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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 2, 2019—9:30 AM EDT] Global equity markets are slightly higher this morning.
The EuroStoxx 50 is up 0.1% from the last close. In Asia, the MSCI Asia Apex 50 closed up
0.3%. Chinese markets were mixed, with the Shanghai composite unchanged and the Shenzhen
index up 0.2% from the prior close. U.S. equity index futures are signaling a flat open.

We are seeing quiet financial markets this morning after a strong equity rally faded throughout
the day yesterday. Hong Kong, a new threat of tariffs on the EU and the Iran nuclear violation
are topping the news. Also, an apology—we forgot to mention one of our favorite holidays
yesterday. July 1 is “Bobby Bonilla Day,” the day the Mets send Mr. Bonilla a check for $1.19
mm as part of a deferred compensation plan that was affected by the Bernie Madoff scandal.
Here is what we are watching today:

Hong Kong: This is starting to get ugly. Protesters broke into the legislature building yesterday
and defaced the interior before being forcibly removed by security forces. Carrie Lam has
condemned the violence, but the real issue is the patience of Chairman Xi. Our concern is that
Beijing isn’t going to tolerate these protests much longer and may force a serious crackdown on
the former British colony. There is some evidence to suggest the protest movement itself is
divided, that a smaller group of protesters invaded the legislature but that action wasn’t
supported by a broader group. The protests do not seem to be supported in the mainland all that
much.

One of the lessons from Tiananmen Square was that the West will protest and put China in a sort
of geopolitical “penalty box™ for a crackdown, but ruptures are not permanent. Simply put, the
interests of doing business with China will weigh more than defending the civil rights of Hong
Kong residents. The protesters are clear representation of the frustration and fears that Hong
Kong residents have of encroachment from the mainland. However, as much as they would
prefer otherwise, this encroachment is likely to continue.

If Beijing deploys troops and forcibly restores order, there will be an immediate pullback in
Chinese equities. Protests in the West will be loud; stern letters will be written. Even sanctions
might result. But, no foreign government is going to come to the aid of Hong Kong against the
mainland. We suspect that capital flight from Hong Kong will increase. Taiwan will view what
is happening in Hong Kong as a warning that it cannot allow the PRC to take over; look for a
strong lobbying effort from Taipei to woo the U.S. to support its continued separation from
China.
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Iran breech: The U.N. has confirmed that Iran finally increased its uranium enrichment to
violate the JCPOA and admitted to it. The action, by itself, isn’t all that significant. The level of
enrichment is consistent with nuclear power but not nuclear weapons. However, the symbolism
is clear and the real test now comes from Europe. The Europeans don’t want to completely kill
JCPOA, or at least be seen as doing so. Nevertheless, it is hard for the EU to continue to support
an arrangement where the U.S. is applying sanctions while Iran is increasing enrichment.
European leaders are trying to maintain order in a situation that has become disorderly.

EU tariffs? The U.S. is considering imposing additional tariffs on $4.0 bn of goods exported to
the U.S. from Europe. The action would be in retaliation to EU aircraft subsidies. Currently, the
U.S. has imposed tariffs on $21 bn of goods over this issue. Although the financial market’s
focus has been on China, trade frictions with the EU continue at a “slow boil.”

Israel missile strikes: The IDF carried out missile strikes in Syrian territory! against suspected
Iranian and Hezbollah targets. The broader geopolitical implications are interesting. Syria is
managing the influence of two important outside powers, Iran and Russia. Israel wants to
eliminate the influence of the former; interestingly enough, Moscow probably supports that goal.
Thus, the Russians, who might be able to prevent such airstrikes, clearly allow them to occur
probably because they don’t want Iran in Syria either. At the same time, Russia doesn’t want a
direct confrontation with the Islamic Revolutionary Guard Corps or Hezbollah; both are more
familiar with conditions on the ground and would draw Russia into a protracted asymmetric war
that is probably unwinnable. As a result, Russia will likely try to at least give the appearance of
being on the sidelines, while quietly cheering Israel’s actions against Iran and its allies in Syria.

What to do with Huawei (002502, CNY, 3.59)? Now that the U.S. has granted Huawei a
reprieve, the bigger issue is what will policymakers do with the company? In the short run, the
company is a major customer of American chipmakers, who lobbied hard to see export controls
eased. These companies will continue to try to influence policymakers to continue to do
business with the company. At the same time, Huawei appears to be a significant commercial
and national security threat and moving to address this issue would be the natural progression.
Often, the short-run/long-run tensions yield to the former in capitalist democracies. We will be
watching to see how this plays out.

And, finally: Yesterday, we noted that European leaders appeared to have a deal for the new EU
commissioner. That deal unraveled in what now looks like a major political blow to Chancellor
Merkel. Overall, this is another indication that the German leader is losing power, putting
Europe into a situation of uncertainty.

U.S. Economic Releases

The table below lists the economic releases scheduled for today.

L Which, in itself is something of a misnomer, in that what was “Syria” really no longer exists.
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Economic Releases

EDT|Indicator Expected |Prior Rating

Vehicle Sales m/m jun 17 17.3 *kk

Fed speakers or events

Speaker or event District or position

NO SPEAKERS OR EVENTS TODAY

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

EUROPE

Eurozone PPI m/m|may  [1.6% 2.6% 1.7% * Equity and bond neutral

Germany Retail Sales y/y |may [4.0% 4.0% 2.7% ** Equity bullish, bond bearish

UK Nationwide House Price y/y ljun 0.5% 0.6% 0.5% ***  |Equity and bond neutral
Markit Construction PMI m/m [jun 43.1 48.6 49.2 ** Equity bearish, bond bullish

AMERICAS

Mexico Leading Indicators m/m [may 0.0 0.1 * Equity and bond neutral

Brazil Industrial Production y/y |may |7.1% -3.9% 6.9% ***  |Equity bullish, bond bearish

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) 232 232 0 Down
3-mo T-bill yield (bps) 211 211 0 Neutral
TED spread (bps) 21 21 0 Neutral
U.S. Libor/OIS spread (bps) 213 216 -3 Up
10-yr T-note (%) 2.02 2.03 -0.01 down
Euribor/OIS spread (bps) -35 -35 0 Neutral
EUR/USD 3-mo swap (bps) 16 16 0 Down
Currencies Direction
dollar neutral Neutral
euro neutral Up
yen neutral Up
pound neutral Neutral
franc neutral Neutral
Central Bank Action Current Prior Expected
RBA Cash Rate Target 1.000% 1.250% 1.000% |On forecast
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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
Energy Markets
Brent $64.83 $65.06 -0.35%
WTI $58.86 $59.09 -0.39%
Natural Gas $2.28 $2.27 0.40%
Crack Spread $22.18 $22.15 0.12%
12-mo strip crack $18.23 $18.39 -0.89%
Ethanol rack $1.68 $1.69 -0.44%
Metals
Gold $1,392.61 $1,384.19 0.61%
Silver $15.17 $15.15 0.14%
Copper contract $267.55 $268.80 -0.47%
Grains
Corn contract S 42425 (S 422.50 0.41%
Wheat contract S 51025|S$ 511.75 -0.29%
Soybeans contract S 912.25|S$ 908.50 0.41%
Shipping
Baltic Dry Freight | 1381 1354 27
DOE inventory report

Actual Expected |Difference
Crude (mb) -3.0
Gasoline (mb) -3.0
Distillates (mb) -1.6
Refinery run rates (%) -0.30%
Natural gas (bcf) 82.0

Weather

The 6-10 and 8-14 day forecasts show a cooling trend for the midsection of the country that will
spread into New England by mid-July. The Southeast and West Coast will remain hot.
Unfortunately, the wet pattern remains. There is no tropical activity expected over the next 48
hours.

WWW.CONFLUENCEINVESTMENT.COM
4



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.

June 28, 2019

Gold prices have been strong recently, supported by perceptions of easing monetary policy and
oblique statements from the White House hinting at supporting a weaker dollar. Lower interest
rates and dollar weakness are generally bullish for gold prices.

Our coincident gold price model suggests the recent rally is merely “catching up” from an
undervalued condition.

GOLD MODEL

i (Fed's Balance Sheet, ECB Balance Sheet, EUR/USD, real 2-yr)

1,600 _|

1,200 |
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Fair Value = $1400

’ —— FAIR VALUE —— SPOT GOLD ‘

Sources: Haver Analytics, CIM

This model uses the balance sheets of the Federal Reserve and the European Central Bank, the
EUR/USD exchange rate, the fiscal account as a percentage of GDP and the real two-year
Treasury yield. The model has been suggesting that gold was undervalued for the past two years.
The recent rally has closed the gap; however, as the dollar weakens and the central banks return
to expanding their balance sheets, the model’s forecast will rise and support gold prices.

On a longer term basis, the unscaled level of the deficit does tend to suggest a favorable
environment for gold.
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This chart shows the Congressional Budget Office’s level of the deficit (on an inverted scale)
and forecast to 2025. The body is suggesting the deficit will worsen in the coming years which
has tended to be supportive for gold prices. Interestingly enough, the mere level has the biggest
effect on prices compared to scaling the fiscal account to GDP. Most likely, the level is easier
for gold buyers to understand.

With inflation low and Modern Monetary Theory becoming popular, the likelihood of rising
deficits is elevated. A position in gold is one way investors can position for a secular trend in
rising deficits.

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 7/1/2019 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 7/1/2019 close)

year, as of prior close.

Emerging Markets (local currency)
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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),
Commaodities (Bloomberg total return Commaodity Index).
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P/E Update

June 27, 2019

LONG-TERM TRAILING P/E
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Based on our methodology,? the current P/E is 18.6x, unchanged 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 Lingwhich 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 (Q3, Q4 and Q1) and one estimate (Q2). 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.
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