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

EuroStoxx 50 is down 0.4% from its last close.  In Asia, the MSCI Asia Apex 50 closed up 0.1% 

from the prior close.  Chinese markets were higher, with the Shanghai Composite up 0.6%, and 

the Shenzhen Composite up 1.0%.  U.S. equity index futures are signaling a lower open.   

 

The newest Confluence of Ideas podcast episode, “The Dollar and the Eurobond,” is available.  

This episode looks at the decision by the EU to create a mutualized bond, a debt instrument 

backed by the full faith and credit of all the member states of the EU, and how this could affect 

the dollar’s reserve currency role and create a competing instrument for the U.S. Treasury. 

 

Good morning.  After hitting another new high yesterday, S&P futures are consolidating this 

morning. There is a lot to get through today; the first revision to GDP is out and is covered 

below.  We lead off with Chair Powell speaking this morning at a “virtual” Jackson Hole 

symposium (which will stream to the public).  His speech will commence just about the time we 

finish our comments so we will offer a recap tomorrow, but it is widely expected the Fed will 

announce changes to its reaction function regarding inflation.  Next, an update on Hurricane 

Laura.  China news follows with general economic and market updates.  Foreign news is next, 

and we close today with a pandemic update.  It’s Thursday, so a new Weekly Energy Update is 

available.  Let’s get to it:   

 

The Fed:  Since Volcker, one of the key features of monetary policy has been to suppress 

inflation expectations.  To do this, the Fed has signaled it would react to preemptively contain 

any rise in inflation.  Over the years, the Fed has become increasingly transparent in its policy, 

setting an explicit inflation target (2% yearly growth in the core PCE deflator), for example.  

However, it is arguable the Fed has been too successful.  In the last business cycle, the core PCE 

deflator was above or equal to 2% only 10.6% of the time.  Inflation is a complicated variable;1 

the Fed may have much less impact on it than the conventional wisdom suggests.  Regardless, 

we expect Chair Powell to make a somewhat explicit announcement today that preemption is 

likely over, and the Fed will be content to allow inflation to run over the target.  The market 

wants an explicit statement of the reaction function.  For example, the Fed will target the three-

year average of inflation.  We doubt it will be this clear; after all, the Fed wants policy 

 
1 After years of studying it, we have concluded that the most unappreciated part of inflation is expectations, 
followed by income distribution.  Under conditions of low inflation expectations and high levels of income 
inequality, inflation tends to remain low. 
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http://www.confluenceinvestment.com/research-news/reading-list/
https://www.confluenceinvestment.com/category/podcasts/confluence-of-ideas/
https://www.wsj.com/articles/global-stock-markets-dow-update-8-27-2020-11598519649?st=q1u4uro6m5g4xlu
https://www.wsj.com/articles/feds-powell-headlines-virtual-jackson-hole-economic-conference-11598486400?st=19lognbpncz6pb7
https://www.wsj.com/articles/feds-powell-headlines-virtual-jackson-hole-economic-conference-11598486400?st=19lognbpncz6pb7
https://www.youtube.com/user/KansasCityFed
https://www.confluenceinvestment.com/wp-content/uploads/wkly_energy_aug_27_2020.pdf
https://www.wsj.com/articles/fed-weighs-abandoning-pre-emptive-rate-moves-to-curb-inflation-11596360600?st=aum7wdwy04o6c4h
https://finance.yahoo.com/news/federal-reserve-jackson-hole-preview-average-inflation-targeting-182750554.html
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flexibility, but it also wants to signal that rates will stay low for a long time. Therefore, we 

expect Powell to disappoint on clarity but reassure nonetheless.   
 

• Although we don’t expect Powell to address this issue, there are growing concerns about 

how much the Fed is doing in the financial markets.  Sebastian Mallaby, one of our 

favorite commentators,2 recently wrote about the tensions from the Fed’s ever-widening 

mandate.  Greg Ip has written a piece this morning.  Much of the Fed’s recent policy 

moves come close to fiscal policy; as it does so, the bank is brushing ever closer to 

politization.  Although the Fed has been joined at the hip to the Treasury in the past (it 

fixed the yield curve rate during WWII), its recent forays into areas of the corporate and 

municipal bond markets along with direct lending mean it is making choices about who 

gets credit.  We are starting to research the central bank digital currency area (look for 

this in an upcoming WGR), which could put the central bank squarely in the political 

arena.  As long as inflation is low, such broadening will be acceptable. However, once 

the Fed is required to tighten policy, tensions will become difficult to contain. 

Laura:  The hurricane reached category 4 status before making landfall overnight.  It has 

weakened to a category 2 storm, and its current path looks like most of the Houston area, home 

to much of the U.S. refining industry, won’t take a direct strike.  However, Louisiana, also with 

significant refining assets, is in the direct path.  It is not uncommon for gasoline prices to jump in 

the aftermath of major refinery disruptions, so drivers should expect a temporary rise in prices.  

The other concern is the storm surge and Laura was expected to deliver a massive one; we will 

be watching in the coming hours for the extent of the damage.   
 

China news: 

• Both the U.S. and its allies, and China, are holding simultaneous military exercises.  

China accuses the U.S. of violating its airspace, saying a U-2 reconnaissance plane 

watched military drills in a no-fly zone.  Beijing accused the U.S. of 

“naked…provocation” by the overflights.  The U.S. position is that the overflights did not 

violate China’s airspace but were in international airspace.  China launched two missiles 

designed to attack aircraft carriers, the DF-26B and the DF-21D, as part of its exercises.  

What is notable in China’s drills is that the PLA operated simultaneously in four different 

sea regions, testing its ability to operate on multiple fronts.  

o There are growing fears that the constant tensions may lead to an accidental 

escalation in military activity.  Taiwan is especially concerned because it would 

likely be in the “firing line” of any kinetic war.    

• The U.S. has unveiled a new set of sanctions on Chinese firms directly involved in the 

construction projects in the South China Sea.  China has for years been building military 

installations on small outcroppings in this area; the U.S. treats these geographical features 

as mere rocks in the ocean and thus cannot be claimed as islands.  China considers them 

as part of its territory.  The difference matters.  If China is right, the U.S. freedom of 

navigation operations are violations of its territory.  If the U.S. is right, China can’t claim 

those rocks.  The move to sanction firms involved is yet another escalation of tensions.   

 
2 His biography of Allan Greenspan is a must read. 

https://www.wsj.com/articles/fed-debates-how-to-set-policy-for-the-post-pandemic-economy-11591781402?st=g2b1n7ouryiy9r4
https://www.foreignaffairs.com/articles/united-states/2020-05-29/pandemic-financial-crisis
https://www.foreignaffairs.com/articles/united-states/2020-05-29/pandemic-financial-crisis
https://www.wsj.com/articles/mission-creep-at-the-fed-11598461446?st=91s0aift00mrcsx
https://www.nhc.noaa.gov/
https://nyti.ms/3lu8kam
https://www.washingtonpost.com/nation/2020/08/27/hurricane-laura-updates-louisiana-texas/
https://www.washingtonpost.com/nation/2020/08/27/hurricane-laura-updates-louisiana-texas/
https://www.wsj.com/articles/hurricane-laura-08-27-2020-11598502621?st=1ccq7ac9b4lpxsm
https://www.wsj.com/articles/americas-fuel-making-corridor-prepares-for-hurricane-laura-11598446581?st=qilrv8a354n52c4
https://www.wsj.com/articles/americas-fuel-making-corridor-prepares-for-hurricane-laura-11598446581?st=qilrv8a354n52c4
https://www.wsj.com/articles/why-hurricanes-can-take-gasoline-prices-for-a-wild-ride-11598458876?st=gxhunrszkpci307
https://www.reuters.com/article/us-storm-laura/hurricane-laura-slams-into-louisiana-forecasters-warn-of-wall-of-water-idUSKBN25M1Q1?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.wsj.com/articles/china-says-u-s-spy-plane-entered-a-no-fly-zone-11598371680?st=83gzxlwp727efka
https://www.popularmechanics.com/military/a33796189/american-u2-spy-plane-china-no-fly-zone/
https://www.cbsnews.com/news/us-spy-plane-china-accuses-united-states-military-naked-act-of-provocation-with-u2-flight/
https://www.scmp.com/news/china/military/article/3098972/chinese-military-launches-two-missiles-south-china-sea-warning?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3098972
https://en.wikipedia.org/wiki/DF-26
https://en.wikipedia.org/wiki/DF-21
https://www.scmp.com/news/china/military/article/3098671/chinas-navy-drills-4-regions-show-ability-counter-us-observers?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3098671
https://www.scmp.com/news/china/military/article/3098671/chinas-navy-drills-4-regions-show-ability-counter-us-observers?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3098671
https://www.ft.com/content/0f423616-d9f2-4ca6-8d3b-a04d467ed6f8?emailId=5f45d2046d7f71000407cc37&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.reuters.com/article/us-taiwan-china-security-analysis/polishing-the-gun-china-us-tensions-raise-taiwan-conflict-fears-idUSKBN25M0VE
https://www.state.gov/u-s-imposes-restrictions-on-certain-prc-state-owned-enterprises-and-executives-for-malign-activities-in-the-south-china-sea/
https://www.state.gov/briefing-with-senior-state-department-and-commerce-officials-on-state-department-visa-restrictions-placed-on-individuals-from-the-peoples-republic-of-china-and-commerce-department-restri/
https://www.commerce.gov/news/press-releases/2020/08/commerce-department-adds-24-chinese-companies-entity-list-helping-build
https://www.washingtonpost.com/business/2020/08/26/china-entity-list-islands/?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.wsj.com/articles/u-s-imposes-visa-export-restrictions-on-chinese-firms-and-executives-active-in-contested-south-china-sea-11598446551?st=sszcnrklyaj6avr
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If you are interested, here is a file of all foreign firms on which the U.S. has applied 

sanctions, the entity list. 

• China’s foreign minister, Wang Yi, is on a mission to Europe to try to improve relations 

that have become frayed with Beijing’s treatment of Hong Kong and other issues.  He is 

visiting Italy, the Netherlands, Norway, France and Germany.  One important goal is to 

try to support Huawei (002502, CNY 3.01) in Europe’s 5G buildout.  Wang’s trip has 

studiously avoided SoS Pompeo’s overseas visits.  Although the EU would prefer to have 

the flexibility to use Chinese technology, U.S. pressure will be considerable and difficult 

to overcome.  Meanwhile, the U.S. is considering accusing Beijing of genocide over its 

treatment of the Uighurs.   

• In public statements, the U.S. and China remain committed to the Phase One trade deal.  

This agreement is about the only thread remaining where there is some degree of 

cooperation.  In nearly every other area, relations have turned sour. 

• The U.S. has moved to force Chinese firms that list in the U.S. to follow American 

accounting rules.  Chinese companies have tended to resist such measures and U.S. 

exchanges, wanting to get the listing, have not forced the issue.  That has changed; China 

wants to talk about it and indicates it is willing to make concessions.   

• The CEO of TikTok has resigned. 

• Chinese firms have been dual listing in Hong Kong and on the mainland.  In an indication 

of the immaturity of China’s financial markets, prices for the same company on the 

STAR board have been much stronger than in Hong Kong.   

• Xi Jinping carries two titles.  He is the president of the state of China and the general 

secretary of the CPC.  He is rumored to be angling for the name “chairman” to be added.  

If he does take that title, it will be the first time since Mao that a Chinese leader will be 

known as chairman.  Although symbolic, he would probably seek the title to set the stage 

for remaining in power beyond his informal two-term limit. 

Economics and Markets: 

• The OECD has detailed the depth of the pandemic downturn, confirming the decline is 

the worst in six decades for this club of nations. 

• One of the bright spots for the U.S. economy has been the robust rebound in housing.  

Perhaps the most important development to this lift is that it is being driven by 

millennials.  This generation currently represents over 50% of new mortgages.  We have 

been waiting for some time for this generation to follow the path of earlier ones, leaving 

urban areas for the suburbs to start families and buy homes.  It looks like it is underway.   

o One of the interesting facets of this boom is that there appears to be a bias to 

larger homes.  That might be driven by the pandemic.  At the same time, the price 

of smaller homes is increasing faster than larger ones. 

• We are not sure how this will play out (we fear badly); the SEC has relaxed standards for 

investors to access private equity and hedge funds.  The SEC has decided to give 

businesses more flexibility in disclosing risks as part of this change. 

• The NYSE has approved alternatives to traditional IPOs. 

https://www.bis.doc.gov/index.php/documents/regulations-docs/2326-supplement-no-4-to-part-744-entity-list-4/file?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.scmp.com/news/china/diplomacy/article/3098615/damage-control-heart-chinese-foreign-minister-wang-yis-mission?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3098615
https://www.wsj.com/articles/chinas-top-diplomat-begins-europe-tour-aiming-to-rekindle-cooling-ties-11598375793?st=lamr4hqy856yabj
https://www.scmp.com/news/china/diplomacy/article/3098933/human-rights-cast-shadow-over-china-foreign-minister-wang-yis?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3098933
https://www.politico.com/news/2020/08/25/trump-administration-china-genocide-uighurs-401581?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.wsj.com/articles/senior-u-s-chinese-officials-say-they-are-committed-to-phase-one-trade-deal-11598322056?st=v47c0wulcpi0lku
https://finance.yahoo.com/news/china-makes-concessions-call-talks-112321937.html
https://finance.yahoo.com/news/china-makes-concessions-call-talks-112321937.html
https://www.ft.com/content/c35fc9fb-6466-43f0-8ad6-ddf6c1cc7d79?emailId=5f47335ce0d17a0004bdd924&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/chinas-star-board-defies-financial-gravity-in-a-hot-market-11598434202?st=6vj1k1qk91mxg2b
https://www.wsj.com/articles/chinas-star-board-defies-financial-gravity-in-a-hot-market-11598434202?st=6vj1k1qk91mxg2b
https://www.ft.com/content/a320f178-2902-46e4-94ef-788ca8a06e9d
https://www.wsj.com/articles/historic-contraction-in-rich-economies-presages-long-climb-back-11598441946?st=uwfdfl2xl8q9329
https://www.wsj.com/articles/millennials-help-power-this-years-housing-market-rebound-11598520601?st=5fmqobfgldib1c6
https://www.wsj.com/articles/millennials-help-power-this-years-housing-market-rebound-11598520601?st=5fmqobfgldib1c6
https://www.redfin.com/blog/buyers-seek-large-homes-pandemic/
https://www.redfin.com/blog/buyers-seek-large-homes-pandemic/
https://www.wsj.com/articles/sec-gives-more-investors-access-to-private-equity-hedge-funds-11598452858?st=03isooj9crxluqg
https://www.wsj.com/articles/sec-gives-more-investors-access-to-private-equity-hedge-funds-11598452858?st=03isooj9crxluqg
https://www.wsj.com/articles/sec-to-allow-businesses-more-flexibility-in-disclosing-risk-legal-information-11598468579?st=6arjrnibi4et6vj
https://www.wsj.com/articles/sec-to-allow-businesses-more-flexibility-in-disclosing-risk-legal-information-11598468579?st=6arjrnibi4et6vj
https://www.ft.com/content/fddcdd1e-6c78-4dc0-bd6f-474587239ae9?emailId=5f47335ce0d17a0004bdd924&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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• One of the more interesting developments is that households appear to be taking some of 

the stimulus to pay down debt.  If this continues, it suggests that policymakers could 

resolve the private sector debt overhang with fiscal spending. 

Foreign news: 

• U.S. soldiers were injured after their vehicle collided with a Russian vehicle.  Although 

both sides do appear to be trying to deescalate, the event bears watching. 

• North Korean hackers are apparently trying to rob banks.  Be careful with emails.  North 

Korea, who has already been hit by flooding, is bracing for Typhoon Bavi. 

• Germany has been a model of fiscal restraint; however, during the pandemic, it has 

moved aggressively to lift spending, which could help the EU economy recover.   

• Phil Hogan resigned from the European Commission.  He was trade minister but got 

mired in a golf event that violated Ireland’s COVID-19 protocols.  There is a scramble 

for his replacement. 

• Sweden has boosted its defenses as Russia conducts extensive military exercises in the 

Baltic Sea.  Stockholm claims Russia’s war games are the largest since the end of the 

Cold War. 

COVID-19:  The number of reported cases is 24,203,260 with 826,418 deaths and 15,825,921 

recoveries.  In the U.S., there are 5,823,923 confirmed cases with 179,743 deaths and 2,523,771 

recoveries.  For illustration purposes, the FT has created an interactive chart that allows one to 

compare cases across nations using similar scaling metrics.  The FT has also issued an economic 

tracker that looks across countries with high frequency data on various factors.  The weekly 

Axios map by state shows a definite improvement as the pace of infections decline. 
 

Virology:   

• Abbott (ABT, 103.19) has unveiled a $5 rapid test that will generate results in about 15 

minutes.  The test has been given emergency approval by the FDA and, if it works 

reasonably well, would allow for schools and other entities to rapidly test groups on a 

regular basis.   

• South Korea has been given high marks for its management of the virus.  However, it is 

seeing a surge in new cases and is debating how to best manage the new outbreak.  The 

incumbent government is resisting extensive lockdowns, concerned about the impact on 

the economy; the opposition wants stricter measures.  Schools are reporting closures.   

• Moderna (MRNA, 70.50) is reporting that its vaccine triggered an immune response in 

older adults comparable to those seen in younger test subjects.   

U.S. Economic Releases  
 

The U.S. contracted less than expected in the second quarter.  At an annualized pace, GDP 

declined 31.7% from the prior quarter compared to expectations of 32.5%.  Personal 

consumption fell 34.1% from the prior quarter compared to expectations of 34.2%.  Meanwhile, 

the core PCE and GDP price indexes fell at an annualized pace of 2.0% and 1.0%, respectively, 

from the prior quarter. 

 

https://apnews.com/15cd7d2d54286d7b0a895ba116fb99ef
https://apnews.com/15cd7d2d54286d7b0a895ba116fb99ef
https://www.wsj.com/articles/u-s-russian-vehicles-collide-in-syria-injuring-several-americans-11598469710?st=k4kgka0kj5oj7sa
https://www.wsj.com/articles/u-s-warns-of-global-bank-heist-campaign-by-north-korean-hackers-11598470267?st=5tn1wtb1sa9n9ec
https://www.washingtonpost.com/world/north-korea-floods-kill-22-approach-nuclear-reactor--but-kim-doesnt-want-help/2020/08/13/f53992a8-ddda-11ea-b4f1-25b762cdbbf4_story.html?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://blogs.nasa.gov/hurricanes/tag/bavi-2020/
https://www.wsj.com/articles/germany-boosts-already-hefty-coronavirus-stimulus-11598440184?st=4oq51mha7658bfy
https://www.wsj.com/articles/germany-boosts-already-hefty-coronavirus-stimulus-11598440184?st=4oq51mha7658bfy
https://www.politico.eu/article/phil-hogan-resigns-as-eu-trade-boss-over-golfgate-scandal/?utm_source=POLITICO.EU&utm_campaign=fac2d47a75-EMAIL_CAMPAIGN_2020_08_27_05_13&utm_medium=email&utm_term=0_10959edeb5-fac2d47a75-190334489
https://nyti.ms/3hJPoCh
https://www.nytimes.com/2020/08/27/world/covid-19-coronavirus.html
https://coronavirus.jhu.edu/map.html
https://ig.ft.com/coronavirus-chart/?areas=usa&areas=swe&areasRegional=usny&areasRegional=usca&areasRegional=usfl&areasRegional=ustx&cumulative=0&logScale=1&perMillion=1&values=deaths
https://www.ft.com/content/272354f2-f970-4ae4-a8ae-848c4baf8f4a?emailId=5f2239a816a1ab0004486f8e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/272354f2-f970-4ae4-a8ae-848c4baf8f4a?emailId=5f2239a816a1ab0004486f8e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.axios.com/coronavirus-cases-united-states-getting-better-e282587c-d59e-459c-a72d-c3f7859efc40.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.axios.com/coronavirus-cases-united-states-getting-better-e282587c-d59e-459c-a72d-c3f7859efc40.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.wsj.com/articles/abbotts-5-covid-19-rapid-antigen-test-gets-emergency-use-status-from-fda-11598485933?st=bznb9o63h809841
https://www.wsj.com/articles/south-korea-facing-coronavirus-surge-resists-tightest-restrictions-11598440860?st=326r2yj34rpos6d
https://apnews.com/9335be49cdf326e30bc84cae89fe172e
https://www.wsj.com/articles/moderna-says-covid-19-vaccine-shows-signs-of-working-in-older-adults-11598452800?st=vfvxhmr9djatwfc
https://www.wsj.com/articles/moderna-says-covid-19-vaccine-shows-signs-of-working-in-older-adults-11598452800?st=vfvxhmr9djatwfc
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The chart above shows the historical level of GDP by quarter.  Currently, GDP sits at $19.487T. 

 

The table below breaks down GDP by contribution. 

 

Q2 2020 Second Reading Q2 2020 First Reading Difference

GDP -31.7% -32.9% 1.2%

Consumption -24.8% -25.1% 0.3%

Investment -8.7% -9.4% 0.7%

Inventories -3.5% -4.0% 0.5%

Net Exports 0.9% 0.7% 0.2%

Government 0.8% 0.8% 0.0%  
 

The downward revision in consumption and investment led to a slight rise in GDP. 
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The chart above shows the contribution table graphically.  Declines in consumption and 

investment were the biggest contributors to GDP in Q2. 

 

For the week ending August 22, initial claims came in at 1.006MM, above expectations of 

1.000MM.  The prior report was revised downward from 1.106MM to 1.104MM. 
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The chart above shows the four-week moving average of initial claims.  The moving average fell 

from 1.174MM to 1.066MM. 
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For the week ending August 15, continuing claims came in at 14.535MM, above estimates of 

14.400MM.  The prior report was revised from 14.844MM to 14.756MM. 
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The chart above shows the four-week moving average of continuing claims by region.  The West 

still has the highest number of claims. 

 

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

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort w/w 23-Aug 43.5 ***

10:00 Pending Home Sales m/m Jul 2.0% 16.6% **

10:00 Pending Home Sales y/y Jul 10.8% 12.7% **

11:00 Kansas City Fed Manufacturing Activity m/m Aug 5 3 **

Speaker or event

12:30 Thomas Barkin Speaks to Maryland Hispanic Chamber

Economic Releases

District or position

President of the Federal Reserve Bank of Richmond

Fed Speakers or Events

 
 

Foreign Economic News 
 

We monitor numerous global economic indicators on a continuous basis.  The most significant 

international news that was released overnight is outlined below.  Not all releases are equally 

significant, thus we have created a star rating to convey to our readers the importance of the 

various indicators.  The rating column below is a three-star scale of importance, with one star 

being the least important and three stars being the most important.  We note that these ratings do 

change over time as economic circumstances change.  Additionally, for ease of reading, we have 

also color-coded the market impact section, which indicates the effect on the foreign market.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 

following closely for possible complications and green indicates neutral conditions.  We will add 

a paragraph below if any development merits further explanation. 
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Industrial Profits y/y Jul 19.6% 11.5% ** Equity and bond neutral

Japan Foreign Buying Japan Stocks w/w 21-Aug -¥170.1b ¥371.0b * Equity and bond neutral

Japan Buying Foreign Stocks w/w 21-Aug ¥30.7b -¥1.8b * Equity and bond neutral

Japan Buying Foreign Bonds w/w 21-Aug ¥957.4b -¥182.2b * Equity and bond neutral

Foreign Buying Japan Bonds w/w 21-Aug ¥464.4b -¥895.2b * Equity and bond neutral

All Industry Activity Index m/m Jun 6.1% -3.5% 6.3% ** Equity and bond neutral

Machine Tool Orders y/y Jul F -31.1% -31.1% ** Equity and bond neutral

Australia Private Capital Expenditure q/q 2Q -5.9% -1.6% -8.2% ** Equity and bond neutral

Europe

Eurozone M3 Money Supply y/y Jul 10.2% 9.2% 9.2% *** Equity bullish, bond bearish

France Business Confidence m/m Aug 91.0 85.0 88.0 ** Equity bullish, bond bearish

Manufacturing Confidence m/m Aug 93.0 82.0 86.0 ** Equity bullish, bond bearish

Production Outlook Indicator m/m Aug -3 -3 -2 ** Equity and bond neutral

Own-Company Production Outlook m/m Aug 22.0 24.0 13.0 ** Equity bullish, bond bearish

Italy Industrial Sales m/m Jun 13.4% 41.9% ** Equity and bond neutral

Industrial Orders m/m Jun 23.4% 42.2% ** Equity and bond neutral

Switzerland GDP y/y 2Q -9.3% -1.3% -10.4% *** Equity and bond neutral

Russia CPI w/w 24-Aug 0.0% 0.0% ** Equity and bond neutral

AMERICAS

Mexico Trade Balance m/m Jul 5.798b 5.547b 0.429b ** Equity bullish, bond bearish

Canada CFIB Business Barometer m/m Aug 59.2 61.3 ** 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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 25 23 2 Down

3-mo T-bill yield (bps) 9 10 -1 Neutral

TED spread (bps) 16 14 2 Up

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

10-yr T-note (%) 0.68 0.69 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) 3 2 1 Down

Currencies Direction

dollar Up Down

euro Down Up

yen Flat 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 $45.65 $45.64 0.02%

WTI $43.25 $43.39 -0.32%

Natural Gas $2.45 $2.46 -0.28%

Crack Spread $9.33 $9.54 -2.22%

12-mo strip crack $10.78 $10.84 -0.54%

Ethanol rack $1.51 $1.51 0.00%

Gold $1,939.82 $1,954.46 -0.75%

Silver $27.31 $27.50 -0.69%

Copper contract $297.50 $298.15 -0.22%

Corn contract 356.25$       354.25$       0.56%

Wheat contract 544.50$       539.75$       0.88%

Soybeans contract 929.50$       924.25$       0.57%

Baltic Dry Freight 1509 1518 -9

Actual Expected Difference

Crude (mb) -4.7 -3.0 -1.7

Gasoline (mb) -4.6 -2.0 -2.6

Distillates (mb) 1.4 -0.6 2.0

Refinery run rates (%) 1.10% -0.35% 1.45%

Natural gas (bcf) 44.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

with warmer temperatures in the South.  Wet conditions are expected throughout most of the 

country, with dry conditions expected in the western half.  Hurricane Laura has made landfall off 

the Texas-Louisiana coast. 
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Asset Allocation Weekly 
 

Confluence Investment Management offers various asset allocation products which are managed using 

“top down,” or macro, analysis. We report asset allocation thoughts on a weekly basis, updating this 

section every Friday. Note that this report is also offered as a separate document on our website. 
 

August 21, 2020 
 

One of the relationships we monitor is retail money market levels (RMMKs).  In theory, any 

available liquidity could conceivably end up purchasing equities.  But, RMMKs are used by 

investors in their brokerage accounts and thus are probably “closer” to equities compared to 

other forms of “near money,” such as checking accounts, savings accounts and certificates of 

deposit.  The chart below shows the most current reading. 
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This chart shows retail money market levels on a weekly basis along with the Friday closes of 

the S&P 500.  The gray bars show recessions, whereas the orange bars show periods when retail 

money market levels fall below $920 billion.  In general, when RMMKs fall to $920 billion or 

below, the uptrend in equities tends to stall.  It would seem there is a certain level of desired 

cash, and when that level falls below $920 billion, households try to rebuild cash by either 

slowing their purchases of equities or selling stocks to build liquidity.   

 

During the runup to the Financial Crisis, we saw a rise in RMMKs.  The peak in liquidity was 

reasonably close to the trough in the S&P 500.  In early 2018, we saw a notable rise in RMMKs 

that persisted despite the rally in equities.  As the pandemic hit and the Federal Reserve 

aggressively eased monetary policy, RMMKs soared.  The rise in RMMKs initially coincided 

with the sharp decline in stocks, although the pace slowed as equities recovered.  It peaked in the 

second half of May and has been trending lower.  When RMMKs fall, that liquidity must go to 

some other asset, real or financial.   

 

https://www.confluenceinvestment.com/category/asset-allocation-reports/asset-allocation-weekly/
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Although scaling RMMK is difficult, we do note that the ratio of M2 excluding RMMK does 

tend to track the fed funds target with a lag.  This makes sense.  Holding “cash” outside of a 

period of crisis is usually driven by interest rates.  As rates fall, and hopefully the crisis eases, the 

current elevated level of RMMK will start to look for higher returns. 

 

 
 

The chart suggests that RMMKs should begin to decline in earnest by December; where that 

liquidity finds a home is uncertain, but we would expect a good portion of it to go into equities if 

inflation fears remain muted.   
 

 

 

 

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 8/26/2020 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 8/26/2020 close) 
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Asset classes are defined as follows: Large Cap (S&P 500 Index), Mid Cap (S&P 400 Index), 

Small Cap (Russell 2000 Index), Foreign Developed (MSCI EAFE (USD and local currency) 

Index), Real Estate (FTSE NAREIT Index), Emerging Markets (MSCI Emerging Markets (USD 

and local currency) Index), Cash (iShares Short Treasury Bond ETF), U.S. Corporate Bond 

(iShares iBoxx $ Investment Grade Corporate Bond ETF), U.S. Government Bond (iShares 7-10 

Year Treasury Bond ETF), U.S. High Yield (iShares iBoxx $ High Yield Corporate Bond ETF), 

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date 

returns for various asset classes, 

updated daily.  The asset classes are 

ranked by total return (including 

dividends), with green indicating 

positive and red indicating negative 

returns from the beginning of the 

year, as of prior close. 
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P/E Update 

 

August 27, 2020 
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Based on our methodology,3 the current P/E is 27.9x, up 0.2x from last week.  The rise in the 

multiple is due to the continued rise in the index and the inclusion of S&P’s operating earnings 

for Q2.  During the accumulation of earnings reports, we use Thomson/Reuters data from 

I/B/E/S, which tends to run higher than the data from S&P.   

 

 
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. 

 
3 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. 


