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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 8, 2019—9:30 AM EDT] Global equity markets are higher this morning.  The 

EuroStoxx 50 is up 1.1% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 0.5%.  

Chinese markets were higher, with the Shanghai composite up 0.9% and the Shenzhen index up 

1.0% from the prior close.  U.S. equity index futures are signaling a higher open. With 438 

companies having reported, the S&P 500 Q2 earnings stand at $41.56, higher than the $40.70 

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

this quarter, 73.8% of the companies reported earnings above forecast, while 18.7% reported 

earnings below forecast. 

 

Good morning! Markets are relatively quiet this morning after an impressive reversal in the 

equity markets yesterday.  We are seeing a backup in bond yields in the past hour on reports 

Germany may finally be considering fiscal expansion.  Here is what we are watching today: 

 

China news:  For the first time since 2008, the “official” CNY/USD exchange rate was fixed at 

a level above 7, although it has been trading above that level intraday for the past few days.  

Markets are not taking the news too badly because the fixing was stronger than the market was 

trading, suggesting the PBOC will probably be coming in to support the current level in the 

coming days.  At the same time, the currency weakening also reflects a slowing economy.  The 

weaker CNY will likely trigger similar currency declines across Asia.  Currency weakness will 

tend to help lift economic growth by boosting trade.  Right on cue, China’s trade data for July 

was stronger than forecast as exports rebounded and imports fell.  Exports to Europe 

unexpectedly increased while the drop in imports is consistent with a slowing economy.   

 

News on trade was mixed.  China did indicate it was still willing to meet early next month while 

U.S. trade negotiators draw up a list of goods for tariffs.  It’s hard to see how talks can progress 

if the tariffs are expanded.  However, news that China was willing to meet contributed to 

yesterday’s equity rally. China continues to threaten to restrict rare earth exports, which would 

raise trade tensions.  China is also warning other nations against restricting their imports of 

Chinese technology.  The U.S. is preparing to ban Huawei (002502, CNY 2.83) technology 

purchases by the U.S. government.   

 

Although there wasn’t much news from Hong Kong, Chinese officials continue to blame the 

U.S. for the tensions.  We haven’t seen any evidence that the U.S. is actively supporting the 

unrest, but it is a strongly held belief among the authoritarian governments that the “color 
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https://www.nytimes.com/2019/08/07/world/asia/hong-kong-protests-china-violence.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190808&section=whatElse?campaign_id=51&instance_id=11482&segment_id=15963&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267ion=whatElse
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revolutions” are U.S. backed.  That’s a much more comforting notion than believing that citizens 

aren’t happy.  Beijing is increasing its threats to intervene in Hong Kong if the unrest continues.   

 

Earlier this week, we noted a BIS report that showed China’s dollar-denominated debt was 

significant, and thus limited the use of currency depreciation as a tool against tariffs.  The details 

suggest the risk is elevated because over 20% of the dollar lending has occurred in real estate.  If 

a weak CNY triggers a debt crisis in China, problems in the politically sensitive real estate sector 

could force Beijing to back down to U.S. demands.   

 

Japan-South Korea:  Although tensions remain high regarding Seoul’s demand for reparations 

over Japan’s behavior on the Korean peninsula before and after World War II, there are signs the 

dispute may be cooling.  Japan today approved the export of a key chemical to South Korea, 

after imposing new export controls over it and other products last month. 

 

A U.S./U.K. trade deal:  Brexit supporters argue that if Britain is free from the EU, it will be 

able to rapidly negotiate free trade deals across the world, giving a boost to the U.K. economy.  

British officials have been discussing a deal with Washington.  SoS Pompeo supported this idea, 

suggesting he would “have pen in hand” to sign a measure quickly.   We have no doubts this is 

true.  However, British leverage in talks with the U.S. will be nil and the agreement they get will 

likely be heavily in America’s favor.  We would expect the U.S. to gain wide access to Britain’s 

agricultural industry, and finance would come under severe pressure.  Additionally, the British 

may have no choice other than to accept the terms. 

 

Trouble in Italy:  Tensions within Italy’s ruling coalition continue to worsen, as League 

members in the Senate helped push through the approval of an Italy-France train link that the 

Five Star Movement has long opposed.  Disagreements over issues like tax cuts, regional 

governance, and relations with the European Union have increased the odds that Italy’s 

experiment with populist government may not last much longer.  Deputy PM Salvini is 

threatening to pull out of the current ruling coalition if the Five Star Movement doesn’t give into 

his demands for policy changes and a reshuffling of the cabinet.  The news has lifted Italian bond 

yields (in a context of falling global yields) and is raising worries about further tensions with the 

EU.  We have watched this coalition with great interest because it is the only working “Nader 

coalition” of right- and left-wing populists.  If this government fails, it will suggest that such 

coalitions are unstable and probably can’t function as governments. 

 

Venezuela:  The U.S. has widened sanctions on Venezuela, implementing a near full embargo 

on the country.  In response, the Maduro government has withdrawn from talks with the 

opposition currently being held in Barbados.  Russia has now become the sole supplier of 

gasoline to Venezuela; it is unclear how the Maduro regime is paying for this product.  Most 

likely, Russia is supplying gasoline for geopolitical leverage.  Having such leverage over a 

country in the Western Hemisphere will be highly valued by Russian President Putin because it 

could help him meddle in regional affairs and keep the United States off balance.  We therefore 

expect Putin to continue his efforts to keep Venezuelan President Nicolás Maduro in power.  The 

action by Russia puts its firms at risk of secondary sanctions from the U.S.   

 

https://www.nytimes.com/2019/08/07/world/asia/hong-kong-protests-china-violence.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190808&section=whatElse?campaign_id=51&instance_id=11482&segment_id=15963&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267ion=whatElse
https://www.wsj.com/articles/china-warns-hong-kong-it-will-intervene-if-situation-deteriorates-11565182342?shareToken=stceaaa353c03b4c789cb745809ad74731
https://www.wsj.com/articles/the-weak-spots-in-chinas-dollar-empire-11565175960?shareToken=stb58706380a74473abbe1b94228b0e078
https://www.japantimes.co.jp/news/2019/08/08/business/japan-oks-key-chemical-exports-south-korea-first-time-new-controls/#.XUwZzuhKiUk
https://www.wsj.com/articles/u-k-steps-up-efforts-for-a-trade-deal-with-u-s-11565195637?shareToken=st436028b5d7374481be8a530ac9960400
https://www.ft.com/content/1b5f8014-b8f2-11e9-8a88-aa6628ac896c?emailId=5d4b92e508ee340004ca6bda&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.politico.eu/article/mike-pompeo-us-will-be-ready-with-pen-in-hand-to-sign-post-brexit-trade-deal/?utm_source=POLITICO.EU&utm_campaign=982ae42231-EMAIL_CAMPAIGN_2019_08_08_04_25&utm_medium=email&utm_term=0_10959edeb5-982ae42231-190334489
https://www.ft.com/content/86f6f11e-b919-11e9-96bd-8e884d3ea203
https://www.bloomberg.com/news/articles/2019-08-07/defiant-salvini-hints-time-is-almost-up-for-italy-s-government
https://www.ft.com/content/eaec1558-b7ef-11e9-96bd-8e884d3ea203?emailId=5d4b92e508ee340004ca6bda&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/cfda7e70-b980-11e9-8a88-aa6628ac896c?emailId=5d4b92e508ee340004ca6bda&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/cfda7e70-b980-11e9-8a88-aa6628ac896c?emailId=5d4b92e508ee340004ca6bda&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/d0645804-b7a3-11e9-96bd-8e884d3ea203?emailId=5d4b92e508ee340004ca6bda&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/d0645804-b7a3-11e9-96bd-8e884d3ea203?emailId=5d4b92e508ee340004ca6bda&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.reuters.com/article/us-venezuela-politics-usa/u-s-ready-to-target-other-countries-for-supporting-venezuelas-maduro-idUSKCN1UW1MP?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
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Iran:  While Iran keeps harassing oil shipping in the Persian Gulf, new reports illustrate how the 

effort is sometimes imposing collateral damage on the regime’s few allies.  For example, even 

when Iran seizes a ship carrying cargo for the United Kingdom, the vessel might be crewed by 

Indian sailors.  When it seizes a British-owned ship, it might be carrying oil for China.  The risk 

of angering allies could potentially help mute Iran’s provocative action in the region. 

 

Islamic State:  A report by the Pentagon’s inspector general says the pullout of U.S. military 

assets in Iraq and Syria is allowing Islamic State militants to regroup and regain their ability to 

mount attacks. 

 

Food security:  The U.N. is warning that climate change is exacerbating soil erosion and 

shifting growing areas and seasons in such a fashion that food supplies may be threatened.   

 

Energy update:  Crude oil inventories unexpectedly rose 2.4 mb compared to an expected draw 

of 3.0 mb. 
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In the details, U.S. crude oil production rose 0.1 mbpd, to 12.3 mbpd.  Exports fell 0.6 mbpd 

while imports rose 0.6 mbpd.  Refinery operations jumped 3.4%.   

https://www.wsj.com/articles/in-gulf-tanker-crisis-iran-tries-to-avoid-alienating-allies-11565262005?mod=hp_lead_pos3
https://www.wsj.com/articles/report-cites-trump-policy-decisions-in-signs-of-islamic-state-comeback-11565225884
https://www.nytimes.com/2019/08/08/climate/climate-change-food-supply.html?action=click&module=Top%20Stories&pgtype=Homepage
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(Sources:  DOE, CIM) 

 

This chart shows the annual seasonal pattern for crude oil inventories.  The decline seen over the 

past few weeks now puts the level below the usual seasonal trough in September.  This week’s 

rise wasn’t a complete surprise as, at some point, imports were going to reflect a full return from 

hurricane disruptions.   
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Based our oil inventory/price model, fair value is $61.35; using the euro/price model, fair value 

is $50.72.  The combined model, a broader analysis of the oil price, generates a fair value of 

$53.64.   We are seeing a clear divergence between the impact of the dollar and oil inventories.  

If President Trump is successful in bringing the dollar lower, it would be bullish for oil prices.  

Recession fears are acting as a bearish factor for oil prices as well, overcoming worries about 

geopolitical disruptions.   

 

In other oil news, prices have rebounded from a sharp selloff on two items.  First, the perceived 

“pause” in China/U.S. trade tensions led to some buying and second, reports the Saudis were 

considering measures to shore up prices lifted bullish sentiment.  On a different note, Bahrain is 

reporting that it was hit with a cyber-attack that penetrated important infrastructure.  Iran is the 

likely attacker.   

 

U.S. Economic Releases 

 

Initial jobless claims came in below expectations at 209k compared to the forecast of 215k. The 

prior report was revised upwards from 215k to 217k. 
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The chart above shows the four-week moving average for initial claims.  The four-week moving 

average fell from 212.50k to 212.75k. 

 

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

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort w/w 4-Aug 64.7 **

10:00 Wholesale Trade Sales m/m jun 0.2% 0.1% **

10:00 Wholesale Inventories m/m jun 0.2% 0.2% ***

Fed speakers or events

Economic Releases

No speakers or events scheduled  
 

https://www.wsj.com/articles/oil-jumps-after-saudi-report-heavy-selling-11565259126?shareToken=stf6163d72ddd84b61aad6858b7738a4b6
https://www.wsj.com/articles/oil-jumps-after-saudi-report-heavy-selling-11565259126?shareToken=stf6163d72ddd84b61aad6858b7738a4b6
https://www.bloomberg.com/news/articles/2019-08-07/saudis-are-discussing-options-to-halt-oil-slide-with-producers
https://www.bloomberg.com/news/articles/2019-08-07/saudis-are-discussing-options-to-halt-oil-slide-with-producers
https://www.wsj.com/articles/high-level-cyber-intrusions-hit-bahrain-amid-tensions-with-iran-11565202488?shareToken=st78c16e18b27e4802865d1b6928dd602c
https://www.wsj.com/articles/high-level-cyber-intrusions-hit-bahrain-amid-tensions-with-iran-11565202488?shareToken=st78c16e18b27e4802865d1b6928dd602c
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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 Trade Balance m/m jun 759.3 Bil. -650.9 Bil. 691.4 Bil. ** Equity bullish, bond bearish

Bank Lending Ex-Trusts y/y jul 2.5% 2.4% ** Equity bullish, bond bearish

Housing Loans y/y 2Q 2.2% 2.4% 0.5% ** Equity bullish, bond bearish

China Trade Balance m/m jul $45.1 Bil. $51.0 Bil. $42.7 Bil. ** Equity bullish, bond bearish

Exports m/m jul 3.3% -1.3% -1.0% ** Equity and bond neutral

Imports m/m jul -5.6% -7.3% -9.0% ** Equity and bond neutral

EUROPE

France Bank of France Industrial Sentiment m/m jul 95.0 95.0 96.0 ** Equity and bond neutral

Russia Gold and Forex Reserves w/w aug. 2 519.8 Bil. 519.9 Bil. * Equity and bond neutral

AMERICAS

Canada Ivey Purchasing Managers Index m/m jul 54.2 52.4 ** Equity bullish, bond bearish

Mexico CPI y/y jul 3.8% 4.0% 3.8% *** 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) 219 221 -2 Down

3-mo T-bill yield (bps) 197 198 -1 Neutral

TED spread (bps) 22 23 -1 Neutral

U.S. Libor/OIS spread (bps) 192 191 1 Up

10-yr T-note (%) 1.71 1.74 -0.03 down

Euribor/OIS spread (bps) -39 -39 0 Neutral

EUR/USD 3-mo swap (bps) 11 8 3 Down

Currencies Direction

dollar flat Neutral

euro flat Up

yen up Up

pound flat Down

franc flat Neutral  
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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 $56.96 $56.23 1.30% Weaker Dollar

WTI $52.07 $51.09 1.92%  

Natural Gas $2.11 $2.08 1.49%  

Crack Spread $18.58 $18.69 -0.58%

12-mo strip crack $16.25 $16.37 -0.75%

Ethanol rack $1.62 $1.62 -0.10%

Gold $1,497.68 $1,501.16 -0.23%

Silver $17.04 $17.11 -0.36%

Copper contract $258.80 $257.10 0.66%

Corn contract 416.75$       414.00$       0.66%

Wheat contract 493.50$       488.25$       1.08%

Soybeans contract 871.50$       866.75$       0.55%

Baltic Dry Freight 1734 1774 -40

Actual Expected Difference

Crude (mb) 2.4 -3.0 5.4

Gasoline (mb) 4.4 -1.5 5.9

Distillates (mb) 1.5 -0.4 1.9

Refinery run rates (%) 3.40% 0.50% 2.90%

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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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 8/7/2019 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 8/7/2019 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 8, 2019  
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P/E as of 8/7/2019 = 19.0x

 
 

Based on our methodology,1 the current P/E is 19.0x, 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. 
 

                                                 
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 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. 


