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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 26, 2019—9:30 AM EDT] Global equity markets are generally mixed this 

morning.  The EuroStoxx 50 is up 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.6%.  Chinese markets were mixed, with the Shanghai composite up 0.2% and the 

Shenzhen index remaining relatively unchanged from the prior close.  U.S. equity index futures 

are signaling a higher open. With 185 companies having reported, the S&P 500 Q2 earnings 

stand at $40.89, higher than the $40.70 forecast for the quarter.  The forecast reflects a 2.7% 

decrease from Q2 2018 earnings.  Thus far this quarter, 76.8% of the companies reported 

earnings above forecast, while 17.3% reported earnings below forecast. 

 

Happy Friday!  As slow as the news is trickling in today, it’s clear that we’re deep into the dog 

days of summer.  Nevertheless, we have seen a few interesting tidbits, like an initial estimate 

showing moderate economic growth and falling inflation here in the United States.  Overseas, it 

looks like we’re in for another weekend of mass political protests in Hong Kong.  Here’s what 

we are watching most closely: 

 

U.S. economic performance: In the first of three regular estimates, U.S. gross domestic product 

(GDP) grew at an annualized rate of 2.1% in the second quarter, beating expectations but still 

marking a slowdown from the unrevised 3.1% rate in the first quarter (see additional details 

below).  Compared with the same period one year earlier, GDP was up 2.3%.  That means 

growth over the last year was slightly better than the average annual increase of 2.1% over the 

last two decades.  As usual, most of the growth over the last year came from increased personal 

consumption spending.  Finally, in a broad measure of inflation, the second quarter GDP price 

index rose at a rate of 2.4%, rebounding from its dip to 0.9% in the first quarter, which is still 

generally moderate.  We don’t think these figures will change expectations for the Federal 

Reserve’s policy meeting next week.  If anything, slowing growth coupled with moderate 

inflation should bolster expectations for a cut in the benchmark fed funds rate. 

 

U.S. fiscal policy: The House of Representatives late yesterday approved the White House 

Democratic compromise bill to lift the federal government’s debt limit and establish high-level 

budget parameters through July 2021.  If the bill now passes the Senate as expected, it would 

remove the risk of a debt default or new government shutdown until after the 2020 presidential 

elections.  Separately, the White House announced additional aid to U.S. farmers hurt by the 

administration’s trade skirmishes.  The new program will provide up to $16 billion for crop 

farmers based on the estimated impact of foreign tariffs across their county. 

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.bea.gov/news/2019/gross-domestic-product-2nd-quarter-2019-advance-estimate-and-annual-update
https://www.wsj.com/articles/spending-agreement-marks-end-of-obama-era-deficit-reduction-push-11564073775
https://www.wsj.com/articles/spending-agreement-marks-end-of-obama-era-deficit-reduction-push-11564073775
https://www.ft.com/content/fcf5f5c8-aee6-11e9-8030-530adfa879c2
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U.S. trade negotiations: Evidence of easing trade tensions continue to roll in, though at a fairly 

low level.  The Chinese government has allowed several domestic firms to buy U.S. cotton, corn, 

sorghum, and pork without being subject to its 25% retaliatory import tariff.  Separately, the 

Japanese government announced that Economy Minister Toshimitsu Motegi will meet U.S. 

Trade Representative Lighthizer in Washington on August 1 to discuss a bilateral trade deal.  We 

still don’t expect any major trade deal with China in the near term, but both sides have an 

incentive to show at least minimal progress to keep the negotiations from derailing. 

 

Hong Kong: Demonstrations against China’s influence in Hong Kong will continue this 

weekend, with protest leaders targeting the city’s airport in hopes of raising global awareness of 

their concerns.  Separately, activists are also planning a protest against the police department’s 

lack of action when organized crime gangs known as “triads” attacked and beat dozens of anti-

China protestors last weekend.  As we’ve mentioned before, it looks like the city government, or 

perhaps Beijing’s liaison office, may have enlisted the triads to help control the weekslong 

protests.  That’s reminiscent of how government officials in Russia and other rogue nations work 

hand-in-hand with criminals to achieve their goals (especially in cyberspace).  If that’s really 

happening in Hong Kong, it would seem to reflect a new level of desperation for the government 

and a new low in its relationship with Hong Kong’s citizens. 

 

North Korea: New imagery analysis from private sector researchers indicates that North Korea 

has continued to produce long-range missiles and nuclear weapons even as leader Kim Jong-un 

is negotiating a denuclearization deal with President Trump.  In addition, analysts at the Defense 

Intelligence Agency say the North Koreans have probably produced about a dozen new nuclear 

bombs since Kim and Trump first met in Singapore last year.  Separately, North Korean state 

media has explicitly tied yesterday’s short-range missile launches to its anger over upcoming 

U.S.-South Korean military exercises.  We suspect President Trump will continue to look past 

such developments for now, but if North Korean provocations continue, they could eventually 

force Trump to break off the talks. 

 

Spain: Socialist Party leader Pedro Sánchez failed to win parliamentary support for his proposed 

government for the second time in the last three days.  It’s looking increasingly like Sánchez 

would have to form a coalition government with the far-left Podemos Party and get support that 

way.  If he can’t do that, new elections are likely to be called for November. 

 

Russia: The Russian central bank today cut its benchmark short-term interest rate to 7.25% from 

7.50%.  Echoing the concerns driving many central banks to loosen policy, policymakers 

primarily based their decision on reduced inflation pressure and weakening growth prospects. 
 

U.S. Economic Releases 
 

The preliminary reading of Q2 GDP came in above expectations at 2.1% compared to the 

forecast of 1.8%.  Personal consumption came in above expectations at 4.3% compared to the 

forecast of 4.0%.  Core PCE rose 1.8% from the prior quarter.  The overall GDP price index rose 

2.4% compared to the forecast of 2.0%. 

   

https://www.bloomberg.com/news/articles/2019-07-25/china-allows-some-tariff-free-u-s-cotton-pork-purchases
https://www.bloomberg.com/news/articles/2019-07-25/china-allows-some-tariff-free-u-s-cotton-pork-purchases
https://www.reuters.com/article/us-usa-trade-japan/japan-us-eyeing-ministerial-trade-talks-in-washington-dc-on-august-1-sources-idUSKCN1UL05X
https://www.reuters.com/article/us-usa-trade-japan/japan-us-eyeing-ministerial-trade-talks-in-washington-dc-on-august-1-sources-idUSKCN1UL05X
https://www.ft.com/content/0ea4c9b2-af4f-11e9-8030-530adfa879c2
https://www.wsj.com/articles/hong-kong-police-block-march-protesting-mob-attack-11564079606
https://www.scmp.com/news/hong-kong/politics/article/3020184/beijings-liaison-office-hong-kong-hits-out-accusations-it?utm_medium=email&utm_source=mailchimp&utm_campaign=enlz-scmp_international&utm_content=20190726&MCUID=b11497b3c2&MCCampaignID=4ba3d479ba&MCAccountID=3775521f5f542047246d9c827&tc=5
https://www.wsj.com/articles/while-trump-and-kim-talk-north-korea-appears-to-expand-its-nuclear-arsenal-11564059627
https://www.wsj.com/articles/while-trump-and-kim-talk-north-korea-appears-to-expand-its-nuclear-arsenal-11564059627
https://www.reuters.com/article/us-northkorea-missiles/north-koreas-kim-says-missile-test-a-warning-to-south-korean-warmongers-idUSKCN1UK34H
https://www.ft.com/content/d6953d68-aed1-11e9-8030-530adfa879c2
https://www.bloomberg.com/news/articles/2019-07-26/spain-s-premier-vows-to-avoid-a-snap-election-despite-defeat
https://www.ft.com/content/4d1d01d4-af93-11e9-8030-530adfa879c2
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The chart above shows historical GDP.  Currently, GDP continues to grow at a solid pace.  
   

Q2 2019 Prelim Reading Q1 2019 Third Reading Difference

GDP 2.1% 3.1% -1.0%

Consumption 2.9% 0.6% 2.3%

Investment -1.0% 1.1% -2.1%

Inventories -0.9% 0.6% -1.5%

Net Exports -0.7% 0.9% -1.6%

Government 0.9% 0.5% 0.4%  
 

The table above shows the contributions to GDP.  The biggest contributors were net exports and 

investment spending.  
 

 
 

This chart shows the contributions graphically.  Q2 came in a lot stronger than expected. 
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The GDP report was relatively mixed.  GDP for Q2 came in above expectations largely due to a 

boost in consumption and government spending, but a slowdown in business investment suggests 

that the trade war may be weighing on the economy.  As a result, we do not expect this report to 

have a significant impact on the decision to change rates.  At this time, we expect the Fed to 

lower rates by 25 bps.  
 

There are no other 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 Tokyo CPI y/y jul 0.9% 1.1% 1.0% *** Equity and bond neutral

Tokyo Ex-Fresh Food y/y jul 0.9% 0.9% 0.8% *** Equity and bond neutral

Tokyo Ex-Fresh Food, Energy y/y jul 0.8% 0.8% 0.7% *** Equity and bond neutral

EUROPE

Germany Import Price Index y/y jun -2.0% -0.2% -1.3% ** Equity bullish, bond bearish

France Consumer Confidence m/m jun 102 101 102 *** Equity and bond neutral

PPI m/m jun 0.2% 0.8% ** Equity and bond neutral

Italy Consumer Confidence Index m/m jul 113.4 109.6 109.6 *** Equity bullish, bond bearish

Manufacturing Confidence m/m jul 100.1 100.8 100.5 ** Equity and bond neutral

Economic Sentiment m/m jul 101.2 99.3 ** Equity bullish, bond bearish

Hourly Wages m/m jun 0.7% 1.4% *** Equity and bond neutral

Russia Money Supply Narrow Def m/m 19-Jul 10.55 tn 10.53 tn * Equity and bond neutral

AMERICAS

Mexico Trade Balance y/y jun 2.561 bn 1.031 bn 0.398 bn ** Equity bullish, bond bearish

Economic Activity m/m may -0.4% -1.4% -0.8% *** Equity and bond neutral

Brazil Formal Job Creation Total m/m jun 48436 32140 29500 ** Equity bullish, bond bearish

Current Account Balance m/m jun -$2.914 bn $0.662 bn -$1.500 bn ** Equity bearish, bond bullish

Foreign Direct Investment m/m jun $2.190 bn $7.070 bn $5.800 bn ** Equity and bond neutral

Federal Debt Total m/m jun 3.978 tn 3.891 tn ** Equity bullish, bond bearish

FGV Construction Costs m/m jul 0.9% 0.4% 0.8% ** Equity bullish, 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 227 228 -1 Down

3-mo T-bill yield (bps) 205 206 -1 Neutral

TED spread (bps) 21 22 -1 Neutral

U.S. Libor/OIS spread (bps) 204 205 -1 Up

10-yr T-note (%) 2.07 2.08 -0.01 down

Euribor/OIS spread (bps) -38 -38 0 Neutral

EUR/USD 3-mo swap (bps) 23 23 0 Down

Currencies Direction

dollar up Neutral

euro down Up

yen down Up

pound down Neutral

franc down Neutral

Central Bank Action Current Prior Expected

Key Rate 7.250% 7.500% 7.250% 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 $63.72 $63.39 0.52%

WTI $56.40 $56.02 0.68%  

Natural Gas $2.23 $2.24 -0.62%  

Crack Spread $21.81 $21.92 -0.48%

12-mo strip crack $18.20 $18.34 -0.80%

Ethanol rack $1.65 $1.65 -0.13%

Gold $1,419.21 $1,414.58 0.33%

Silver $16.45 $16.41 0.25%

Copper contract $269.15 $270.35 -0.44%

Corn contract 426.00$       427.50$       -0.35%

Wheat contract 495.75$       499.50$       -0.75%

Soybeans contract 900.50$       899.75$       0.08%

Baltic Dry Freight 1947 2014 -67

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%

Natural gas (bcf) 36.0 37.0 -1.0

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 no cyclone activity expected within 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 26, 2019 
 

How much attention is the FOMC paying to international factors?  It appears to be quite a lot.  

We have documented that the financial markets are clamoring for a rate cut.  We have seen some 

of the more popular yield curves invert and the implied LIBOR rate from the Eurodollar futures 

market, two years deferred, has moved into easing territory. 
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The chart on the left shows the aforementioned implied LIBOR rate.  In Q3 last year, the implied 

rate was 3.30%; it has fallen to just above 1.60%, a decline of 170 bps.  The chart on the right 

compares the implied rate to the fed funds target.  When this implied rate falls below the target, it 

is a signal to policymakers that monetary policy is too tight.  The Bernanke Fed mostly ignored 

this indicator, unlike his predecessor, and Bernanke had to deal with the deep 2007-09 recession.  

This indicator is giving clear evidence that the Fed should be cutting rates aggressively. 
 

However, the signals from the domestic economy are not supporting a rate cut.  The ISM 

Manufacturing Index is well above 50; since the Federal Reserve began confirming the policy 

rate, it is rare to see rate cuts when the index is above 50. 
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We have indicated when the ISM index falls below the 50-expansion line with vertical lines.  

The only time we saw significant rate cuts without the ISM index below 50 was in 2007, when 

financial markets were under clear stress.  In May 2007, the Chicago FRB National Financial 

Conditions Index, an index of financial stress, was reading -0.67.1  By August, it had risen to -

0.13 and turned positive in November.   
 

In this cycle, international pressures seem to be guiding policymakers to act.   
 

 
 

                                                 
1 A reading under zero suggests low levels of stress. 
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This chart shows the fed funds target with the Global Economic Policy Index.  This index 

measures mentions of economic or policy uncertainty in 20 nations; the index is weighted by 

GDP, adjusted for purchase power parity.  A rising reading suggests increases in policy 

uncertainty.  This chart supports Chair Powell’s continued references to overseas issues when 

calling for easing.   
 

To some extent, there is a worry among market participants that the Fed is simply creating a 

narrative to allow it to ease, reducing pressure from the White House while maintaining some 

element of independence.  The third chart suggests the Fed does have good reasons for acting to 

lower rates.  With trade wars, the immigration crisis in Europe and the U.S., the potential for 

conflict in the Middle East and worries about a currency war, the level of global policy 

uncertainty is historically elevated.  This factor, we believe, reflected in the financial markets, is 

what is prompting the desire to cut rates.  We do expect a significant level of dissent among 

FOMC voters but, in the end, we look for two rate cuts this year, unless global stress levels 

unexpectedly diminish.      

   

  

   
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 7/25/2019 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 7/25/2019 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,2 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. 
 

                                                 
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. 


