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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 23, 2019—9:30 AM EDT] Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 1.2% from the last close.  In Asia, the MSCI Asia Apex 50 

closed up 0.2%.  Chinese markets were higher, with the Shanghai composite up 0.5% and the 

Shenzhen index up 0.9% 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. 

 

Good morning!  There are two big items today.  As expected, Boris Johnson is now the new PM 

of the U.K.  The IMF has lowered its global growth forecasts due to trade disruptions.  And, 

Mueller testifies today.  Here is what we are watching: 

 

Johnson: Boris Johnson gathered 92,153 votes compared to Jeremy Hunt’s 46,656, a nearly 2:1 

margin.  Clearly, among the Tory faithful, Johnson is their choice.  Theresa May will be PM for 

the next 24 hours, taking questions from the House of Commons tomorrow.  Shortly thereafter, 

she will make her farewell address while Johnson visits the Queen.  After that, May will 

officially tender her resignation and Johnson will take office. 

 

Immediately, Johnson will have three cabinet positions to fill.  These leaders will join the MPs in 

the House of Commons to position against a no-deal Brexit.  Johnson faces three immediate 

issues: 

 

1. Brexit: No surprise here but Johnson has to deliver a “deal or no deal” by Halloween.  

The EU might grant Johnson more time but it doesn’t look like it will budge on the 

agreement that PM May negotiated.  A key fact often overlooked is that the EU must 

have unanimity on a treaty, thus changing what has been negotiated would require 

another round of EU negotiations that may or may not settle on a new arrangement.  The 

question for history is whether PM May was a bad negotiator or simply didn’t have a 

strong position to start with.  We suspect it was more the latter.  We would not be 

surprised to see snap elections; the current coalition of the Tories and the DUP is facing 

by-elections that could reduce the ruling coalition to one seat.  If there are new elections, 

a coalition government between the Conservatives and Brexit Party would not be a shock 

if the Brexit supporters are a majority of voters.  If Remain is the trend, the Liberal 

Democrats might cobble together a loose coalition of Remain MPs in the major parties.  

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.wsj.com/articles/imf-cuts-global-gdp-forecast-for-2019-citing-fallout-from-trade-tensions-11563886800?shareToken=st789a4ec322584bd1b28c078c4df8f839
https://www.ft.com/content/97b4815e-aca5-11e9-8030-530adfa879c2
https://www.ft.com/content/ec3e81ce-ad2d-11e9-8030-530adfa879c2
https://www.politico.eu/article/british-foreign-office-minister-alan-duncan-resigns/?utm_source=POLITICO.EU&utm_campaign=9d2dea98a6-EMAIL_CAMPAIGN_2019_07_23_04_39&utm_medium=email&utm_term=0_10959edeb5-9d2dea98a6-190334489
https://www.ft.com/content/526a68d8-ac7e-11e9-8030-530adfa879c2?emailId=5d36852dafeba100045581bd&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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A second referendum might also occur.  Our expectation is that British politics will 

remain sloppy.  One interesting note is that the government feels the need for a PR 

campaign in Northern Ireland on the benefits of Brexit. 

2. Iran: The Iranians currently hold a U.K. tanker.  The U.S. is letting the EU know that it is 

responsible for its own shipping.  That means the Trump government is forcing some of 

the costs of global security on other nations, a cost Britain will now have to bear.  The 

British answer is for an EU-wide maritime mission in the Persian Gulf, ironically, in the 

midst of Brexit.  We would not expect the British program to get much traction. 

3. The economy: The British economy may be in recession already.  The GBP has been 

weakening.  The BOE governor is set to resign and no one seems to want the job.  The 

primary economic support tool in case of a hard Brexit may be a weaker currency.  In 

democracies, leaders get tagged with economic performance even if they have little 

influence.   

 

Johnson has his work cut out for him.  For those hoping for some sort of resolution in the next 12 

weeks, that might not occur.  Instead, it looks like more turmoil is on tap. 

 

A budget deal: Congressional leaders and the White House have reached an agreement.  

Spending is set to rise sharply.  Defense is budgeted for a $738 bn increase over the next fiscal 

year, while non-defense spending will be up $632 bn.  The fringes of both parties are not happy.  

On the left, social goals, such as ending the Hyde Amendment or restrictions on defense 

spending to prevent a border wall, won’t be pursued.  On the right, the deficit hawks are fuming.  

Some members of the House GOP are pushing the president to reject the deal.  Although 

President Trump is capable of reversing position, the usual triggers of criticism in the right-wing 

media haven’t emerged quite yet.  President Trump was never all that interested in austerity.  

Going into an election year, he should be even less so.  We would expect him to agree to the deal 

and sign the bill. 

 

Sanchez in trouble: Spain may be heading toward another round of elections and the Socialist 

Party leader is struggling to build a coalition.  Although some of Sanchez’s woes are due to the 

fractured nature of Spanish politics, the difficulty in building a government has been a problem 

across Europe, reflecting ongoing divisions. 

 

Middle East: Saudi Arabia has agreed to base U.S. troops on its soil.  The basing of Western 

soldiers in Saudi Arabia was one of the issues that led to the rise of al Qaeda.  So far, there is no 

evidence of a similar backlash.  The U.S. is sanctioning a Chinese company for importing Iranian 

oil.  This action will likely increase tensions between the U.S. and China.   

 

There are currently 3.6 mm Syrian refugees living in Turkey.  The EU sends funds to Ankara as 

aid for these refugees to keep them in Turkey and away from Europe.  Turkey has suddenly 

started sending some Syrians back into northern Syria.  It appears public resistance to the 

presence of Syrians in Turkey is leading to the crackdown.  It is unclear if this action is systemic 

or simply for show in order to quell public unrest.  Nevertheless, if Syrians in Turkey begin to 

believe they will be susceptible to deportation, we would not be surprised to see the refugees flee 

toward Europe again, perhaps creating another crisis for the EU. 

https://www.politico.eu/article/wanted-company-to-sell-no-deal-uk-brexit-to-northern-ireland-belfast/?utm_source=POLITICO.EU&utm_campaign=9d2dea98a6-EMAIL_CAMPAIGN_2019_07_23_04_39&utm_medium=email&utm_term=0_10959edeb5-9d2dea98a6-190334489
https://www.politico.eu/article/wanted-company-to-sell-no-deal-uk-brexit-to-northern-ireland-belfast/?utm_source=POLITICO.EU&utm_campaign=9d2dea98a6-EMAIL_CAMPAIGN_2019_07_23_04_39&utm_medium=email&utm_term=0_10959edeb5-9d2dea98a6-190334489
https://www.politico.eu/article/us-secretary-of-state-mike-pompeo-uk-must-look-after-its-own-ships-iran/?utm_source=POLITICO.EU&utm_campaign=9d2dea98a6-EMAIL_CAMPAIGN_2019_07_23_04_39&utm_medium=email&utm_term=0_10959edeb5-9d2dea98a6-190334489
https://www.politico.eu/article/us-secretary-of-state-mike-pompeo-uk-must-look-after-its-own-ships-iran/?utm_source=POLITICO.EU&utm_campaign=9d2dea98a6-EMAIL_CAMPAIGN_2019_07_23_04_39&utm_medium=email&utm_term=0_10959edeb5-9d2dea98a6-190334489
https://www.politico.eu/article/jeremy-hunt-calls-for-european-maritime-mission-in-gulf-iran-stena-impero/?utm_source=POLITICO.EU&utm_campaign=9d2dea98a6-EMAIL_CAMPAIGN_2019_07_23_04_39&utm_medium=email&utm_term=0_10959edeb5-9d2dea98a6-190334489
https://www.politico.eu/article/jeremy-hunt-calls-for-european-maritime-mission-in-gulf-iran-stena-impero/?utm_source=POLITICO.EU&utm_campaign=9d2dea98a6-EMAIL_CAMPAIGN_2019_07_23_04_39&utm_medium=email&utm_term=0_10959edeb5-9d2dea98a6-190334489
https://www.ft.com/content/76d2c140-ac77-11e9-8030-530adfa879c2?emailId=5d36852dafeba100045581bd&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/a6718c64-ac78-11e9-8030-530adfa879c2?emailId=5d36852dafeba100045581bd&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.politico.com/story/2019/07/22/white-house-congress-budget-deal-1425192
https://www.crfb.org/press-releases/budget-deal-may-be-worst-history
https://www.politico.com/story/2019/07/22/gop-budget-deal-trump-1425878
https://www.nytimes.com/2019/07/22/world/europe/spain-socialists-government.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190723&section=topNews?campaign_id=51&instance_id=11097&segment_id=15458&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.politico.com/story/2019/07/22/gop-budget-deal-trump-1425878
https://www.politico.com/story/2019/07/22/gop-budget-deal-trump-1425878
https://www.ft.com/content/7c69d244-ac98-11e9-8030-530adfa879c2?emailId=5d36852dafeba100045581bd&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/209804d8-abc9-11e9-8030-530adfa879c2?emailId=5d36852dafeba100045581bd&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/1f3ce08a-aca6-11e9-8030-530adfa879c2?emailId=5d36852dafeba100045581bd&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.nytimes.com/2019/07/22/world/asia/sanctions-china-iran-oil.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190723&section=whatElse?campaign_id=51&instance_id=11097&segment_id=15458&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267ion=whatElse
https://www.nytimes.com/2019/07/22/world/asia/sanctions-china-iran-oil.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190723&section=whatElse?campaign_id=51&instance_id=11097&segment_id=15458&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267ion=whatElse
https://www.washingtonpost.com/world/turkey-has-deported-hundreds-of-syrian-migrants-advocates-and-refugees-say/2019/07/22/14114c9c-ac87-11e9-9411-a608f9d0c2d3_story.html?utm_term=.31887f285cb5&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/turkey-has-deported-hundreds-of-syrian-migrants-advocates-and-refugees-say/2019/07/22/14114c9c-ac87-11e9-9411-a608f9d0c2d3_story.html?utm_term=.31887f285cb5&wpisrc=nl_todayworld&wpmm=1
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As tensions between Iran and the U.S. remain elevated, there is growing concern that the 

“theater” of the conflict might shift to Iraq.  The U.S. has 5.2k troops in the country.  There are 

large Shiite militia groups in Iraq, many with some affiliation with Iran.  The potential for these 

militias to begin targeting U.S. citizens in Iraq is high.  The U.S. has been taking steps to address 

this issue.  Non-essential embassy personnel have been moved out and several oil companies 

report they have removed their workers from Iran.  However, one response from Iran to U.S. 

sanctions could be to destabilize Iraq.   

 

U.S.-China trade: The U.S. Congress recently passed defense-policy bills that would block 

transit agencies from using federal money to buy railcars and buses made by Chinese-controlled 

companies or companies subsidized by the Chinese government.  Interestingly, at least one 

Democratic lawmaker has tied the proposal not only to the need to protect U.S. industry, but also 

to the risk that the Chinese could install cameras or other intelligence-gathering devices on the 

equipment in order to spy on U.S. citizens.  That echoes the Trump administration’s purported 

concerns about Chinese telecom firm Huawei (002502.SZ, 3.22).  It also suggests that spying 

risks may become an all-purpose justification for clamping down on Chinese imports. 

 

Russia-China-Japan-South Korea: South Korea’s defense ministry said Russian military 

planes violated the country’s airspace over the Sea of Japan this morning, flying over the 

disputed Dokdo islets claimed by both Japan and South Korea.  The flyovers are another 

example of Russia’s growing aggressiveness in probing South Korea’s defenses and demonstrate 

that it doesn’t recognize the country’s claim to the islands.  Adding complexity to the situation, 

other reporting suggests that, at one point, Chinese military planes joined the Russian jets in an 

encroachment on South Korea’s air defense identification zone.  Reflecting how risky the moves 

are, Japan and South Korea both scrambled fighter jets, and South Korea fired hundreds of 

warning shots to chase off the bombers. 

 

North Korea: State media showed leader Kim Jong-un examining a new submarine that experts 

think could carry multiple missiles, including nuclear ones.  Military experts say the sub is a 

significant advancement in North Korea’s military capability. 

 

Hong Kong: Pro-Democracy legislators yesterday criticized the Hong Kong police force for 

failing to stop a gang of thugs who beat and injured dozens of participants in last weekend’s anti-

Chinese political demonstrations.  The legislators and other observers have suggested the police 

have enlisted organized crime groups known as the “triads” to intimidate the demonstrators, 

while obscuring any link with the Hong Kong government.  If true, that would seem to sync with 

similar government-criminal partnerships in other countries over recent decades, such as Russia 

and Iran.  The efforts have been successful in many respects, so we’ll have to see if the embattled 

government of Hong Kong Chief Executive Carrie Lam will make further use of them. 

 

Germany: In a new sign of economic slowing in Europe’s heartland, a new survey by the Ifo 

think tank shows employers are responding to weak order books by cutting workers’ hours.  The 

phenomenon is especially widespread among vehicle manufacturers, where 30% of the 

companies surveyed reported that they had instituted “short-time” work.  Overall, 3.8% of 

manufacturers have cut workers’ hours, and Ifo expects that figure to rise to 8.5% in the coming 

months. 

https://www.bloomberg.com/news/articles/2019-07-23/the-next-u-s-iran-confrontation-could-play-out-on-iraqi-soil?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.wsj.com/articles/congress-moves-toward-ban-on-buying-chinese-buses-railcars-over-spy-fears-11563874203?mod=hp_lead_pos3
https://www.wsj.com/articles/congress-moves-toward-ban-on-buying-chinese-buses-railcars-over-spy-fears-11563874203?mod=hp_lead_pos3
https://www.wsj.com/articles/congress-moves-toward-ban-on-buying-chinese-buses-railcars-over-spy-fears-11563874203?mod=hp_lead_pos3
https://www.ft.com/content/0c1e8550-acf4-11e9-8030-530adfa879c2
https://www.scmp.com/news/china/military/article/3019729/expect-more-china-south-korea-military-encounters-not-conflict
https://www.wsj.com/articles/north-korea-shows-off-advanced-new-submarine-11563879133
https://www.reuters.com/article/us-northkorea-submarine/north-koreas-kim-inspects-new-submarine-signals-possible-ballistic-missile-development-idUSKCN1UH2LK
https://www.ft.com/content/0a497d3c-ac2e-11e9-8030-530adfa879c2
https://www.ft.com/content/419e9408-ac7d-11e9-8030-530adfa879c2
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The Fed: Although the Fed is in its “quiet period” before it meets, Judy Shelton, a candidate for 

an open governor spot, said today that she would support a 50 bps rate cut.  We suspect Shelton 

will face strong opposition to nomination.   

 

U.S. Economic Releases 
 

The FHFA House Price Index came in below expectations, rising 0.1% from the prior month 

compared to the forecast of 0.4%.   
 

 
 

The chart above shows the year-over-year change in the FHFA House Price Index.  Housing 

prices have risen 5.0% from the prior year.  Although still rising, the price momentum is starting 

to show signs of weakness. 
 

The table below shows the economic releases scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 Richmond Fed Manufacturing Index m/m jul 5 3 ***

10:00 Existing Home Sales m/m jun 5.32 Mil. 5.34 Mil. ***

10:00 Existing Home Sales m/m jun -0.4% 2.5% **

Fed speakers or events

Economic Releases

No speakers or events scheduled  
 

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 

https://www.bloomberg.com/news/articles/2019-07-22/trump-s-fed-pick-shelton-says-she-d-favor-a-half-point-rate-cut?srnd=markets-vp
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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 Supermarket Sales y/y jun -0.5% -0.7% ** Equity and bond bearish

Nationwide Department Sales y/y jun -0.9% -0.8% ** Equity and bond bearish

Tokyo Department Store Sales y/y jun -1.3% -1.6% ** Equity and bond bearish

Machine Tool Orders y/y jun -37.9% -38.0% * Equity and bond bearish

Australia ANZ Consumer Confidence w/w 21-Jul 116.3 115.8 ** Equity and bond neutral

EUROPE

UK CBI Trends Total Orders m/m jun -34 -15 -15 ** Equity and bond bearish

CBI Trends Selling Prices m/m jul 12 4 ** Equity and bond neutral

CBI Business Optimism m/m jul -32 -13 -20 ** Equity and bond bearish

AMERICAS

Canada Wholesale Trade Sales m/m may -1.8% 1.7% 0.5% ** Equity and bond bearish

Bloomberg Nanos Confidence w/w 19-Jul 58.3 59.1 ** Equity and bond neutral

Brazil Trade Balance w/w 22-Jul $409 Mil. $696 Mil. ** Equity and bond neutral  
 

Financial Markets 
 

The table below highlights some of the indicators that we follow on a daily basis.  Again, the 

color coding is similar to the foreign news description above.  We will add a paragraph below if 

a certain move merits further explanation. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 226 228 -2 Down

3-mo T-bill yield (bps) 203 199 4 Neutral

TED spread (bps) 23 29 -6 Neutral

U.S. Libor/OIS spread (bps) 207 206 1 Up

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

Euribor/OIS spread (bps) -37 -38 1 Neutral

EUR/USD 3-mo swap (bps) 19 17 2 Down

Currencies Direction

dollar up Neutral

euro down Up

yen down Up

pound down Neutral

franc down Neutral  
 

Commodity Markets 
 

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

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

Brent $62.88 $63.26 -0.60%

WTI $55.98 $56.22 -0.43%  

Natural Gas $2.31 $2.31 0.09%  

Crack Spread $20.74 $21.93 -5.46%

12-mo strip crack $17.90 $18.07 -0.97%

Ethanol rack $1.65 $1.66 -0.57%

Gold $1,423.78 $1,424.88 -0.08%

Silver $16.41 $16.36 0.31%

Copper contract $270.90 $272.20 -0.48%

Corn contract 429.25$       426.75$       0.59%

Wheat contract 491.75$       487.25$       0.92%

Soybeans contract 907.75$       905.75$       0.22%

Baltic Dry Freight 2191 2170 21

Actual Expected Difference

Crude (mb) -3.9

Gasoline (mb) -1.5

Distillates (mb) 1.0

Refinery run rates (%) -0.15%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

There is a tropical depression developing on the coast of Florida and is expected to move along 

the East Coast. 
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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 d iscussed 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 7/22/2019 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 7/22/2019 close) 
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Asset classes are defined as follows: Large Cap (S&P 500 Index), Mid Cap (S&P 400 Index), 

Small Cap (Russell 2000 Index), Foreign Developed (MSCI EAFE (USD and local currency) 

Index), Real Estate (FTSE NAREIT Index), Emerging Markets (MSCI Emerging Markets (USD 

and local currency) Index), Cash (iShares Short Treasury Bond ETF), U.S. Corporate Bond 

(iShares iBoxx $ Investment Grade Corporate Bond ETF), U.S. Government Bond (iShares 7-10 

Year Treasury Bond ETF), U.S. High Yield (iShares iBoxx $ High Yield Corporate Bond ETF), 

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date 

returns for various asset classes, 

updated daily.  The asset classes are 

ranked by total return (including 

dividends), with green indicating 

positive and red indicating negative 

returns from the beginning of the 

year, as of prior close. 
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P/E Update 
 

July 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. 


