Friday due to an 

emergency gallbladder operation over the weekend.  That will deprive Johnson of one of his last 

opportunities to pressure the EU for a new withdrawal deal to replace the deal negotiated by the 

former prime minister, Theresa May. 

 

Russia: Although former Soviet dissidents aren’t being allowed to mark the event, today is the 

28th anniversary of the attempted coup against Soviet President Mikhail Gorbachev, which led to 

the breakup of the USSR, the demise of Soviet communism and the eventual rebirth of Russia as 

a kleptocratic, corporatist state under President Putin.  Last week’s apparent explosion of an 

experimental nuclear-powered cruise missile illustrates the extent to which Russia is also trying 

to rebuild its military strength and reestablish its military technology effort.  New reports say two 

nearby radiation monitoring stations connected with the Comprehensive Nuclear Test Ban Treaty 

have gone silent since the missile mishap, illustrating how Russia is also trying to cloak its new 

military buildup, just as the Soviet Union would have done.  Old habits die hard. 

 

Greece: Finance Minister Christos Staikouras said in an interview that Greece’s new center-right 

government will implement a comprehensive tax reform plan that would cut corporate and 

personal income taxes, reduce the value-added tax, streamline tax incentives and eliminate the 

emergency levies imposed during the Greek debt crisis over the last decade.  Staikouras vowed 

that the plan would be implemented without violating Greece’s bailout promise to maintain a 

primary budget surplus of 3.5% of GDP. 

 

Saudi Arabia: Iran-backed Houthi rebels in Yemen attacked a Saudi oil and gas facility with 10 

drones over the weekend, but Saudi officials said the attack only resulted in a fire that has 

already been controlled. 

 

United States: In the midst of last week’s market turmoil, President Trump held a previously 

undisclosed conference call with the chief executives of three of the largest U.S. banks.  It’s not 

clear who initiated the call or what exactly was discussed, but it wouldn’t be a surprise if the 

bankers gave Trump an assessment of the current economic situation and the risks arising from 

the administration’s trade policies. 

 

Times they are a-changing: The U.S. Business Roundtable has issued a statement suggesting 

that the sole focus on shareholder value is no longer viable.  This notion, which was famously 

supported by Milton Friedman, is an element of the equality/efficiency cycle.  When one is in an 

efficiency cycle, the focus on shareholder value alone is usually championed.  However, when 

equality becomes more important, other factors emerge.  We examined this issue in a recent 

WGR series (here and here).  Such concerns will almost certainly lead to lower margins as CEOs 

begin to balance the needs for profits along with consumer concerns and improving the lot of its 

employees.   

https://www.ft.com/content/07db4722-c189-11e9-a8e9-296ca66511c9
https://www.ft.com/content/9edba314-c26b-11e9-a8e9-296ca66511c9
https://www.ft.com/content/9edba314-c26b-11e9-a8e9-296ca66511c9
https://www.rferl.org/a/soviet-era-dissidents-decry-moscow-rejection-of-a-1991-putsch-commemoration/27933932.html
https://www.wsj.com/articles/russian-nuclear-monitoring-stations-went-silent-after-missile-blast-11566172101?mod=hp_lead_pos3
https://www.ft.com/content/e24065f2-bf70-11e9-89e2-41e555e96722
https://www.wsj.com/articles/iran-aligned-houthis-strike-major-saudi-oilfield-11566043672
https://www.ft.com/content/d5ca1f7c-c059-11e9-b350-db00d509634e
https://www.ft.com/content/e21a9fac-c1f5-11e9-a8e9-296ca66511c9
https://www.wsj.com/articles/business-roundtable-steps-back-from-milton-friedman-theory-11566205200?shareToken=stab400f56d91c40328c491fc2487ff064
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_7_22_2019.pdf
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_7_29_2019.pdf
https://www.axios.com/newsletters/axios-am-c1b6d592-4698-4cfb-b1ef-a58040d81d2a.html?chunk=0#story0
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Odds and ends: If you buy a house in Denmark, the bank will pay you for your trouble in an era 

of negative interest rates.  Germany is considering a modest fiscal expansion but only if 

conditions worsen.   

 

U.S. Economic Releases 
 

There are no economic releases or Fed events scheduled for today. 
 

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

China FX Net Settlement m/m jul -28.300 bn -131.400 bn * Equity and bond neutral

Japan Trade Balance m/m jul -¥126.8 bn -¥14.4 bn -¥150.8 bn ** Equity and bond neutral

Tokyo Condominiums for Sales m/m jul -35.3% -15.0% ** Equity and bond bearish

New Zealand Performance Services Index m/m jul 54.7 52.7 ** Equity and bond neutral

PPI Output m/m jul 0.5% -0.5% ** Equity bearish, bond bullish

PPI Input m/m jul 0.3% -0.9% ** Equity bearish, bond bullish

EUROPE

Eurozone ECB Current Account Balance m/m jun 18.400 bn 29.700 bn ** Equity and bond neutral

CPI y/y jul 1.0% 1.1% 1.1% *** Equity bullish, bond bearish

CPI Core y/y jul 0.9% 0.9% 0.9% *** Equity bullish, bond bearish

Italy Current Account Balance m/m jun 5.047 bn 2.599 bn ** Equity bullish, bond bearish

UK Rightmove House Prices y/y aug 1.2% -0.2% ** Equity and bond neutral

Switzerland Total Sight Deposits w/w 16-Aug 589.3 bn 585.5 bn * Equity and bond neutral

Domestic Sight Deposits w/w 16-Aug 475.3 bn 469.0 bn * Equity and bond neutral

AMERICAS

Canada International Securities Transactions m/m jun -3.98 bn 10.20 bn ** Equity bearish, bond bullish  
 

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. 
 

https://finance.yahoo.com/news/negative-mortgages-set-another-milestone-050000201.html
https://www.bloomberg.com/news/articles/2019-08-14/berlin-s-maddening-aversion-to-fiscal-stimulus-a-traders-guide?cmpid=BBD081819_AUT&utm_medium=email&utm_source=newsletter&utm_term=190818&utm_campaign=authers
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Today Prior Change Trend

3-mo Libor yield (bps) 214 212 2 Down

3-mo T-bill yield (bps) 183 183 0 Neutral

TED spread (bps) 31 30 1 Neutral

U.S. Libor/OIS spread (bps) 189 187 2 Up

10-yr T-note (%) 1.62 1.55 0.07 Down

Euribor/OIS spread (bps) -42 -40 -2 Neutral

EUR/USD 3-mo swap (bps) 10 12 -2 Down

Currencies Direction

dollar up Neutral

euro flat Up

yen down Up

pound down Down

franc down Neutral  
 

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 $58.92 $58.64 0.48%

WTI $55.00 $54.87 0.24%  

Natural Gas $2.17 $2.20 -1.45%  

Crack Spread $16.78 $16.89 -0.64%

12-mo strip crack $15.56 $15.62 -0.39%

Ethanol rack $1.56 $1.56 0.32%

Gold $1,495.99 $1,513.52 -1.16%

Silver $16.88 $17.11 -1.35%

Copper contract $261.10 $259.50 0.62%

Corn contract 375.00$       380.75$       -1.51%

Wheat contract 474.00$       477.50$       -0.73%

Soybeans contract 873.50$       879.75$       -0.71%

Baltic Dry Freight 2088 2047 41

Shipping

Energy Markets

Metals

Grains

 
 

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.  There is some 

cyclone formation along the East Coast near the Virginia coast; at this time, it is not expected to 

become a tropical storm.
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Asset Allocation Weekly 
Confluence Investment Management offers various asset allocation products which are managed using “top down,” 

or macro, analysis.  We report asset allocation thoughts on a weekly basis, updating this section every Friday.  
 

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 CPI3 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 

calculation4 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. 

                                                 
3 This variable acts as a proxy for inflation expectations. 
4 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.  
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Data Section 

 

U.S. Equity Markets – (as of 8/16/2019 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 8/16/2019 close) 

 

0.0% 10.0% 20.0% 30.0%

Commodities

Cash

Emerging Markets (local currency)

Emerging Markets ($)

Foreign Developed ($)

US High Yield

US Government Bond
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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 as of 8/14/2019 = 19.0x

 
 

Based on our methodology,5 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. 
 

                                                 
5 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. 


