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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 3, 2019—9:30 AM EDT] Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 0.8% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.8%.  Chinese markets were down, with the Shanghai composite down 0.9% and the Shenzhen 

index down 1.2% from the prior close.  U.S. equity index futures are signaling a higher open.  

 

(NB:  We will publish an abbreviated report on Friday.  Because of the all-important labor 

market data, we wanted to provide our coverage of that issue and the usual energy market 

update as well.  Additionally, the AAW will be updated.  But the headings in yellow on Friday 

will not be updated.) 

 

There is a lot of central bank news today.  The media is abuzz over the July 4th parade.  U.S. and 

European equities are doing well this morning.  Here is what we are watching today: 

 

The EU returns to the back room:  In the last election cycle, the EU built an open process for 

choosing new leaders, ending a backroom process where France and Germany would essentially 

make the selections.  The open process failed in this cycle to settle on new leaders and so the EU 

presidents and chancellors returned to the backrooms to make their picks.  Ursula von der Leyen, 

the German defense minister, was the selection for EU Commissioner.  She is a somewhat 

controversial pick and still requires MEP approval.  Chancellor Merkel abstained from voting for 

her; there is speculation that her coalition partner, the Social Democrats, were still smarting from 

the rejection of a socialist for the commissioner role.  However, it is also quite possible that 

Merkel is quietly cheering her selection because it removes a potential competitor for her role.  

Although Merkel intends to leave office when her term ends, one can never be too sure.   At the 

same time, there are increasing concerns about the chancellor’s health, which may speed her exit 

from public life.   

 

The other major announcement was that Christine Lagarde was named to replace Mario Draghi 

as president of the ECB.  Lagarde has deep experience in managing financial crises—she was the 

French finance minister during the 2008 Great Financial Crisis.  In addition, she can clearly 

manage large public sector entities, as shown by her management of the IMF.  However, she 

isn’t an economist and thus we would not expect her to develop any new plans to what Draghi 

has already put in place.  Needless to say, the French are happy and policymakers are pleased 

that they won’t be dealing with a German hawk as ECB president.   

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.washingtonpost.com/climate-environment/trump-asks-for-military-tanks-on-the-mall-as-part-of-grandiose-july-fourth-event/2019/07/01/e9d274ee-9adc-11e9-8d0a-5edd7e2025b1_story.html?utm_term=.e9f7a6f82b1e&wpisrc=nl_todayworld&wpmm=1
https://www.youtube.com/watch?v=WySzEXKUSZw
https://www.nytimes.com/2019/07/02/world/europe/eu-leadership-von-der-leyen-largarde.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190703&section=topNews?campaign_id=51&instance_id=10648&segment_id=14876&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.nytimes.com/2019/07/02/world/europe/eu-leadership-von-der-leyen-largarde.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190703&section=topNews?campaign_id=51&instance_id=10648&segment_id=14876&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.politico.eu/article/surprise-finish-uncertain-consequences-in-race-to-choose-new-eu-leaders/?utm_source=POLITICO.EU&utm_campaign=9463e3df44-EMAIL_CAMPAIGN_2019_07_03_04_58&utm_medium=email&utm_term=0_10959edeb5-9463e3df44-190334489
https://www.washingtonpost.com/world/europe/german-defense-minister-ursula-von-der-leyen-picked-as-first-female-european-commission-president/2019/07/02/86e219a0-9c05-11e9-83e3-45fded8e8d2e_story.html?utm_term=.6bbea3457d4f&wpisrc=nl_todayworld&wpmm=1
https://www.politico.eu/article/ursula-von-der-leyen-biography-career-inconvenient-truth/
https://www.politico.eu/article/ursula-von-der-leyen-biography-career-inconvenient-truth/
https://www.nytimes.com/2019/07/02/world/europe/angela-merkel-trembling-germany.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190703&section=topNews?campaign_id=51&instance_id=10648&segment_id=14876&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.nytimes.com/2019/07/02/world/europe/eu-von-der-leyen-lagarde.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190703&section=topNews?campaign_id=51&instance_id=10648&segment_id=14876&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.nytimes.com/2019/07/02/business/christine-lagarde-european-central-bank.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190703&section=topNews?campaign_id=51&instance_id=10648&segment_id=14876&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.ft.com/content/c81eff0c-9cd0-11e9-9c06-a4640c9feebb?emailId=5d1c1d673da5420004b61457&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.bloomberg.com/opinion/articles/2019-07-02/new-ecb-president-christine-lagarde-the-politicians-take-charge
https://www.bloomberg.com/opinion/articles/2019-07-02/new-ecb-president-christine-lagarde-the-politicians-take-charge
https://www.wsj.com/articles/negative-interest-rates-benefit-global-economy-says-imf-chief-lagarde-1459848698
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Meanwhile, one thing Lagarde won’t have to deal with is a fiscal crisis in Italy.  A deal between 

Rome and Brussels was made today.   

 

Fed Governors:  President Trump announced two candidates for the two open spots on the 

Fed’s Board of Governors.  Christopher Waller, the director of research for the St. Louis FRB 

and Judy Shelton, were named as candidates.  Waller is a more traditional pick; Jim Bullard, the 

President of the St. Louis FRB, was reportedly asked about a governor’s spot but he demurred.  

Selecting Waller is probably the next best thing as we suspect Waller reflects the dovish views of 

his boss.  Shelton is much more controversial.  She has argued for a return to the gold standard as 

a way to prevent competitive devaluations.  The gold standard was part of the supply side 

economist toolbox, but it was never seriously considered for policy.  There are a plethora of 

reasons why the gold standard would be problematic, the biggest is that the gold standard failed 

when suffrage expanded after WWI. The gold standard requires the cost of policy adjustment to 

be borne by labor; when common people got to vote, they opposed such policies.  In addition, the 

gold standard tends to be a hawkish position, which seems to counter what the president wants 

from policymakers.  It is possible that President Trump believes Shelton will be politically 

reliable but there is no guarantee that is the case as she could prove to be an ideologue and a 

hawk.   

 

We expect the Senate to easily approve Waller, adding a dove to the policy vote.  Shelton will 

likely have a more difficult time with her approval.   It should also be noted that the Senate 

probably takes around six months to approve Fed governor nominations and so by the time either 

or both would be approved, the easing might be done. 

 

A Russian military accident:  A Russian submarine had a fire earlier this week, killing all on 

board.  It is unclear exactly what happened, and we will continue to monitor this situation. 

 

Iran:  Tehran has announced it will expand its enrichment activities in the very near future.  Iran 

continues to evade sanctions but it is clear it’s economy is suffering.  For now, we expect Iran to 

stall on any potential negotiations until the 2020 elections; if Trump is reelected, we would 

expect talks to occur shortly thereafter.  If a Democrat wins, look for the JCOPA to return.   

 

Japan:  Despite the general momentum toward a re-loosening of monetary policy around the 

world, it’s important to remember that there is also a significant subset of policymakers who 

want to delay or minimize any rate cuts.  For example, Bank of Japan board member Yukitoshi 

Funo said today that Japan doesn’t need to loosen policy right now because a moderate economic 

acceleration is expected later this year.  That comes as U.S. monetary policy officials like 

Cleveland Fed President Mester said this week that they’re still not yet convinced that rate cuts 

are necessary.  In other news from the Land of the Rising Sun, Japanese officials said they were 

considering making more products subject to restrictions on exports to South Korea beyond the 

high-tech goods announced earlier this week.  The move is in retaliation against South Korean 

demands for compensation for forced labor by the Japanese during World War II. 

 

India:  Monsoon rains in the region around Mumbai have reached the highest level in more than 

a decade, leaving more than 80 people dead, partially closing the airport, raising concerns about 

crops, and putting pressure on Prime Minister Modi to improve infrastructure. 

https://www.reuters.com/article/us-europe-italy-breakingviews/breakingviews-italys-eu-budget-victory-is-temporary-reprieve-idUSKCN1TY1H4
https://www.reuters.com/article/us-europe-italy-breakingviews/breakingviews-italys-eu-budget-victory-is-temporary-reprieve-idUSKCN1TY1H4
https://www.ft.com/content/d92145ec-9d18-11e9-b8ce-8b459ed04726?emailId=5d1c1d673da5420004b61457&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/judy-shelton-in-her-own-words-11562111336?tesla=y&mod=article_inline
https://www.politico.com/story/2019/07/02/trump-goldbug-shelton-economist-waller-fed-board-1568394
https://www.nytimes.com/2019/07/02/world/europe/russia-research-submarine-fire.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190703&section=whatElse?campaign_id=51&instance_id=10648&segment_id=14876&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267ion=whatElse
https://www.apnews.com/72cd54bb267f497697c2d54f207462ad?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://apnews.com/3084775854f347e19f4696a42afba91d?utm_source=PushNotification
https://www.nytimes.com/2019/07/02/world/middleeast/china-oil-iran-sanctions.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190703&section=topNews?campaign_id=51&instance_id=10648&segment_id=14876&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.reuters.com/article/us-japan-economy-boj/boj-policymaker-sees-no-need-for-immediate-easing-idUSKCN1TY053
https://www.japantimes.co.jp/news/2019/07/03/business/japan-looks-turn-heat-south-korea-stricter-export-controls-items/#.XRyp8vZFxaQ
https://www.ft.com/content/d7a85f48-9d59-11e9-9c06-a4640c9feebb
https://www.ft.com/content/d7a85f48-9d59-11e9-9c06-a4640c9feebb
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Brazil:  A special committee of Brazil’s Congress looks set to pass a watered down version of 

President Bolsonaro’s proposed pension reform, which would then allow the bill to be presented 

to the full chamber for a vote.  The amendments reduce the projected savings from the bill to 

approximately $245 billion over the next ten years, but that still is widely seen as insufficient to 

avert a fiscal crisis as the country’s pension costs continue to explode.  The proposed pension 

reform has been a key reason for the rise in Brazilian stocks since Bolsonaro’s election. 

 

UAE/Yemen:  Western officials say the United Arab Emirates have been pulling tanks, attack 

helicopters, and other military assets out of Yemen, as it tries to extricate itself from the Saudi-

led campaign against the country’s Iran-backed Houthi rebels.  The sources say one reason for 

the UAE’s action is fear that its continued participation in the campaign could spark retaliatory 

strikes from Iran. 

 

Australia looks at tax cuts:  The conservative government is close to passing a major tax cut.  

This cut might give the Australian markets a boost.   

 

U.S. Economic Releases 
 

Weekly mortgage applications fell 0.1% with purchases up 1.1% but refinancing activity down 

1.2%.  The 30-year mortgage rate rose 1 bp to 4.07%.   

 

Weekly jobless claims came in at 2221k, a bit better than the 223k forecast.  The four-week 

average of claims came in at 222.25k, up 0.5k from last week. 
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The June ADP employment report came in at 102k, well below the 140k forecast. 

 

https://www.wsj.com/articles/brazilian-presidents-pension-bill-advances-in-the-lower-house-11562124006
https://www.wsj.com/articles/brazilian-presidents-pension-bill-advances-in-the-lower-house-11562124006
https://www.wsj.com/articles/u-a-e-moves-to-extricate-itself-from-saudi-led-war-in-yemen-11562094272
https://www.wsj.com/articles/u-a-e-moves-to-extricate-itself-from-saudi-led-war-in-yemen-11562094272
https://www.reuters.com/article/us-australia-politics/australian-government-poised-to-secure-110-bln-tax-cut-plan-idUSKCN1TX01U?feedType=RSS&feedName=topNews
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The data would be consistent with a relatively soft number on Friday. 

 

The May trade deficit came in at $55.5 bn, a bit weaker than the $54.0 bn forecast. 

 

 
 

This data will tend to weaken Q2 GDP as it will contract the net exports number.   
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Today’s data is overall neutral to bearish for the economy and should support policy easing by 

the FOMC. 

 

The table below lists the economic releases scheduled for today.   
 

EDT Indicator Expected Prior Rating

9:45 Markit Services PMI m/m jun 50.7 50.7 **

9:45 Markit Composite PMI m/m jun 50.6 **

10:00 ISM Non-Manufacturing m/m jun 56.0 56.9 ***

10:00 Durable Goods Orders m/m may -1.3% -1.3% ***

10:00 Nondefense Capital Goods Orders Ex-Aircraft m/m may 0.4% **

10:00 Factory Orders m/m may -0.6% -0.8 **

Speaker or event

NO SPEAKERS OR EVENTS TODAY

Fed speakers or events

Economic Releases

No speakers or events scheduled

District or position

 
 

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

Australia Building Approvals y/y may -19.6% -23.4% -21.5% *** Equity bullish, bond bearish

Trade Balance m/m may A$5.7 Bil. A$4.8 Bil. A$5.3 Bil. *** Equity and bond neutral

China Caixin China Services m/m jun 52.0 52.7 52.6 ** Equity bearish, bond bullish

Japan Jibun Bank of Japan PMI Services m/m jun 51.9 51.7 ** Equity bullish, bond bearish

India Markit Non-Manufacturing PMI m/m jun 49.6 50.2 ** Equity bearish, bond bullish

EUROPE

Eurozone Markit Services PMI m/m jun 53.6 53.4 53.4 ** Equity and bond neutral

France Markit Services PMI m/m jun 52.9 53.1 53.1 ** Equity and bond neutral

Germany Markit Services PMI m/m jun 55.8 55.6 55.6 ** Equity and bond neutral

Italy Markit Services PMI m/m jun 50.5 50.0 50.0 ** Equity and bond neutral

UK Markit Services PMI m/m jun 50.2 51.0 51.0 ** Equity bearish, bond bullish

Russia Markit Services PMI m/m jun 49.7 52.0 ** Equity bearish, bond bullish

AMERICAS

Canada International Merchandise Trade m/m may $0.8 Bil. -$1.0 Bil. -$1.7 Bil. ** Equity and bond neutral

Brazil Markit Services PMI m/m jun 48.2 47.8 ** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 233 232 1 Down

3-mo T-bill yield (bps) 213 214 -1 Neutral

TED spread (bps) 20 18 2 Neutral

U.S. Libor/OIS spread (bps) 212 213 -1 Up

10-yr T-note (%) 1.96 1.97 -0.01 down

Euribor/OIS spread (bps) -35 -35 0 Neutral

EUR/USD 3-mo swap (bps) 15 16 -1 Down

Currencies Direction

dollar down Neutral

euro up Up

yen up Up

pound up Neutral

franc up Neutral  
 

Commodity Markets 
 

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

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

Price Prior Change Explanation

Brent $63.13 $62.40 1.17% Bullish APIs

WTI $56.81 $56.25 1.00%  

Natural Gas $2.27 $2.24 1.12%  

Crack Spread $22.44 $22.56 -0.56%

12-mo strip crack $18.36 $18.48 -0.62%

Ethanol rack $1.67 $1.68 -0.16%

Gold $1,423.23 $1,418.65 0.32%

Silver $15.26 $15.32 -0.35%

Copper contract $265.95 $266.40 -0.17%

Corn contract 430.25$       426.00$       1.00%

Wheat contract 507.50$       503.25$       0.84%

Soybeans contract 904.00$       898.75$       0.58%

Baltic Dry Freight 1446 1381 65

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

Shipping

Energy Markets

Metals

Grains

DOE inventory report
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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. 



 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 8 

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. 
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GOLD MODEL
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Sources:  Haver Analytics, CIM

Fair Value = $1400

 
 

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.  



 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 10 

Data Section 

 

U.S. Equity Markets – (as of 7/2/2019 close) 

 

0.0% 20.0% 40.0%

Healthcare
Energy
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Technology
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(Source: Bloomberg) 

 

These S&P 500 and sector return charts are designed to provide the reader with an easy overview 

of the year-to-date and prior trading day total return.  Sectors are ranked by total return; green 

indicating positive and red indicating negative return, along with the overall S&P 500 in black. 

These charts represent the new sectors following the 2018 sector reconfiguration.  

 

Asset Class Performance – (as of 7/2/2019 close) 

 

  

 
 
 

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 

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

Commodities (Bloomberg total return Commodity Index). 
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P/E Update 
 

June 27, 2019  
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P/E as of 6/26/2019 = 18.6x

 
 

Based on our methodology,1 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. 
 

                                                 
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 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. 


