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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 21, 2019—9:30 AM EDT] Global equity markets are mixed this morning.  The 

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

Chinese markets were basically unchanged, with the Shanghai composite flat and the Shenzhen 

index down 0.1% from the prior close.  U.S. equity index futures are signaling a higher open.  
 

It’s Fed minutes day!  Equities are higher this morning, in what we are dubbing the “Seinfeld 

rally” because it seems to be driven by…nothing!  Although there was news overnight (which 

we discuss below), none of it reasonably explains the rally we are seeing so far.  The president 

won’t be visiting with Denmark’s PM Mette Frederiksen as was previously scheduled because 

she rebuffed his offer to buy Greenland.  Here is what we are watching: 

 

The Fed minutes: The report comes out at midday; the minutes are a heavily sanitized version 

of the interactions between committee members, with words like “few” or “some” that get 

scrutinized like scriptural text for meaning.  The reality, which is better seen in 2024 when the 

transcripts come out, often reveals sniping and side comments that show what the members 

really think.  Still, we will work with what we have and the important question we hope to 

answer from the report is whether Powell can pull the committee along to cut rates faster.  We 

are seeing continued comments from members, the most recent from the San Francisco Fed, that 

the last rate move was precautionary and not necessarily the start of a more profound cutting 

cycle.  In our view, the breakdown of the committee suggests that Powell will struggle to get 

more than one more rate cut this year out of the FOMC.  Too many members are still working 

within some form of the Phillips Curve framework and will push back against rate cuts with low 

unemployment in place.  However, there is a growing contingent that wants to conduct policy 

with an eye on the financial markets, and this group worries that additional stimulus will simply 

show up in the financial markets as “froth” and create financial instability.  At the same time, as 

we note below, Powell is facing relentless pressure from the White House to cut rates 

aggressively.  The chance of disappointment from the minutes is rather high. 

 

Italy: We thought that, in the end, Salvini would make a deal to keep the government in place.  

Turns out, we were wrong.  Conte, the PM, resigned before the no-confidence vote and now the 

president is working to figure out if a replacement government can be formed.  There are four 

likely outcomes from this: 

 

1. New elections. The timing is bad because the government is in the middle of budget 

negotiations.  Polling suggests the League and associated parties would probably prevail 

in a new government, sending shockwaves throughout Europe.  This would be the 
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equivalent of the AfD taking control of Germany or Le Pen’s National Rally governing 

France.   

2. Retreat.  The current coalition could decide to hold together a while longer to get through 

the budget process.  To some extent, this may simply be delaying the inevitable.   

3. A broad anti-League coalition.  A grand coalition of sorts could form a government; 

however, this would require some elements of the non-League right and the center and 

populist-left. It might stave off elections, but the coalition would be unstable. 

4. A narrow anti-League coalition.  It would exclude the right-wing but would still require a 

center-left and populist-left government to form.  More stable than option three, but not 

by a lot. 

 

It appears to us that the most likely outcome is new elections.  That’s risky for Salvini because 

surprises can occur, but the surge of right-wing populism in Europe seems to be strengthening.  

What we find interesting is that the financial markets have taken the news in stride.  In fact, the 

spread between Italian and German sovereigns actually narrowed with the resignation.  Perhaps 

markets are more comfortable with the League without the Five-Star Movement, or, more likely, 

it’s hard to get overly concerned about Italian governments simply because they fail with such 

regularity.   

 

White House recession worries: The White House is clearly concerned about the chances of a 

recession in the upcoming year.  Officials were on various Sunday news shows talking up the 

economy.  As noted above, Fed criticism is continuing.  In addition, the administration is 

considering additional fiscal measures to lift growth.  These ideas include a payroll tax cut, 

indexing capital gains taxes to inflation and perhaps even delaying or removing some tariff 

measures.  As we noted yesterday, measures to boost the economy are common in this year of 

the election cycle, which is part of the reason why the year before the election tends to be good 

for equities.  However, that trend has been somewhat stunted by trade concerns this year. 

 

Boris goes to Europe: PM Johnson is on his way to Europe to meet with Chancellor Merkel and 

President Macron.  Johnson’s message to the EU will be clear—the U.K. is leaving on 

Halloween unless the EU gives ground on the Irish backstop.  Johnson is under the impression 

that opposition to a hard Brexit in Parliament is signaling to the EU that the exit on Halloween is 

a hollow1 threat.  Johnson seems to think that the EU will break if there is an unmistakable signal 

that a hard Brexit is imminent.  We think he is wrong.  When faced with the economic disruption 

the EU will experience from a hard Brexit, Johnson believes the EU will react; in other words, 

Britain will be willing to suffer more from a hard break compared to the EU.  That calculation 

might be true; however, we think Johnson might not appreciate how hard it is to get a unanimous 

position from the EU on any topic.  As a result, once established, it takes extraordinary 

circumstances to reopen negotiations within the EU, which are nearly always tortuous.  To some 

extent, playing “chicken” with the EU is a bit like competing with an opponent whose steering 

wheel is locked.  There may be good reason for the EU to “veer,” but it just can’t. 

 

ISIS on the rise?  As the U.S. gets closer to securing an agreement with the Taliban, it appears 

that elements of ISIS are making themselves more known.  Today, top U.S. negotiator Zalmay 

                                                 
1 See what we did there! 
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Khalizad is expected to arrive in Qatar to discuss the remaining parts of a withdrawal agreement. 

In said agreement, the Taliban would sever its ties with al-Qaeda and assist in counter-terrorism 

measures.  Following the bombing of a wedding that took place on Saturday in Kabul, the effort 

to secure a deal has been complicated by growing doubts that the Taliban will be able to follow 

through in countering terrorist threats from ISIS.  As a result, this could mean the U.S. 

withdrawal, which was originally slated to be 5,000 troops, might be lower. 

 

Russia-U.S.: Following the U.S. withdrawal from the Intermediate-Range Nuclear Forces (INF) 

Treaty, the relationship between the U.S. and Russia has become more tense.  Yesterday, Russia 

showed displeasure that the U.S. has begun testing cruise missiles by stating it believes the U.S. 

had likely been working on the missile prior to its withdrawal from the INF Treaty.  Later that 

day, President Trump attempted to de-escalate tensions by calling for Russia to be reinstated into 

the G-7.  It appears that despite the president’s attempt to normalize relations between the two 

countries, the relationship between the U.S. and Russia appears to be in its worst shape since the 

Cold War.  Although we do not expect conflict to arise soon, we do anticipate that both sides will 

reinforce their military capabilities.  Russia will attempt to show the world that it is still a major 

factor, and the U.S. will likely do so in an attempt to deter perceived threats to its interests in the 

Pacific. 

 

U.S. Economic Releases 
 

MBA mortgage applications in the week ended August 16 were down 0.9%, reversing only a 

small part of their 21.7% surge in the previous week.  Applications for home purchase mortgages 

fell 3.5%, but applications for refinancing mortgages rose 0.4%.  The average interest rate on a 

30-year, fixed-rate mortgage declined to 3.90%, reaching its lowest level since November 2016. 

 

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

 

EDT Indicator Expected Prior Rating

10:00 Existing Home Sales m/m jul 5.39 Mil. 5.27 Mil. **

10:00 Existing Home Sales MOM m/m jul 2.3% -1.7% **

Speaker or event

14:00 FOMC Meeting Minutes

18:30 Neel Kashkari Speaks at Economic Conference President of Federal Reserve Bank of Minneapolis

Fed speakers or events

Economic Releases

Federal Reserve Board

District or position

 
 

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 
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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 Dept. Store Sales y/y jul -2.7% -1.3% * Equity bearish, bond bullish

South Korea PPI y/y jul -0.3% 0.1% * Equity and bond neutral

Australia Westpac Leading Index m/m jul 0.14% -0.07% ** Equity bullish, bond bearish

New Zealand Credit Card Spending y/y jul 5.0% 6.6% * Equity and bond neutral

EUROPE

UK Public Sector Net Borrowing (PSNB) m/m jul -2.0 Bil. 5.7 Bil. -3.4 Bil. ** Equity and bond neutral

PSNB Ex-Banking m/m jul -1.3 Bil. 6.3 Bil. -2.9 Bil. ** Equity and bond neutral

Switzerland Money Supply M3 y/y jul 3.1% 3.6% * Equity and bond neutral

AMERICAS

Canada CPI m/m jul 2.0% 2.0% 1.7% *** Equity and bond neutral

CPI Core - Median m/m jul 2.1% 2.2% 2.1% *** Equity and bond neutral

CPI Core - Common m/m jul 1.9% 1.8% 1.8% *** Equity and bond neutral

CPI Core - Trim m/m jul 2.1% 2.1% 2.0% *** Equity and bond neutral

Mexico Retail Sales y/y jun 1.0% 2.8% 1.8% ** 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. 
 

Today Prior Change Trend

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

3-mo T-bill yield (bps) 190 187 3 Neutral

TED spread (bps) 25 27 -2 Neutral

U.S. Libor/OIS spread (bps) 188 188 0 Up

10-yr T-note (%) 1.58 1.56 0.02 Down

Euribor/OIS spread (bps) -42 -42 0 Neutral

EUR/USD 3-mo swap (bps) 8 7 1 Down

Currencies Direction

dollar flat Neutral

euro flat Down

yen down Up

pound down Down

franc down 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 $61.01 $60.03 1.63%

WTI $56.77 $56.13 1.14%  

Natural Gas $2.23 $2.22 0.68%  

Crack Spread $13.42 $16.90 -20.61% Contract rollover.

12-mo strip crack $15.99 $15.83 1.02%

Ethanol rack $1.55 $1.54 0.13%

Gold $1,501.15 $1,507.20 -0.40%

Silver $17.10 $17.16 -0.37%

Copper contract $258.45 $258.40 0.02%

Corn contract 369.75$       368.75$       0.27%

Wheat contract 462.75$       466.50$       -0.80%

Soybeans contract 872.75$       868.25$       0.52%

Baltic Dry Freight 2059 2067 -8

Actual Expected Difference

Crude (mb) -1.4

Gasoline (mb) 0.2

Distillates (mb) -0.3

Refinery run rates (%) 0.00%

Natural gas (bcf) 49.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show above-normal temperatures in New England, Florida and 

the far western region, with below-normal temperatures in the northern Great Plains.  Wet 

conditions are expected in the Midwest and eastern region.  There is currently a cyclone 

disturbance over the Bahamas and a tropical storm far out in the Atlantic Ocean, but neither is 

expected to reach the mainland in the coming days.
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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 CPI2 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 

calculation3 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. 

                                                 
2 This variable acts as a proxy for inflation expectations. 
3 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 8/20/2019 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 8/20/2019 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 
 

August 15, 2019  
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P/E as of 8/14/2019 = 19.0x

 
 

Based on our methodology,4 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. 
 

                                                 
4 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. 


