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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 26, 2019—9:30 AM EDT] Global equity markets are mixed this morning.  The 

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

1.7%.  Chinese markets were lower, with the Shanghai composite down 1.2% and the Shenzhen 

index down 0.8% from the prior close.  U.S. equity index futures are signaling a higher open.  
 

It’s Monday in late August, the last one of summer.  Global equity markets moved full circle 

overnight.  Here is what we are watching: 

 

The trade war:  We were in the midst of writing Friday’s comment when China announced its 

retaliation against the most recent U.S. tariffs.  This action was not completely unexpected.  

China had signaled that it would retaliate to the most recent tariff increase.  However, it became 

clear that President Trump was incensed; in a series of tweets, he lashed out at China and the 

Fed.  In what was perhaps the most momentous action, the president indicated that he planned to 

force U.S. companies out of China.  The powers the president is invoking, the International 

Emergency Economic Powers Act of 1977 (IEEPA), has generally been used for geopolitical 

events, not trade conflicts.  However, even if the president can’t actually force companies to 

leave, the political pressure to draw down operations in China will be enormous.  After the 

market closed on Friday, the White House announced additional tariff measures on Chinese 

goods, effectively putting levies on all Chinese imports.  There were some voices suggesting that 

these actions looked a bit like the president was pulling his punches.  Apparently, the president 

agreed with this analysis, indicating that he wished he had been tougher.    

 

Equity market reaction on Friday was swift; stocks fell hard despite a rather supportive speech 

from Chair Powell.  As is often the case, the White House does tend to be attuned to market 

developments and we have seen a series of comments designed to walk back some of the 

negativity.  First, Economic Director Kudlow and Treasury Secretary Mnuchin both signaled that 

the president isn’t going to order American firms out of China.  Second, the president stated that 

he got a call from Chinese officials indicating they wanted to talk, giving the impression that 

Beijing is caving.  Chinese officials have disputed this account.  This attempt to ease worries is a 

hallmark of this administration; they are clearly conscious of the reaction of various 

constituencies and react rather quickly to adverse feedback.  Still, in the long run, it’s hard to 

make everyone happy. 

 

Here is our take on the developments.  From the time of Trump’s election, we framed his 

administration as a dynamic tension between the right-wing establishment and right-wing 

populists.  The president won the election mostly because he ran as a populist, promising to 
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deglobalize by restricting immigration, balancing trade and ending the offshoring of jobs.  

However, given his background, there was a case to be made that in office he would govern as an 

establishment figure, and he mostly did from the inauguration until February 2018.  Regulations 

have been aggressively curtailed and taxes, especially on capital, were cut.  He did keep pressing 

for a border wall and deployed restrictions on immigration.  Although deglobalization was 

clearly a priority, it looked further down the list from the concerns of the establishment.  Until 

February 2018, action on trade was mostly symbolic; there were tariffs on steel, but nothing 

broad.  However, in Q1 last year, Trump began actively moving on broader sanctions on China 

and Mexico.  Nevertheless, even with these moves, it was still difficult to see whether these 

actions were merely for show or if there was really a march toward serious trade restrictions. 

 

China’s initial reaction to Trump appeared to be to offer small changes that would give the U.S. 

president actionable headlines, e.g., large purchases of grain.  For a while, this policy appeared to 

be working.  However, USTR Robert Lighthizer had bigger ideas.  He wanted changes in 

China’s trade regulations that would be written into law, including intellectual property reforms.  

Last May, it looked like a deal was to be made.  However, China made it clear that it would 

make promises but viewed changes to law as an infringement on sovereignty.  China’s position is 

disingenuous—in general, trade law does restrict sovereignty and is really the essence of such 

law.  Lighthizer wasn’t willing to accept that outcome; China decided it wasn’t willing to accept 

what it appeared to have agreed to, and relations have slowly deteriorated…until last week, when 

the deterioration accelerated.   

 

The recent yield curve inversions have led to analysis by strategists, including us, about the state 

of the economy and when a recession might occur.  So far, the state of the economy is 

weakening, but still okay.  However, as we thought about the situation this weekend, we were 

reminded that since the 1960s recessions have tended to have two sources, policy error (mostly 

monetary) and geopolitical events (1973-75, 1990-91).  This escalation of the trade war may be 

putting us into the second category.  The problem with the geopolitical recessions is that history 

isn’t much of a guide because each event is unique.  The 1973-75 recession was mostly due to 

the oil shock—the rapid increase in gasoline prices shook consumer confidence.  In June 1973, 

crude oil traded at $3.56 per barrel; by January, it was up to $10.11, at a 284% rise.  Assuming 

$55 per barrel now, that would be like $156.19 per barrel in Q1 2020.  In October 1973, the 

Conference Board’s consumer confidence index was 107.5; 15 months later, it was 43.2.  The 

1990-91 recession was triggered by the Persian Gulf War.  Oil prices rose then as well but the 

fears about war reduced consumer confidence from 113.0 in December 1989 to 55.1 by January 

1991. 

 

Geopolitical recessions are tougher to time and, in the current case, there is still a chance of a 

resolution.  However, we don’t see how either side can easily walk back the current turmoil 

despite today’s optimistic comments.  The escalation of the trade conflict is increasing the 

likelihood of recession and, perhaps more troubling, is changing the calculus of estimating the 

downturn.  In other words, obsessively watching for traditional signs of recession may be less 

effective if we are going to experience a geopolitically induced downturn. 

 

Complicating matters is the notion that the president seems to believe that being tough on trade is 

a positive factor going into 2020.  It might be, but winning reelection during a recession is a rare 
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accomplishment, last done by Calvin Coolidge.  It’s still not too late to pull back the trade issue, 

but trade restrictions do appear to be a core belief of President Trump.  And, in his defense, the 

China issue does need some sort of resolution as the status quo was running out of runway.  

However, presidents who do hard things are usually not rewarded for their actions; President 

Carter’s appointment of Paul Volcker probably saved the U.S. economy but cost him the 

election.  This is the risk that President Trump seems to be accepting.   

 

So, where are we now?  The remaining elements of the establishment wing of the administration, 

Mnuchin and Kudlow, are trying to keep trade talks in place and are talking up the economy.  

The populists, especially Peter Navarro, are pressing for greater confrontation.  The president 

tends to vacillate between the two positions depending on his read of the political situation.  So, 

uncertainty will continue, but this path may end up leading us into a downturn. 

 

The G-7:  This summit may go down in history as the one where it was no longer possible to 

paper over the differences between world leaders.  President Trump was at odds with other 

members; President Macron, in a “stick in the eye” move, invited Iran’s foreign minister to stop 

by.  Macron did give President Trump a “heads up” at a private lunch on Saturday afternoon.  

Still, the move by Macron could not have sat well with SoS Pompeo and NSD Bolton.  PM 

Johnson got nowhere with the EU and now insists he won’t pay the £39 bn “divorce bill.”  This 

G-7 meeting was clearly difficult, but that isn’t to say nothing was accomplished.  President 

Trump indicated that a U.S./Japan trade deal is near completion.  This announcement came after 

President Trump and PM Abe disagreed over recent missile launches from North Korea.  In 

addition, France and the U.S. did come to a compromise on the former’s recent tech tax.   

 

Jackson Hole:  In addition to Powell’s speech, BOE Governor Carney made headlines calling 

for a new reserve currency to replace the dollar.  The problems with having a national currency 

as the global reserve currency are nothing new.  Keynes saw the flaw at the Bretton Woods 

meetings in 1944 and the Triffin Dilemma emerged in the 1960s.  The problem essentially is that 

as the world economy grows, the demand for the reserve currency grows with it, forcing the 

reserve currency nation to constantly expand its current account deficit to supply the world with 

its currency.  This widening current account deficit distorts the economy of the reserve currency 

and puts us in the position we are now—the drive to deglobalization is, in part, due to the 

demands of supplying the reserve currency.  However, moving to a multi-lateral reserve base 

solves nothing; for the reserve system to work, some nation must be willing to be the global 

importer of last resort.  Otherwise, there will be a lack of global liquidity. The U.S. was generally 

willing to play that role during the Cold War because it became part of the system of communist 

containment.  However, the end of the Cold War and the massive expansion of China have put 

tremendous pressure on the dollar reserve system; the 2008 Financial Crisis was partly due to 

foreign nations dumping their saving on the U.S. financial system and demanding safe assets, 

which expanded mortgage lending.   

 

Can a new system be developed?  Only if global nations are willing to give up monetary 

sovereignty.  The real solution is not a basket of currencies, but a global central bank that would 

manage the supply of the global reserve currency.  The battle for control of this entity would be 

epic.  Carney isn’t wrong in his concerns, but his solution won’t work. 
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Hong Kong:  As the city’s ongoing anti-China protests turned violent again yesterday, Hong 

Kong police used water cannons against the demonstrators for the first time.  In one skirmish, an 

officer even used his gun to fire a warning shot into the air.  In the meantime, Hong Kong Chief 

Executive Carrie Lam reportedly met over the weekend with a range of politicians, academics 

and business people who urged her to make concessions to the demonstrators, but there are no 

signs of such a move yet, and Hong Kong’s economic activity and assets continue to face 

headwinds from the situation.  Of course, the Hong Kong economy also continues to suffer from 

weakening economic growth abroad and the U.S.-China trade war.  New data today shows Hong 

Kong’s exports in July were down a sharp 5.7% year-over-year. 

 

European Union:  Officials connected with the European Commission are considering ways to 

simplify and soften the Eurozone’s government debt rules so that they put less pressure on 

countries struggling with an economic downturn.  Although Italy isn’t mentioned as a reason for 

the move, the measure would likely help ease tensions between the EU and Rome.  It could even 

help undermine the populist League party of Deputy Prime Minister Matteo Salvini, which 

would probably be positive for Italian assets. 

 

Middle East:  It appears that Israel may be engaging in widespread attacks on Iranian proxies in 

Lebanon, Syria and Iraq.  So far, Israel has only confirmed action against Syria on a base that 

Israel believes was launching drone strikes on its territory.  What we may be seeing here is Israel 

taking advantage of Iran’s current problems caused by sanctions.  Iran’s economy is under severe 

pressure from sanctions and this is undermining its ability to maintain its network of proxies 

across the region.   

 

Negative interest rates:  The use of negative rates, or NIRP, has been controversial, to say the 

least.  Europe has been the most aggressive in deploying negative rates.  For the most part, 

European banks have been reluctant to inflict negative rates on depositors, fearful of 

disintermediation and political repercussions.  German politicians are considering legislation that 

would make negative deposit rates illegal.  This is a profoundly bad idea.  The most likely 

response from banks would be to simply refuse to accept deposits.  Although the academic 

community is somewhat sympathetic to NIRP, in practice, it’s really a divine message that 

monetary policy is exhausted. 

 

Mexico:  The Mexican government reached a preliminary deal with four private energy firms to 

resolve a dispute over a major new natural gas pipeline from Texas to Mexico.  Under the 

agreement, Mexico would no longer have to pay stepped up transport fees over time, as in the 

original contract.  Instead, the transport fees would essentially be leveled.  Mexico would pay 

higher fees for the first 10 years of the pipeline’s operations, but it would realize savings 

afterward.  The deal is likely to keep concerns alive about the sanctity of contracts under the 

populist government of President Andrés Manuel López Obrador. 

 

U.S. Economic Releases 
 

The Chicago FRB National Activity Index came in much worse than expectations at -0.36 

compared to estimates of remaining unchanged.  The prior report was revised upward from -0.02 

to +0.03.  
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European%20Union:%20%20Officials%20connected%20with%20the%20European%20Commission%20are%20considering%20ways%20to%20simplify%20and%20soften%20the%20Eurozone’s%20government%20debt%20rules%20so%20that%20they%20put%20less%20pressure%20on%20countries%20struggling%20with%20an%20economic%20downturn.%20%20Although%20Italy%20isn’t%20mentioned%20as%20a%20reason%20for%20the%20move,%20the%20measure%20would%20likely%20help%20ease%20tensions%20between%20the%20EU%20and%20Rome.%20%20It%20could%20even%20help%20undermine%20the%20populist%20League%20party%20of%20Deputy%20Prime%20Minister%20Matteo%20Salvini,%20which%20would%20probably%20be%20a%20positive%20for%20Italian%20assets.
https://www.wsj.com/articles/mexico-nears-deal-to-resolve-pipeline-conflict-11566776655?mod=hp_lista_pos3
https://www.wsj.com/articles/mexico-nears-deal-to-resolve-pipeline-conflict-11566776655?mod=hp_lista_pos3
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We smooth the data with a six-month moving average.  The index remains above the recession 

line at -0.45 but is clearly weakening.  Given the weakness of this report, as well as significant 

events that took place this month such as the inverted yield curve and the escalation of trade 

tension between the U.S. and China, we suspect the next report could possibly fall below the 

recession point.   

 

July durable goods orders came in higher than expectations, rising 2.1% from the prior month 

compared to the forecast rise of 1.2%.  The prior month’s gain was revised downward from 1.9% 

to 1.8%.  Durables ex-transportation came in below expectations, falling 0.4% from the prior 

month compared to the forecast of unchanged.  The prior report’s gain of 1.0% was revised 

downward to 0.8%.  Capital goods orders non-defense ex-air were above expectations, rising 

0.4% from the prior month compared to the forecast of unchanged.  The prior report’s gain was 

revised downward from 1.5% to 0.9%.  Capital goods shipments non-defense ex-air came in 

below expectations, falling 0.7% from the prior month compared to the forecast gain of 0.1%.   
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The above chart shows the annual change in new durable goods orders and shipments.  Annually, 

new orders rose by 0.7%, shipments rose by 1.1%, unfilled orders fell by 0.4% and inventories 

rose by 4.6%.   
 

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

 

EDT Indicator Expected Prior Rating

10:30 Dallas Fed Manufacturing Index m/m aug -4.0 -6.3 **

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 

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 Leading Index CI m/m jun 93.3 93.3 ** Equity and bond neutral

Coincident Index m/m jun 100.4 100.4 ** Equity and bond neutral

New Zealand Trade Balance NZD m/m jul -0.685 Bil 0.365 Bil -0.254 Bil ** Equity bearish, bond bullish

EUROPE

Eurozone IFO Business Climate m/m aug 94.3 95.7 95.1 ** Equity bearish, bond bullish

IFO Expectations m/m aug 91.3 92.2 91.8 ** Equity bearish, bond bullish

IFO Current Assessment m/m aug 97.3 99.4 98.8 ** Equity bearish, bond bullish

Switzerland Total Sight Deposits m/m aug 591.7 Bil 589.3 Bil * Equity and bond neutral

Domestic Sight Deposits m/m aug 478.1 Bil 475.3 Bil * Equity and bond neutral

AMERICAS

Mexico Current Account Balance q/q 2q $5.143 Bil -$5.634 Bil -$2.000 Bil *** Equity and bond neutral

Canada Retail Sales m/m jun 0.0% -0.1% -0.3% *** Equity bullish, bond bearish

Retail Sales Ex Auto m/m jun 0.9% -0.3% 0.0% ** Equity bullish, bond bearish

Brazil Formal Job Creation Total y/y jul 43820 48436 45000 *** Equity and bond neutral  
 

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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 214 213 1 Down

3-mo T-bill yield (bps) 192 192 0 Neutral

TED spread (bps) 23 21 2 Neutral

U.S. Libor/OIS spread (bps) 186 186 0 Up

10-yr T-note (%) 1.52 1.54 -0.02 Down

Euribor/OIS spread (bps) -41 -42 1 Neutral

EUR/USD 3-mo swap (bps) 14 13 1 Down

Currencies Direction

dollar up Neutral

euro down 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. 
 

Price Prior Change Explanation

Brent $59.68 $59.34 0.57%

WTI $54.60 $54.17 0.79%  

Natural Gas $2.19 $2.15 1.58%  

Crack Spread $14.06 $14.19 -0.90%

12-mo strip crack $16.27 $16.33 -0.39%

Ethanol rack $1.55 $1.56 -0.23%

Gold $1,529.76 $1,526.96 0.18%

Silver $17.59 $17.43 0.96%

Copper contract $254.45 $253.75 0.28%

Corn contract 371.00$       367.75$       0.88%

Wheat contract 479.50$       477.75$       0.37%

Soybeans contract 869.25$       856.50$       1.49%

Baltic Dry Freight 2168 2118 50

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show below-normal temperatures in the Midwest, with above-

normal temperatures for the rest of the country.  Precipitation is expected for most of the country.  

There is currently a cyclone formation along the East Coast that is expected to develop into a 

tropical storm.  In addition, Tropical Storm Dorian has developed in the Atlantic and is expected 

to make landfall on the Windward Islands and Dominican but is not expected to move into the 

Gulf of Mexico.
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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 23, 2019 
 

Recession worries have increased due to falling long-duration interest rates and the short-lived 

inversion of the two-year/10-year T-note spread.  Although this spread is important, it is merely 

one in a whole series of permutations of the yield curve.  Our preferred measure is the 10-

year/fed funds spread because it measures the long end of the yield curve to the policy rate and 

thus should provide a clearer picture of whether or not the central bank policy is too tight.  It is 

also the same spread the Conference Board uses in its leading economic indicators.   
 

 
 

This chart shows the aforementioned spread.  Since the 1970 recession, the spread has inverted 

before every recession.  It did have two false positives, one in 1966 and another in 1998.  The 

recent inversion could be a false positive as well, but it makes sense that investors should be 

concerned about a recession.  This is because equities often decline during recessions; in some 

cases, the drop is significant. 
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This chart shows the weekly Friday close for the S&P 500 on a log scale.  We have regressed a 

time trend through the data.  In nearly all recessions, some weakness in equities is observed, 

although often the decline in stocks predates the recession to some degree.   

 

This chart shows the performance of the S&P 500 around inversions of the 10-year T-Note/fed 

funds spread.  We took every inversion from 1966 forward, indexing the S&P to 100 at the 

month of inversion.   
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We added symbols to the 1966 and 1998 inversions as both were false positives for recession.  In 

the former case, equities fell in the first 10 months of inversion but rallied.  In 1998, there was a 

brief drop followed by a strong rally in stocks.  Generally speaking, false positives are buying 
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opportunities.  All the other events were eventually followed by recessions.  However, as the 

data shows, the dispersion is remarkably wide.  It’s hard to ascertain a clear message with this 

much noise, but, in general, a case can be made that a delayed recession after inversion tends to 

support equity values.  The other message is that valuations and inflation issues do matter around 

inversions.  The worst performing markets in the two years after an inversion was 1973, a bear 

market that suffered from falling margins and multiples, and 2000, which was a highly 

overvalued equity market.  Other than these lessons, the data tends to support the idea that panic 

around an inversion is probably unwise, which is what the average of all the events tends to 

suggest.  Each inversion has specific characteristics that affect equity market performance.  In 

the current environment, we would be most concerned about profit margins; if a recession 

occurs, we would expect margins to contract which would likely trigger a notable bear market.  

So far, margins have declined but remain historically elevated.  Margins will likely be the key to 

equity performance in the coming quarters.   

  

 

   
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 

 11 

Data Section 

 

U.S. Equity Markets – (as of 8/23/2019 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 8/23/2019 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 22, 2019  
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P/E as of 8/21/2019 = 19.1x

 
 

Based on our methodology,1 the current P/E is 19.1x, up 0.1x from last week.   

 

 
 
 
This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based 
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 
 

                                                 
1 This chart offers a running snapshot of the S&P 500 P/E in a long-term historical context. We are using a specific 
measurement process, similar to Value Line, which combines earnings estimates and actual data. We use an 
adjusted operating earnings number going back to 1870 (we adjust as-reported earnings to operating earnings 
through a regression process until 1988), and actual operating earnings after 1988. For the current quarter, we use 
the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings 
sum includes three actual quarters (Q4, Q1 and Q2) and one estimate (Q3). We take the S&P average for the 
quarter and divide by the rolling four-quarter sum of earnings to calculate the P/E. This methodology isn’t perfect 
(it will tend to inflate the P/E on a trailing basis and deflate it on a forward basis), but it will also smooth the data 
and avoid P/E volatility caused by unusual market activity (through the average price process). Why this process?  
Given the constraints of the long-term data series, this is the best way to create a long-term dataset for P/E ratios. 


