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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 22, 2019—9:30 AM EDT] Global equity markets are generally mixed this 

morning.  The EuroStoxx 50 is up 0.3% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.5%.  Chinese markets were lower, with the Shanghai composite down 1.3% and 

the Shenzhen index down 1.8% from the prior close.  U.S. equity index futures are signaling a 

higher open. With 80 companies having reported, the S&P 500 Q2 earnings stand at $40.50, 

lower than the $40.70 forecast for the quarter.  The forecast reflects a 2.7% decrease from Q2 

2018 earnings.  Thus far this quarter, 75.0% of the companies reported earnings above forecast, 

while 20.0% reported earnings below forecast. 

 

Happy Monday!  It’s going to be a busy week.  The media will be mostly distracted with 

Mueller’s testimony.  Boris Johnson is set to become PM on Tuesday.  The ECB meets on 

Thursday with an outside chance of a rate cut.  China’s version of the NASDAQ opened with a 

bang.  And, GDP comes on Friday.  Here is what we are watching today: 

 

Iran tensions: Last week, Iranian forces seized a British petroleum tanker; oil prices are higher 

this morning on fears of escalation.  The U.K., distracted with the PM change, is mostly marking 

time before deciding how to respond.  So far, the British are avoiding a military response.  It 

appears that a Royal Navy vessel tried to prevent Iran from seizing the tanker, but Iran was 

undeterred, a signal that Iran isn’t all that worried about escalation.  There was one interesting 

development—former Iranian president Mahmoud Ahmadinejad is arguing that Iran should 

negotiate with Trump.  He believes that Trump is breaking with America’s foreign policy 

tradition and might be willing to make a comprehensive deal.  Ahmadinejad is a controversial 

figure, to say the least.  He has a strain of anti-clericalism in his background and is beloved by 

the poor in Iran.  His comments suggest Iran may be more divided on the path forward than 

comments from government leaders may indicate.   

 

China news: There is much to report.  Here are some items we are following: 

 

1. For the seventh straight weekend, sections of Hong Kong were brought to a standstill by 

large demonstrations against the growing Chinese influence in the city.  The 

demonstrations were reportedly the most chaotic yet, with police firing barrages of tear 

gas against the protestors.  In fact, some protestors went so far as to deface a Chinese 

central government office, spraying black paint over the official emblem on the building.  

In an apparent effort to generate backlash against the protestors, Beijing has allowed 

images of that attack to spread on social media.  All the same, it’s not entirely clear 
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whether there is a big risk of a violent crackdown by Beijing.  Reports last week said the 

central government’s evolving plan for the crisis excludes the use of military force, and 

the local authorities may have been encouraged by a pro-government demonstration of 

some 300,000 on Saturday.  Another interesting development is that police inaction 

against protests in some areas has led to speculation that some officers have been in 

collusion with the demonstrators, although it could simply be that the police are being 

spread thin by the continuing, widespread unrest.  We note that Chinese leaders will be 

meeting soon in Beidaihe for their summer retreat.  We suspect Xi will get an earful from 

former leaders on how to handle Hong Kong. 

2. There is some movement on trade talks with the U.S.  Although China continues to 

demand that tariffs be lifted as a precondition for talks, there are rumors of soybean 

purchases which may be a good faith effort on Beijing’s part to restart negotiations.  

Meetings may begin before month’s end.   

3. The governments of China and Cambodia signed a secret agreement in April giving the 

Chinese military exclusive rights to use part of a Cambodian naval base on the Gulf of 

Thailand, not far from a large airport being constructed by a Chinese company.  Access 

to the naval base and airport would greatly enhance China’s ability to project power, 

enforce territorial claims, and protect economic interests in the region around the South 

China Sea.  Just as concerning, it appears to indicate a decision by the Cambodian 

government to place its bets on China as a preferred military and economic partner, 

reflecting the perils of U.S. disengagement in the area.  The move also follows China’s 

establishment of a military base in East Africa in 2017, and the building of heavily 

fortified, artificial islands in the South China Sea since 2014.  The Chinese military 

initiatives, coupled with the ongoing U.S.-China standoff over trade policy, continue to 

infuse an element of geopolitical risk into the markets.  China and Vietnam are dealing 

with a standoff in the South China Sea.   

4. In an interesting reversal, Philippine President Duterte is demanding that the U.S. honor 

its mutual defense treaty after Chinese ships rammed a Filipino fishing boat.  Duterte has 

flirted with improving relations with China and shunned the U.S. in recent years, but after 

finding that relations with China can be difficult he suddenly wants to invoke old 

friendships.  Although U.S. policymakers may be inclined to let Duterte suffer, this is 

actually a good opportunity for the U.S. to improve relations with the Philippines and 

close off the first island chain. 

5. As further evidence that countries are emulating the United States’ weaponization of 

trade tariffs, China announced it will impose anti-dumping tariffs on stainless steel 

imports from the European Union, Japan, South Korea, and Indonesia.  According to the 

Ministry of Commerce, those countries are selling stainless steel billets and hot-rolled 

stainless steel plates in China at prices below their cost of production. 

6. China’s direct investment1 in the U.S. is slowing, down over 90% since President Trump 

took office.  

                                                 
1 Direct investment is the purchase or building of physical assets in a nation.  Buying financial assets is considered 
portfolio investment.  Direct investment is considered a strong signal of confidence by foreign investors because 
the foreign entity is subjecting itself to the host nation’s legal system and the investment is always at risk of 
expropriation.   
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7. The U.S. is starting to go after China’s banks in enforcing sanctions.  This action is a 

significant escalation of threats and could make any agreements, including the trade deal, 

nearly impossible.   

8. China’s foreign investment is making its way into areas critical to Russia’s geopolitical 

interests.  Belarus is getting support from Chinese investment.  For now, it’s all smiles 

between Putin and Xi, but tensions will almost certainly rise if China’s influence spreads 

to Russia’s near abroad.  China and Russia are natural enemies; China has been 

expanding its investment into the “stans” for some time and moving onto the European 

plain would eventually become a serious threat. 

9. There is some evidence that U.S. trade policy is affecting supply chains that involve 

China.   

 

Brexit news: Boris Johnson is likely to be the new PM tomorrow.  He is already facing a cabinet 

crisis.  The current Chancellor of the Exchequer, Phil Hammond, and the Justice minister, David 

Gauke, announced they will resign if Johnson wins because they cannot support a hard Brexit.  

Being politics, there is always someone willing to step in but what makes this disruption 

troubling is that, without an extension, the U.K. will leave on Halloween.  The time taken to 

build a cabinet is lost to either preparing to make a new deal or preparing for exit.   

 

Budget news: Although the Speaker’s Friday deadline has come and gone, a deal looks close.  

Essentially, the debt ceiling will be lifted without any serious spending cuts.  Such an agreement 

will be difficult for deficit hawks to accept but President Trump isn’t much for cutting spending 

and the GOP hardliners on spending don’t have the votes to kill the deal.   

 

Pakistan’s in town: Pakistan’s president, Imran Khan, is in Washington today.  We would not 

expect much beyond a photoshoot.  The U.S. and Pakistan do have mutual needs.  The war in 

Afghanistan needs Pakistan’s support and the Pakistanis need U.S. economic help.  But, 

Pakistan’s primary worry is India and it wants a government in Afghanistan that it can trust to 

give it strategic depth.  The Taliban is seen as Pakistan’s best partner, so cooperation from 

Islamabad is going to be limited.   

 

Abe wins: Japanese PM Abe’s party won a majority in the upper house over the weekend but not 

enough to push through constitutional changes.  Abe wanted a large enough margin to change 

Japan’s constitution which prevents offensive military action.   

 

Ukraine: In the Ukrainian elections we previewed last week, pro-Western President Volodymyr 

Zelenskiy’s Servant of the People Party has apparently won an outright majority in parliament.  

That could help give Zelenskiy the political capital needed to pursue a peace deal with Russia 

and the Russian-backed separatists who control parts of the country’s east.  In addition, it should 

help Zelenskiy with a number of initiatives important to the economy, such as combatting 

corruption, strengthening the rule of law, and easing the sale of agricultural land. 

 

Spain: Socialist Party leader Pedro Sánchez’s prospects for forming a government have 

improved now that the leader of the Podemos Party, Pablo Iglesias, is no longer demanding a 

ministerial post in order to lend his party’s support.  Parliament will vote this week on whether to 

approve the Socialist government with Sánchez as prime minister. 

https://foreignpolicy.com/2019/07/21/the-united-states-is-going-after-chinas-banks/?wpisrc=nl_todayworld&wpmm=1
https://www.nytimes.com/2019/07/20/world/europe/china-belarus-battery-protests.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190722&section=whatElse?campaign_id=51&instance_id=11073&segment_id=15429&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267ion=whatElse
https://asia.nikkei.com/Economy/Trade-war/China-scrambles-to-stem-manufacturing-exodus-as-50-companies-leave
https://www.washingtonpost.com/world/europe/meet-the-025-percent-of-brits-who-will-pick-the-next-prime-minister/2019/07/16/11f25542-a4a7-11e9-a767-d7ab84aef3e9_story.html?utm_term=.82488b539e9c&wpisrc=nl_todayworld&wpmm=1
https://www.politico.eu/article/uk-justice-secretary-gauke-to-quit-if-boris-johnson-wins/?utm_source=POLITICO.EU&utm_campaign=94e9469b62-EMAIL_CAMPAIGN_2019_07_22_04_48&utm_medium=email&utm_term=0_10959edeb5-94e9469b62-190334489
https://www.politico.eu/article/uk-justice-secretary-gauke-to-quit-if-boris-johnson-wins/?utm_source=POLITICO.EU&utm_campaign=94e9469b62-EMAIL_CAMPAIGN_2019_07_22_04_48&utm_medium=email&utm_term=0_10959edeb5-94e9469b62-190334489
https://www.ft.com/content/9be6ac36-aba4-11e9-8030-530adfa879c2?emailId=5d352a1b1f49b500045bb04a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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https://www.wsj.com/articles/debt-ceiling-and-spending-negotiations-split-republicans-11563749967?shareToken=st620620dc85df4ffeaaad6dc35d1a9ef6
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https://www.ft.com/content/1bd96de8-abdc-11e9-8030-530adfa879c2
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Italy: The leaders of the ruling coalition, Deputy PMs Matteo Salvini and Luigi Di Maio, are 

expected to meet tomorrow to calm a row over the former’s acceptance of Russian political 

funding.  Italy is the only Western nation ruled by a “Nader coalition” of both left- and right-

wing populists.  We have been watching to see how this government works since being in office.  

The verdict so far is not so good, which may suggest that a Nader coalition doesn’t work in 

practice…or it may simply reflect the chaotic nature of Italian politics.   

 

Bullard as Chair?  We were a bit surprised when St. Louis FRB President Bullard turned down 

a chance to become a Fed governor.  Instead, his director of research became the candidate for 

the job.  Perhaps Bullard turned down the job because he has higher ambitions; there are reports 

Bullard would “love” to become Fed Chair.  Bullard is a committed dove and would likely fit 

into what President Trump wants but he isn’t a “Trump guy” that would be more loyal to the 

president than to the Fed.  Still, for the president’s goals of easy monetary policy, Bullard would 

be a good pick…if the job were open.   

 

Goodbye to float?  Float is the money that is made when a transaction is between destinations. 

Big banks have been working on a system of real-time payments; so has the Fed.  The big banks 

don’t want the competition, and small banks are terrified that the big banks will dominate them if 

they control payments.  Although the focus has been on whether the real-time payment system 

will be in private or semi-public hands, what we find most interesting is that the era of “free 

money” for banks may be coming to an end.    
 

U.S. Economic Releases 

 

The Chicago FRB National Activity Index came in worse than expected at -0.02 compared to 

estimates of +0.08.  The prior report’s loss was revised from -0.05 to -0.03.  
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The index remains above the recession line at -0.45 but is clearly weakening.  This report 

suggests that policy easing may be appropriate at this time. 
 

https://www.wsj.com/articles/feds-bullard-says-hed-love-to-become-fed-chairman-11563563244?shareToken=st450bbef5ddbc40bd874bf8f3eaa88666
https://www.nytimes.com/2019/07/19/business/feds-bullard-says-he-would-take-chair-job-if-trump-offered.html
https://www.politico.com/story/2019/07/19/big-banks-prepare-battle-fed-faster-payments-1605935
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There are no economic releases or Fed events scheduled for the rest of the day. 
 

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 Convenience Store Sales y/y jun 0.0% 1.7% * Equity and bond neutral

EUROPE

Switzerland Money Supply M3 m/m jun 3.7% 3.4% * Equity bullish, bond bearish

Total Sight Deposits m/m 19-Jul 579.5 Bil. 579.0 Bil. * Equity and bond neutral

Domestic Sight Deposits w/w 19-Jul 477.5 Bil. 480.1 Bil. * Equity and bond neutral

AMERICAS

Canada Retail Sales m/m may -0.1% 0.1% 0.3% ** Equity and bond bearish

Retail Sales ex Auto m/m may -0.3% 0.1% 0.4% ** Equity and 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) 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 flat Up

yen down Up

pound down Neutral

franc flat Neutral  
 

Commodity Markets 
 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 
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Price Prior Change Explanation

Brent $63.47 $62.47 1.60% Tensions in the Middle East

WTI $56.36 $55.63 1.31%  

Natural Gas $2.28 $2.25 1.20%  

Crack Spread $22.18 $22.53 -1.59%

12-mo strip crack $18.13 $18.30 -0.90%

Ethanol rack $1.67 $1.66 0.14%

Gold $1,426.08 $1,425.37 0.05%

Silver $16.37 $16.20 1.07%

Copper contract $273.30 $275.25 -0.71%

Corn contract 430.00$       435.75$       -1.32%

Wheat contract 498.00$       502.50$       -0.90%

Soybeans contract 915.75$       919.25$       -0.38%

Baltic Dry Freight 2170 2130 40

Shipping

Energy Markets

Metals

Grains

 
 

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 7/19/2019 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 7/19/2019 close) 
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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,2 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. 
 

                                                 
2 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. 


