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

EuroStoxx 50 is down 0.1% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

1.4%.  Chinese markets were lower, with the Shanghai composite down 2.6% and the Shenzhen 

index down 2.9% from the prior close.  U.S. equity index futures are signaling a lower open.  

 

Good morning and happy Monday!  We are essentially halfway through summer, semi-officially 

marked by the All-Star Game, the “midsummer classic.”  Trading is quiet; investors should note 

that activity tends to slow during the summer.  Europe is essentially on holiday to some extent 

from now into Labor Day.  Here is what we are watching today: 

 

Powell speaks: Chair Powell will make his semiannual testimony to Congress on Wednesday 

and Thursday this week.  We also note that the Fed minutes will come out on Wednesday.  

Although the strong labor market data on Friday quelled some of the ardor for rate cuts, the 

financial markets are still leaning toward a cut at the end of the month.  If Powell wants to affect 

that assessment, he will likely do so on Wednesday.  Thus, there is some risk that Powell could 

turn hawkish this week; we don’t expect that outcome but the potential does exist. 

 

Meanwhile, the president continues to pressure Powell by threatening his position.  We, and 

others, have noted that some of the governor candidates the president has considered seem to 

have a hard money bias.  Stephen Moore had an affinity for the gold standard and strongly 

criticized the Fed’s monetary policy during the Obama presidency.  Judy Shelton, who has 

recently been considered for nomination, also has supported the gold standard.  President Trump 

isn’t a hard money person (most presidents aren’t, by the way—hard money can get in the way 

of re-election), so why is he consistently looking to such candidates?  It may simply be 

partisanship.  If one views the world in terms of loyalty to “teams” and not on the basis of 

ideology, then Trump may be recommending these gold bugs simply because he expects them to 

be loyal to his monetary aims regardless of their personal ideologies.  This thought process might 

explain the hostility toward Powell; the president put him in this job to do what he is asked, not 

to be loyal to the Federal Reserve as an institution.  We may need to start looking at members of 

the FOMC not on the basis of their economic leanings but their political affiliation.  If that were 

to be the case, policy would shift not based on the economy but on who occupies the White 

House; for example, if the governors lean toward the GOP, then a Democratic president could 

face hostile monetary policy.  We are not there yet but it is a trend that could develop over time. 

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.bloomberg.com/news/articles/2019-07-07/trump-jawbones-fed-yet-again-may-be-grooming-powell-successor
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So, in light of the employment data, should the Fed maintain current rates?  The employment 

data is notoriously volatile.  The May data looked really weak; that was reversed in June.  One 

shouldn’t become overly excited about any single month’s data but look at trends.  Since 2011, 

the three-month average of payrolls has averaged 200k+ per month.  It currently sits at 171k. 
 

 
 

Average weekly earnings have been weakening as well.  We are seeing some declines in the 

work week which means that take-home pay may be stagnating even with hourly earnings rising. 
 

 
 

Although Friday’s data was solid, there is some underlying weakness.  If the Fed doesn’t ease at 

the next meeting, it could face a weak July employment report which would bring further 
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criticism.  Overall, we think there are enough pockets of weakness to give the Fed cover if it 

wants to lower rates. 

 

China foreign reserves: Foreign reserves in June rose $18.2 bn, well above the $2.0 bn forecast.  

The rise suggests China has not been spending reserves to support the value of the CNY. 
 

 
 

In other China news, credit card debt by households is growing rapidly and has caught the 

attention of the credit rating agencies.  Household debt has increased steadily since 2008; 

although it remains well below U.S. levels compared to GDP, the pace of growth is concerning.   
 

 
 

The problem is that the Chinese financial system doesn’t have much experience with widespread 

defaults and loan deterioration at the household level.  With businesses, loan deterioration is 

https://www.reuters.com/article/us-china-economy-forex-reserves/chinas-june-forex-reserves-rise-more-than-expected-amid-trade-truce-idUSKCN1U3027
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usually masked with rollovers and covert restructuring; that probably won’t occur with 

households due to the relative debt size.1  A household debt crisis in China would not only lead 

to weaker growth but might also foster social unrest.   

 

Hong Kong: In the fourth mass demonstration of the last month, thousands of political 

protestors again marched through Hong Kong.  The difference this time, however, was that the 

protesters targeted a shopping area frequented by Chinese tourists, where mainland law is 

enforced.  An organizer said the aim was to make sure mainlanders become more aware of Hong 

Kong’s anger over the gradual erosion of civil liberties as Beijing tries to assert more control 

over the territory.  Although the protests were reportedly peaceful, there is the continuing risk of 

a crackdown from Beijing. 

 

Greece: In parliamentary elections over the weekend, the center-right New Democracy Party 

came out on top with approximately 39.8% of the vote, beating the incumbent left-wing Syriza 

Party’s 31.5%.  New Democracy will have 158 seats within the 300-seat legislature,2 making its 

leader, Kyriakos Mitsotakis, the country’s new prime minister.  The New Democracy Party will 

represent the first single-party government in Greece in a decade.  Mitsotakis has promised tax 

cuts, reduced bureaucracy, increased investment and much stronger economic growth.  It 

remains to be seen whether he can deliver on those goals given the fact that Greece is still subject 

to stringent fiscal terms under its bailout deal with the EU.  Nevertheless, having a traditional, 

business-friendly party back in power in Greece is likely to be positive for both Greek assets and 

overall European assets.   

 

Turkey troubles: Although we did see a sizeable improvement in Turkey’s CPI, which fell from 

18.5% in May to 16.0% in June, President Erdogan moved to fire his central bank governor, 

Murat Cetinkaya, a full year before his term ended.  He was replaced by Murat Uysal, who until 

recently was an executive at Halkbank, a state-owned commercial bank in Turkey.  The action 

will likely weaken the independence of the central bank and raise concerns about Erdogan’s 

management of the economy.  Erdogan has been critical of interest rates in Turkey; the official 

policy rate is 24%, which is well above inflation. 

 

                                                 
1 As John Maynard Keynes once noted, “If you owe the bank $100 and can’t pay, you have a problem; if you owe 
the bank $100,000,000 and can’t pay, the bank has a problem.”   
2 Greece gives an additional 50 seats to the party with the largest electoral margin, which reduces the need for 
coalition governments and makes the political system more stable.   

https://www.wsj.com/articles/latest-hong-kong-protest-plays-to-a-different-crowd-mainland-chinese-11562491308
https://www.ft.com/content/e4f93f2a-a09f-11e9-a282-2df48f366f7d
https://www.ft.com/content/9ce598ea-a0d2-11e9-974c-ad1c6ab5efd1
https://www.ft.com/content/9ce598ea-a0d2-11e9-974c-ad1c6ab5efd1
https://www.politico.eu/article/center-right-to-seize-power-from-exit-polltsipras/?utm_source=POLITICO.EU&utm_campaign=dade1aa452-EMAIL_CAMPAIGN_2019_07_08_04_18&utm_medium=email&utm_term=0_10959edeb5-dade1aa452-190334489
https://www.ft.com/content/4f59b13a-9fc2-11e9-974c-ad1c6ab5efd1
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As this chart shows, the current real rate is well above what it has been in recent years.  The 

firing of a central bank governor simply due to tight policy will worry international investors.  

The lira is weaker this morning.   

 

Iran: The country’s atomic energy agency confirmed this morning that Iran has started enriching 

uranium to a level of 4.5%, breaching the 3.67% limit in the 2015 nuclear agreement.  This 

action marks Iran’s second significant breach of the agreement, following last week’s move to 

boost its stockpiles of enriched material beyond the 300 kg limit in the deal.  The Iranians also 

said they would breach further unspecified limits under the deal in 60 days if the recent U.S. 

sanctions on Iran aren’t lifted.  The moves aim to raise costs for the Trump administration’s 

decision last year to pull out of the deal, but they could backfire.  In response to Iran’s moves, 

the European parties to the deal suggest they may invoke an agreed upon dispute procedure that 

could end with a full snap-back of the sanctions that were in place before 2015 and an outright 

end to the deal.  Pressures continue to mount, raising the risk of miscalculation and further 

tensions or even a military confrontation that would likely boost oil prices. 

 

Venezuela: Opposition leader and self-declared president Juan Guaidó announced he will soon 

take part in talks with the government of Nicolás Maduro to find a way out of the country’s 

political deadlock.  In addition, the opposition will apparently meet this week with the EU’s 

special envoy for Venezuela.  The talks follow two earlier rounds of negotiations in Oslo, 

suggesting momentum continues for a political solution that could potentially result in Maduro 

leaving office and market-friendly reforms finally being implemented in the country. 

 

Budget worries: As the summer wears on, the clock is ticking toward a series of fiscal 

deadlines.  Divisions within both parties are hardening positions and increasing the odds of a 

fiscal crisis in September.  If an agreement to lift the debt ceiling isn’t reached, the budget 

sequester process will occur which will lead to reduced fiscal spending and reduced spending in 

the economy.   

 

 

https://www.ft.com/content/4988d5ea-a0c3-11e9-974c-ad1c6ab5efd1
https://www.ft.com/content/a2a178f8-a109-11e9-974c-ad1c6ab5efd1?emailId=5d22b79a8603ab0004a8ad95&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/irans-breach-of-nuclear-pact-tests-european-resolve-11562584738?mod=hp_lead_pos3
https://www.wsj.com/articles/irans-breach-of-nuclear-pact-tests-european-resolve-11562584738?mod=hp_lead_pos3
https://www.wsj.com/articles/irans-breach-of-nuclear-pact-tests-european-resolve-11562584738
https://www.ft.com/content/4f123700-a112-11e9-974c-ad1c6ab5efd1
https://www.politico.com/story/2019/07/07/budget-deadlock-july-1399192?nname=playbook&nid=0000014f-1646-d88f-a1cf-5f46b7bd0000&nrid=0000014c-2414-d9dd-a5ec-34bc529a0002&nlid=630318
https://www.politico.com/story/2019/07/07/budget-deadlock-july-1399192?nname=playbook&nid=0000014f-1646-d88f-a1cf-5f46b7bd0000&nrid=0000014c-2414-d9dd-a5ec-34bc529a0002&nlid=630318
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U.S. Economic Releases 
 

There were no economic releases prior to the publication of this report.  The table below lists the 

economic releases scheduled for today.   
 

EDT Indicator Expected Prior Rating

15:00 Consumer Credit m/m may $17.000 bn $17.497 bn **

Fed speakers or events

Economic Releases

No speakers or events scheduled  
 

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

China Foreign Reserves m/m jun $3.119 tn $3.101 tn $3.110 tn * Equity and bond neutral

Japan BoP Current Account Balance m/m may ¥1.595 tn ¥1.707 tn ¥1.395 tn ** Equity bullish, bond bearish

Trade Balance BoP Basis m/m may -¥0.651 tn -¥0.098 tn -¥0.759 tn ** Equity and bond neutral

Core Machine Orders m/m may -3.7% 2.5% -3.6% ** Equity and bond neutral

Australia ANZ Job advertisements m/m jun 0.0 -0.1 ** Equity and bond neutral

EUROPE

Eurozone Sentix Investor Confidence m/m jul -5.8 -3.3 0.1 ** Equity and bond bearish

Germany Trade Balance m/m jun 20.6 bn 17.9 bn 17.0 bn ** Equity bullish, bond bearish

Current Account Balance m/m jun 16.5 bn 22.6 bn 12.6 bn ** Equity bullish, bond bearish

Industrial Production m/m may -3.7% -1.8% -3.2% *** Equity and bond bearish

Switzerland Total Sight Deposits m/m jun 579.0 bn 579.3 bn ** Equity and bond neutral

Domestic Sight Deposits m/m jun 476.1 bn 466.7 bn ** Equity and bond neutral

AMERICAS

Canada Net Change in Employment m/m may -2.2k 27.7k 9.9k *** Equity and bond bearish

Unemployment Rate m/m jun 5.5% 5.4% 5.5% *** 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) 231 230 1 Down

3-mo T-bill yield (bps) 216 217 -1 Neutral

TED spread (bps) 15 13 2 Neutral

U.S. Libor/OIS spread (bps) 217 216 1 Up

10-yr T-note (%) 2.03 2.03 0.00 down

Euribor/OIS spread (bps) -36 -35 -1 Neutral

EUR/USD 3-mo swap (bps) 18 19 -1 Down

Currencies Direction

dollar up Neutral

euro flat Up

yen down Up

pound flat Neutral

franc flat 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 $64.23 $64.23 0.00%

WTI $57.46 $57.51 -0.09%  

Natural Gas $2.42 $2.42 0.17%  

Crack Spread $23.05 $23.16 -0.45%

12-mo strip crack $18.41 $18.54 -0.69%

Ethanol rack $1.69 $1.68 0.55%

Gold $1,405.22 $1,399.45 0.41%

Silver $15.08 $15.00 0.53%

Copper contract $268.30 $266.10 0.83%

Corn contract 447.50$       442.25$       1.19%

Wheat contract 518.25$       515.00$       0.63%

Soybeans contract 899.00$       894.50$       0.50%

Baltic Dry Freight 1740 1700 40

Actual Expected Difference

Crude (mb) -1.1 -3.0 1.9

Gasoline (mb) -1.6 -3.0 1.4

Distillates (mb) 1.4 -1.6 3.0

Refinery run rates (%) 0.00% -0.30% 0.30%

Natural gas (bcf) 82.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for most of the country.  

Precipitation is expected for the northern states and surrounding areas of Georgia, Alabama and 

Mississippi.  There is no tropical activity expected over the next 48 hours.
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Asset Allocation Weekly 
Confluence Investment Management offers various asset allocation products which are managed using “top down,” 

or macro, analysis.  We report asset allocation thoughts on a weekly basis, updating this section every Friday.  
 

July 5, 2019 
 

Although it’s not official,3 it appears the current expansion has reached a new record. 
 

 
(Source: NBER) 

 

This chart shows expansions by months since 1850.  The current expansion just reached 121 

months, exceeding the 1991-2001 expansion, which was previously the longest. 

 

Part of the reason this expansion has lasted so long is because economic growth has been rather 

slow. 

 

                                                 
3 The National Bureau of Economic Research, a private body, is the official arbiter of business cycles.  When it dates 
the onset of recession, it is usually months after the downturn has occurred.  Thus, it is possible (but not likely) 
that the group could determine that a recession began before July.  We won’t know for certain that the current 
expansion is the longest until the next recession starts.   
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This chart shows the average GDP for expansions since 1960; we have also isolated the average 

contribution from the components of GDP.4  Not only has this expansion had the slowest average 

GDP growth, but two of the components, net exports and government, were negative 

contributors.  That had never happened over this time frame before.   
 

Because the expansion was slow, the bottlenecks that often develop in a long expansion have not 

become evident in this cycle.  Inflation remains tame, with the overall PCE deflator below 2.5%.  

In previous recessions this measure of inflation had exceeded 2.5%, which would tend to trigger 

policy tightening. 
 

 
 

                                                 
4 We break out fixed investment to eliminate the impact of inventories.  The actual calculation is GDP = 
Consumption + Investment + Government + Net Exports.   
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Recessions are usually triggered by either policy tightening or a geopolitical event.  The former 

tends to occur when policymakers are facing rising inflation.  With current inflation tame, 

excessive tightening would be a major mistake.   The potential for a geopolitical risk is elevated 

at this time but not high enough to suggest a significant defensive position. 

 

So, until inflation rises or a geopolitical event occurs, there is no reason that the current 

expansion can’t last longer.  And, as long as the expansion continues, equities should continue to 

perform relatively well.   

  

   

 
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 7/5/2019 close) 
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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 7/5/2019 close) 

 

0.0% 10.0% 20.0% 30.0%

Cash

Commodities

US Government Bond

Emerging Markets (local currency)

US High Yield

Emerging Markets ($)

US Corporate Bond

Foreign Developed ($)

Small Cap

Foreign Developed (local currency)

Mid Cap
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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 
 

July 5, 2019  
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P/E as of 7/4/2019 = 19.0x

 
 

Based on our methodology,5 the current P/E is 19.0x, up 0.4x from last week.  We are now 

rotating Q3, meaning we have dropped Q3 earnings (see footnote).  There was a drop in Q4 

earnings compared to Q3 and that fact, coupled with a rising market, led to the multiple 

expansion. 

 

 
 
 
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. 
 

                                                 
5 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. 


