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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 7, 2019—9:30 AM EDT] Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 1.3% from the last close.  In Asia, the MSCI Asia Apex 50 closed flat.  

Chinese markets were lower, with the Shanghai composite down 0.3% and the Shenzhen index 

down 0.4% from the prior close.  U.S. equity index futures are signaling a higher open. With 414 

companies having reported, the S&P 500 Q2 earnings stand at $42.15, higher than the $40.70 

forecast for the quarter.  The forecast reflects a 2.7% decrease from Q2 2018 earnings.  Thus far 

this quarter, 73.9% of the companies reported earnings above forecast, while 18.4% reported 

earnings below forecast. 

 

Good morning! Risk assets are rising again this morning.  Central banks make a splash; gold 

continues to march higher.  Trade conflict with China remains front and center. Here are the 

details: 

 

Central bank surprise:  The Reserve Bank of New Zealand, the Reserve Bank of India and the 

Bank of Thailand all moved to lower rates; the first two lowered rates more than forecast and the 

Bank of Thailand’s cut was unexpected.  Central banks around the world are becoming 

increasingly accommodative and these three banks are adding to the policy stimulus.  All the 

banks involved suggested that escalating trade tensions were having a negative impact on their 

respective economies.  As global trade war grinds on, we expect more countries to utilize 

monetary policy in order to defend their economies through weaker currencies. As the reserve 

currency, the US dollar will likely face upward pressure as capital flight will lead to many 

foreign investors seeking dollar denominated assets to hedge against inflation risk. As a result, 

there will likely be more pressure on the Federal Reserve to further cut rates and possibly resume 

balance sheet expansion.   

 

All that glitters:  Gold is becoming increasingly popular with central banks.  Data from the 

World Gold Council indicates that gold demand in H1 was at a three year high with central 

banks buying 374.1 tons. This is the largest purchase for a “semester” in the 19-year history of 

the data series.  The PBOC and the Central Bank of Russia led the buying, with the Central Bank 

of the Republic of Turkey and National Bank of Kazakhstan also increasing their holdings.  The 

ECB has ended its agreement to limit gold purchases, which will likely lift central bank 

purchases going forward.  Exchange-traded product demand rose as well, while bullion sales 

actually contracted (this buyer is price sensitive).  What’s driving central bank behavior?  

Uncertainty surrounding the reserve currency and falling opportunity cost from low (and 

increasingly negative) nominal interest rates.  Gold prices continue to lift this morning. 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.wsj.com/articles/european-stocks-rise-while-gloom-lingers-in-asia-11565164273?shareToken=sta481eb22d3324ca0b2e348398a509e96
https://finance.yahoo.com/news/asia-surprises-cuts-global-race-074243061.html
https://www.gold.org/goldhub/research/gold-demand-trends/gold-demand-trends-q2-2019?utm_source=twitter.com&utm_medium=referral&utm_term=organic&utm_campaign=gdt-q2-2019&stream=business
https://www.ft.com/content/b62ebb1a-b3a6-11e9-bec9-fdcab53d6959?desktop=true&utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.ft.com/content/b62ebb1a-b3a6-11e9-bec9-fdcab53d6959?desktop=true&utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.axios.com/newsletters/axios-markets-39c89ee1-54ba-47d3-90e0-8de989606c88.html?chunk=3#story3
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China trade:  Although factions in the White House continue to argue that a trade deal is 

possible, it is starting to dawn on pundits that this trade spat has broader ramifications.  For 

China, caving to U.S. demands is probably politically impossible.  This morning’s CNY fixing 

was just below 7.0 CNY.  It is becoming clear that China has likely decided that it won’t be able 

to strike an agreement with the Trump administration that isn’t designed to cripple its economy 

and contain its rise.  We have been watching a steady movement for a return to fixed exchange 

rates; supply side economist calls for a “return to the gold standard” is probably more about a 

return to fixed exchange rates.  Judy Shelton’s1 comments seem to suggest that position.  China’s 

leaders believe that the “beginning of the end” for Japan’s rise was the Plaza Accord.  In 1985, 

the dollar was historically strong and the U.S. strong-armed Japan and Germany to work in 

concert with the U.S. to weaken the greenback.  By 1990, the Japanese economy peaked, and it 

has been stagnant ever since.  Beijing fears that Washington has designs on a similar program 

with the same outcome.2  Unlike Japan, economic stagnation in China would probably cause an 

epic political crisis.  Although the U.S. would probably struggle to achieve the same degree of 

cooperation it engineered nearly 35 years ago, it could likely achieve the same outcome by 

changing Fed policy.  Meanwhile, the U.S. courts have given increased power to U.S. regulators 

to seize records of foreign banks if those banks have corresponding accounts with U.S. banks.  

VP Pence indicated the U.S. might use the Global Magnitsky Act to sanction Chinese officials 

over the Uighur internment camps, a move that will infuriate Beijing.   

 

China’s foreign reserves in July fell $15.5 bn, about in line with expectations. 

 

 
 

                                                 
1 Shelton is being considered for a FOMC governor position. 
2 Adding to that concern is that Robert Lighthizer played a key role in the negotiating team that led to Japan’s 
“voluntary” auto export curbs to the U.S.   

https://www.cnbc.com/2019/08/06/kudlow-trump-is-flexible-on-china-tariffs-depending-on-how-trade-talks-go.html
https://www.nytimes.com/2019/08/06/opinion/trump-china-trade.html
https://www.wsj.com/articles/china-braces-itself-for-protracted-trade-dispute-with-the-u-s-11565091208?shareToken=st3256dbfd125244aea7f86ee7a30b5f65
https://www.washingtonpost.com/world/asia_pacific/paramount-and-paranoid-chinas-xi-faces-a-crisis-of-confidence/2019/08/02/39f77f2a-aa30-11e9-8733-48c87235f396_story.html?wpisrc=nl_todayworld&wpmm=1
https://www.wsj.com/articles/china-keeps-official-yuan-rate-just-stronger-than-7-per-dollar-11565157542?shareToken=st85a87b95fd3549e386e6d5a1c315461c
https://www.washingtonpost.com/world/asia_pacific/china-thinks-the-trade-war-isnt-really-about-trade/2018/09/23/67c7b0ec-bb51-11e8-b1c5-7a2126bc722c_story.html?wpisrc=nl_todayworld&wpmm=1
https://www.axios.com/newsletters/axios-markets-39c89ee1-54ba-47d3-90e0-8de989606c88.html?chunk=0#story0
https://www.axios.com/newsletters/axios-markets-39c89ee1-54ba-47d3-90e0-8de989606c88.html?chunk=0#story0
https://www.ft.com/content/9d2713e8-b85a-11e9-8a88-aa6628ac896c?emailId=5d4a41b8999eee0004741bc6&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/d60497f6-b875-11e9-96bd-8e884d3ea203?emailId=5d4a41b8999eee0004741bc6&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.axios.com/pence-china-uighur-xinjiang-magnitsky-sanctions-9a1aa312-7635-46bd-9576-360d36481158.html
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This data will be closely watched next month to see how China is using its foreign reserves to 

manage the CNY exchange rate. 

 

One other interesting item of note on China.  There are reports that private companies are finding 

it difficult to get paid promptly, leading to the creation of an informal commercial acceptance 

market.  Although the PBOC is conducting policy easing, it appears that banks are mostly 

lending to state owned enterprises, likely for two reasons.  First, state support reduces credit risk 

and second, the banks may be perceiving a “nudge” from the government to support the state-

owned sector.  These factors appear to have caused dearth of working capital and has led 

companies to accept IOU’s for receivables.  This development also suggests worries about the 

economy; after all, the banks probably earn a larger spread by lending to the private sector, so 

this news probably is signaling stress in the Chinese financial system. 

 

Kashmir:  Both Pakistan and China warned India about its takeover of its area of control in 

Kashmir, which, up to now, had been granted a high level of autonomy.  We will have more to 

say on this issue in an upcoming WGR. 

 

A recession in Germany? A weaker than expected industrial production report sparked fresh 

concerns that the German economy could be headed for recession. The chart below shows that 

industrial production is down 5.14% from the prior year.  

 

 
 

The industrial production reports suggest that weak demand for autos and slowing economic 

growth may be weighing on the German economy. As an export-driven economy, Germany 

relies heavily on the rest of the world to consume its excess production, therefore it is very 

vulnerable to global shocks. In fact, the slowdown in China may also be weighing on the 

Germany economy, as China represents a large market for German cars. The weakness in 

industrial production has led many to suspect the German economy may have contracted in the 

second quarter. 

 

Brexit:  The twists in the Brexit saga continue to develop.  Sinn Fein holds seven seats in the 

House of Commons, but it has never put MPs in these seats because it won them by arguing for 

abstention.  Sinn Fein is the political wing of the Provisional Irish Republican Army, and holds 

https://www.bloomberg.com/news/articles/2019-08-06/china-s-central-bank-tells-foreign-firms-yuan-won-t-keep-falling
https://www.nytimes.com/2019/08/06/business/china-cash-commercial-acceptances.html?mod=djem10point
https://www.nytimes.com/2019/08/06/business/china-cash-commercial-acceptances.html?mod=djem10point
https://www.reuters.com/article/us-india-kashmir/china-pakistan-slam-indias-move-to-change-kashmirs-special-status-idUSKCN1UW0M2
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the second largest set of seats from Northern Ireland.  The DUP, a part of the government, is a 

key member of the current ruling coalition.  Its policy of abstention is designed to protest the 

legitimacy of the government it was elected to; it wins the seats in elections but refuses to 

participate in the government’s activities.  If Sinn Fein wanted to bring the current government 

down, all it would have to do is seat MPs and refuse to join the government.  It would be a 

minority from that moment on.  Politically, it would rally the Tories because it would look like 

Irish radicals were scheming against the party.  However, if Sinn Fein called on its MPs to 

resign, by-elections would be held and if the party was willing to cede these seats to a coalition 

of Remainer candidates, they would probably win these districts.  That would likely push the 

current government into minority status, triggering new elections.   

 

Another twist is that Boris Johnson is hinting that if he lost a no-confidence vote, he may simply 

refuse to stand down, or push the vote past Halloween, thus crashing the U.K. out of the EU.  

There is some speculation that the Queen might intervene and remove Johnson from office, 

likely spurring a constitutional crisis of epic proportion.  We assume the Queen would prefer to 

avoid such an outcome at all costs, but the fact this potential outcome is even being discussed 

indicates just how far conditions have diverged from what one would consider normal.   

 

North Korea issues warning? Last night, North Korea said that leader Kim Jong Un supervised 

the launch of two short-range ballistic missiles. The missile launch was likely a warning to the 

US over its plan to hold joint military exercises with South Korea.  At this time, it is unclear 

whether President Trump will condemn the launch, but if the past is any guide to the future, it is 

likely that the President will downplay it.  

 

U.S. Economic Releases 

 

MBA mortgage applications for the week ending August 2 were up 5.3%, after falling 1.4% in 

the previous week.  Home purchase applications were down 2.0%, but refinancing applications 

jumped 11.8%.  The average interest rate on a 30-year mortgage fell to 4.01%. 

 

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

 

EDT Indicator Expected Prior Rating

15:00 Consumer Credit m/m jun 16.1 Bil. 17.1 Bil. *

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.  

https://www.irishtimes.com/opinion/fintan-o-toole-ireland-can-stop-a-no-deal-brexit-here-s-how-1.3972121?campaign_id=51&instance_id=11461&segment_id=15935&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267ion=whatElse
https://www.irishtimes.com/opinion/fintan-o-toole-ireland-can-stop-a-no-deal-brexit-here-s-how-1.3972121?campaign_id=51&instance_id=11461&segment_id=15935&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267ion=whatElse
https://www.politico.eu/article/the-uk-british-queen-elizabeth-ii-big-brexit-moment-boris-johnson-no-confidence-vote-parliament/?utm_source=POLITICO.EU&utm_campaign=848ef75f75-EMAIL_CAMPAIGN_2019_08_07_04_47&utm_medium=email&utm_term=0_10959edeb5-848ef75f75-190334489
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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 Official Reserve Assets m/m jul $1316.5 Bil. $1322.3 Bil. ** Equity and bond neutral

Australia AiG Performance of Construction Index m/m jul 39.1 43.0 ** Equity bearish, bond bullish

Home Loans m/m jun 0.4% -0.1% 0.5% ** Equity and bond neutral

Investment Lending m/m jun 0.5% -1.7% 0.5% ** Equity and bond neutral

Owner-Occupier Loan Value m/m jun 2.4% -2.7% -1.0% ** Equity and bond neutral

New Zealand QV House Prices y/y jul 2.2% 2.0% ** Equity and bond neutral

China Foreign Reserves m/m jul $3103.7 $3119.3 $3105.0 ** Equity and bond neutral

EUROPE

Germany Industrial Production y/y jun -5.2% -3.7% -3.1% *** Equity bearish, bond bullish

France Trade Balance m/m jun -5187 Mil. -3278 Mil. -4118 Mil. ** Equity and bond neutral

United KingdomHalifax House Prices m/m jul -0.2% -0.3% 0.3% ** Equity and bond neutral

Switzerland UBS Real Estate Bubble Index q/q 2Q 0.8 0.8 ** Equity and bond neutral

Foreign Currency Reserves m/m jul 767.9 Bil. 759.1 Bil. ** Equity and bond neutral

Russia CPI y/y jul 4.6% 4.7% 4.7% ** Equity and bond neutral

Core CPI y/y jul 4.5% 4.6% 4.6% ** Equity and bond neutral

AMERICAS

Mexico International Reserves Weekly w/w 2-Aug $179397 Mil. $178921 Mil. ** Equity and bond neutral

Canada Bloomberg Nanos Confidence w/w 2-Aug 58.6% 58.2% ** Equity and bond neutral

Brazil Retail Sales y/y jun -0.3% 1.0% 0.6% *** 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) 221 224 -3 Down

3-mo T-bill yield (bps) 198 200 -2 Neutral

TED spread (bps) 23 24 -1 Neutral

U.S. Libor/OIS spread (bps) 192 195 -3 Up

10-yr T-note (%) 1.65 1.70 -0.05 down

Euribor/OIS spread (bps) -39 -38 -1 Neutral

EUR/USD 3-mo swap (bps) 10 13 -3 Down

Currencies Direction

dollar flat Neutral

euro down Up

yen up Up

pound down Down

franc flat Neutral  
 

Commodity Markets 

 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 
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Price Prior Change Explanation

Brent $58.51 $58.94 -0.73%

WTI $53.23 $53.63 -0.75%  

Natural Gas $2.14 $2.11 1.14%  

Crack Spread $19.05 $19.09 -0.20%

12-mo strip crack $16.59 $16.64 -0.34%

Ethanol rack $1.62 $1.63 -0.37%

Gold $1,496.59 $1,474.42 1.50% Continuing flight to safety amid trade tensions, slowing growth.

Silver $16.98 $16.45 3.23%

Copper contract $256.05 $255.75 0.12%

Corn contract 414.75$       412.50$       0.55%

Wheat contract 483.75$       484.00$       -0.05%

Soybeans contract 868.75$       865.75$       0.35%

Baltic Dry Freight 1734 1774 -40

Actual Expected Difference

Crude (mb) -3.0

Gasoline (mb) -1.5

Distillates (mb) -0.4

Refinery run rates (%) 0.50%

Natural gas (bcf) 59.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer temperatures in the south and on the coasts, with 

cooler temperatures in the northern Rockies and upper Midwest.  The forecast calls for 

precipitation over most of the country other than the Southwest.  There is no cyclone activity 

expected over the next 48 hours.
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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 2, 2019 
 

As wages and other costs rise and pricing power appears constrained, there are reasonable 

worries about the path of corporate earnings.  We use purely top-down analysis to forecast 

earnings.  Essentially, we forecast the percentage of total S&P company earnings relative to 

GDP.  We use the nominal GDP forecast from the Philadelphia FRB’s Survey of Economists 

along with our earnings as a percentage of GDP forecast to arrive at our estimate; we do note that 

this estimate is for total earnings for all members of the S&P 500 and not the per share estimate. 
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Sources:  Haver Analytics, Philadelphia Fed, CIM  
 

We are currently expecting S&P earnings to equal around 6% of GDP.   
 

There are a large number of components in the model but the most statistically significant are net 

exports as a percentage of GDP, credit spreads, the dollar and oil prices.  The components 

suggest that margins will likely contract if the U.S. does move to reduce the trade deficit.  A 

weaker dollar will help lift margins, and higher oil prices will tend to lift margins as well.  

Narrow credit spreads tend to support margins.   
 

The process of getting to earnings per share is tied to the divisor of the index.  And, that has been 

steadily falling, which is lifting earnings per share. 
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The divisor adjusts the index by accounting for mergers, the exchange of new companies into the 

index, and share issuance and buybacks.  The persistence of share buybacks is clearly reducing 

the divisor which acts to boost earnings per share. 
 

Adjusting for all these factors, our current forecast for earnings this year is $157.20, which is 

down from $160.93 at the beginning of the year.  We do use Standard and Poor’s earnings data, 

which tends to be less than the more widely reported data from Thomson-Reuters; we use the 

former because we have a much longer history of that data.  The current difference is significant.  

Thomson-Reuters data is about 11% higher than what is reported by Standard and Poor’s.   
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Our conversion model suggests a Thomson-Reuters earnings number of $168.92, which is well 

above the current consensus of $165.21.  Given that we are working off a 3.8% nominal GDP 

growth rate (and so, 2% inflation would lead to a 1.8% GDP growth number), which seems 

achievable, the financial markets are probably too pessimistic on earnings for the rest of the year.  

If we are wrong, it’s probably due to margin contraction.  Although there are worries about 

future policy causing margins to fall, the policy effect probably occurs next year, not in 2019.      
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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 8/6/2019 close) 
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(Source: Bloomberg) 

 

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 8/6/2019 close) 

 

0.0% 10.0% 20.0% 30.0%

Commodities

Cash

Emerging Markets (local currency)

Emerging Markets ($)

Foreign Developed ($)

US Government Bond

US High Yield
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Source: Bloomberg

 
 

Asset classes are defined as follows: Large Cap (S&P 500 Index), Mid Cap (S&P 400 Index), 

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

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

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

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

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

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date 

returns for various asset classes, 

updated daily.  The asset classes are 

ranked by total return (including 

dividends), with green indicating 

positive and red indicating negative 

returns from the beginning of the 

year, as of prior close. 
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P/E Update 
 

August 1, 2019  
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P/E as of 7/31/2019 = 19.1x

 
 

Based on our methodology,3 the current P/E is 19.1x, down 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. 
 

                                                 
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 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. 


