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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 30, 2019—9:30 AM EDT] Global equity markets are mixed this morning.  The 

EuroStoxx 50 is down 1.6% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

0.2%.  Chinese markets were higher, with the Shanghai composite up 0.4% and the Shenzhen 

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

231 companies having reported, the S&P 500 Q2 earnings stand at $41.51, higher than the 

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

Thus far this quarter, 75.8% of the companies reported earnings above forecast, while 17.3% 

reported earnings below forecast. 

 

Good morning!   The FOMC meeting begins today.  The GBP continues its slide.  Here are the 

details: 

 

The Fed: Although there is almost no chance the Fed won’t cut by 25 bps tomorrow, we are 

watching for two items.  First, Powell’s language, especially in the press conference, will be 

important.  The key word is “patient.”  If the statement includes the word “patience,” it will 

signal that this rate move is a recalibration, suggesting the policy rate overshot its equilibrium 

level and the move was an adjustment.  However, it won’t indicate that this cut is the start of a 

rate reduction cycle. If this is the outcome, markets will be disappointed and we could see 

equities decline.  Second, there could be action on the balance sheet.  The Fed might announce 

that it will end its balance sheet reduction six weeks earlier than planned.  Although modestly 

supportive, the action would be a dovish signal. 

 

Regardless of what happens tomorrow, we doubt the White House will be happy about it.  The 

president wants a weaker dollar and he wants the Fed to engineer that outcome.  If the reserve 

currency nation attempts to restrict trade, its currency will appreciate.  This is because there is 

always demand for the reserve currency and the most effective way to acquire it is to run a trade 

surplus with the reserve currency nation.  The best way to prevent the currency from appreciating 

is for the reserve currency nation’s central bank to peg an exchange rate and adjust its balance 

sheet to ensure the peg holds.  This is what Switzerland’s central bank, the Swiss National Bank 

(SNB), has been doing relative to the EUR for the past few years.  However, such a policy 

essentially ends central bank independence; the SNB’s policy is completely subsumed to 

exchange rate policy. 

 

Trade:  Although talks are underway, there is little movement toward a grand resolution.  As we 

noted yesterday, China appears to be buying some U.S. grain.  The U.S. is offering unspecified 
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relief on tech exports.  However, beyond these two actions, not much else is happening.  As the 

U.S./China trade spat continues, companies have been moving supply chains out of China.  They 

haven’t brought production back to the U.S. but are going to other low labor cost areas, e.g., 

Vietnam.  This development has caught the attention of USTR Lighthizer who is now calling out 

Vietnam for its trade surplus with the U.S.   

 

For those wondering if a new president would lead to a change in trade policy, we doubt it.  In 

fact, it may become more protectionist.  Elizabeth Warren’s recent comments on foreign policy 

are classic Jeffersonian (which leans isolationist) and her trade policy would probably be more 

protectionist than Trump’s.  What this suggests is that the president’s foreign and trade policy 

may be less about him and more about the direction the country is headed.   

 

Brexit:  PM Johnson visited Scotland yesterday and got a chilly reception.  He has told the EU 

that he won’t engage in talks unless the EU agrees to change the current agreement, which the 

EU has indicated isn’t going to happen.   As the odds of a no-deal Brexit increase, the GBP is 

continuing to spiral lower.   

 

A peek inside China’s foreign reserves:  For the first time ever, China has released some 

details about its foreign exchange holdings.  The data isn’t up-to-date (the last data available is 

2014).  But, it does show the State Administration of Foreign Exchange (SAFE) reduced its 

dollar holdings from 79% in 2005 to 58% by 2014.  It shifted to EUR and other currencies, along 

with gold.  

 

Health care transparency:  Economists have debated the problem of health care costs for some 

time.  Although measures to open the industry to competition should reduce costs, there are 

specific structures in the industry that defy standard market remedies.  It is almost impossible to 

comparison shop for treatment because it is difficult for the average consumer to evaluate 

quality.  And, even if one wanted to shop around, getting accurate price information is devilishly 

hard.  The Trump administration has proposed measures to disclose price information; the fact 

the hospital industry is upset with the proposal suggests it probably would undermine its profit 

structure.   

 

Japan:  The Bank of Japan today held its monetary policy unchanged, with its benchmark short-

term interest rate at -0.1%, its ceiling for 10-year bond yields at 0% and its pace of government 

bond buying at 80 trillion yen.  However, in a sign that the BOJ is ready to join the other major 

central banks that have been loosening policy, the officials also vowed further monetary easing 

without hesitation “if the momentum towards our price stability objective is at risk.” 

 

Hong Kong:  The deputy leader of Hong Kong reportedly apologized for the way the city’s 

police force responded to last week’s incident in which thugs from criminal gangs beat anti-

Chinese demonstrators.  That sparked a protest by police officials, possibly pointing to cleavages 

within the municipal government regarding how to handle the ongoing political protests. 

 

Venezuela:  Although President Nicolás Maduro still publicly embraces socialism and castigates 

capitalism, the government is quietly embracing free markets in an apparent last-ditch effort to 

help the economy and stay in power.  Private business owners say rules banning hard-currency 

https://www.reuters.com/article/us-usa-trade-china-huawei-tech/u-s-firms-see-little-clarity-on-huawei-as-u-s-china-talks-resume-idUSKCN1UP02A
https://www.bloomberg.com/news/articles/2019-07-30/lighthizer-says-vietnam-must-cut-its-trade-surplus-with-u-s
https://www.bloomberg.com/news/articles/2019-07-30/lighthizer-says-vietnam-must-cut-its-trade-surplus-with-u-s
https://www.foreignaffairs.com/articles/2018-11-29/foreign-policy-all
https://www.politico.com/story/2019/07/29/elizabeth-warren-trump-trade-2020-1439186
https://www.nytimes.com/2019/07/29/world/europe/boris-johnson-scotland-brexit.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190730&section=topNews?campaign_id=51&instance_id=11264&segment_id=15671&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.politico.eu/article/boris-johnson-wont-start-brexit-talks-unless-eu-moves-on-backstop/?utm_source=POLITICO.EU&utm_campaign=e062709691-EMAIL_CAMPAIGN_2019_07_30_04_27&utm_medium=email&utm_term=0_10959edeb5-e062709691-190334489
https://www.ft.com/content/c240ccda-b1d6-11e9-8cb2-799a3a8cf37b?emailId=5d3fb56ed8461a0004deb37e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.scmp.com/economy/china-economy/article/3020410/how-much-chinas-forex-reserves-us-dollars-beijing-gives-two
https://www.scmp.com/economy/china-economy/article/3020410/how-much-chinas-forex-reserves-us-dollars-beijing-gives-two
https://www.wsj.com/articles/trump-proposes-forcing-hospitals-to-disclose-discount-rates-negotiated-with-insurers-11564431303?shareToken=st4e326bc8340b4c08831116d4f4ab50b7
https://www.ft.com/content/feed7d54-b276-11e9-8cb2-799a3a8cf37b
https://www.scmp.com/news/hong-kong/politics/article/3020635/hong-kong-police-officers-call-citys-no-2-clarify-apology?utm_medium=email&utm_source=mailchimp&utm_campaign=enlz-scmp_international&utm_content=20190730&MCUID=b11497b3c2&MCCampaignID=0191e0435c&MCAccountID=3775521f5f542047246d9c827&tc=26
https://www.ft.com/content/47f07086-ae0f-11e9-8030-530adfa879c2
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transactions have not been enforced recently, importing has been freed, and many price controls 

have been dropped.  The reporting says the economy is rapidly dollarizing, while inflation has 

fallen from more than 100,000% last year to an expected level of several thousand percent this 

year. 

 

U.S. Economic Releases 
 

Personal income came in line with expectations, rising 0.4% from the prior month. The prior 

report was revised downwards from 0.5% to 0.4%. Personal spending rose 0.3% from the prior 

month.  Real personal spending was in line with expectations, rising 0.2% from the prior month.   

 

 
 

The chart above shows the year-over-year change in personal income.  Personal income rose 

4.9% from the prior year. 

 

The PCE deflator came in line with expectations, rising 0.1% from the prior month.  Core PCE 

was also in line with expectations, also rising 0.2% from the prior month. 
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The chart above shows the year-over-year change in core PCE and core CPI.  The yearly changes 

in core PCE and core CPI rose 1.6% and 2.1%, respectively.   

 

The savings rate rose modestly, to 8.1% of after tax income, from 8.0% last month.  Savings 

have been trending higher since 2016 but jumped after the tax reductions.  This suggests that 

households are saving a large portion of the tax cuts, which is consistent with a tax cut to upper 

income brackets, which tend to save more of their disposable income compared to lower income 

households. 
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The S&P CoreLogic CS 20-City Home Price Index came in slightly below expectations at 2.39% 

compared to the forecast rise of 2.40% from the prior year.  The S&P CoreLogic CS U.S. Home 

Price Index rose by 3.43% from the prior year.  The prior report was revised downward from 

3.54% to 3.53%. 

 

 
 

The chart above shows the year-over-year change in the S&P CoreLogic CS 20-City Home Price 

Index.   

 

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

 

EDT Indicator Expected Prior Rating

10:00 Pending Home Sales m/m jun 0.5% 1.1% ***

10:00 Pending Home Sales y/y jun 0.7% -0.8% ***

10:00 Conference Board Consumer Confidence m/m jul 125.0 121.5 **

10:00 Conference Board Present Situation m/m jul 162.6 **

10:00 Conference Board Expectations m/m jul 94.1 **

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 
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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 Jobless Rate m/m jun 2.4% 2.3% 2.4% *** Equity and bond neutral

Job-To-Applicant Ratio y/y jun 1.61 1.62 1.62 *** Equity and bond neutral

Industrial Production y/y jun -4.1% -2.1% -2.0% *** Equity and bond bearish

Australia ANZ Roy Morgan Weekly Consumption w/w jul 118.5 116.3 * Equity bullish, bond bearish

Building Approvals y/y jun -1.2% 0.7% 0.2% ** Equity and bond bearish

New Zealand Building Permits m/m jun -3.9% 13.2% ** Equity and bond bearish

EUROPE

Eurozone Economic Confidence y/y may 102.7 103.3 102.6 *** Equity and bond neutral

Business Climate Indicator y/y jun -0.12 0.17 0.08 ** Equity and bond bearish

Industrial Confidence y/y jun -7.4 -5.6 -7.0 ** Equity and bond bearish

Services Confidence y/y may 10.6 11.0 10.6 ** Equity and bond neutral

Consumer Confidence y/y may -6.6 -6.6 -6.6 ** Equity and bond neutral

France GDP m/m 2q 1.3% 1.2% 1.4% *** Equity and bond neutral

Budget Balance YTD y/y jun -77.3 bn -83.9 bn ** Equity and bond neutral

Consumer Spending m/m jun -0.6% -0.1% 0.0% *** Equity and bond bearish

GfK Consumer Confidence m/m jun 9.7 9.8 9.7 *** Equity and bond neutral

Switzerland KOF Leading Indicator m/m jul 97.1 93.6 93.7 ** Equity bullish, bond bearish

AMERICAS

Brazil Primary Budget Balance m/m jun -12.7 bn -13.0 bn -11.1 bn ** Equity bearish, bond bullish

Nominal Budget Balance m/m jun -30.1 bn -47.6 bn -35.2 bn ** Equity and bond neutral

Net Debt % GDP m/m jun 55.2% 54.7% 55.2% *** Equity and bond neutral

FGV Inflation IGPM y/y jul 6.4% 6.5% 6.6% *** Equity and bond neutral

Canada Bloomberg Nanos Confidence m/m jul 58.2 58.3 *** 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) 227 226 1 Down

3-mo T-bill yield (bps) 204 204 0 Neutral

TED spread (bps) 22 22 0 Neutral

U.S. Libor/OIS spread (bps) 202 203 -1 Up

10-yr T-note (%) 2.05 2.07 -0.02 down

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

EUR/USD 3-mo swap (bps) 25 26 -1 Down

Currencies Direction

dollar up Neutral

euro flat Up

yen up Up

pound down Neutral

franc up Neutral

Central Bank Action Current Prior Expected

BOJ Policy Balance Rate -0.100% -0.100% -0.100% On forecast

BOJ 10-yr Yield Target 0.000% 0.000% 0.000% On forecast  
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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 $64.31 $63.71 0.94% Tensions in the Middleeast

WTI $57.33 $56.87 0.81%  

Natural Gas $2.13 $2.12 0.85%  

Crack Spread $21.23 $20.91 1.54%

12-mo strip crack $18.08 $17.91 0.94%

Ethanol rack $1.65 $1.65 -0.02%

Gold $1,428.25 $1,426.80 0.10%

Silver $16.47 $16.46 0.05%

Copper contract $269.75 $271.75 -0.74%

Corn contract 424.00$       427.00$       -0.70%

Wheat contract 501.75$       503.50$       -0.35%

Soybeans contract 902.50$       904.25$       -0.19%

Baltic Dry Freight 1922 1937 -15

Actual Expected Difference

Crude (mb) -2.5

Gasoline (mb) -1.3

Distillates (mb) 1.0

Refinery run rates (%) 0.70%

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, 

with cooler temperatures in the Midwest.  There is some cyclone formation along the Caribbean 

Sea, at this time, it isn’t expected to develop into a tropical 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 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 7/29/2019 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 7/29/2019 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. 


