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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: September 4, 2019—9:30 AM EDT] Global equity markets are higher this morning.  

The EuroStoxx 50 is up 1.0% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

2.6%.  Chinese markets were higher, with the Shanghai composite up 0.9% and the Shenzhen 

index up 0.7% from the prior close.  U.S. equity index futures are signaling a higher open.  
 

Yesterday was busy; the ISM manufacturing data disappointed and there was lots of Brexit news.  

Here are the details and other items we are watching: 

 

Boris’s terrible, horrible, no-good, very bad day:  PM Johnson had a rough day yesterday.  

First, his government fell into minority status as MP Phillip Lee left the Tory Party to join the 

Liberal-Democrats.  Second, despite threats of ouster, 21 MPs of his own party broke ranks and 

voted to pass a bill that would delay a no-deal Brexit.  The last time a PM lost his first vote in the 

House of Commons was William Pitt the Younger in 1793.  So now, Johnson is in power but has 

lost control of Parliament.  His party is deeply and perhaps permanently divided.  His 

predecessor, Theresa May, studiously avoided the path Johnson has taken on fears that it would 

divide the Conservatives.  Johnson criticized her management but has revealed why she acted as 

she did.   

 

Johnson is moving to call snap elections, but it is not obvious that Parliament will support the 

motion.  According to the Fixed Term Parliaments Act, Johnson needs a two-thirds majority to 

trigger an election.  MPs fear he will set the date after Halloween, thus bringing a hard Brexit.  

As a result, it is unlikely that Parliament will approve an election before securing a delay in 

Brexit.  Corbyn has been supporting an early election but is apparently rethinking his position.   

We would not be surprised to see a new Brexit referendum before new elections.  It should be 

noted that Labour may be as divided as the Conservatives are with regard to Brexit.  A 

referendum would “clear the decks” and allow for elections on issues other than leaving the EU.   

 

So, where are we now?  Essentially, PM Johnson is running a minority government that won’t be 

ousted until some sort of delay on Brexit is established.  Johnson gambled that he could hold his 

party together by threats of expulsion and that ploy failed.  Now, he probably can’t even choose 

when he will face voters.  The fact that Brexit will likely be delayed has boosted the GBP 

overnight.  There are still twists and turns to monitor but, overall, it is less likely that the U.K. 

will leave on Halloween.  At the same time, Brexit has upended U.K. politics; even with new 

elections, it isn’t obvious how the vote will turn out. This is because the two main parties are 

divided over this issue and the parties that have a clear stance (Lib-Dems to remain; Brexit Party 

to leave) may not be able to pull together a government to run the country.   

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 
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Lam retreats:  Carrie Lam, Hong Kong’s chief executive, has formally withdrawn the 

extradition bill.  Hong Kong equities rallied on the report, but the move has been seen as “too 

little, too late.”  Lam is also setting up an investigation to examine the fundamental causes of the 

unrest, but is stopping short of a commission of inquiry, a demand of the protestors.  Although 

there is speculation that this modest retreat is being orchestrated by Beijing to ease trade 

tensions, we doubt this is the case.  Our take is that Lam wants to divide the protestors, isolating 

the most hard-core members who want full democracy from those who were just upset by the 

extradition bill.  Although this might have worked a few weeks ago, it may simply be too late to 

effectively divide the group. 

 

Iran:  A series of cross-currents are emerging on Iran.  First, France is offering Iran a $15 bn 

bailout contingent upon Iran dialing back its nuclear activities.  The money, in the form of a 

letter of credit, would allow Iran to import goods and use the LOC to acquire hard currency for 

the transaction.  The U.S. isn’t likely to go along with this effort, but so far the Trump 

administration hasn’t pushed back aggressively.  Second, Iran is preventing U.N. inspectors from 

investigating nuclear facilities, increasing tensions about the nuclear deal that is still in place 

between Iran and the other signatories to the agreement.1  Third, there are fears that Iran will 

aggressively increase uranium enrichment, perhaps as high as 20%, if it doesn’t get relief.  Such 

a move would be very provocative and raise fears that Iran is “making a dash to a bomb.”  

Fourth, Iran claims the U.S. is showing “some flexibility” with regard to oil sales.  Although 

details are lacking, the comment suggests the U.S. is allowing some sales to go forward.  There 

are two possibilities, the first is that the U.S. is easing up on Iran to encourage talks.  The second 

possibility is that the administration wants lower oil prices and cutting Iran some slack might be 

helpful in bringing down energy prices.  Fifth, the U.S. is implementing its patrols for the Persian 

Gulf, which does increase the odds of an incident.  And sixth, President Rouhani has indicated he 

will not meet with President Trump unless sanctions are lifted.   

 

All this turmoil should help support oil prices but, at least for now, worries about global growth 

are overwhelming the impact of geopolitics.  Iran is clearly pressing the EU to break with the 

U.S. over Iran’s oil sales, but we doubt that Europe will take that step.  If it doesn’t, Iran will 

probably continue to escalate its uranium enrichment, which will give the hawks within the 

Trump administration a reason to press for a military solution.  However, unless it attacks the 

U.S. military directly, we doubt President Trump will support military action against Iran.   

 

ISM manufacturing:  We will have more to say on this item in the near future but the ISM 

manufacturing index dipping below 50 has raised some alarm bells. 

 

                                                 
1 The U.S. formally exited the agreement in May 2018. 
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Although we are seeing a lot of recession talk on this dip, we would caution that you really need 

a reading under 45 before a clear signal of recession is indicated.   

 

Perhaps the more worrisome development was that the reading on inventories exceeded new 

orders.   
 

 
 

We smooth the difference with a three-month moving average.  A reading in this measure of 

more than minus two points is usually consistent with recession.  We are barely negative now but 
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building inventories with falling new orders is not a good sign.  This news put pressure on the 

equity markets yesterday. 

 

Fed news:  On Tuesday, St. Louis Fed President James Bullard and Boston Fed President Eric 

Rosengren gave opposing speeches as to whether the Fed should cut rates in its next meeting. 

Rising trade tensions and a decline in manufacturing have led many to speculate that the Fed will 

look to cut rates at the next meeting, even though strong employment still suggests that the 

economy doesn’t need additional stimulus.  Currently, Bullard seems to be in favor of the 

former, and Rosengren the latter.  The opposing viewpoints suggest there is a growing likelihood 

of another dissent in the next agreement.  Earlier this year, Bullard dissented from the Fed’s 

decision to maintain interest rates as opposed to cutting, while Rosengren is expected to dissent 

if rates are lowered.  Although dissents are not highly unusual, frequent and contrasting dissents 

suggests the Fed is deeply divided.  One of Fed Chairman Jerome Powell’s biggest weaknesses is 

that he is not a trained economist and, as a result, he lacks a strong ideological base to fall back 

on.  If dissents become more common, it would undermine Powell’s authority.  At the same time, 

it is important to note that governor dissents tend to carry more weight than those from regional 

presidents, who are not permanent voters.   

 

Italy has a government:  The Five Star Movement ratified the new coalition, allowing a new 

government to take power.   

 

USMCA:  The trade agreement with North America is still facing a vote.  Some Democrats are 

pressing for a deal to be approved.  These supporters mostly come from conservative-leaning 

districts and the idea is that passing USMCA would be popular in these areas.  However, labor 

doesn’t appear to be on board, which would lead the populist wing of the Democratic Party to 

oppose the measure.   

 

U.S. Economic Releases 
 

MBA mortgage applications in the week ended August 30 fell 3.1%, marking their third straight 

weekly decline.  Applications for home-purchase mortgages rose 3.6%, but applications for 

refinancing mortgages dropped 7.0%.  The average interest rate on a 30-year, fixed-rate 

mortgage declined to 3.87%. 

 

Separately, the July trade balance showed a deficit of $54.0 billion, slightly worse than expected 

but still better than the revised June deficit of $55.5 billion.  The improvement came as exports 

rose modestly, while imports edged down.  Compared with July 2018, total exports were down 

0.6%, but imports were up 0.1%. 
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https://www.politico.eu/article/italys-5stars-secure-members-approval-for-new-coalition/?utm_source=POLITICO.EU&utm_campaign=2176dddeff-EMAIL_CAMPAIGN_2019_09_04_05_11&utm_medium=email&utm_term=0_10959edeb5-2176dddeff-190334489
https://www.politico.com/story/2019/08/31/democrats-trade-trump-1691486
https://www.politico.com/story/2019/08/31/democrats-trade-trump-1691486
https://thehill.com/homenews/sunday-talk-shows/459563-afl-cio-head-unions-arent-ready-to-back-unenforceable-north
https://thehill.com/homenews/sunday-talk-shows/459563-afl-cio-head-unions-arent-ready-to-back-unenforceable-north
https://thehill.com/homenews/sunday-talk-shows/459563-afl-cio-head-unions-arent-ready-to-back-unenforceable-north
https://thehill.com/homenews/sunday-talk-shows/459563-afl-cio-head-unions-arent-ready-to-back-unenforceable-north
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The table below lists the economic releases and Fed events scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

Wards Total Vehicle Sales m/m aug 16.80 mn 16.82 mn **

Speaker or event

9:25 John Williams Speaks at Financial Market Conference President of the Federal Reserve Bank of New York

10:00 Robert Kaplan Speaks at Economics Forum in Toronto President of the Federal Reserve Bank of Dallas

12:30 Michelle Bowman Makes Remarks at 'Fed Listens' Event

12:30 James Bullard Makes Remarks at 'Fed Listens' Event President of the Federal Reserve Bank of St. Louis

13:00 Neel Kashkari Speaks at Townhall Event in Minneapolis President of Federal Reserve Bank of Minneapolis

14:00 US Federal Reserve Releases Beige Book

15:15 Charles Evans Speaks at Event on North American Trade President of the Federal Reserve Bank of Chicago

Fed speakers or events

Economic Releases

Members of the Board of Governors

District or position

Federal Reserve Board

 
 

 

Foreign Economic News 
 

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

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

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

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

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

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

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

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

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

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

ASIA-PACIFIC

Japan Jibun Bank of Japan PMI Composite m/m aug 51.9 51.7 ** Equity and bond neutral

Jibun Bank of Japan PMI Services m/m aug 53.3 53.4 ** Equity and bond neutral

Australia CBA PMI Composite m/m aug 49.3 49.5 * Equity and bond neutral

CBA PMI Services m/m aug 49.1 49.2 * Equity and bond neutral

GDP y/y 2Q 1.4% 1.7% 1.4% *** Equity and bond neutral

New Zealand ANZ Commodity Price Index m/m aug 0.3% -1.4% ** Equity and bond neutral

South Korea Foreign Reserves m/m aug $401.5 Bil. $403.1 Bil. * Equity and bond neutral

China Caixin PMI Composite m/m aug 51.6 50.9 *** Equity and bond neutral

Caixin PMI Services m/m aug 52.1 51.6 51.7 *** Equity and bond neutral

India Markit PMI Composite m/m aug 52.6 53.9 *** Equity bearish, bond bullish

Markit PMI Services m/m aug 52.4 53.8 *** Equity bearish, bond bullish

EUROPE

Eurozone Markit PMI Composite m/m aug 51.9 51.8 51.8 *** Equity and bond neutral

Markit PMI Services m/m aug 53.5 53.4 53.4 *** Equity and bond neutral

Retail Sales y/y jul 2.2% 2.8% 2.0% ** Equity and bond neutral

Germany Markit PMI Composite m/m aug 51.7 51.4 51.4 *** Equity bullish, bond bearish

Markit PMI Services m/m aug 54.8 54.4 54.4 *** Equity bullish, bond bearish

France Markit PMI Composite m/m aug 52.9 52.7 52.7 *** Equity and bond neutral

Markit PMI Services m/m aug 53.4 53.3 53.3 *** Equity and bond neutral

Italy Markit PMI Composite m/m aug 50.3 51.0 50.6 *** Equity bearish, bond bullish

Markit PMI Services m/m aug 50.6 51.7 51.6 *** Equity bearish, bond bullish

UK Markit/CIPS PMI Composite m/m aug 50.2 50.7 50.5 *** Equity bearish, bond bullish

Markit/CIPS PMI Services m/m aug 50.6 51.4 51.0 *** Equity bearish, bond bullish

Russia Markit PMI Services m/m aug 52.1 50.4 51.0 *** Equity bullish, bond bearish

Markit PMI Composite m/m aug 51.5 50.2 *** Equity bullish, bond bearish

AMERICAS

Canada International Merchandise Trade m/m jul -$1.12 Bil $0.14 Bil. -$0.35 Bil. ** Equity bearish, bond bullish

Labor Productivity q/q 2Q 0.2% 0.3% 0.1% * 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) 213 214 -1 Down

3-mo T-bill yield (bps) 192 191 1 Neutral

TED spread (bps) 21 23 -2 Neutral

U.S. Libor/OIS spread (bps) 181 181 0 Up

10-yr T-note (%) 1.49 1.46 0.03 Down

Euribor/OIS spread (bps) -45 -44 -1 Neutral

EUR/USD 3-mo swap (bps) 17 14 3 Down

Currencies Direction

dollar Down Up

euro Up Down

yen Down Down

pound Up Up

franc Up Down  
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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 $58.93 $58.26 1.15% Weaker Dollar

WTI $54.69 $53.94 1.39% Weaker Dollar

Natural Gas $2.37 $2.36 0.38%  

Crack Spread $12.49 $12.47 0.13%

12-mo strip crack $15.45 $15.39 0.43%

Ethanol rack $1.53 $1.54 -0.34%

Gold $1,534.91 $1,547.10 -0.79%

Silver $19.26 $19.26 -0.01%

Copper contract $256.90 $252.80 1.62%

Corn contract 362.25$       361.00$       0.35%

Wheat contract 458.00$       453.50$       0.99%

Soybeans contract 871.75$       868.50$       0.37%

Baltic Dry Freight 2501 2442 59

Actual Expected Difference

Crude (mb) -3450k

Gasoline (mb) -2000k

Distillates (mb) 500k

Refinery run rates (%) -0.35%

Natural gas (bcf) 60.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show below-normal temperatures in the Rocky Mountains and 

Pacific regions, with above-normal temperatures throughout the Midwest and South.  

Precipitation is expected along the northern tier states, with dry conditions in the South.  There 

continues to be a lot of cyclone activity in both the Gulf of Mexico and the Atlantic Ocean.  In 

the western Gulf of Mexico, Tropical Storm Fernand is moving into northern Mexico today and 

tomorrow.  In the Atlantic, Hurricane Dorian is expected to trace a path up the East Coast from 

Florida to North Carolina.  There is some cyclone formation further out in the Atlantic Ocean, 

but it is unclear whether it will make it to the U.S.  On average, hurricane season peaks on 

September 10.   
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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 30, 2019 
 

As various permutations of the yield curve invert, projections of recession are increasing.  One of 

our favorites, the 10-year T-note/fed funds yield curve, has been inverted for three months.  
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Sources:  Haver Analytics, CIM  
 

This chart shows the history of this yield curve; since 1960, every recession was preceded by an 

inversion of this indicator.  However, that isn’t to say that every inversion led to a recession. 

There were two false positives in the series, one in 1965 and another in 1998.  The former we 

consider a true false positive as the inversion lasted several months but a recession didn’t follow.  

The latter event only lasted one month and was tied to the financial turmoil of the Asian 

Economic Crisis, the collapse of Long-Term Capital Management and the Russian debt default.  

The fact that the inversion was short-lived weakens the case that it was a true inversion. 

 

If this signal of recession holds, when does it arrive?  Here is a look at the timing: 
 

RECESSION

YEARS INVERSION RECESSION MONTHS

1969-70 Apr-68 Dec-69 20

1973-75 Mar-73 Nov-73 8

1980 Sep-78 Jan-80 16

1981-82 Aug-80 Jul-81 11

1990-91 Jan-89 Jul-90 18

2001 Apr-00 Mar-01 11

2007-09 Jul-06 Dec-07 17

AVERAGE 15  
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On average, recessions occur 15 months after inversion; that would put the onset around next 

September.  The range is eight months to 18 months.  Using that range, the recession could begin 

as early as February 2020 or as late as February 2021.  Although this history offers some insight 

into timing, the reality is that the number of events is rather limited.  Thus, investors should treat 

the data as a guide.  The economic data remains mixed, but the preponderance of the evidence 

suggests that the U.S. economy is weakening but not in recession. 

 

As we have noted before, recessions tend to have two causal factors, policy error and 

geopolitical events.  The 1973-75 and 1990-91 recessions are considered to be partly due to 

geopolitical factors; the former was affected by the Arab Oil Embargo and the latter by the 

Persian Gulf War.  However, both also had yield curve inversions.  It is quite possible that the 

geopolitical events caused the recessions to occur faster than they might have otherwise in the 

absence of these events.   

 

We are watching the trade conflict with great interest because it might affect the timing of a 

downturn.  If the trade conflict worsens, lifting import prices and forcing the Fed to slow its path 

of lowering rates, the recession might occur sooner than it otherwise would.  A recession would 

certainly affect the 2020 elections; no incumbent has survived a recession since Calvin Coolidge.  

We will likely begin to prepare for a downturn next year.  If the trade conflict worsens, the 

timing may be accelerated.   

   

  

 

   
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 9/3/2019 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 9/3/2019 close) 

 

0.0% 10.0% 20.0% 30.0%

Cash

Commodities

Emerging Markets ($)

Emerging Markets (local currency)

Foreign Developed ($)

Small Cap

US High Yield

US Government Bond

Mid Cap
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Large Cap

Real Estate
YTD Asset Class Total Return

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 29, 2019  
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P/E as of 8/28/2019 = 19.0x

 
 

Based on our methodology,2 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. 
 

                                                 
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 three actual quarters (Q4, Q1 and Q2) and one estimate (Q3). We take the S&P average for the 
quarter and divide by the rolling four-quarter sum of earnings to calculate the P/E. This methodology isn’t perfect 
(it will tend to inflate the P/E on a trailing basis and deflate it on a forward basis), but it will also smooth the data 
and avoid P/E volatility caused by unusual market activity (through the average price process). Why this process?  
Given the constraints of the long-term data series, this is the best way to create a long-term dataset for P/E ratios. 


