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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 19, 2019—9:30 AM EDT] Global equity markets are generally higher this 

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

closed up 1.2%.  Chinese markets were higher, with the Shanghai composite up 0.8% and the 

Shenzhen index up 0.8% from the prior close.  U.S. equity index futures are signaling a higher 

open. With 67 companies having reported, the S&P 500 Q2 earnings stand at $40.50, higher than 

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

earnings.  Thus far this quarter, 77.6% of the companies reported earnings above forecast, while 

20.9% reported earnings below forecast. 

 

Happy Friday!  Fifty years ago today, Apollo 11 orbited the dark side of the moon as a precursor 

to the landing.  In market news, it is still all about monetary policy.  Tensions with Iran are 

rising.  Here is what we are watching today: 

 

It’s all about monetary policy: We had three central banks cut rates in the wee hours of the 

U.S. morning yesterday.  Then, around midday, NY FRB President Williams delivered what 

appeared to be a blockbuster, hinting that when policy rates are low, measured cuts are less 

effective and faster measures are needed.  This news caught financial markets by surprise and 

rapidly lifted the sentiment toward a 50 bps cut at the end of July.  Equities reversed course and 

rallied strongly on the speech.  In a rare occurrence, the NY FRB tried to “clarify” the boss’s 

comment (suggesting à la Greenspan of “if I seem unduly clear to you, you must have 

misunderstood what I said…”), and indicated that Williams didn’t really signal a larger than 

expected rate cut.  Other known doves didn’t support the bigger cut but Williams’s comments are 

important.  First, he is the president of the NY FRB, the only regional bank that is a permanent 

voting member of the FOMC.  All the other regional banks vote in a rotation, every three years.  

Second, he is considered a policy wonk and can back up the statements he makes with monetary 

theory, unlike others without similar training.  Simply put, he may be able to sway others on the 

committee to his position on the strength of his argument.  It is possible that we could see 

dissents on both sides; some preferring no cuts (KC FRB President George) and others, such as 

Williams, calling for bigger reductions.  What we found interesting, though, was the market 

reaction.  Clearly, the behavior yesterday shows that equity markets are almost solely focused on 

rate reductions.   

 

Tensions with Iran: President Trump indicated that the U.S. downed a suspected Iranian drone.  

Wall Street Journal reporters aboard the U.S.S. Boxer in the Persian Gulf say the drone was 

actually downed electronically by a new system that detects the aircraft and then jams its 
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https://www.wsj.com/articles/global-stocks-gain-on-hopes-for-rate-cut-11563523090?mod=djemMoneyBeat_us
https://www.wsj.com/articles/global-stocks-gain-on-hopes-for-rate-cut-11563523090?mod=djemMoneyBeat_us
https://www.ft.com/content/1b6587ae-a996-11e9-984c-fac8325aaa04
https://en.wikiquote.org/wiki/Alan_Greenspan
https://en.wikiquote.org/wiki/Alan_Greenspan
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communications link with its remote pilots.  The revelation of this new weapon is newsworthy in 

itself, but it’s especially notable that the system is nonlethal, meaning it could provide defensive 

capability without necessarily spurring a response from the adversary.  The engagement with the 

U.S.S. Boxer, one of six other U.S. warships in the area, included an Iranian military helicopter 

buzzing the U.S. vessel.  Iran disputes the American claim of downing the drone.  Although this 

news lifted oil prices on fears of geopolitical risks to supply, Iran did offer an “olive branch” of 

sorts, saying it would agree to intrusive inspections if the U.S. lifted sanctions.  The U.S. didn’t 

move to take Iran up on the offer as it isn’t clear whether Iran is proposing anything beyond what 

has already been agreed upon.  But, it does make clear that the sanctions are biting.  Treasury 

Secretary Mnuchin told our European allies that they must either abide by U.S. sanctions on Iran 

or leave the dollar system.  We note the Trump administration announced new sanctions 

yesterday against several more Iranian companies and individuals for helping the country 

procure materials for its nuclear program.   

 

In other news concerning the Middle East, the U.S. has sent additional troops to Saudi Arabia.  

Meanwhile, allies in the region and elsewhere are trying to cope with U.S. policy against Iran.  

Persian Gulf states are struggling to build a solid front to confront Iran based on U.S. direction.  

In some respects, they like the tougher attitude that the Trump administration is taking toward 

Iran compared to the Obama government, but they are becoming concerned about the potential 

for war.  Meanwhile, allies have shown reluctance to participate in protecting Persian Gulf 

shipping from Iranian threats.  This position may be a mistake; although previous U.S. 

administrations would simply shoulder the burden to protect oil flows, the Trump administration, 

supported by shale oil production, may be less generous and simply allow oil flows to decline.  

That isn’t necessarily how it will go (the president does clearly pay attention to oil prices and 

abandoning oil tankers to the tender mercies of Iran will likely lift oil prices into an election 

year), but the threat is probably higher than the Europeans realize.  In the Yemen conflict, Gulf 

State allies are quietly exiting the fight, leaving the Saudis increasingly responsible for 

continuing the conflict.  This war is turning into something of an albatross for the crown prince; 

Saudi Arabia is asking for greater U.S. involvement, which we doubt will be forthcoming. 

 

Finally, the IEA has revised its 2019 oil demand growth forecast to 1.1 mbpd, down from 1.2 

mbpd in June and much lower than the 1.5 mbpd earlier this year.  Fears of weakening demand 

have pressured oil prices lower this week. 

 

Brexit: Boris Johnson, poised to become the next British PM next week, was dealt a blow before 

even taking office as Parliament voted to prevent him from pursuing a no-deal Brexit by closing 

the legislature.  The vote highlights the problem Johnson (or, for that matter, Theresa May) 

faces, which is a divided party; nearly 40 Tories voted for the measure.  There are hints from the 

new EU Commission president that she might be open to an extension, which would drive the 

Brexit supporters crazy; however, if Johnson can’t deliver a program (and it is hard to see how 

he can, given the current structure of Parliament) then an extension may occur.  On the other 

hand, he might be better off taking his chances on snap elections.  On a related note, with Mark 

Carney set to exit the leadership of the BOE, the bank is struggling to find anyone to take the job 

due to the uncertainties surrounding Brexit.   

 

https://www.ft.com/content/90456212-a994-11e9-984c-fac8325aaa04?emailId=5d313ab1e915ce0004bd5f2f&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/iran-rebuffs-trump-claim-that-u-s-ship-downed-drone-11563526297?shareToken=stca5c73cfa3c34e29a74bd31cb19af034
https://www.reuters.com/article/us-mideast-iran-usa-zarif/iran-foreign-minister-reported-to-make-nuclear-offer-u-s-skeptical-idUSKCN1UD310?feedType=RSS&feedName=topNews
https://www.nytimes.com/2019/07/18/us/politics/zarif-iran-nuclear-deal.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190719&section=topNews?campaign_id=51&instance_id=11019&segment_id=15358&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.ft.com/content/09799460-a958-11e9-984c-fac8325aaa04?emailId=5d313ab1e915ce0004bd5f2f&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/09799460-a958-11e9-984c-fac8325aaa04?emailId=5d313ab1e915ce0004bd5f2f&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/u-s-imposes-sanctions-for-helping-iran-procure-materials-for-nuclear-program-11563480192?tesla=y&mod=article_inline
https://www.wsj.com/articles/u-s-imposes-sanctions-for-helping-iran-procure-materials-for-nuclear-program-11563480192?tesla=y&mod=article_inline
https://www.wsj.com/articles/u-s-military-returns-to-saudi-arabia-in-response-to-iran-11563488620?shareToken=st899b23092d06476085e3f6d46879fc61
https://www.washingtonpost.com/world/middle_east/allies-in-the-persian-gulf-pushed-the-us-to-confront-iran-now-theyre-not-sure-what-they-want/2019/07/09/89f44ad4-9767-11e9-9a16-dc551ea5a43b_story.html?utm_term=.cfc34e29c39b&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/middle_east/allies-in-the-persian-gulf-pushed-the-us-to-confront-iran-now-theyre-not-sure-what-they-want/2019/07/09/89f44ad4-9767-11e9-9a16-dc551ea5a43b_story.html?utm_term=.cfc34e29c39b&wpisrc=nl_todayworld&wpmm=1
https://www.reuters.com/article/us-mideast-iran-tanker-allies/allies-play-hard-to-get-on-u-s-proposal-to-protect-oil-shipping-lanes-idUSKCN1UE0KI?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.nytimes.com/2019/07/18/world/middleeast/saudi-prince-yemen-emirates.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190719&section=whatElse?campaign_id=51&instance_id=11019&segment_id=15358&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267ion=whatElse
https://www.nytimes.com/2019/07/18/world/middleeast/saudi-prince-yemen-emirates.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190719&section=whatElse?campaign_id=51&instance_id=11019&segment_id=15358&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267ion=whatElse
https://www.ft.com/content/1f4a304a-a95a-11e9-984c-fac8325aaa04?emailId=5d313ab1e915ce0004bd5f2f&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.nytimes.com/2019/07/18/world/europe/no-deal-brexit-parliament-boris-johnson.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190719&section=topNews?campaign_id=51&instance_id=11019&segment_id=15358&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.ft.com/content/c3bf21c2-a97c-11e9-984c-fac8325aaa04?emailId=5d313ab1e915ce0004bd5f2f&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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Ukraine: In recent weeks, we’ve noted several reports suggesting the new president of Ukraine, 

Volodymyr Zelenskiy, may be making progress in his effort to resolve the war between his 

government and Russian-backed separatists in the country’s eastern region.  As we’ve noted, 

Zelenskiy and Russian President Putin have talked by phone about enhanced multilateral talks on 

a peace accord, and the two governments are discussing the possible release of Ukrainian 

soldiers seized by Russia last year.  Now, the Ukrainian military and the separatists have also 

implemented a deal in which each side pulled back one kilometer from their previous fighting 

positions in certain segments of the front line, although distrust remains and the fighting hasn’t 

stopped completely.  Perhaps just as important, Zelenskiy has taken a sympathetic approach 

toward Ukrainian citizens in the separatist-held territories, whom the previous president had 

treated as collaborationists.  Zelenskiy’s well-received moves have made his Servant of the 

People Party the frontrunner in this weekend’s snap parliamentary elections.  Given President 

Putin’s commitment to Russia’s traditional defense strategy, which emphasizes holding or 

controlling buffer territories to protect the Russian homeland, we see no chance that he would 

reverse Russia’s 2014 annexation of the Crimean peninsula or grant Ukraine full autonomy.  

However, if Servant of the People wins big, as expected, Zelenskiy may have the political capital 

needed to make additional peace concessions to Russia, which could eventually convince Putin 

to rein in the separatists and allow for a Russia-dominated modus vivendi between the countries. 

 

Tech observations: First, finance ministers from the G-7 countries reached a preliminary, high-

level agreement on how to tax multinational firms.  The first principle they agreed on was that all 

multinational companies should be subject to a minimum level of global tax, similar to a measure 

in the U.S. tax reform of 2017.  To ensure that big, digital services firms can’t escape taxation, 

the second principle was that countries should be able to tax firms based on both their digital and 

physical presence in the country.  More specific rules are due to be hammered out by January. 

 

The Europeans are beginning to realize that fining the large tech firms doesn’t really change their 

behavior.  Regulators are starting to explore actions that change the business model of these 

firms.  

 

Second, cyberattacks appear to be increasing.  In a report on its “AccountGuard” service, which 

helps political campaigns and other policy-oriented organizations detect cyberattacks, Microsoft 

(MSFT, 135.42) said it has detected almost 800 attacks by nation-state hackers against enrollees 

in the program just over the last year.  Most of the attacks originated from Russia, Iran, and 

North Korea, although China was also active.  The attacks are being seen as potentially laying 

the groundwork for further attacks to influence the U.S. elections in 2020.   

 

NSO Group, a privately held Israeli company, has developed software that can unknowingly 

gather user information across servers and the digital cloud.  This software would allow a body 

(government, terrorist group, etc.) to gather a significant amount of information on a person.  

Another threat?  Audio deepfakes are coming, which is software that records a person’s voice 

and can create inflammatory statements from that audio.  One can easily imagine how this could 

affect a political campaign but it could also be used for someone trying to drive a stock price 

lower.   

 

https://www.gazeta.ru/social/news/2019/07/15/n_13216327.shtml
https://www.gazeta.ru/social/news/2019/07/15/n_13216327.shtml
https://www.rferl.org/a/as-soldiers-disengage-fragile-hope-for-peace-appears-in-one-front-line-ukrainian-town/30062713.html
https://www.rferl.org/a/as-soldiers-disengage-fragile-hope-for-peace-appears-in-one-front-line-ukrainian-town/30062713.html
https://www.politico.eu/article/europe-looks-beyond-fining-big-tech-to-changing-its-business-model/?utm_source=POLITICO.EU&utm_campaign=d8ab738a11-EMAIL_CAMPAIGN_2019_07_19_10_40&utm_medium=email&utm_term=0_10959edeb5-d8ab738a11-190334489
https://www.wsj.com/articles/russia-iran-north-korea-launch-hundreds-of-cyberattacks-on-u-s-political-groups-microsoft-says-11563397201
https://www.ft.com/content/95b91412-a946-11e9-b6ee-3cdf3174eb89?emailId=5d313ab1e915ce0004bd5f2f&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.axios.com/deepfake-audio-ai-impersonators-f736a8fc-162e-47f0-a582-e5eb8b8262ff.html
https://www.bbc.com/news/technology-48908736?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.bbc.com/news/technology-48908736?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
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A budget deal?  It appears negotiators are very close to a budget deal.  Spending has been 

agreed upon but how it will be funded remains unresolved.  Speaker Pelosi (D-CA) has set today 

as the deadline for an agreement. 
 

U.S. Economic Releases 
 

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

economic releases and Fed events scheduled for today.   
 

EDT Indicator Expected Prior Rating

10:00 U. of Michigan Sentiment m/m jul 98.8 98.2 ***

10:00 U. of Michigan Current Conditions m/m jul 112.8 111.9 **

10:00 U. of Michigan Expectations m/m jul 90.0 89.3 **

10:00 U. of Michigan 1 yr Inflation m/m jul 2.7% **

10:00 U. of Michigan 5-10 Yr Inflation m/m jul 2.3% **

11:10 James Bullard Speaks at Central Bank Research Event President of the Federal Reserve Bank of St. Louis

16:30 Eric Rosengren Takes Part in Panel Discussion President of the Federal Reserve Bank of Boston

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

Japan National CPI m/m jun 0.7% 0.7% 0.7% *** Equity and bond neutral

National Core CPI m/m jun 0.6% 0.8% 0.6% *** Equity and bond neutral

All Industry Activity Index m/m may 0.3% 0.9% 0.3% ** Equity and bond neutral

EUROPE

Eurozone ECB Current Account m/m may 29.7 Bil. 20.9 Bil. ** Equity bullish, bond bearish

Germany PPI y/y jun 1.2% 1.9% 1.5% ** Equity bullish, bond bearish

Italy Current Account Balance m/m may 2.599 Bil. 3.914 Bil. ** Equity bearish, bond bullish

UK Public Finances m/m jun 15.2 Bil. 10.7 Bil. ** Equity and bond neutral

Central Government NCR m/m jun 13.5 Bil. 16.6 Bil. ** Equity and bond neutral

Public Sector Net Borrowing m/m jun 6.5 Bil. 4.5 Bil. ** Equity and bond neutral

PSNB ex-Banking Groups m/m jun 7.2 Bil. 5.1 Bil. ** Equity and bond neutral

Russia Gold and Forex Reserve w/w 12-Jul 519.7 Bil. 518.3 Bil. * Equity and bond neutral

Money Supply Narrow Def w/w 12-Jul 10.53 Tril. 10.41 Tril. * Equity and bond neutral

Switzerland Real Estate Index Family House m/m 2q 469.3 469.0 ** Equity and bond neutral

AMERICAS

Canada Teranet/National Bank HPI m/m jun 0.5% 0.7% ** Equity and bond neutral

Brazil CNI Industrial Confidence m/m jul 57.4 56.9 *** Equity bullish, bond bearish  
 

 

https://www.politico.com/story/2019/07/18/budget-caps-debt-limit-increase-deal-1419206
https://www.wsj.com/articles/trump-administration-congress-have-agreed-on-top-line-spending-levels-mnuchin-says-11563453973?shareToken=st9022099780e74f3abad3ac280ff19e8a
https://www.wsj.com/articles/trump-administration-congress-have-agreed-on-top-line-spending-levels-mnuchin-says-11563453973?shareToken=st9022099780e74f3abad3ac280ff19e8a
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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) 230 230 0 Down

3-mo T-bill yield (bps) 200 198 2 Neutral

TED spread (bps) 30 32 -2 Neutral

U.S. Libor/OIS spread (bps) 202 198 4 Up

10-yr T-note (%) 2.05 2.03 0.02 down

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

EUR/USD 3-mo swap (bps) 18 15 3 Down

Currencies Direction

dollar up Neutral

euro down Up

yen down 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. 
 

Price Prior Change Explanation

Brent $62.98 $61.93 1.70% Tensions in the Middle East

WTI $56.10 $55.30 1.45%  

Natural Gas $2.28 $2.29 -0.35%  

Crack Spread $22.41 $22.43 -0.08%

12-mo strip crack $18.08 $18.11 -0.19%

Ethanol rack $1.66 $1.67 -0.45%

Gold $1,436.80 $1,446.10 -0.64%

Silver $16.30 $16.35 -0.33%

Copper contract $276.25 $271.00 1.94%

Corn contract 430.50$       429.75$       0.17%

Wheat contract 496.50$       493.50$       0.61%

Soybeans contract 904.25$       899.00$       0.58%

Baltic Dry Freight 2130 2064 66

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%

Natural gas (bcf) 62.0 70.0 -8.0

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.  There is no tropical cyclone activity expected for 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 19, 2019 
 

In his last testimony to Congress, Chair Powell agreed with Representative Ocasio-Cortez (D-

NY) that the relationship between unemployment and inflation appears to have been broken.  

This relationship, usually referred to as the Phillips Curve, suggests there is an inverse 

relationship between the two variables.  If one desires low inflation, then the tradeoff is higher 

unemployment.   

 

The Phillips Curve has a controversial history.  There is nothing in economic theory that 

necessarily supports the tradeoff.  In fact, in its original construction by the economist A.W.H. 

Phillips, the relationship was between wages and unemployment and was developed by 

observation.  On the one hand, the relationship makes intuitive sense.  The unemployment rate 

should offer some insight into the supply/demand balance for labor and it would be reasonable to 

expect that the relative scarcity of labor should increase wages.  Economists then took the next 

step and assumed that rising wages would lead to higher price levels.  There are periods when the 

relationship between prices and unemployment is stable.  But, history shows the relationship is 

far from consistent. 
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Both charts are scatterplots of the unemployment rate and the yearly change in CPI.  The chart 

on the left shows the relationship from 1960 through 1969.  It exhibits what the theory 

suggests—declines in unemployment are consistent with higher inflation.  It also suggests a non-

linear relationship, in that when the unemployment rate declines below a certain point then 

inflation tends to rise quickly with little improvement in the labor markets.  This chart was part 

of the development of the theory of the “natural unemployment rate,” which suggested there was 

a long-term unemployment rate and falling below that rate would lead to sharply higher prices, 

thus limiting the impact of policy. 

 

http://nymag.com/intelligencer/2019/07/aoc-is-making-monetary-policy-cool-and-political-again.html
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The chart on the right suggests something quite different.  In the data since 2010, the relationship 

is positive, meaning that higher levels of prices are consistent with high unemployment.  

Although that relationship is due, in part, to the distortions caused by the Great Financial Crisis, 

the fact that the curve slopes upward does suggest the relationship between price levels and 

unemployment may be sensitive to other factors.   

 

It is no great secret that the relationship between unemployment and price levels is inconsistent.  

So, in light of this problem, why has the Federal Reserve clung to the Phillips Curve in 

policymaking?  As the linked article above notes, Chair Powell appears to have given up on the 

relationship but others on the FOMC have not.  We suspect the Phillips Curve served an 

important narrative for the Federal Reserve tied to its dual mandate.  The Fed is expected to 

execute monetary policy that yields stable prices and full employment.  The Phillips Curve made 

it clear that this mandate had a tradeoff; if the Fed delivered low unemployment, there was an 

inherent risk of rising price levels.  The belief in the Phillips Curve allowed the Fed to avoid 

policies that brought very low unemployment that might risk higher price levels. 

 

For the Federal Reserve, the Phillips Curve was a useful theory even if it wasn’t always 

consistent.  But, if there is a belief that the Phillips Curve doesn’t work anymore, then one could 

see Congress demanding ever lower levels of unemployment.  If the theory really doesn’t hold, 

there is no risk of inflation coming from falling unemployment.  However, there may be other 

issues.  For example, very low interest rates could distort financial markets.  It could lead to 

malinvestment in the economy.  Perhaps the most potent problem is that terms such as “stable 

prices” and “full employment” are not fully defined.  Former Fed Chair Allen Greenspan defined 

stable prices as inflation that is low enough to where consumers and firms do not take inflation 

into account when making investment and purchase decisions.  Although workable, Greenspan’s 

definition is clearly ad hoc.  It is arguable that any level of inflation is inappropriate.  Defining 

full employment has been difficult as well.  Part of the Phillips Curve theory is the concept of 

Non-Accelerating Inflation Rate of Unemployment (NAIRU), which suggests there is a 

minimum rate of unemployment consistent with steady prices.  Policymakers have used NAIRU 

as a proxy for full employment, even though it changes over time.  Most elected members of 

Congress would describe full employment as every likely voter in their district or state has a job 

if they want one.   

 

The problem for the Fed is that if the Phillips Curve is jettisoned, there could be a focus on the 

unemployment rate of the mandate and the inflation mandate could become secondary.   After 

all, if inflation isn’t affected by the unemployment rate, the political class would generally want 

a rate as close to zero as possible.  Since inflation is affected by the degree of deregulation and 

globalization, it may be possible that inflation will remain low even at historically low levels of 

unemployment.  Unfortunately, it is also possible that the Phillips Curve relationship has become 

dormant for a myriad of reasons, including the aforementioned globalization and deregulation 

policies, demographics, and custom.  One observation we have noted is that the level of service 

seems to decline when the unemployment rate falls significantly.  Businesses note that they don’t 

have much pricing power and, in the face of rising wages, firms may opt to simply deliver less in 

terms of normal service.  In other words, hotel rooms may not be available at check-in time due 

to the lack of housekeeping staff or tables in restaurants may not be bussed as quickly due to the 
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lack of entry level staff.  Such deterioration is not technically “inflation” but can occur in 

response to factors that would otherwise trigger rising price levels. 

 

In the end, the Fed may find itself without an adequate response to Congress when it demands 

ever lower levels of unemployment.  The Phillips Curve was useful for the FOMC to avoid being 

forced into extreme policy positions.  Without the Phillips Curve, there is the potential that the 

Fed will be forced to engage in persistently accommodative monetary policy, with outcomes that 

could either lead to inflation or significantly distorted financial markets.   

   

  

   
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 7/18/2019 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 7/18/2019 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

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 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. 


