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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 18, 2019—9:30 AM EDT] Global equity markets are lower this morning.  The 

EuroStoxx 50 is down 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.2%.  Chinese markets were lower, with the Shanghai composite down 1.0% and the Shenzhen 

index down 1.6% from the prior close.  U.S. equity index futures are signaling a lower open. 

With 24 companies having reported, the S&P 500 Q2 earnings stand at $40.34, lower than the 

$40.44 forecast for the quarter.  The forecast reflects a 2.7% decrease from Q2 2018 earnings.  

Thus far this quarter, 83.3% of the companies reported earnings above forecast, while 16.7% 

reported earnings below forecast. 

 

Global equity markets are trading lower this morning as worries over earnings are pressuring 

prices.  Japan fell on weak export data and the Bank of Korea surprised with a rate cut.  Here is 

what we are watching today: 

 

Fed talk: Perhaps the most important variable in the path of equities this year is monetary 

policy.  The financial markets have built in at least 100 bps of easing over the coming months.  

The current economy, as noted by yesterday’s Beige Book, doesn’t look weak enough to warrant 

such strong action.  Of course, if policymakers wait until they get unambiguous evidence of 

economic weakness, they will miss their opportunity to avoid recession.  If policymakers key off 

the financial markets, they do run the risk of the “false positive” and may cut rates when such 

action isn’t needed.  Our position is that the costs for cutting rates too much and too early are 

low; inflation probably doesn’t become a problem and the real risk is overheating asset markets.  

And, even the risk there isn’t all that obvious.  The risk from financial asset bubbles is usually 

over-investment as firms use the rising stock market or tighter credit spreads to build capacity, 

which turns out to be excessive and weighs on future growth.  We don’t see that happening, 

either.  The investment reaction to either strong equities or tighter credit spreads has been modest 

this entire expansion and that factor probably won’t change.  The Fed’s leadership may be 

underestimating the risk of recession to bank independence.  When the GOP is pushing to 

undermine the central bank’s independence, imagine what a left-wing populist would do.  To 

some extent, MMT relies on a central bank that is compliant to the needs of the fiscal authority.  

So, from where we sit, the risk of easing too much pales in comparison to the risks of reducing 

rates too slowly or not enough. 

 

However, we carry no illusions that our views matter.  Instead, we watch what policymakers do.  

There remains a fairly large contingent on the FOMC that still relies on some form of the Phillips 

Curve.  These members will have a hard time moving to ease without a rise in unemployment.  

 

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/2019-07-18/bank-of-korea-cuts-key-interest-rate-as-risks-to-economy-grow
https://www.federalreserve.gov/monetarypolicy/beigebook201907.htm
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What this means in practice is if Chair Powell pushes to lower rates, he will need to manage a 

rising number of hawkish dissenters.  If the Fed eases, as expected, at the end of this month, we 

expect KC FRB President George to dissent.  There are others who won’t support the action 

among the presidents but they don’t vote in this cycle.  As a general rule, three dissents are 

considered a vote of no confidence in a Fed chair, although governors count more in this rule 

than presidents.  The dissents are probably not enough to thwart a move toward easing but the 

markets will prefer unanimous outcomes. 

 

Stalled trade talks: China wants to know what the U.S. wants.  Although there are 

conversations occurring, there appears to be little progress. According to sources familiar with 

the U.S.-China trade talks, one reason for their recent lack of progress is that administration 

officials can’t agree on how to ease restrictions on Chinese telecom equipment firm Huawei 

(002502.SZ, 3.44).  In a major concession to Chinese President Xi at last month’s G-20 meeting, 

President Trump promised to allow U.S. firms to supply components to Huawei so long as they 

don’t endanger national security, but officials in the Trump administration are having trouble 

agreeing on which products meet that standard and wouldn’t give the firm a strategic edge.  At 

the same time, Chinese officials want Huawei off the U.S. “entity list” altogether.  The resulting 

logjam provides more evidence that a final trade agreement is unlikely to be achieved for some 

time, keeping the issue as a cloud over the markets. 

 

Meanwhile, Larry Kudlow made critical statements about China and the WSJ reports that 

China’s growth model is fading even excluding the trade tensions.  The article suggests that 

socialism may have undermined China’s growth and prevented it from lifting per capita GDP at 

a level seen in other Asian nations.  Although socialism may have played a role, other factors did 

as well.  The one-child policy, a direct outgrowth of CPC control, gave China an initial lift by 

reducing its dependency ratio.  However, the cost of that policy is being witnessed now as China 

is aging rapidly and its working age population is beginning to slow.  China’s size alone likely 

played a role too.  The U.S. was willing to allow the smaller Asian nations to expand exports for 

longer because the impact was small in the bigger scheme of things.  China doesn’t have that 

benefit due to its size.  Nevertheless, it should be noted that all the Asian growth miracles were 

based on investment-led development.  In all cases, there is a transition that occurs when 

investment can no longer lead the economy; we would note that Japan was never able to fully 

make the transition and has been mired in three decades of sub-par growth.  In sum, China’s 

communist system doesn’t make this transition any easier, but no nation makes the transition 

without trouble.  The U.S. transition was seen in the Great Depression.   

 

So, what do we see going forward?  We have growing doubts that a deal can be negotiated 

because we can’t separate out the trade issue from the technology issue.  In addition, both sides 

appear to be overestimating their positions and underestimating their opponents.  China may 

conclude it has a vested interest in stringing out talks and hoping for a new administration in 

2020.  If we are correct, this issue will remain in limbo and thus be less of a market factor going 

forward. 

 

In another side note, the WSJ reports that there has been a decline in foreign buyers for U.S. real 

estate.  The National Association of Realtors reports that buying fell by 36% in Q1 compared to 

the same period last year.  It is unclear what is driving the decline.  Dollar strength has probably 

https://www.wsj.com/articles/feds-george-suggests-shes-not-ready-to-cut-rates-11563392516?mod=newsviewer_click_realtime
https://www.scmp.com/news/china/diplomacy/article/3019040/china-tells-donald-trump-make-your-mind-whether-you-want-trade
https://www.wsj.com/articles/u-s-china-talks-stuck-in-rut-over-huawei-11563393280?mod=hp_lista_pos3
https://www.wsj.com/articles/u-s-china-talks-stuck-in-rut-over-huawei-11563393280?mod=hp_lista_pos3
https://www.bloomberg.com/news/articles/2019-07-18/trump-and-xi-are-struggling-to-find-path-forward-in-trade-talks
https://twitter.com/JamesRosenTV/status/1151498507137757184
https://www.wsj.com/articles/chinas-state-driven-growth-model-is-running-out-of-gas-11563372006?mod=itp_wsj&ru=yahoo
https://www.wsj.com/articles/foreign-buying-of-u-s-homes-suffers-record-drop-11563396472?shareToken=st69a893aa209e416fb56e559c43ac1a23
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played a role.  It is possible that fears of anti-foreign sentiment in the U.S. may be sending this 

capital flight elsewhere.  Or, it is also possible that the amount of capital flight is declining.  But, 

the outcome is a drop in coastal real estate activity.   

 

China: New data shows that Chinese stock buybacks have surged so far this year, with the total 

through July 17 reaching some $13.6 billion.  That’s almost double the total for all of 2018, 

reflecting an easing of regulations by authorities last year.  Stock dilution from new issuance can 

be a detriment to per-share returns in the emerging markets; in contrast, further increases in 

buybacks would likely be a positive for Chinese stocks. 

 

Hong Kong: Officials in Beijing are working on a comprehensive strategy to resolve the Hong 

Kong political crisis, which was sparked by Chief Executive Carrie Lam’s effort to push through 

a bill allowing extradition to China.  The plan, which reportedly would not include the use of 

military force, will soon be presented to China’s top leadership. 

 

Instex: This is an alternative payments system created by the EU to circumvent U.S. financial 

sanctions and maintain JCPOA.  Russia announced its support for the system, with the clear goal 

of using it to avoid U.S. sanctions as well.  This news may be more than the Europeans were 

bargaining for as we doubt the EU was planning on the platform becoming a way for rogue 

nations to avoid sanctions.  So far, activity in the platform has been modest at best, but Russia’s 

actions show the risk of creating mechanisms that might be used for other, more nefarious, 

purposes. 

 

Libra: Testimony between Congress and Facebook (FB, 201.80) grew contentious yesterday.  

Rep. Maxine Waters (D-CA) called for a moratorium on the Libra project and was rebuffed.  

Tech firms are moving into difficult waters; they have generally been given a pass by 

governments, dazzled by the products and services they offered.  However, sentiment has turned 

to some extent and managing domestic and foreign legislatures and regulators is going to become 

increasingly difficult.  For example, the EU competition commission has hit U.S. semiconductor 

firm Qualcomm (QCOM, 75.76) with a fine of €242 million for dumping baseband chipsets in 

the EU market at below-cost prices.  That’s the second major EU fine against Qualcomm in the 

last year, and it continues a long series of EU competition actions against U.S. technology firms.  

The twist this time?  The EU says Qualcomm’s dumping aimed to secure more business with 

Chinese technology firms Huawei (002502.SZ, 3.44) and ZTE (ZTCOY, 5.77).  Separately, at a 

meeting of G-7 finance ministers in France, U.S. Treasury Secretary Mnuchin continued to 

complain about France’s new 3% tax on digital services.  Mnuchin complained the tax unfairly 

hits big, dominant U.S. technology firms, while Le Maire stressed that the tax would only be 

temporary until a broader, international approach to digital taxation is agreed upon by the 

Organization for Economic Cooperation and Development (OECD). 

 

Debt ceiling: Speaker Pelosi (D-CA) has indicated that the deadline for a deal is Friday.  

Although the White House and the Speaker have been in close contact, it is still unclear if a deal 

can be struck.  If not, we will likely face a debt ceiling issue.  Perhaps a bigger concern is that 

even if a deal is made, the president may not, in the end, accept it.  If a deal can’t be made, we 

will see automatic spending cuts that will tend to dampen the economy. 

 

https://www.wsj.com/articles/share-buybacks-surge-in-china-11563430376?mod=lead_feature_below_a_pos1
https://www.scmp.com/news/china/politics/article/3019007/chinese-officials-scramble-deliver-new-hong-kong-strategy?utm_medium=email&utm_source=mailchimp&utm_campaign=enlz-scmp_international&utm_content=20190718&MCUID=b11497b3c2&MCCampaignID=3c73551db6&MCAccountID=3775521f5f542047246d9c827&tc=5
https://www.scmp.com/news/china/politics/article/3019007/chinese-officials-scramble-deliver-new-hong-kong-strategy?utm_medium=email&utm_source=mailchimp&utm_campaign=enlz-scmp_international&utm_content=20190718&MCUID=b11497b3c2&MCCampaignID=3c73551db6&MCAccountID=3775521f5f542047246d9c827&tc=5
https://www.ft.com/content/bd5a5046-27ad-11e9-88a4-c32129756dd8?emailId=5d2feaecd9a7c90004c0f512&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/3aa3e7ee-a8b7-11e9-984c-fac8325aaa04?emailId=5d2feaecd9a7c90004c0f512&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.politico.com/story/2019/07/17/facebook-rebuffs-waters-libra-delay-1596870
https://www.axios.com/european-union-amazon-investigation-antitrust-48f25bad-b028-4934-8397-f0fad59d6733.html
https://www.axios.com/big-tech-backlash-congress-hearings-antitrust-1a001fc8-1e91-4b2a-83e7-6d9cc261417c.html
https://www.ft.com/content/30ee31e6-a948-11e9-984c-fac8325aaa04
https://www.ft.com/content/30ee31e6-a948-11e9-984c-fac8325aaa04
https://www.ft.com/content/53ef927a-a8bc-11e9-b6ee-3cdf3174eb89
https://www.ft.com/content/53ef927a-a8bc-11e9-b6ee-3cdf3174eb89
https://www.wsj.com/articles/pelosi-says-deal-on-debt-ceiling-spending-levels-needed-by-friday-11563387307?shareToken=st405f296a490f481a9c1dd128bbb4e829
https://finance.yahoo.com/news/debt-ceiling-a-step-into-the-unknown-in-polarized-capital-202024136.html
https://www.politico.com/story/2019/07/18/trump-budget-deal-senate-republicans-1418898
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International Monetary Fund: The G-7 finance ministers have also been discussing who 

should replace Christine Lagarde as the head of the IMF.  The frontrunners appear to be Jeroen 

Dijsselbloem, the former finance minister of the Netherlands, and Olli Rehn, the current head of 

the Finnish central bank.  Portuguese Finance Minister Mário Centeno and Spanish Economy 

Minister Calviño are also in the running.  Reflecting Britain’s loss of status amidst its Brexit 

convulsions, Bank of England Governor Mark Carney didn’t make the short list. 

 

Mexico: President López Obrador has released his plan to bolster the finances of state-owned oil 

company Petróleos Mexicanos (Pemex) and reverse its flagging production.  The plan would 

include significant tax relief in 2020 and 2021, as well as capital injections from the government.  

However, private-sector firms would only be allowed to participate in the country’s oil sector 

through incentivized service contracts rather than the production-sharing joint ventures that had 

begun to be implemented under a 2014 constitutional reform.  Pemex would also push ahead 

with an expensive new refinery project that many observers think doesn’t make economic sense.  

The plan is being taken as more evidence that López Obrador really does intend to fully 

implement the populist, nationalist policies that many investors fear. 

 

Odds and ends: The EU’s alternative to GPS, Galileo, has “gone dark” now for almost a week.  

Operators have not offered any reason why.  The new EU Commission president is likely to face 

a throng of MEPs essentially trying to leverage her narrow win into their own pet projects.  As 

PM May leaves, she warns against political division. 

 

Energy update: Crude oil inventories fell 3.1 mb last week compared to the forecast drop of 2.8 

mb.   
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In the details, refining activity fell 0.3%, modestly less than the 0.35% decline forecast.  

Estimated U.S. oil production rose by 0.3 mbpd to 12.0 mbpd; Hurricane Barry probably was the 

reason for the decline.  Crude oil imports fell 0.5 mbpd, while exports fell by the same amount.  

Stocks fell due to the decline in production.   

https://www.wsj.com/articles/shortlist-of-candidates-to-lead-imf-emerges-11563376950
https://www.wsj.com/articles/shortlist-of-candidates-to-lead-imf-emerges-11563376950
https://www.ft.com/content/5cd98a4a-a83e-11e9-b6ee-3cdf3174eb89
https://www.ft.com/content/5cd98a4a-a83e-11e9-b6ee-3cdf3174eb89
https://www.politico.eu/article/eu-goes-dark-on-galileo-satellite-outage/?utm_source=POLITICO.EU&utm_campaign=c9cb5cefd9-EMAIL_CAMPAIGN_2019_07_18_04_54&utm_medium=email&utm_term=0_10959edeb5-c9cb5cefd9-190334489
https://www.politico.eu/article/von-der-leyen-brexit-climate-change-trade-migration-asylum-summer-commission-madam-president-elect-mail/?utm_source=POLITICO.EU&utm_campaign=c9cb5cefd9-EMAIL_CAMPAIGN_2019_07_18_04_54&utm_medium=email&utm_term=0_10959edeb5-c9cb5cefd9-190334489
https://www.nytimes.com/2019/07/17/world/europe/theresa-may-uk-politics.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190718&section=topNews?campaign_id=51&instance_id=10984&segment_id=15310&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
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(Sources: DOE, CIM) 

 

This is the seasonal pattern chart for commercial crude oil inventories.  We are now well within 

the spring/summer withdrawal season.  This week’s decline is consistent with the seasonal 

pattern in terms of direction but was larger than normal.   
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Based on oil inventories alone, fair value for crude oil is $56.02.  Based on the EUR, fair value is 

$52.70.  Using both independent variables, a more complete way of looking at the data, fair 

value is $52.62.  We have seen a sharp decline in oil prices in the recent week.  There are two 

factors behind this drop.  First, there has been some movement on the diplomatic front with Iran.  

Rand Paul (R-KY), who leans libertarian and tends to support avoiding global conflicts, may 

https://www.politico.com/story/2019/07/17/rand-paul-iran-talks-donald-trump-1418075?nname=playbook-pm&nid=0000015a-dd3e-d536-a37b-dd7fd8af0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=964328
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lead a U.S. negotiating team to Iran.  It would be unlikely that he would support a war so this 

news is taking some of the geopolitical risk premium out of the market.  However, we do note 

reports that say Iran’s Revolutionary Guards have seized a foreign oil tanker in the Persian Gulf 

on grounds that it was smuggling fuel.  The tanker appears to be a United Arab Emirates ship 

that disappeared from radar screens last Sunday.  The news has heightened concerns about Iran’s 

response to new U.S. sanctions over its nuclear program, so global oil prices have jumped. 

 

Second, although oil inventories are declining, product inventories are building which may 

undercut refining activity.   
 

 
(Sources: DOE, CIM) 

 

This chart shows the level of inventory divided by the four-week average of consumption, 

showing how many days of inventory there are available relative to demand.  This time of year, 

the days to cover tend to decline.  The ratio rose this week, suggesting product inventories are 

rising.  If they continue to build, especially for gasoline, we would not be surprised to see falling 

refining activity and lower oil demand. 
 

U.S. Economic Releases 
 

Initial jobless claims came in line with expectations at 216k.  The prior report was revised 

downward from 209k to 208k. 

 

https://www.politico.com/story/2019/07/17/rand-paul-iran-talks-donald-trump-1418075?nname=playbook-pm&nid=0000015a-dd3e-d536-a37b-dd7fd8af0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=964328
https://www.wsj.com/articles/iran-seizes-foreign-tanker-it-accuses-of-smuggling-fuel-11563449352?mod=hp_lead_pos1
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The chart above shows the four-week moving average for initial claims.  The four-week moving 

average rose from 217.75k to 218.75k. 
 

The June Philadelphia FRB Business Outlook Index came in well above expectations at 21.8 

compared to estimates of 5.0.   
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We smooth the data on the above chart with a six-month moving average.  The current reading is 

well above the recession signal of -10.  What makes this index important is that it measures 

business sentiment for the Mid-Atlantic region, where most of the Fed governors work and live, 

at least part of the time.  No matter how data-sensitive one is, the economic activity that one 

directly observes will tend to affect one’s outlook.  Thus, a robust local economy in the Mid-

Atlantic region could lead Fed governors to lean hawkish even if the rest of the nation’s 

economy is less robust, and vice versa.   
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The table below lists the economic releases and Fed events scheduled for today.   
 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m jul 62.6 ***

9:45 Bloomberg Economic Expectations m/m jun 50.5 **

10:00 Leading Index m/m jun 0.1% 0.0% **

14:15 John Williams on Monetary Policy President of the Federal Reserve Bank of New York

Fed speakers or events

Economic Releases

 
 

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 FX Net Settlement- Clients m/m jun -131.4 bn 31.8 bn ** Equity and bond neutral

Japan Trade Balance m/m jun ¥589.5 bn -¥967.1 bn ¥403.5 bn ** Equity bullish, bond bearish

Tokyo Condominium y/y jun -15.0% -10.4% * Equity and bond bearish

Australia Employment Change m/m jun  0.5k 9.0k 42.3k *** Equity and bond bearish

Unemployment Rate m/m jun 5.2% 5.2% 5.2% *** Equity and bond neutral

NAB Business Confidence q/q 2q 6 -1 ** Equity and bond neutral

EUROPE

UK Retail Sales Ex Auto Fuel y/y jun 3.6% 2.2% 2.6% ** Equity bullish, bond bearish

Retail Sales Inc Auto Fuel y/y jun 3.8% 2.3% 2.6% ** Equity bullish, bond bearish

Switzerland Exports Real m/m jun -0.1% 1.2% ** Equity bearish, bond bullish

Imports Real m/m jun 1.4% 0.7% ** Equity bearish, bond bullish

Swiss Watch Exports m/m jun -10.7% 11.4% ** Equity bearish, bond bullish

AMERICAS

Mexico Manufacturing Sales m/m jul 1.6% -0.6% 2.0% ** Equity and bond neutral

CPI m/m may 2.0% 2.4% 2.0% ** 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) 230 230 0 Down

3-mo T-bill yield (bps) 206 207 -1 Neutral

TED spread (bps) 24 23 1 Neutral

U.S. Libor/OIS spread (bps) 205 206 -1 Up

10-yr T-note (%) 2.05 2.05 0.00 down

Euribor/OIS spread (bps) -37 -37 0 Neutral

EUR/USD 3-mo swap (bps) 18 16 2 Down

Currencies Direction

dollar down Neutral

euro flat Up

yen up Up

pound up Neutral

franc flat Neutral

Central Bank Action Current Prior Expected

RBA FX Transactions Market A$1.478 bn A$1.384 bn On forecast

RBA FX Transactions Government -A$1.546 bn -A$1.526 bn On forecast

RBA FX Transactions Other A$3.845 bn A$1.831 bn On forecast  
 

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 $64.21 $63.66 0.86% Tensions in the Middle East

WTI $57.18 $56.78 0.70%  

Natural Gas $2.33 $2.30 1.17%  

Crack Spread $22.34 $22.58 -1.05%

12-mo strip crack $18.06 $18.25 -1.01%

Ethanol rack $1.68 $1.68 -0.34%

Gold $1,420.29 $1,426.57 -0.44%

Silver $16.06 $15.97 0.57%

Copper contract $270.35 $271.60 -0.46%

Corn contract 436.00$       441.50$       -1.25%

Wheat contract 499.25$       505.50$       -1.24%

Soybeans contract 897.75$       900.50$       -0.31%

Baltic Dry Freight 2064 2011 53

Actual Expected Difference

Crude (mb) -3.1 -2.8 -0.4

Gasoline (mb) 3.6 -2.4 6.0

Distillates (mb) 5.7 1.0 4.7

Refinery run rates (%) -0.30% -0.35% 0.05%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

with warmer temps in the western region. 



 

 

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

www.confluenceinvestment.com 

 10 

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 7/17/2019 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 7/17/2019 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
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Mid Cap
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Real Estate
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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 18, 2019  
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P/E as of 7/18/2019 = 19.1x

 
 

Based on our methodology,1 the current P/E is 19.1x, 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 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. 


