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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 16, 2019—9:30 AM EDT] Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 

closed up 0.3%.  Chinese markets were mixed, with the Shanghai composite down 0.2% and the 

Shenzhen index unchanged from the prior close.  U.S. equity index futures are signaling a higher 

open. 

 

It’s July!  The trading deadline looms in baseball and a few deals (two involving our beloved 

cross-state team) have already occurred.  Markets, on the other hand, are very quiet.  Here is 

what we are watching today: 

 

The EU vote: The EU Commission presidency vote happens late today and the current 

candidate, German Defense Minister Ursula von der Leyen, is talking to various groups trying to 

cobble together enough votes to take office.  She needs 374 votes to win, but anything less than 

400 will tend to reduce her mandate.  The vote is expected to be very close.  In her last speech 

before the vote, Ms. von der Leyen pledged to push through a new EU carbon tax and achieve 

carbon neutrality for the EU by 2050.  She also backed EU-wide unemployment insurance and 

promised to punish international technology firms that “play” the EU tax system.  Ms. von der 

Leyen is expected to win with the support of Europe’s mainstream parties, though she has gotten 

significant pushback from many in the center-left, especially the German SPD.  She has shunned 

giving the Greens any specific role in government.  If she loses, it will plunge the EU 

governance into uncharted waters.  It is unclear if there is any consensus on another candidate.  If 

she is rejected, it may put downward pressure on the EUR. 

 

While the legislators will also soon be voting on a new leader of the European Central Bank 

(former International Monetary Fund Chief Christine Lagarde), it’s important to remember that 

none of the new leaders will have carte blanche in their roles.  As an example of that, Banque de 

France Governor François Villeroy de Galhau said at a conference today that monetary policy 

shouldn’t be dependent on market expectations.  The statement was seen as pushing back against 

expectations that the ECB will loosen policy at its upcoming meeting. 

 

Libra: We have had concerns about the rise of cryptocurrencies for some time.  Although the 

coins might have some worth as a store of value asset and do help citizens evade capital controls, 

they are also useful for transactions in the black market.  Ransomware threats often require 

payment in cryptocurrencies.  However, what has surprised us is how governments have 

generally not reacted to the potential sovereignty threat that cryptocurrencies represent.  One of 
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the important roles of government is the creation of currency; giving that up to the 

cryptocurrency market opens up the possibility of private money and the loss of state power.  

Facebook’s (FB, 203.91) proposed foray into the cryptocurrency market appears to have caught 

the attention of Washington.  The SEC is considering if it should regulate Libra, essentially 

deciding if Libra is a security.  The Treasury is also expressing concern, with the Treasury 

secretary warning that Libra may be a “national security issue.”  There is even talk of banning 

tech firms from offering any financial services.  Regulation may not kill Libra but making it 

palatable to regulators will likely undermine the attractiveness of cryptocurrencies, in general, 

which comes from their anonymous nature.   

 

Central bank weapons: Central bankers around the world are quietly preparing for the next 

downturn.  Since interest rates are already low, unconventional policies will likely be necessary 

to stimulate growth.  The ECB is considering adding unsecured bank debt to the assets it will buy 

in a downturn.  The Fed is considering the launch of a repo facility that would allow the central 

bank to accept Treasuries as collateral if money market rates rise a certain level above the policy 

rate.  The fact that such measures are under consideration suggests the developed world central 

banks are concerned that conventional monetary policy will not function well in the next 

downturn.   

 

Brexit: Both candidates for leadership of the Tories are pushing for no backstop in Northern 

Ireland.  It might be possible to put a trade border inside Ireland to allow the physical border to 

be open between the U.K. and Ireland, but the problem is that such an action would effectively 

move the border of the U.K. further into what is now the Republic of Ireland.  We don’t see the 

EU giving that to Britain.   

 

Meanwhile, here’s a new word to watch—proroguing—which is when the executive closes 

Parliament, ostensibly to implement policies favored by the executive but opposed by the 

legislature.  This idea has been circulating among Brexit supporters as a way to prevent 

Parliament from preventing the country from leaving the EU.  Proroguing outside of normal 

recesses is constitutionally tricky.  Essentially, it requires the Queen to shut down Parliament at 

the request of the PM.  We have doubts Queen Elizabeth would take this action.  After all, such a 

move would rekindle republicanism, which wants to end the royals altogether.  As the chances of 

a hard Brexit increase, the pound continues to weaken today to its lowest level since April 2017. 

 

Greece: In a sign of improved investor sentiment toward Greece and its new center-right 

government, the government is planning to sell a new seven-year bond at a yield of just 2.1%, a 

modest 2.6% spread above comparable German debt and barely more than the U.S. Treasuries of 

the same maturity.  That comes as loosening monetary policy has driven yields to below-zero in 

a range of emerging markets.  All the same, in spite of those signs of positive sentiment, there 

are reasons to maintain caution regarding the emerging markets, especially considering the 

evolving global backdrop of trade protectionism and a reversal of globalization, policy turmoil in 

places like Turkey and Mexico, and the recent strength in the dollar. 

 

Bulgaria: Interior Minister Mladen Marinov said Bulgaria is undergoing a massive hacker attack 

from a Russian website, including the release of millions of emails with stolen personal financial 

data and statements calling for Bulgarian Finance Minister Vladislav Goranov to resign.  
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According to Marinov, the attack suggests Russian revenge for Bulgaria’s recent decision to buy 

F-16 fighter jets from the United States. 

 

China: The Chinese government pushed back against comments from President Trump, who 

argued that the 6.2% GDP growth in Q2 is evidence that the Chinese economy is suffering and 

that Beijing would be wanting to make a trade deal with the U.S.  China’s fiscal spending in H1 

rose 10.7% as the government moves to bolster growth.  The government yesterday issued a new 

policy prohibiting both central and local agencies from providing subsidies or loans to support 

state-owned companies that otherwise wouldn’t be financially viable, i.e., “zombie enterprises.”  

The communiqué said the policy aims to make it easier to close down such zombies and better 

allocate resources, but China will probably also tout it in order to diffuse U.S. criticism about 

unfair subsidies for state-owned exporters.  The problem is that local governments will still be 

the ones deciding whether or not firms are viable, and they’ll still have an incentive to keep the 

zombies alive.  Top-level trade negotiators from the United States and China plan to talk by 

phone again this week, with U.S. officials expressing optimism that the conversation will lead to 

new face-to-face negotiations, but China’s hardline Commerce Minister Zhong Shan warned that 

China will “stand firm in defending the interests of our country.” 

 

North Korea: In spite of positive atmospherics arising from the meeting between President 

Trump and North Korean leader Kim Jong-un after the G-20 summit last month, North Korean 

state media today warned that a joint U.S.-South Korean military exercise next month would 

reduce the justification for it to pursue denuclearization and better international relations.  The 

article said North Korea might consider renewed long-range missile tests if the exercise goes 

forward. 

 

U.S. Economic Releases 
 

The June import price index came in below expectations, falling 0.9% from the prior month 

compared to the forecast drop of 0.3%.  The import price index excluding petroleum was also 

below expectations, falling 0.4% from the prior month compared to the forecast drop of 0.2%.  

The export price index came in below expectations, falling 0.7% from the prior month compared 

to the forecast of 0.2%.   
 

 

https://www.reuters.com/article/us-usa-trade-china-economy/china-says-misleading-to-suggest-it-needs-trade-deal-due-to-slowing-economy-idUSKCN1UB0KM
https://www.cnbc.com/2019/07/16/chinas-first-half-fiscal-spending-up-as-beijing-supports-economy.html
https://www.scmp.com/economy/china-economy/article/3018778/china-cracks-down-subsidies-zombie-companies-us-trade-war?utm_medium=email&utm_source=mailchimp&utm_campaign=enlz-scmp_international&utm_content=20190716&MCUID=b11497b3c2&MCCampaignID=755ecb8287&MCAccountID=3775521f5f542047246d9c827&tc=3
https://www.scmp.com/economy/china-economy/article/3018778/china-cracks-down-subsidies-zombie-companies-us-trade-war?utm_medium=email&utm_source=mailchimp&utm_campaign=enlz-scmp_international&utm_content=20190716&MCUID=b11497b3c2&MCCampaignID=755ecb8287&MCAccountID=3775521f5f542047246d9c827&tc=3
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https://www.scmp.com/news/china/diplomacy/article/3018734/chinas-commerce-minister-says-us-responsible-trade-war-and?utm_medium=email&utm_source=mailchimp&utm_campaign=enlz-scmp_international&utm_content=20190716&MCUID=b11497b3c2&MCCampaignID=755ecb8287&MCAccountID=3775521f5f542047246d9c827&tc=5
https://www.scmp.com/news/china/diplomacy/article/3018734/chinas-commerce-minister-says-us-responsible-trade-war-and?utm_medium=email&utm_source=mailchimp&utm_campaign=enlz-scmp_international&utm_content=20190716&MCUID=b11497b3c2&MCCampaignID=755ecb8287&MCAccountID=3775521f5f542047246d9c827&tc=5
https://www.washingtonpost.com/world/chinas-commerce-minister-joining-trade-talks-says-theres-need-to-uphold-our-warrior-spirit/2019/07/15/91428968-a44b-11e9-a767-d7ab84aef3e9_story.html?utm_term=.ee0829931a7b&wpisrc=nl_todayworld&wpmm=1
https://www.wsj.com/articles/pyongyang-threatens-missile-test-in-response-to-u-s-south-korea-military-exercises-11563276658?mod=hp_lead_pos9
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The chart above shows the year-over-year changes in the import price and export price indexes.  

The import price index fell 2.0% from the prior year, while the export price index fell 1.6%.  The 

drop in the import price index could possibly explain why inflation remains tempered.  The fact 

that import prices are falling in the midst of tariffs suggests that, at least so far, importers are not 

passing the tax on to the final product; it could be that importers are absorbing the tariff or that 

foreign suppliers are cutting their prices to offset the tariff.   

 

Advance retail sales for June came in above expectations, rising 0.4% from the prior month 

compared to the forecast rise of 0.2%.  The prior month’s gain was revised downward from 0.5% 

to a gain of 0.4%.  Retail sales ex-auto came in above expectations, rising 0.4% from the prior 

month compared to the forecast gain of 0.1%.  The prior month’s gain was revised downward 

from 0.5% to 0.4%.  Retail sales ex-auto and gasoline came in above expectations, rising 0.7% 

from the prior month compared to the forecast rise of 0.3%.  The retail sales control group came 

in above expectations, rising 0.7% from the prior month compared to the forecast gain of 0.3%.  

The prior month’s gain was revised from 0.5% to 0.6%. 
 

 
 

The chart above shows the year-over-year change in retail sales and core retail sales.  Annually, 

retail sales and core retail sales rose 3.4% and 3.8%, respectively. 

 

Industrial production for May came in weaker than forecast, remaining unchanged from the prior 

month compared to the forecast rise of 0.1%.  Capacity utilization was 77.9%, below the 78.1% 

expected.  
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The chart above shows the Industrial Production Index.  The current reading is 109.6.  Although 

the broader economy may be ok, one could argue that we are seeing a recession in the industrial 

economy. 
 

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

EDT Indicator Expected Prior Rating

10:00 NAHB Housing Market Index m/m jun 64 64 **

10:00 Business Inventories m/m may 0.3% 0.5% **

16:00 Net Long-Term TIC Flows m/m may $46.9 bn **

16:00 Total Net TIC Flows m/m may -$7.8 bn **

Speaker or event

12:20 Robert Kaplan Speaks at NABE Conference in Washington President of the Federal Reserve Bank of Dallas

13:00 Jerome Powell Speaks ar Bank of France Dinner in Paris Chairman of Board of Governors of Federal Reserve

15:30 Charles Evans to Speak in Chicago President of the Federal Reserve Bank of Chicago

Fed speakers or events

Economic Releases

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

India Trade Balance y/y jun -$15.280 bn -$15.360 bn -$15.000 bn ** Equity bearish, bond bullish

Australia ANZ Roy Morgan Weekly Consumption w/w jul 115.8 117.6 * Equity and bond neutral

New Zealand CPI y/y 2q 1.7% 1.5% 1.7% *** Equity and bond neutral

Non Resident Bond Holdings m/m jun 52.3% 53.7% ** Equity and bond neutral

EUROPE

Eurozone Trade Balance m/m may 20.200 bn 15.300 bn 17.800 bn ** Equity bullish, bond bearish

ZEW Survey Expectations m/m jul -20.3 -20.2 ** Equity and bond neutral

Germany ZEW Survey Current Situation w/w jul -1.1 7.8 5.0 ** Equity and bond bearish

ZEW Survey Expectations m/m jul -24.5 -21.1 -22.0 ** Equity and bond bearish

Italy CPI EU Harmonized y/y jun 0.8% 0.8% 0.8% *** Equity and bond neutral

UK Claimant Count Rate m/m jun 3.2% 3.1% *** Equity and bond neutral

Jobless Claims Change m/m jun 38.0k 23.2k *** Equity and bond neutral

Unemployment rate m/m may 3.8% 3.8% 3.8% *** Equity and bond neutral

AMERICAS

Mexico Formal Job Creation Total m/m jun -14.2k 4.0k *** Equity and bond bearish

Canada Existing Home Sales m/m jun -0.2% 1.9% 0.1% ** Equity and bond bearish

Bloomberg Nanos Confidence m/m jul 59.1 58.8 ** 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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 232 230 2 Down

3-mo T-bill yield (bps) 208 208 0 Neutral

TED spread (bps) 24 22 2 Neutral

U.S. Libor/OIS spread (bps) 208 208 0 Up

10-yr T-note (%) 2.10 2.09 0.01 down

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

EUR/USD 3-mo swap (bps) 16 17 -1 Down

Currencies Direction

dollar up Neutral

euro down Up

yen down Up

pound down Neutral

franc down 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 $66.30 $66.48 -0.27%

WTI $59.43 $59.58 -0.25%  

Natural Gas $2.37 $2.41 -1.66%  

Crack Spread $21.55 $21.79 -1.12%

12-mo strip crack $18.07 $18.18 -0.58%

Ethanol rack $1.71 $1.72 -0.29%

Gold $1,414.27 $1,414.13 0.01%

Silver $15.43 $15.38 0.28%

Copper contract $271.50 $271.10 0.15%

Corn contract 441.00$       447.00$       -1.34%

Wheat contract 504.50$       507.75$       -0.64%

Soybeans contract 911.25$       920.00$       -0.95%

Baltic Dry Freight 1928 1865 63

Actual Expected Difference

Crude (mb) -2.8

Gasoline (mb) -2.4

Distillates (mb) 1.0

Refinery run rates (%) -0.35%

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, 

with cooler temps in the western region.  Tropical Depression Barry has been down downgraded 

to a post-tropical cyclone and is moving across 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 7/15/2019 close) 

 

0.0% 20.0% 40.0%
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Materials
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Consumer Discretionary
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Utilities

Prior Trading Day Total Return

(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 7/15/2019 close) 

 

0.0% 10.0% 20.0% 30.0%

Cash

US Government Bond

Commodities

Emerging Markets (local currency)

US High Yield

Emerging Markets ($)

US Corporate Bond

Foreign Developed ($)

Foreign Developed (local currency)

Small Cap

Mid Cap

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 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. 


