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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 27, 2019—9:30 AM EDT] Global equity markets are higher this morning.  The 

EuroStoxx 50 is up 0.8% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 0.3%.  

Chinese markets were higher, with the Shanghai composite up 1.4% and the Shenzhen index up 

1.9% from the prior close.  U.S. equity index futures are signaling a higher open.  
 

Good morning!  After several days of stomach-turning gyrations, things are rather quiet this 

morning.   Here is what we are watching: 

 

Italy:  Today is the deadline day for the center-left and populist-left to try to cobble together a 

coalition.  The news is mixed.  On the one hand, it does appear that talks have progressed in a 

favorable manner.  However, the squabbling is continuing and still could upend a deal.  We are 

leaning toward a new coalition outcome, for no other reason than the League is so hated by the 

other parties that keeping it out of government is enough to hold a disparate group together.  A 

coalition that excludes the League will likely narrow the spread between Italian and German 

sovereign yields.  However, we would not expect it to hold together for more than a year.   

 

Let’s talk:  After exiting the JCPOA in May 2018 and applying crippling sanctions on Iran, 

President Trump is signaling that he is open to a meeting.  Our read is that the more moderate 

elements in the Iranian political system are open to talking, but the hardliners are strongly 

opposed.  Iran’s response is that if sanctions are lifted, they will talk.  Which, for now, is a non-

starter.   

 

However, we are seeing one interesting development on President Trump’s openness to a 

meeting.  Israel is getting nervous.  Although the leaders of the two nations have close and warm 

ties, Israel can’t help but notice that this U.S. administration is willing to engage in diplomacy 

that may put allies in a difficult position.  Japan is a case in point.  The U.S. is making it clear 

that it will tolerate North Korea’s nuclear and missile program as long as it doesn’t threaten the 

U.S. mainland.  That gives little comfort to Tokyo.  Israel rightly fears that its interests could be 

harmed if the U.S. and Iran make a deal.  We have noted recently that Israel has increased its 

military strikes in the region.  It’s possible it is taking these actions on concerns that if a deal 

between Iran and the U.S. develops, Iran will recover.  Thus, these strikes may be seen as 

opportunistic.   

 

Trade:  The whipsawing on trade with China is dizzying.  After suggesting that his only regret 

about increasing tariffs was that he didn’t raise them enough, the president seemed to back off 

from his comments and, in Pavlovian fashion, equity markets rallied.  With all this volatility, it is 
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hard to discern what path makes sense.  Here is one idea; the U.S. can either engage in a trade 

war with China or enjoy stronger economic growth.  However, it may not be possible to do both.   

 

One of the items taught in the first week of an introductory economics course is the production 

possibility curve.  The point of the exercise is to show that, at full utilization, there is a trade-off 

in what can be produced.  Essentially, the curve illustrates the concept of opportunity cost; if an 

entity chooses a certain objective, it probably means that it will forgo other goals, which become 

a “cost” to that choice.  All presidents (or for that matter, all people) want to believe they are 

“inside” the curve, meaning they can get more than two goals.  The notion of “having it all” is 

about being inside the curve.  What we find in reality is that, most of the time, we are on the 

frontier and getting more of one thing means losing something else.  That is likely where we are 

on the trade issue with China.  If the goal of reducing our economic entwinement with China is 

to be fostered, it will almost certainly have a negative impact on U.S. growth, at least at first.  

Reducing our ties to China may be a worthwhile goal, but it doesn’t come without costs. 

 

Slow Germany:  German GDP contracted in Q2 by an annualized 0.3%. 

 

 
 

The decline was modest but, as the chart shows, growth hasn’t exceeded 2% since Q4 2017.  

Although, on its face, the data doesn’t look too bad, the underlying data is worrisome.  Final 

domestic demand, excluding inventory accumulation, fell 2.8%; simply put, the overall GDP 

number was boosted by strong inventories which won’t continue.  Despite these weak numbers, 

the head of the Bundesbank, Jens Weidmann, opposes new stimulus.  A slowing German 

economy will undermine overall EU economic growth. 

 

Norway:  In spite of the relatively higher valuation of U.S. stocks, and prospects for a 

depreciating dollar, central bank officials managing Norway’s $1 trillion sovereign wealth fund 

have recommended removing the fund’s current over-weight position in European equities.  

https://www.wsj.com/articles/trump-says-china-called-u-s-to-get-back-to-the-table-after-latest-tariff-spat-11566807487?mod=djem10point
https://www.wsj.com/articles/trump-says-china-called-u-s-to-get-back-to-the-table-after-latest-tariff-spat-11566807487?mod=djem10point
https://en.wikipedia.org/wiki/Production%E2%80%93possibility_frontier#targetText=A%20production%E2%80%93possibility%20frontier%20(PPF,efficiently%20utilized%20per%20unit%20time.
https://en.wikipedia.org/wiki/Production%E2%80%93possibility_frontier#targetText=A%20production%E2%80%93possibility%20frontier%20(PPF,efficiently%20utilized%20per%20unit%20time.
https://www.reuters.com/article/us-germany-economy-gdp/weaker-exports-hit-german-economy-but-budget-surplus-still-high-idUSKCN1VH0GH?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.ft.com/content/89ee6e46-c6b2-11e9-a1f4-3669401ba76f
https://www.ft.com/content/23e4aa46-c8b2-11e9-a1f4-3669401ba76f
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Instead, they recommend moving toward an index-weight allocation with about 19% of their 

equity holdings in Europe (from 34% currently) and 57% in North America (from 40% 

currently). 

 

Japan-South Korea:  The U.S. Department of State has warned that last week’s decision by 

South Korea to exit an intelligence-sharing pact with Japan will endanger U.S. troops stationed 

on the Korean Peninsula.  The decision by Seoul was part of its ongoing dispute with Japan over 

its behavior before and during World War II.  For decades after the war, when the United States 

fully accepted its position as a global hegemon, it worked to keep that dispute under wraps in the 

interest of allied security.  The warning by the State Department shows the kinds of danger that 

could now arise as the United States steps back from embracing its role of hegemony. 

 

Brexit:  PM Johnson didn’t change minds among the EU members.  Parliament is investigating 

ways to prevent a no-deal Brexit, but no one has found momentum for a single plan.  However, 

there is one glimmer of hope; a group has created a plan that would avoid the backstop but allow 

for checks on goods to flow.  According to this group, it has garnered interest.  If the backstop 

issue could be resolved, the potential for a non-disruptive Brexit would improve dramatically.   

 

India:  Although we’ve talked a lot about President Trump’s pressure on the Federal Reserve, 

it’s important to remember that aggressively nationalist and populist leaders around the world are 

also impinging on their central banks’ independence.  The latest example is in India, where the 

Reserve Bank of India gave in today to Prime Minister Modi’s demand that it transfer $24.8 

billion in dividends and “surplus capital” to the government.  Former RBI Governor Urjit Patel 

was sacked precisely for refusing this demand.  The raid on the central bank comes as reports 

suggest the government is getting cold feet on its planned $10 billion foreign currency bond.  In 

July, the Modi government said it would issue the bond in order to diversify its funding sources 

and take advantage of historically low interest rates.  However, with the influx of funds from the 

central bank, it now appears Modi could forgo the issue and avoid the negative consequences 

that might arise if the dollar continues to appreciate, in spite of our belief that it should be falling. 

India has traditionally shied away from foreign currency obligations, which has helped it avoid 

the financial crises that often plague emerging markets.    

 

U.S. Economic Releases 
 

The FHFA House Price Index came in line with expectation by rising 0.2% from the prior 

month.  The housing price index rose 1.0% in the second quarter.  The prior report was revised 

upward from 1.1% to 1.3%. 

http://english.chosun.com/site/data/html_dir/2019/08/27/2019082700983.html
https://www.ft.com/content/cb8a5608-c29d-11e9-a8e9-296ca66511c9?emailId=5d6490535743eb0004b854b5&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/cb8a5608-c29d-11e9-a8e9-296ca66511c9?emailId=5d6490535743eb0004b854b5&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.politico.eu/pro/experts-propose-alternative-to-brexit-backstop-no-deal-uk-eu-ireland/?utm_source=POLITICO.EU&utm_campaign=ddb77ca0b4-EMAIL_CAMPAIGN_2019_08_27_04_58&utm_medium=email&utm_term=0_10959edeb5-ddb77ca0b4-190334489
https://www.ft.com/content/552a238e-c820-11e9-a1f4-3669401ba76f
https://www.ft.com/content/73c69d12-c57e-11e9-a8e9-296ca66511c9
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The chart above shows the year-over-year change in the FHFA House Price Index.  Housing 

prices have risen 4.8% from the prior year.  Although still rising, the price momentum is starting 

to show signs of weakness. 

 

The S&P CoreLogic CS 20-City Home Price Index came in below expectations at 2.13% 

compared to the forecast rise of 2.30% from the prior year.  The S&P CoreLogic CS U.S. Home 

Price Index rose by 3.1% from the prior year.  The prior report was revised downward from 

3.43% to 3.35%. 
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The chart above shows the year-over-year change in the S&P CoreLogic CS 20-City Home Price 

Index.   
 

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

 

EDT Indicator Expected Prior Rating

10:30 Richmond Fed Manufacturing Index m/m aug -2 -12 ***

10:00 Conference Board Consumer Confidence m/m aug 129.0 135.7 ***

10:00 Conference Board Present Situation m/m aug 170.9 **

10:00 Conference Board Expectations m/m aug 112.2 **

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

China Industrial Profits y/y jul 2.6% -3.1% ** Equity and bond neutral

Japan PPI Services y/y jul 0.5% 0.7% 0.6% ** Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption w/w 25-Aug 114.1 112.8 ** Equity bullish, bond bearish

EUROPE

Germany GDP q/q 2q -0.1% -0.1% -0.1% *** Equity and bond neutral

Private Consumption q/q 2q 0.1% 1.2% 0.2% ** Equity and bond neutral

France Consumer Confidence m/m aug 102 102 102 *** Equity and bond neutral

Business Confidence m/m aug 105 105 104 ** Equity and bond neutral

Manufacturing Confidence m/m aug 102 101 101 ** Equity and bond neutral

Production Outlook Indicator m/m aug 2 0 -1 ** Equity bullish, bond bearish

Own-Company Production m/m aug 8 6 5 ** Equity bullish, bond bearish

UK UK Finance Loans for Housing m/m jul 43342 42653 42854 ** Equity bullish, bond bearish

AMERICAS

Mexico Trade Balance m/m jul -$1.116 Bil $2.561 Bil -$0.466 Bil ** Equity and bond bearish

Unemployment Rate m/m jul 3.6% 3.5% 3.6% *** Equity and bond neutral

Canada Bloomberg Nanos Confidence m/m 23-Aug 57.0 57.3 ** 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) 192 191 1 Neutral

TED spread (bps) 22 22 0 Neutral

U.S. Libor/OIS spread (bps) 187 188 -1 Up

10-yr T-note (%) 1.51 1.54 -0.03 Down

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

EUR/USD 3-mo swap (bps) 14 14 0 Down

Currencies Direction

dollar down Neutral

euro flat Down

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. 
 

Price Prior Change Explanation

Brent $59.37 $58.70 1.14% Weaker dollar

WTI $54.36 $53.64 1.34%  

Natural Gas $2.22 $2.23 -0.49%  

Crack Spread $13.94 $13.91 0.18%

12-mo strip crack $16.06 $16.11 -0.35%

Ethanol rack $1.55 $1.55 0.06%

Gold $1,530.07 $1,527.31 0.18%

Silver $17.77 $17.67 0.57%

Copper contract $255.25 $255.00 0.10%

Corn contract 367.75$       368.25$       -0.14%

Wheat contract 474.50$       475.25$       -0.16%

Soybeans contract 859.75$       867.25$       -0.86%

Baltic Dry Freight 2168 2118 50

Actual Expected Difference

Crude (mb) -2.3

Gasoline (mb) 0.4

Distillates (mb) 1.3

Refinery run rates (%) -0.40%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

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 in Martinique and St. Vincent, and it will likely make its way to Florida over the 

weekend. 
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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.  
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Data Section 

 

U.S. Equity Markets – (as of 8/26/2019 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 8/26/2019 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. 


