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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 25, 2019—9:30 AM EDT] Global equity markets are generally higher this 

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

closed up 0.4%.  Chinese markets were higher, with the Shanghai composite up 0.8% and the 

Shenzhen index up 0.5% from the prior close.  U.S. equity index futures are signaling a flat open. 

With 138 companies having reported, the S&P 500 Q2 earnings stand at $40.84, higher than the 

$40.70 forecast for the quarter.  The forecast reflects a 2.7% decrease from Q2 2018 earnings.  

Thus far this quarter, 78.3% of the companies reported earnings above forecast, while 16.7% 

reported earnings below forecast. 

 

Good morning!   The big news today is the ECB.  Although the central bank for the Eurozone 

did not cut rates as hoped, the narrative of the statement was dovish.  However, the press 

conference dampened the bullish enthusiasm.  Here is what we are watching: 

 

The ECB: Financial markets were leaning toward a rate cut from the ECB this morning.  That 

didn’t happen, but the narrative of the decision indicated that the bank is examining a number of 

options beyond a mere rate reduction, which may include long-term forward guidance (no rate 

hikes for years) and the potential for expanded QE (other assets beyond sovereign debt.)  In the 

press conference, it became clear there is dissention among the members of the ECB on the path 

forward.  ECB President Draghi admitted there wasn’t a unanimous path to new stimulus and 

this may have delayed the rate cut.  Financial markets reacted to the statement in a bullish 

fashion; interest rates fell, the EUR declined and equities rallied.  The press conference, 

especially the apparent divisions within the ECB, tempered the bullishness.  It appears to us that 

the ECB will likely not just lower rates but also add other measures; however, the second part 

might not be as aggressive as financial markets had hoped.   

 

Germany in recession?  Recent data from Germany has been quite weak.  Today’s IFO business 

climate data looks very weak and may be heading into a downturn. 

 

 

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/ecb-signals-rate-cut-possible-stimulus-relaunch-11564055951?shareToken=steaef2c401dd84903a49db9304134ba4f
https://www.wsj.com/articles/ecb-signals-rate-cut-possible-stimulus-relaunch-11564055951?shareToken=steaef2c401dd84903a49db9304134ba4f
https://www.axios.com/newsletters/axios-markets-4295c6ea-93c7-47cf-ad0c-1178088d0023.html?chunk=3#story3
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Despite the slowdown, Germany remains steadfastly against fiscal stimulus.  This somewhat 

irrational reluctance to lift spending or cut taxes almost requires that Germany take aggregate 

demand from the rest of the world via exports.   

 

Enter Boris: Boris Johnson officially took control of the British government with a bang, firing 

17 ministers and high-ranking officials, replacing them with hardline Brexit supporters.  In his 

first speech as PM, outside his new residence at 10 Downing Street, he made it clear that, one 

way or another, the U.K. will be out of the EU by Halloween. 

 

When the EU began negotiations with the U.K. over its exit, the former had one of two paths it 

could take.  The first was to take a soft line to avoid the disruption that the British exit would 

have on both the EU and U.K. economies.  Although the British were at greater risk from 

leaving, the EU would be harmed as well.  The other path was to take a hardline stance based on 

the superior position the EU had in negotiations.  This position had the benefit of sending a 

signal to other nations that might think about leaving (read: Italy) that divorce from the EU 

would be very costly.  The EU, mostly driven by France, opted for the second option.  Since PM 

May generally was not in favor of a hard Brexit, she eventually accepted what appears to be an 

unfavorable deal.   

 

The risk of the EU’s position is precisely a Boris Johnson-type figure.  Because of the EU’s 

harsh stance in negotiations, there was always a chance of a nationalist reaction from Britain.  

Although British voters remain profoundly divided, and if another referendum were held it is 

quite possible the initial outcome could be reversed, it was naïve on the part of the EU to not 

expect a nationalist reaction to the perceived humiliation.  The EU’s stance is understandable; it 

feared that if the U.K. got a “good” deal, others might be tempted to follow its path.  However, 

that doesn’t mean the hardline position was without its own costs. 

 

https://www.express.co.uk/news/world/1151026/EU-news-euro-eurozone-Germany-economy-recession-latest-update?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.ft.com/content/d8394e2a-ae36-11e9-8030-530adfa879c2?emailId=5d391bebed033200041fdc7c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/d8394e2a-ae36-11e9-8030-530adfa879c2?emailId=5d391bebed033200041fdc7c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/boris-johnson-picks-his-top-team-for-brexit-battle-11563966841?shareToken=st690a3182055246f9902800aadf6c6083
https://www.ft.com/content/f8238e5a-ae1b-11e9-8030-530adfa879c2?emailId=5d391bebed033200041fdc7c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/7999d570-ae17-11e9-8030-530adfa879c2?emailId=5d391bebed033200041fdc7c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/14d3e270-ae08-11e9-8030-530adfa879c2?emailId=5d391bebed033200041fdc7c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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We don’t expect the EU to blink under the threat of a hard Brexit.  The costs to Britain will be 

high and its exit timing is particularly bad.   It is still not clear that Johnson can get a no-deal 

Brexit through Parliament; he may need to risk new elections.  A hard Brexit will be very 

difficult for Ireland, and Scotland may decide it should leave the U.K. and rejoin the EU.  Simply 

put, this could get messy and, sadly, it appears the odds of bad outcomes are rising.  And so, 

Halloween awaits… 

 

Another Halloween deadline: Former EU Commission President Juncker negotiated a deal with 

President Trump to delay auto tariffs until…Halloween.  There are potentially two major events 

on trick-or-treat day. 

 

United Kingdom-Australia: In a development that will likely encourage the new U.K. 

government, Australian Prime Minister Scott Morrison said London and Canberra could seal a 

free-trade deal “within weeks” of Brexit.  British and Australian officials have been informally 

discussing a trade deal for almost two years, but they can’t proceed to formal negotiations until 

the U.K. is no longer a member of the EU. 

 

North Korea: The South Korean military says North Korea fired two short-range missiles into 

the Sea of Japan this morning.  The missiles, which appeared to be a new type, reached an 

altitude of some 30 miles and flew some 270 miles and 430 miles, respectively.  North Korea is 

also hinting it may resume nuclear testing.  Separately, North Korean Foreign Minister Ri Yong 

Ho canceled a trip to Thailand in which he had been expected to meet U.S. Secretary of State 

Mike Pompeo.  The missile launch and meeting cancellation were probably meant as a reminder 

that North Korea could revert to its previous provocative military moves if there isn’t faster 

progress on the U.S.-North Korea denuclearization talks. 

 

Greenspan approves: Former Fed Chair Greenspan supports a rate cut due to weak overseas 

economic activity, suggesting this is what he did in 1998.  Although there is little doubt of a rate 

cut next week, the Greenspan approval makes the move a near-certainty. 

 

A side effect from the Japan/South Korea spat: The current dispute between Japan and South 

Korea, which at its heart is mostly about the issue of reparations and Japan’s colonization of the 

Korean Peninsula in the years before WWII, is affecting supply chains for tech firms.  This is 

additional evidence that the steady erosion of U.S. hegemony is having an effect on globalization 

in ways beyond the mere securing of sea lanes.   

 

France: An unusual heat wave is spreading across Europe this week, worsening a years-long 

drought, cutting crop yields and forcing governments to enact draconian conservation measures.  

France has been especially hard hit, with a record-high temperature of 105 degrees Fahrenheit 

expected today.  The extreme heat is even generating new risks that the fire-damaged Notre 

Dame cathedral could collapse.  The architect overseeing its repair warned yesterday that the 

physical forces are becoming more unbalanced as the remaining portions of the wooden roof are 

still waterlogged from the firefighters’ hoses but the heat is drying out the limestone walls too 

quickly. 

 

https://www.wsj.com/articles/for-boris-johnsons-britain-a-cold-world-awaits-11563976803?shareToken=std6db4cf9e16049749aaa90f4b0300aec
https://www.politico.eu/article/europe-braces-for-trump-trade-war/?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/europe-braces-for-trump-trade-war/?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/a306dd1e-ae9d-11e9-8030-530adfa879c2
https://www.ft.com/content/a306dd1e-ae9d-11e9-8030-530adfa879c2
https://www.ft.com/content/190f1d98-ae5b-11e9-8030-530adfa879c2
https://www.washingtonpost.com/world/north-korea-hints-it-may-resume-nuclear-tests-accuses-us-of-reneging-on-pact/2019/07/16/de4f87a8-a7a0-11e9-8733-48c87235f396_story.html?utm_term=.d688d53d31f4&wpisrc=nl_todayworld&wpmm=1
https://www.reuters.com/article/us-northkorea-projectile/nuclear-talks-in-doubt-as-north-korea-tests-missiles-envoy-cancels-trip-idUSKCN1UJ302
https://www.axios.com/newsletters/axios-markets-4295c6ea-93c7-47cf-ad0c-1178088d0023.html?chunk=0#story0
https://www.federalreserve.gov/boarddocs/speeches/1998/19980904.htm?mod=djemCentralBanksPro&tpl=cb&utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.wsj.com/articles/an-old-feud-between-american-allies-rattles-tech-giants-supply-chains-11564047082?shareToken=stb8d9163213954000b40fc6af04fb6e3a
https://www.wsj.com/articles/its-europes-turn-to-swelter-heat-low-rainfall-strain-water-supply-11564054776
https://www.reuters.com/article/us-europe-weather/ice-cubes-for-tigers-as-heatwave-smashes-records-in-europe-idUSKCN1UJ25L
https://www.cnn.com/2019/07/24/europe/notre-dame-heat-wave-wxc-trnd/index.html
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Turkey: As feared when President Erdogan sacked the former central bank governor in early 

July, the Central Bank of Turkey today slashed its benchmark short-term interest rate to 19.75% 

from its previous setting of 24.00%.  As justification, the new governor and his policy committee 

said weakening global economic activity has led to “heightened downside risks to inflation.”  In 

reality, however, President Erdogan has been pushing the institution to cut rates even in the 

midst of continuing high inflation and a weak lira.  The lira has strengthened today, but that may 

simply reflect that investors had already priced in a major cut and now hope for some stability 

from the central bank. 

 

Brazil: In an unusual effort to spur the economy, President Bolsonaro said his government will 

allow workers to take up to 500 reais from their individual unemployment accounts, which 

Brazilian law requires them to keep.  Such one-off “gifts” are often ineffective in producing 

lasting economic benefits, but they could boost confidence and growth in the very short term. 

 

Energy update: Crude oil inventories fell 10.8 mb last week compared to the forecast drop of 

3.8 mb.   
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In the details, refining activity fell 1.3%, well beyond the 0.2% decline forecast.  Estimated U.S. 

oil production fell by 0.7 mbpd to 11.3 mbpd; Hurricane Barry likely affected both production 

and refinery utilization.  Crude oil imports rose 0.2 mbpd, while exports increased by 0.8 mbpd.   

https://www.ft.com/content/a3d5da28-aecb-11e9-8030-530adfa879c2
http://www.tcmb.gov.tr/wps/wcm/connect/en/tcmb+en/main+menu/announcements/press+releases/2019/ano2019-29
https://www.wsj.com/articles/brazil-will-give-workers-up-to-8-billion-to-spur-growth-11564003368
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(Sources: DOE, CIM) 

 

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

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

pattern in terms of direction but was larger than normal.  In fact, the current level is below the 

usual seasonal trough that occurs in September.  We would not be surprised to see a bounce in 

inventories next week as the effects of Hurricane Barry dissipate.   
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Based on oil inventories alone, fair value for crude oil is $59.48.   Based on the EUR, fair value 

is $52.31.  Using both independent variables, a more complete way of looking at the data, fair 

value is $54.04.  This week’s sharp drop in stockpiles has boosted the fair values for oil alone 
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and for the combined model, while the euro model’s fair value fell slightly.  Worries about 

global growth are putting some bearish pressure on oil prices.  Reports that Saudi Arabia and 

Kuwait have come to an agreement on production from the Neutral Zone, an area claimed by 

both nations, pushed oil prices lower late yesterday.   

 

In terms of geopolitics, Iran is suggesting it might consider a swap of tankers with the U.K.  It is 

not clear if the U.K. will agree to this because it creates a precedent of “tit-for-tat” that might be 

destabilizing.  The U.S. said yesterday it would escort U.S. ships in the Persian Gulf seen as 

facing threats from Iran.  We note that the U.S. and Europe have competing plans on protecting 

Gulf shipping; we suspect the U.S. plan will eventually win out.  At this point, however, the 

markets have not built in any significant geopolitical risk.  This is something of a surprise since 

tensions remain elevated and thus oil prices could jump significantly if an event occurs.   

 

U.S. Economic Releases 
 

Initial jobless claims came in below expectations at 206k compared to the forecast of 218k. 
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The chart above shows the four-week moving average for initial claims.  The four-week moving 

average fell from 219.25k to 213.50k. 
 

June durable goods orders came in higher than expectations, rising 2.0% from the prior month 

compared to the forecast rise of 0.7%.  The prior week’s loss was revised upward from 1.3% to 

2.3%.  Durables ex-transportation came in above expectations, rising 1.2% from the prior month 

compared to the forecast rise of 0.2%.  The prior report’s gain of 0.4% was revised upward to 

0.5%.  Capital goods orders non-defense ex-air were above expectations, rising 1.9% from the 

prior month compared to the forecast gain of 0.2%.  The prior report’s gain was revised 

downward from 0.5% to 0.3%.  Capital goods shipments non-defense ex-air came in above 

expectations, rising 0.6% from the prior month compared to the forecast loss of 0.2%.  The prior 

report was revised downward from 0.6% to 0.5%.   

 

https://www.nytimes.com/2019/07/24/world/middleeast/tanker-swap-iran-compromise.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190725&section=whatElse?campaign_id=51&instance_id=11153&segment_id=15527&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267ion=whatElse
https://www.washingtonpost.com/world/national-security/new-pentagon-chief-says-us-will-escort-american-flagged-ships-facing-iranian-threats/2019/07/24/019c37e6-ae28-11e9-b071-94a3f4d59021_story.html?utm_term=.70615591e12f&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/middle_east/the-us-europe-and-iran-have-sharply-different-views-on-security-patrols-in-the-persian-gulf/2019/07/24/8fd8973a-ad55-11e9-9411-a608f9d0c2d3_story.html?utm_term=.b01b5fb1ae63
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The above chart shows the annual change in new durable goods orders and shipments.  Annually, 

new orders fell by 1.6%, shipments rose by 2.7%, unfilled orders fell by 0.3% and inventories 

rose by 5.7%.   

 

The advance June goods trade deficit came in wider than expected at $74.2 bn compared to the 

forecast of $72.5 bn.   
 

 
 

The chart above shows the trade balance of goods and the advance trade balance.   
 

Wholesale inventories came in below expectations, rising 0.2% from the prior month compared 

to the forecast gain of 0.4%.  Retail inventories fell by 0.1% from the prior month. 
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The table below shows the economic releases scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

10:00 Bloomberg Consumer Comfort m/m jun 64.70 **

10:00 Kansas City Fed Manufacturing Activity m/m jun 0.00 3.00 **

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 

change over time as economic circumstances change.  Additionally, for ease of reading, we have 

also color-coded the market impact section, which indicates the effect on the foreign market.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 

following closely for possible complications and green indicates neutral conditions.  We will add 

a paragraph below if any development merits further explanation.  
 

Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Swift Global Payments m/m jun 2.0% 2.0% ** Equity and bond neutral

Japan PPI Services y/y jun 0.7% 0.8% 0.8% ** Equity and bond neutral

Japan Buying Foreign Bonds y/y jun ¥1027.8  bn ¥950.0 bn * Equity and bond neutral

Japan Buying Foreign Stocks y/y jun -¥76.8 bn -¥18.6 bn * Equity and bond neutral

Foreign Buying Japan Bonds y/y jun ¥133.2 bn ¥844.3 bn * Equity and bond neutral

Foreign Buying Japan Stocks m/m july -¥110.0 bn -¥93.1 bn * Equity and bond neutral

EUROPE

Germany IFO Business Climate m/m july 95.7 97.2 97.4 ** Equity bearish, bond bullish

IFO Expectations m/m july 92.2 94.2 94.0 ** Equity bearish, bond bullish

IFO Current Assessment m/m july 99.4 100.8 100.4 * Equity and bond bearish

France Total Jobseekers m/m jun 3.377 Mil. 3.392 Mil. ** Equity and bond neutral

UK CBI Retailing Reported Sales m/m july -16 -42 -15 ** Equity and bond neutral

CBI Total Dist. Reported Sales m/m july -11 -22 * Equity and bond neutral

AMERICAS

Mexico Retail Sales y/y may 2.8% 1.6% 1.4% ** Equity bullish, bond bearish

Canada CFIB Business Barometer m/m jul 57.8 61.5 ** Equity bearish, bond bullish  
 

Financial Markets 
 

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

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

a certain move merits further explanation. 
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Today Prior Change Trend

3-mo Libor yield (bps) 228 228 0 Down

3-mo T-bill yield (bps) 204 205 -1 Neutral

TED spread (bps) 23 23 0 Neutral

U.S. Libor/OIS spread (bps) 203 205 -2 Up

10-yr T-note (%) 2.03 2.04 -0.01 down

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

EUR/USD 3-mo swap (bps) 25 23 2 Down

Currencies Direction

dollar down Neutral

euro flat Up

yen up Up

pound up Neutral

franc down Neutral

Central Bank Action Current Prior Expected

ECB Main Refinancing Rate 0.000% 0.000% 0.000% On forecast

ECB Marginal Lending Facility 0.250% 0.250% 0.250% On forecast

ECB Deposit Facility Rate -0.400% -0.400% -0.400% On forecast  
 

Commodity Markets 
 

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

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

Price Prior Change Explanation

Brent $63.94 $63.18 1.20% Rising tensions in the Middle East

WTI $56.53 $55.88 1.16%  

Natural Gas $2.24 $2.22 0.68%  

Crack Spread $21.61 $21.47 0.68%

12-mo strip crack $18.34 $18.24 0.53%

Ethanol rack $1.65 $1.65 -0.12%

Gold $1,426.67 $1,425.86 0.06%

Silver $16.53 $16.60 -0.41%

Copper contract $273.00 $271.20 0.66%

Corn contract 429.25$       430.75$       -0.35%

Wheat contract 493.25$       497.75$       -0.90%

Soybeans contract 910.25$       908.25$       0.22%

Baltic Dry Freight 2014 2165 -151

Actual Expected Difference

Crude (mb) -10.8 -3.9 -7.0

Gasoline (mb) -0.2 -1.5 1.3

Distillates (mb) 0.1 1.0 -0.9

Refinery run rates (%) -1.30% -0.15% -1.15%

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 precipitation expected for the eastern region and parts of the Southwest.  There is a 

cyclone formation in the Gulf of Mexico, but at this time it isn’t clear whether it will develop 

into a more severe storm. 
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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


 

 

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

www.confluenceinvestment.com 

 11 

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 7/24/2019 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 7/24/2019 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 25, 2019  
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P/E as of 7/24/2019 = 19.2x

 
 

Based on our methodology,1 the current P/E is 19.2x, up 0.1x 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. 


