
 

 

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

www.confluenceinvestment.com 

 1 

 

 

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 15, 2019—9:30 AM EDT] Global equity markets are higher this morning.  The 

EuroStoxx 50 is up 0.1% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 0.5%.  

Chinese markets were higher, with the Shanghai composite up 0.4% and the Shenzhen index up 

1.0% from the prior close.  U.S. equity index futures are signaling a higher open. 

 

Happy Monday!  China’s GDP came in on expectations but the trend is clearly showing that 

growth is slowing.  The EU Commission vote is this week.  Global debt is growing.  Tropical 

Storm Barry is now moving into Missouri.  Here is what we are watching today: 

 

China’s GDP: China Q2 GDP came in on expectations at 6.2%.  China’s GDP almost always 

comes in on forecast because the government can set the growth rate by taking on more debt.  

But, the fact that the Xi regime accepted growth this low does suggest the government is trying 

to slowly reduce the glide path of growth.  The reading in Q2 is the slowest growth in nearly 

three decades.  Weaker exports were partly to blame for the slowdown.  In general, China can 

probably only grow at around 3.5% to avoid adding to debt.  We believe Xi has the power to 

reduce growth to that level but he wants to get there slowly in order to avoid an abrupt drop in 

output.  Given that he has the ability to stay in power indefinitely, he may be around long enough 

to lower China’s growth to a sustainable pace without something that looks like a recession. 

 

Hong Kong: Knowledgeable officials in Hong Kong say the territory’s chief executive, Carrie 

Lam, offered to resign several times in recent weeks in the midst of massive protests against her 

proposed bill to allow extraditions from Hong Kong to China.  However, the officials say Beijing 

refused to accept the resignation, telling Lam to stay in her post “and clean up the mess she 

created.”  Meanwhile, protestors continue to agitate against the extradition bill and other 

grievances, including a near-riot in a luxury shopping mall last night.  While Lam remains in 

charge, the incident confirms that her days are numbered and that the political situation in Hong 

Kong is likely to remain unstable for the foreseeable future. 

 

Global Monetary Policy: The acting head of the International Monetary Fund (IMF), David 

Lipton, offered his backing for looser monetary policy by the major central banks, such as the 

Federal Reserve and the European Central Bank.  In an interview with the Financial Times, 

Lipton said, “If the economy needs support, you provide support . . . It’s more important than it’s 

been in a long time to avoid a recession, to be careful about any actions that might trigger a 

downturn.”  We already believe more loosening is on the way – including a likely interest rate 

cut by the Federal Reserve at the end of the month – but Lipton’s statement will help give 
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monetary authorities political cover to proceed with the moves in spite of skepticism among 

some policymakers. 

 

United States-Turkey: Officials from the State Department, Pentagon and National Security 

Council have drawn up a list of proposed sanctions against Turkey for its purchase of Russia’s S-

400 air defense system, the first deliveries of which began on Friday.  The proposed sanctions 

would have to be approved by President Trump, but officials say the United States won’t make a 

public reaction to the S-400 deliveries until sometime after today.  Sanctions would likely ratchet 

up tensions between the countries and present further headwinds for the Turkish lira and Turkish 

assets.  Another problem for Turkey is that there are rising tensions over natural gas drilling in 

waters off of Cyprus.  The island is divided between Turkey and the EU and the former is 

drilling off waters that it claims, which are not globally recognized.  The EU is threatening to cut 

funding for Turkey.   

 

Russia-Ukraine: In a sign of at least some thawing of relations between Russia and Ukraine, an 

official at the Russian Ministry of Foreign Affairs said the two governments are discussing the 

return of two dozen Ukrainian sailors who were seized by Russia last year.  The development 

comes after the new Ukrainian leader last week suggested multilateral talks on Russian-

Ukrainian peace, and President Putin said he would be open to the idea under certain conditions. 

 

Mexico: On the other hand, Mexico’s economy appears to be falling into recession.  Clearly, the 

trade conflict with the U.S. is having an adverse effect on investor sentiment in Mexico.  

However, another factor could be AMLO’s policy of cutting government spending on the 

bureaucracy.  One of AMLO’s campaign promises was to move spending away from the 

bureaucracy to the poor.  However, this has led to the reduction of some basic services, such as 

firefighting.  Although there is an element of AMLO’s austerity that is going to be popular, it is 

going to be difficult to determine what activities are wasteful and unnecessary and what are 

critical.  While no one would argue that police services are needed, there may be questions on 

whether new cruisers are necessary.  Once public investments are questioned, over time, such 

investments decline and eventually public workers won’t have the tools necessary to do their 

jobs.  It is possible that the cuts to government spending have occurred before the spending was 

shifted to the poor; if that’s the case, then the government sector will be a drag on the economy. 

 

U.K. makes an offer: The U.K. has offered to release the tanker it holds if Iran doesn’t deliver 

the oil to Syria.  It isn’t clear what kind of guarantees Tehran can offer to satisfy the British but it 

does look like both sides are trying to ease tensions.   

 

Debt: The Institute for International Finance (IIF) is a bank-owned body that conducts research 

on international financial matters.  One of the tasks the IIF performs is to monitor global debt 

levels. The IIF reports that global debt rose $3.0 trillion in Q1 to $246.5 trillion.  With global 

GDP estimated to be around $85 trillion, world debt/GDP is around 290%.  Emerging market 

debt has hit a record high.  One side effect of low interest rates is that they encourage the 

expansion of debt levels, making the global economy vulnerable to rising interest rates.   
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U.S. Economic Releases 
 

Empire manufacturing came in above expectations at 4.3 compared to the forecast of 2.0.   
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The chart above shows the six-month moving average of the Empire State Business Conditions 

Index.  Currently, the six-month moving average is 6.0. 
 

The table below lists the economic releases and Fed events scheduled for today.   
 

Speaker or event

10:00 Charles Evans to Speak on Trade and Economy in Chicago President of the Federal Reserve Bank of Chicago

Fed speakers or events

Economic Releases

District or position

 No economic releases 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.  
 



 

 

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

www.confluenceinvestment.com 

 4 

Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China New Home Price m/m jun 0.7% 0.7% ** Equity and bond neutral

Fixed Assets Ex Rural YTD m/m jun 5.8% 5.6% 5.6% ** Equity bullish, bond bearish

Industrial Production y/y jun 6.3% 6.0% 5.9% *** Equity bullish, bond bearish

Retail Sales y/y jun 9.8% 8.6% 8.5% ** Equity bullish, bond bearish

GDP y/y jun 6.2% 6.4% 6.2% *** Equity and bond neutral

India CPI y/y jun 3.2% 3.1% 3.1% *** Equity bearish, bond bullish

Industrial Production y/y may 3.1% 3.4% 2.9% *** Equity bullish, bond bearish

New Zealand Performance Services Index m/m may 52.7 53.6 ** Equity and bond neutral

Net Migration m/m may 4240 4870 * Equity and bond neutral

EUROPE

Italy General Government Debt m/m may 2.365 tn 2.373 tn ** Equity and bond neutral

Switzerland Producer and Import Prices y/y jun -1.4% -0.8% ** Equity bullish, bond bearish

Total Sight Deposits CHF w/w july 579.0 bn 579.0 bn * Equity and bond neutral

Domestic Sight Deposits CHF m/m jun 480.1 bn 476.1 bn * Equity and bond neutral

Russia Money Supply Narrow Def y/y jun 10.41 tn 10.33 tn * Equity and bond neutral

Trade Balance m/m jun 11.8 bn 13.7 bn 13.6 bn ** Equity bearish, bond bullish

AMERICAS

Mexico Industrial Production y/y may -3.3% -2.9% -1.3% *** Equity and bond bearish

Manufacturing Production y/y may 0.7% -0.4% 1.2% ** Equity bearish, bond bullish

Brazil IBGE Services Sector Volume Y/Y may 4.8% -0.7% 3.3% ** 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) 232 230 2 Down

3-mo T-bill yield (bps) 209 209 0 Neutral

TED spread (bps) 23 21 2 Neutral

U.S. Libor/OIS spread (bps) 209 210 -1 Up

10-yr T-note (%) 2.12 2.12 0.00 down

Euribor/OIS spread (bps) -36 -36 0 Neutral

EUR/USD 3-mo swap (bps) 15 14 1 Down

Currencies Direction

dollar flat Neutral

euro flat Up

yen flat Up

pound down 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. 
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Price Prior Change Explanation

Brent $67.07 $66.72 0.52%

WTI $60.48 $60.21 0.45%  

Natural Gas $2.42 $2.45 -1.51%  

Crack Spread $21.90 $22.85 -4.16%

12-mo strip crack $18.26 $18.68 -2.23%

Ethanol rack $1.72 $1.70 0.99%

Gold $1,416.23 $1,415.75 0.03%

Silver $15.33 $15.22 0.74%

Copper contract $271.80 $269.40 0.89%

Corn contract 461.00$       459.25$       0.38%

Wheat contract 523.50$       523.00$       0.10%

Soybeans contract 929.25$       931.50$       -0.24%

Baltic Dry Freight 1865 1816 49

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

with cooler temps in the western region.  Tropical Storm Barry has been downgraded to a 

tropical depression and is moving across Arkansas.  The storm is expected to continue losing 

strength as it makes its way to Missouri.
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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 12, 2019 
 

The recent testimony from Chair Powell to Congress made it quite clear that the U.S. central 

bank is likely to cut rates at the end of July.  For the equity markets, the key issue is whether the 

shift away from tightening to easing will be enough to avoid recession.  If the rate cut(s) in the 

coming months reduce the odds of recession, we could see the expansion continue and the Fed 

may have engineered a rare “soft landing.”  On the other hand, it is quite possible that monetary 

authorities have raised rates too much and have waited too long to ease policy; if so, then a 

recession may be unavoidable.   

 

 
 

This chart shows two business cycle indicators, one from the New York FRB and the other from 

the Atlanta FRB.  The former predicts the business cycle a year ahead and is based on the yield 

curve; the latter is coincident and based on GDP.  We overlay the two, using the New York 

number as a warning and the Atlanta index as confirmation.  The New York number has crossed 

the 30 threshold, which has been a signal of recession in the past with no false positives.  And, 

even rate cuts haven’t prevented recession once the 30 threshold has been crossed.  At the same 

time, we have not seen confirming data in the national accounts (GDP) data.  Thus, recession 

may be in the cards, although the risk isn’t imminent; the downturn may still be two years away 

and it is possible it could be avoided.  After all, every cycle is unique. 
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This chart shows the dilemma for equity investors.  In this chart we examine the average total 

return for the S&P 500 on a yearly basis, with the data indexed to the first rate cut, a year in 

advance of the cut and two years subsequent.  The data shows that equities tend to perform very 

well if recession is avoided, roughly earning 20% in the first year after the cut and nearly 50% 

over two years.  However, if a recession occurs, declines in excess of 20% are possible.   

 

Although the NY Fed’s indicator has a strong track record, each business cycle is different, and it 

is possible that a recession can be avoided.  This analysis does suggest caution, although most 

safety assets have performed very well already, thus it may be too soon to fully de-risk 

portfolios.  In the immediate term, however, there is little cause to exit the equity markets, but 

vigilance is clearly necessary.   

  

   

 
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 7/12/2019 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 7/12/2019 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 11, 2019  
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P/E as of 7/11/2019 = 19.1x

 
 

Based on our methodology,1 the current P/E is 19.1x, up 0.1x from last week.  The rising stock 

market has 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. 
 

                                                 
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 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. 


