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

EuroStoxx 50 is down 1.8% from its last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.1% from its prior close.  Chinese markets were lower, with the Shanghai Composite down 

0.2% from the prior close and the Shenzhen Composite down 0.4%.  U.S. equity index futures 

are signaling a lower open.  With 205 companies having reported, the S&P 500 Q2 earnings 

stand at $24.50, higher than the $23.72 forecast for the quarter.  The forecast reflects a 43.8% 

decrease from Q2 2019 earnings.  Thus far this quarter, 81.0% of the companies have reported 

earnings above forecast, while 16.6% have reported earnings below forecast.   
 

It’s GDP day!  It has been well forecast for months that Q2 GDP would be an epic negative.  It 

turned out to be bad, but not as bad as expected.  GDP fell 32.9% on an annualized basis 

compared to expectations of a 34.5% decline.  See below for the details.  It’s a risk-off day so 

far.  We have a plethora of policy news as the Fed held its meeting, the tech giants met with 

Congress, and the stimulus bill is a mess.  News on China is extensive as well.  We discuss 

pandemic updates.  The Weekly Energy Update is available.  There is a lot to cover so let’s get 

to it:   

 

Policy news:   

• There were no major surprises from the Fed.  Rates remain unchanged and QE will 

continue at $120 billion per month, with $80 billion to Treasuries and $40 billion to 

mortgages.  As we noted yesterday, the Fed has extended its backstop programs; forex 

swap lines were also extended.  Overall, the statement was somewhat downbeat, with 

comments suggesting the pandemic is continuing to weigh on economic activity.  Hence, 

the FOMC decided to continue its extraordinary support for the economy and financial 

markets.  There were no dissents to the decision. 

• CEOs of Apple (APPL, 380.16), Google (GOOGL, 1523.51), Facebook (FB, 233.29), 

and Amazon (AMZN, 3,033.53) all testified remotely in front of the House Antitrust 

Subcommittee.  It would be difficult to describe the testimony as friendly.  Anger at the 

large tech companies is bipartisan, although the reasons for the displeasure are not.  

Democrats were upset with the monopolistic behaviors of the firms and their fostering of 

misinformation; Republicans were angered by censorship of right-wing views.  Social 

media firms try to hide behind algorithms to suggest their software is unbiased; in reality, 

the goal is eyeballs on screens, so there is a documented manipulation.   

o It would be difficult to argue that at least three of these firms (GOOGL, FB, 

AMZN) are not engaging in blatant anti-competitive behavior.  They have 
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purchased rivals and duplicated and engaged in predatory pricing actions of 

products on platforms.  Their ability to generate profits and revenues in any 

season is probably not possible without market dominance.  Their actions would 

have already been curtailed under legal standards prior to the mid-1980s.  That 

hasn’t happened under current standards because it is hard to argue that 

consumers have been hurt.  However, labor has; we offered a framework in our 

WGR series last year, “The Economic Triangle: Parts I and II.”  Using that 

framework, antitrust policy over the past 35 years has aligned the interests of 

capital and consumers against labor.  The well-documented rise of populism 

suggests that alignment is probably near an end and new (or a return to pre-1985) 

antitrust policy is part of that realignment.   

o At the same time, although anger is universal, complaints are not.  Democrats are 

attacking the firms mostly on size and behavior grounds, but the GOP is divided.  

The GOP establishment mostly wants social media to not censor right-wing 

views, while GOP populists are more aligned with Democrats over the market 

power of these firms.  Look for the tech firms to try to exploit this difference.  

Although we do expect these firms will eventually face antitrust actions, it will 

probably be a while. 

• It is looking increasingly unlikely that a stimulus package will be ready before August 1, 

when the current measures expire.  The GOP is deeply divided.  The White House mostly 

wants spending and lots of it (although the Chief of Staff may have misgivings), whereas 

GOP populists want spending too but the establishment wants to slow the rise of the 

deficit.  If the Senate majority leader wants a bill, he can cobble together a majority with 

Democrats, but that will hurt his own caucus.  Democrats have already rejected a patch 

measure.  Some Republicans are offering new programs, meaning consensus is not 

occurring.  The lack of a plan is likely weighing on market sentiment this morning. 

China news: 

• Taiwan has become a flashpoint in U.S./China relations.  Beijing is imposing sanctions 

on Lockheed Martin (LMT, 386.66) over arms sales to Taipei.  Analysts suggest the 

sanctions are not terribly damaging for the company, but more of a warning shot.  

However, the Global Times, a CPC mouthpiece, warned that rare earths could be 

affected.  China has used its dominance in rare earths before, against Japan over the 

Senkaku Islands (also referred to as the Diaoyu Islands by China).  The warning by the 

Global Times suggests that Beijing may return to constraining the supply of rare earths 

again if tensions escalate.  Rare earths, although not all that rare, are critical to numerous 

high tech and defense applications.  We are seeing some production outside China, but a 

cutoff of supply would be a problem.   

• Unemployed graduates are a risk to stability.  China is making a particular effort to 

expand state jobs to absorb new graduates.    

• The recent decision by the U.S. to close China’s consulate in Houston appears to be a 

signal to China.  The U.S. has become aware of how China uses consulates not only for 

espionage but also for monitoring Chinese nationals and other former citizens.   

• This week’s WGR, along with Part II next week, discusses recent Chinese policy.  In next 

week’s report, we will examine China’s policy from Beijing’s perspective.  We continue 

https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_7_22_2019.pdf
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_7_29_2019.pdf
https://www.axios.com/cicilline-to-zuckerberg-facebook-too-big-to-contain-deadly-content-bb788dd5-98c9-4b72-897b-a0a9512bee55.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://nyti.ms/3fb2d6p
https://www.washingtonpost.com/powerpost/born-again-fiscal-conservatives-are-sign-of-trumps-weakening-hand-in-congress/2020/07/29/fa4da31a-d1a5-11ea-8d32-1ebf4e9d8e0d_story.html
https://www.washingtonpost.com/powerpost/born-again-fiscal-conservatives-are-sign-of-trumps-weakening-hand-in-congress/2020/07/29/fa4da31a-d1a5-11ea-8d32-1ebf4e9d8e0d_story.html
https://www.wsj.com/articles/trump-backs-short-term-aid-deal-to-prevent-evictions-11596035705?st=tcujipmvbi12jy5
https://twitter.com/JakeSherman/status/1288598178451861504?s=20
https://www.ft.com/content/b79821fb-eb99-4418-8cd3-e7df0c42b5fa?emailId=5f20004c6d35fa000447528d&segmentId=2785c52b-1c00-edaa-29be-7452cf90b5a2
https://www.ft.com/content/b79821fb-eb99-4418-8cd3-e7df0c42b5fa?emailId=5f20004c6d35fa000447528d&segmentId=2785c52b-1c00-edaa-29be-7452cf90b5a2
https://www.ft.com/content/fc368da6-1c86-454b-91ed-cb2727507661?emailId=5f20004c6d35fa000447528d&segmentId=2785c52b-1c00-edaa-29be-7452cf90b5a2
https://www.ft.com/content/fc368da6-1c86-454b-91ed-cb2727507661?emailId=5f20004c6d35fa000447528d&segmentId=2785c52b-1c00-edaa-29be-7452cf90b5a2
https://www.reuters.com/article/us-china-economy-jobs-graduates/china-expands-state-jobs-for-graduates-as-coronavirus-hits-private-sector-idUSKCN24R0UQ
https://www.axios.com/chinas-consulates-do-a-lot-more-than-spy-2c7c5e40-6bb8-4dfc-a704-f6eff28a9081.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_7_27_2020.pdf
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to monitor China’s position for insights into future behavior.  We note that Xi’s policy of 

aggressive confrontation is facing some criticism within the CPC.  In addition, two 

hawkish generals, Dai Xu1 and Qiao Liang, have cautioned that the PLA is no match for 

the U.S. military at this juncture and prompting a war could be catastrophic.  The 

generals note that: 

o The U.S. has developed a profound hatred for China, which is a new 

development. 

o The U.S. government’s negotiating stance has changed, becoming aggressive and 

well beyond what China expected.  

• Although not part of the general’s comments, we note that China hawks 

within the administration are reported to have made contacts with 

members of the Biden camp.  This would suggest these members of the 

administration are preparing for the possibility of a change in office and 

are attempting to establish a policy that will extend beyond 2020.   

o No nation has come to China’s defense, suggesting that either the U.S. is still 

powerful enough to coerce compliance or, more likely, the rest of the world sees 

China as a threat and supports U.S. policy. 

o A united front is developing around U.S. policy, not China’s. 

o The U.S. isn’t a paper tiger; it’s a potent one that can inflict damage. 

o The U.S. has remarkable ability to course correct and adjust (democracies are 

actually pretty good at this). 

o The U.S. is less interested in ideology and values and is more driven by economic 

interests. 

o It was bad policy to say out loud that China was going to surpass the U.S. (in Xi’s 

defense, Khrushchev made the same mistake in the 1960s). 

o The U.S. really doesn’t care if it offends other nations; it has lots of allies and 

doesn’t sacrifice its own interests. 

o China needs to understand it is not the world’s superpower; the U.S. is, and 

Beijing needs to admit that fact. 

o Don’t talk about “sharing information” with the U.S.  Americans see that as 

intellectual property theft.   

o Elections don’t matter all that much as national strategy lasts beyond whomever is 

in the White House. 

o You don’t fight the U.S. alone. 

These admissions are remarkable.  We doubt these two generals will survive these 

comments; as we noted, one has already tried to deny them.  But this does show that 

the triumphalism of President Xi is not universally held.   

• U.S. spy aircraft have been stepping up their flights around mainland China.   

 
1 For the record, Dai Xu disavowed his comments on a social media post yesterday.  It’s not clear why, and doesn’t 
necessarily mean the comments are not a reflection of some within the PLA. 

https://www.lowyinstitute.org/publications/beijing-hard-liners-kick-against-xi-jinping-wolf-warrior-diplomacy
https://gnews.org/257994/
https://gnews.org/257994/
https://www.thedailybeast.com/republican-china-hawks-secretly-approaching-team-biden?ref=home?ref=home
https://www.thedailybeast.com/republican-china-hawks-secretly-approaching-team-biden?ref=home?ref=home
https://www.scmp.com/news/china/military/article/3094892/us-warplane-approaches-shanghai-tensions-remain-high-amid?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3094892
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• There are reports that President Trump is “willing to accept more risk” with regard to 

China.  It is not clear what exactly this means but it appears to be related to building a 

coalition of nations around China. 

o The FBI is warning that China is trying to interfere with our elections.  We 

discussed this issue in our recent WGR on the elections.   

• This is a big one.  Chinese banks are being warned to prepare to lose access to the 

S.W.I.F.T. network.  We have not heard anything official out of the U.S. on this threat, 

but if it were implemented, it would clearly divide the world.  Given the high number of 

comments from U.S. officials recently, one would think this would have been mentioned 

if such a move is imminent.  If adopted, this policy would remove China from the global 

financial system; alternatives are not really workable.  Again, there hasn’t been anything 

out of Washington on this, but this would be a major hostile act if implemented. 

• The Pentagon is warning that China is becoming a more potent nuclear threat. 

• For background, Miles Maochun Yu is emerging as an influencer of the SoS. 

• We are seeing pushback from the establishment against the administration’s China 

policy.  Richard Haass, the president of the Council on Foreign Relations, opined recently 

that the recent hawkish turn is a mistake and a misreading of history.  This is no surprise; 

the establishment has done quite well by integrating China’s economy into the world 

economy.  Haass notes that the Trans-Pacific Partnership would have been a great tool to 

force China into adopting the U.S. trade system.  Haass is correct…except those sorts of 

trade agreements are no longer politically possible in the U.S.  Populists on both sides 

contend that such deals harm their interests and passing them is probably not possible. 

o On a related note, Australia, which has been a target of Beijing’s ire recently, is 

negotiating with great care with the U.S. on trade, clearly wanting to overtly take 

sides.  According to reports, the U.S. and Australia are quietly building a defense 

plan as well.   

o The EU and China held talks on trade and economics this week.  Surprisingly, not 

a peep was heard about how talks went.  That usually means they did not go well 

at all.   

• The U.S. is warning Brazil about using Chinese telecom technology.   

• Serious flooding continues on the Yangtze River.   

• The Phase One tracker shows that China is woefully behind its obligations and it is 

highly unlikely it will be able to achieve its targets.  However, rising corn prices in China 

could lead to a lift in buying of U.S. grain. 

• China hacked the Vatican.   

COVID-19:  The number of reported cases is 17,054,819 with 667,707 deaths and 9,984,590 

recoveries.  In the U.S., there are 4,427,493 confirmed cases with 150,716 deaths and 1,389,425 

recoveries.  For those who like to keep score at home, the FT has created a nifty 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 shows an improving situation, with case growth slowing, 

although here in Missouri things are looking rather ugly.  

https://www.scmp.com/news/china/politics/article/3095250/us-official-says-donald-trump-willing-accept-more-risk-counter?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3095250
https://www.axios.com/fbi-counterintelligence-china-election-interference-87aa1353-dd92-4010-baf7-cbb521179aa2.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.nasdaq.com/articles/chinese-banks-urged-to-switch-away-from-swift-as-u.s.-sanctions-loom-2020-07-29
https://www.nasdaq.com/articles/chinese-banks-urged-to-switch-away-from-swift-as-u.s.-sanctions-loom-2020-07-29
https://nyti.ms/3f6A4NH
https://www.scmp.com/comment/opinion/article/3094442/whos-brain-behind-mike-pompeos-anti-china-stance?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3094442
https://www.washingtonpost.com/opinions/2020/07/25/what-mike-pompeo-doesnt-understand-about-china-richard-nixon-us-foreign-policy/
https://www.washingtonpost.com/opinions/2020/07/25/what-mike-pompeo-doesnt-understand-about-china-richard-nixon-us-foreign-policy/
https://www.ft.com/content/43c65abc-748e-4854-84e8-6aee70d793c2
https://www.theaustralian.com.au/nation/defence/ausmin-talks-darwin-key-to-countering-china-in-secret-defence-framework-with-us/news-story/585ef848e59603cdb1537393a6732a73
https://www.theaustralian.com.au/nation/defence/ausmin-talks-darwin-key-to-countering-china-in-secret-defence-framework-with-us/news-story/585ef848e59603cdb1537393a6732a73
https://ec.europa.eu/commission/presscorner/detail/en/ip_20_1419
https://www.scmp.com/news/world/americas/article/3095249/brazil-may-face-consequences-if-it-gives-huawei-5g-access-says
https://asiatimes.com/2020/07/three-gorges-dam-under-fast-mounting-flood-pressure/
https://www.piie.com/research/piie-charts/us-china-phase-one-tracker-chinas-purchases-us-goods
https://www.wsj.com/articles/chinas-corn-market-pop-could-lift-u-s-farmers-11596101400?st=6gz4l6nlh9ptm1p
https://nyti.ms/307WI4f
https://www.ft.com/content/ea7c2d35-c48f-36a2-8d53-7592079e96ce
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.axios.com/coronavirus-map-arizona-texas-77eb939f-8271-4aee-927a-fb3b2e608352.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
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Virology:   

• One of the puzzles of COVID-19 has been the wide dispersion of the effects on patients.  

Many are completely asymptomatic.  As professional sports return and consistent testing 

of this population ensues, it has been interesting to note how many players test positive 

without symptoms or conditions so mild they mistake it for a cold.  At the same time, 

others are severely impaired or fail to survive in infection.  One development vexing 

doctors are cases where patients appear to have long-term symptoms of the disease but 

fail to test positive for it.   

• The Sandinista-led government in Nicaragua has been dismissive of COVID-19 and is 

now persecuting doctors who are calling for measures to reduce the spread of the virus.   

• China is reporting an outbreak of cases in the northeastern regions.  Nine cities have 

reported new cases.   

• Vietnam, which appeared to have completely eradicated the virus, is seeing a return of 

cases.   

• Johnson & Johnson (JNJ, 146.54) began human trials for a vaccine that protected 

monkeys.   

• The FDA is expected to rule on convalescent plasma as a treatment.   

• The FBI is investigating claims that China attempted to steal COVID-19 research from 

the University of Texas. 

• One of the areas of failure has been the inability of policymakers to craft a policy mix 

that reduces the risk of the virus while protecting the economy.  This has been a 

breakdown along many fronts.  Medical advice has been contradictory at times; face 

masks were downplayed then recommended.  Initially, there was great worry about the 

virus on surfaces; now we know most of the spreading is in the air.  At its heart, 

managing the virus is about probabilities.  What activities are high risk?  Who bears the 

most risk from contracting the virus?  Humans are not very good at measuring 

probabilities.  We often fear things that have a low probability of harming us and blithely 

engage in actions that are rather dangerous (the classic example is the fear of flying when 

the most dangerous part of the trip is getting to the airport).  Eventually, we will learn to 

live with this virus and it will likely require some changes in behavior until a vaccine is 

developed and widely adopted.   

Market and Economy news: 

• Although it’s not a huge surprise, high frequency reports suggest that loan default rates 

are rising.  Hospitality is showing the greatest weakness.  Risky bond issuance has 

increased in Europe as well. 

• As we have touched on before, one of the great debates is whether the $600 per week 

boost for unemployment is weakening employment growth.  The level, for much of the 

country, represents more than their normal pay.  The University of Chicago found that 

68% of workers received more from unemployment than what they earned from working.  

Anecdotal reports suggest that some businesses were struggling to find workers due to 

the supplemental benefits.  However, a study from Yale did not find that the higher 

benefits had an appreciable effect on employment.  That is probably because there were 

much fewer jobs to return to.  Policymakers are debating this issue; the House stimulus 

https://www.wsj.com/articles/suffering-from-covid-for-monthsand-battling-murky-test-results-too-11595865869?st=hfp2twd9owpowwq
https://www.wsj.com/articles/suffering-from-covid-for-monthsand-battling-murky-test-results-too-11595865869?st=hfp2twd9owpowwq
https://www.wsj.com/articles/in-nicaragua-doctors-who-spoke-up-about-covid-19-also-lost-their-jobs-11595852072?st=03c9sde2vrz6rit
https://www.caixinglobal.com/2020-07-28/beijing-reports-new-covid-19-case-as-northeastern-outbreak-spreads-to-nine-cities-101585682.html
https://nyti.ms/2Ew2Cnj
https://www.wsj.com/articles/after-99-coronavirus-free-days-vietnam-battles-a-new-outbreak-11596027843?st=51hb7kspulosp5x
https://www.wsj.com/articles/after-99-coronavirus-free-days-vietnam-battles-a-new-outbreak-11596027843?st=51hb7kspulosp5x
https://finance.yahoo.com/news/experimental-j-j-vaccine-protects-090000128.html
https://www.wsj.com/articles/fda-nears-decision-authorizing-covid-19-treatment-with-convalescent-plasma-11596055376?st=w93r8q13riawbuk
https://www.scmp.com/news/china/diplomacy/article/3095242/university-texas-fbi-probe-over-claims-chinese-government?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3095242
https://www.wsj.com/articles/learning-to-live-with-coronavirus-risk-11596027601?st=zcmfs1gl4krs6ir
https://www.wsj.com/articles/learning-to-live-with-coronavirus-risk-11596027601?st=zcmfs1gl4krs6ir
https://www.wsj.com/articles/pandemic-puts-pressure-on-private-debt-as-default-rates-rise-11595963573?st=kcsbefmxnnamlfs
https://www.wsj.com/articles/pandemic-puts-pressure-on-private-debt-as-default-rates-rise-11595963573?st=kcsbefmxnnamlfs
https://www.wsj.com/articles/riskiest-bonds-are-on-the-rise-in-europe-11596011945?st=3ealpjhtl9yccgo
https://www.wsj.com/articles/riskiest-bonds-are-on-the-rise-in-europe-11596011945?st=3ealpjhtl9yccgo
https://www.wsj.com/articles/businesses-struggle-to-lure-workers-away-from-unemployment-11588930202?st=lgc4usoq00ki8tb
https://www.wsj.com/articles/is-600-a-week-in-extra-unemployment-aid-deterring-people-from-seeking-work-11596015000?st=pwupm4xega9uwh3
https://www.wsj.com/articles/is-600-a-week-in-extra-unemployment-aid-deterring-people-from-seeking-work-11596015000?st=pwupm4xega9uwh3
https://www.wsj.com/articles/is-600-a-week-in-extra-unemployment-aid-deterring-people-from-seeking-work-11596015000?st=io5o5jiwpjca0jg
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package would keep the benefit, while the Senate version would reduce it to $200 per 

week.  This looks like a structure for bargaining.  We expect a supplement between these 

two figures.   

o The risk to the economy in the short run is that cuts will probably slow spending, 

which appears to be softening due to the resurgence of COVID-19 cases. 

o There is probably a bigger risk that extending the supplement could adversely 

impact employment later this year.  The recovery is continuing, and, at some 

point, labor demand is going to accelerate.  The trick is to keep the supplement in 

place long enough to support consumption but not so long as to crimp output.   

• The Chicago Board of Options exchange is considering an order batching system that 

would reduce the ability of high-speed traders to gain advantage in trading.   

• All the major retailers will close on Thanksgiving.  Perhaps this is one good outcome 

from the pandemic.   

Foreign news: 

• In our five-part WGR series on the upcoming elections, we discussed the potential for 

foreign nations to affect the outcome.  In the report, we noted that Russia’s primary goal 

was probably less about electing a certain candidate and more about sowing chaos.  

Recent reports accuse Moscow of spreading pandemic misinformation to undermine the 

public health response.  Whether or not this is true, the fact that the discussion is even 

occurring indicates Russia’s success.   

o It’s not just U.S. elections that are subject to Russian action; Belarus is accusing 

Moscow of direct interference.   

• The Pentagon has confirmed that nearly 12K troops will be leaving Germany soon.  

About 5,600 will be dispersed throughout other NATO countries and the remainder will 

return to the U.S.  The WSJ editorial page pans the move.   

• Iran has constructed a wooden aircraft carrier to practice small vessel attacks.  U.S. bases 

in the region increased their alert status.   

Odds and ends:  Coming to a safe near you…a new metal said to be harder than diamonds.   
 

U.S. Economic Releases  
 

The U.S. economy contracted at the fastest pace in its history as a result of the pandemic.  In Q2, 

GDP fell a whopping 32.9% at an annualized pace, slightly above estimates of a 34.5% drop.  

Personal consumption, which is the biggest contributor to GDP, fell at an annual pace of 34.6% 

compared to expectations of a 34.5% decline.  The GDP price index and core PCE fell 1.8% and 

l.1%, respectively, from the prior quarter.  

https://www.wsj.com/articles/cboe-proposes-plan-that-could-curb-advantages-of-fast-traders-11595951409?st=5o21m2skwqi1ojo
https://finance.yahoo.com/news/best-buy-walmart-target-all-the-big-retailers-saying-they-will-now-be-closed-on-thanksgiving-172352482.html
https://apnews.com/3acb089e6a333e051dbc4a465cb68ee1
https://nyti.ms/2P3o70H
https://nyti.ms/2P3o70H
https://nyti.ms/2CZLlCv
https://nyti.ms/2CZLlCv
https://www.stripes.com/news/europe/major-us-military-units-to-leave-germany-as-part-of-large-drawdown-to-begin-within-weeks-esper-says-1.639217
https://www.wsj.com/articles/trumps-spite-germany-plan-11596064244?st=q4rilm2qmrioper
https://www.wsj.com/articles/iran-fires-missiles-in-drill-prompting-u-s-bases-to-go-on-alert-11596040841?st=zsq04yht2oc0ats
https://www.popularmechanics.co.za/science/researchers-create-a-new-material-so-hard-it-cant-be-cut/
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The chart above shows the level of GDP.  GDP fell from 21.561T in Q1 to 19.409T in Q2.  This 

marks the second consecutive quarter that the economy has contracted, therefore satisfying the 

NBER’s definition of a recession.  
 

Q2 2020 First Reading Q1 2020 Third Reading Difference

GDP -32.9% -5.0% -27.9%

Consumption -25.1% -4.7% -20.3%

Investment -9.4% -1.8% -7.6%

Inventories -4.0% -1.6% -2.4%

Net Exports 0.7% 1.3% -0.6%

Government 0.8% 0.2% 0.6%  
 

The table above lists the GDP contributions.  In Q2, the biggest drags on GDP were consumption 

and investment, while net exports and government spending contributed positively. 
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The chart above shows the contribution table visually.  Given that most of the drop in GDP was 

due to a decline in consumption, we expect the upcoming quarters to show a significant rebound 

in response to the lifting of lockdown restrictions.  Additionally, we wouldn’t be shocked if there 

were very sharp downward revisions. 

 

For the week ending July 25, initial claims came in at 1.434MM, below expectations of 

1.445MM.  The prior week’s report was revised upward from 1.416MM to 1.422MM. 
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The chart above shows the four-week moving average of initial claims.  The moving average 

rose from 1.367MM to 1.369MM.  
 

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

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort w/w 26-Jul 44.7 **

Economic Releases

No speakers or events scheduled

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.  
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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 Japan Buying Foreign Bonds w/w 24-Jul -¥565.0b * Equity and bond neutral

Japan Buying Foreign Stocks w/w 24-Jul -¥149.6b * Equity and bond neutral

Foreign Buying Japan Bonds w/w 24-Jul ¥337.4b * Equity and bond neutral

Foreign Buying Japan Stocks w/w 24-Jul ¥70.6b * Equity and bond neutral

Retail Sales y/y Jun -1.2% -12.3% -5.7% ** Equity and bond neutral

Dept. Store, Supermarket Sales y/y Jun -3.5% -16.7% -5.5% ** Equity and bond neutral

Australia Building Approvals m/m Jun -4.9% -16.4% -2.8% ** Equity and bond neutral

Private Sector Houses m/m Jun -5.7% -4.4% ** Equity and bond neutral

Export Price Index q/q 2Q -2.4% 2.7% -2.0% ** Equity bearish, bond bullish

Import Price Index q/q 2Q -1.9% -1.0% -3.0% * Equity bearish, bond bullish

New Zealand Building Permits m/m Jun 0.5% 35.6% * Equity bearish, bond bullish

ANZ Business Confidence m/m Jul -31.8 -29.8 * Equity bearish, bond bullish

ANZ Activity Outlook m/m Jul -8.9 -6.8 *** Equity bullish, bond bearish

Europe

Eurozone Economic Confidence Jul m/m 82.3 75.7 81.4 ** Equity bullish, bond bearish

Industrial Confidence Jul m/m -16.2 -21.7 -17.0 *** Equity and bond neutral

Services Confidence Jul m/m -26.1 -35.6 -24.5 ** Equity and bond neutral

Consumer Confidence Jul m/m -15.0 -15.0 ** Equity and bond neutral

 Unemployment Rate Jun m/m 7.8% 7.4% 7.7% ** Equity and bond neutral

Germany Unemployment Change (000's) Jul m/m -18.0k 69.0k 41.0k ** Equity and bond neutral

Unemployment Claims Rate SA Jul m/m 6.4% 6.4% 6.5% ** Equity and bond neutral

GDP SA 2Q q/q -10.1% -2.2% -9.0% ** Equity bearish, bond bearish

France PPI MoM Jun m/m 0.7% -0.1% ** Equity and bond neutral

Italy Unemployment Rate Jun m/m 8.8% 7.8% 8.6% ** Equity and bond neutral

Switzerland KOF LEI m/m Jul 85.7 59.4 75.0 ** Equity and bond neutral

Economic Sentiment m/m Jul 76.7 65.4 ** Equity and bond neutral

AMERICAS

Mexico GDP q/q 2Q -18.90% -1.40% -19.40% *** Equity bearish, bond bearish

Brazil Federal Debt Total m/m Jun 2.23% 1.56% 2.16% ** Equity and bond neutral

FGV Inflation IGPM m/m Jun 9.3% 9.2% 7.3% ** 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) 27 25 2 Down

3-mo T-bill yield (bps) 10 10 0 Neutral

TED spread (bps) 17 14 3 Up

U.S. Libor/OIS spread (bps) 7 7 0 Up

10-yr T-note (%) 0.59 0.58 0.01 Neutral

Euribor/OIS spread (bps) -45 -46 1 Neutral

EUR/USD 3-mo swap (bps) 5 6 -1 Down

Currencies Direction

dollar Up Down

euro Down Up

yen Down Up

pound Up Down

franc Down Up

Central Bank Action Current Prior Expected

FOMC Rate Decision (Upper Bound) 0.250% 0.250% 0.250% On forecast

FOMC Rate Decision (Lower Bound) 0.000% 0.000% 0.000% On forecast

Interest Rate on Excess Reserves 0.100% 0.100% 0.100% On forecast   
 

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 $43.18 $43.75 -1.30% Demand Pessimism

WTI $40.68 $41.27 -1.43%

Natural Gas $1.90 $1.93 -1.81%

Crack Spread $10.22 $10.43 -1.99%

12-mo strip crack $10.04 $10.29 -2.41%

Ethanol rack $1.46 $1.47 -0.74%

Gold $1,954.75 $1,970.79 -0.81%

Silver $23.44 $24.31 -3.58%

Copper contract $290.00 $291.90 -0.65%

Corn contract 326.75$       326.25$       0.15%

Wheat contract 526.50$       532.75$       -1.17%

Soybeans contract 883.25$       885.25$       -0.23%

Baltic Dry Freight 1317 1264 53

Actual Expected Difference

Crude (mb) -10.6 1.0 -11.6

Gasoline (mb) 0.7 -2.0 2.7

Distillates (mb) 0.5 1.0 -0.5

Refinery run rates (%) 1.60% 0.45% 1.2%

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 temps in the Southwest and the East Coast.  Wet conditions are expected 

throughout the East Coast.  TS Isaias has made its way to the Virgin Islands and is expected to 

make its way to Florida.   
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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. 
 

July 24, 2020 
 

In the Federal Reserve’s 107-year history, it has used a number of different methods to manage 

monetary policy.  In its early years, it relied on the discount rate and reserve requirement 

adjustments as policy tools.  During WWII, it managed the yield curve to a specific interest rate 

to support Treasury borrowing to fund the war effort.  In the early 1950s, monetary policy 

became independent of government borrowing.  From this period into the late 1970s, the Fed 

managed monetary policy by setting a target rate for fed funds.  Chair Volcker moved to target 

the money supply in a bid to bring down inflation; monetary targeting ended by 1987.  From 

1987 until 2008, the primary tool of monetary policy was the fed funds policy rate.  If the 

banking system was oversupplied with reserves, the fed funds rate would decline below target.  

The Fed would engage in open market operations to reduce the level of reserves to lift the 

effective fed funds rate.  Under conditions of an undersupplied market, banks would be bidding 

up rates to acquire reserves; the Fed would inject money into the banking system to prevent the 

effective fed funds rate from overshooting the target rate.  During the Great Financial Crisis, the 

U.S. central bank flooded the banking system with reserves to ensure ample liquidity; this action 

led to a massive level of bank reserves rendering the traditional fed funds rate management 

impossible.   The level of reserves would have anchored the fed funds rate at zero.  To allow for 

rate flexibility, the Fed began paying interest on reserves. 
 

In March, when the pandemic triggered financial stress, the FOMC responded quickly.  Not only 

were rates cut but the Fed announced a series of actions designed to provide liquidity to various 

parts of the financial system.  In an unprecedented step, the central bank bought corporate bonds, 

including some that were below investment grade.  It purchased municipal bonds.  It also offered 

broad support for money markets and commercial paper.  And, it increased and broadened swap 

lines with foreign central banks to provide global dollar liquidity.  All these actions led to a 

massive rise in the Fed’s balance sheet. 
 

https://www.confluenceinvestment.com/category/asset-allocation-reports/asset-allocation-weekly/
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This chart shows the Federal Reserve’s balance sheet relative to nominal GDP.  Note that the 

current level of the balance sheet is at all-time highs. 
 

Recently, the Fed’s balance sheet has contracted; this change has raised concerns that the central 

bank may be withdrawing stimulus which would be bearish for the economy and financial 

markets. 
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This fear is misplaced, but understandable.  This chart shows the balance sheet along with the 

Chicago FRB’s National Financial Conditions Index.  A rising index number indicates increasing 

financial system stress.  We have shaded three periods of quantitative easing.  It is notable that 

the first two cycles had specific levels of asset purchases.  In other words, a given level of buying 

and a definitive end date was established.  The third cycle was more open ended in time but 

initially fixed in terms of purchases. 
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The recent rise in the balance sheet is less about supporting the economy and more about 

suppressing financial stress.  And so, as the level of stress has declined, the demand for Fed 

support has as well, leading to a decline in the balance sheet.  This isn’t due to the Fed 

withdrawing support; it is, in fact, evidence of the Fed’s success.  It should be noted, however, 

that the facilities remain in place.  If stress rises, the Fed has policies in place to suppress it.   
 

The central bank’s next step will likely be to add accommodation.  In other words, additional 

actions will likely be necessary to encourage economic recovery.  Potential policies might entail 

yield curve control, “QE for people,” or direct payment from the Fed to households.  The 

important point is that one should not mistake the recent decline in the balance sheet as a sign of 

tightening.      
 

 

 

 

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.  

https://www.marketwatch.com/story/feds-brainard-eyeing-weak-recovery-says-new-policy-tools-may-be-needed-2020-07-14
https://www.marketwatch.com/story/feds-brainard-eyeing-weak-recovery-says-new-policy-tools-may-be-needed-2020-07-14
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Data Section 
 

U.S. Equity Markets – (as of 7/29/2020 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 7/29/2020 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 

 

July 30, 2020 
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Based on our methodology,2 the current P/E is 27.9x, down 0.2x from last week.  The decline in 

the multiple is due to rising earnings forecasts for Q2. 

 

 
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. 

 
2 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. 


