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

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

was down 0.8% from the prior close.  Chinese markets were mixed, with the Shanghai composite 

up 0.9% and the Shenzhen index down 1.0% from the prior close.  U.S. equity index futures are 

signaling a higher open.  

 

U.S. equity markets are higher this morning after taking a tumble yesterday.  Optimism on trade 

is lifting domestic equity futures.  The Democrats start their debates tonight and Robert Mueller 

will publicly testify.  Consumer confidence data deserves a second look.  Here is what we are 

watching today: 

 

G-20: Treasury Secretary Mnuchin gave the markets hope this morning after indicating a deal is 

“90% complete.”  This comment has raised hopes this morning, but it should be noted that he 

made similar comments in May.  Essentially, talks stalled in early May after the U.S. accused 

China of reneging on the agreement.  Expectations for this weekend’s trade talks are mostly 

about preventing additional tariffs from being implemented, a temporary ceasefire.  However, 

the odds of a full agreement are nearly zero.  Still, this morning’s rally does show that the 

financial markets are focused on this issue and want to see a full-blown trade conflict avoided. 

 

The problem with trade impediments: Arbitrage is one of the oldest methods of making risk-

free money.  If one can buy in one market at a lower cost and sell the same good for more money 

elsewhere, it’s a good thing!  Under free markets, arbitrage is usually ephemeral; others notice it 

and the advantage quickly evaporates.  But, if there are regulations or trade barriers in place, the 

likelihood of the arbitrage holding for a longer period of time increases.  Of course, there are 

potential legal risks for the party trying to perform the arbitrage.  We note this morning that some 

tech firms have apparently figured out a way to skirt the trade ban with Huawei (002502, CNY, 

3.53).  Although the companies involved may not have violated any laws, their actions do raise 

the question of compliance with the spirit of the regulations.  One of the problems with creating 

arbitrage opportunities with regulation is that they encourage ways to capture the gains.   

 

The Fed—when doves cry: There is dovishness and then there is real dovishness.  First, Chair 

Powell gave a speech with few surprises, especially in light of his press conference.  He noted 

risks to the economy and worries about low inflation.  However, he didn’t clearly signal a rate 

cut and hinted at the problems of political pressure, and these issues spooked the equity market.  

But, the real hit came from St. Louis FRB Bullard, who dissented at the last meeting, wanting the 
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FOMC to reduce rates.  Bullard suggested that although he supports a rate reduction, he believes 

only a 25 bps move is warranted at this time.  The market clearly wanted more.  In response, 

markets reacted as one would expect—the yield curve flattened and equities slumped.  Does this 

mean the Fed is changing course?  Not really.  It’s just that the financial markets have gotten a 

bit ahead of themselves.  On the other hand, if the economy decelerates further, a more 

aggressive cut might make sense. 

 

A sub-2% 10-year: The 10-year T-note yield fell below 2% yesterday.  This is the lowest rate 

since 2016. 
 

 
(Source: Bloomberg) 
 

Chair Powell is walking a delicate line; he is clearly getting tremendous pressure from the White 

House on policy and he fears the loss of institutional independence.  One way he appears to be 

dealing with this problem is by reducing transparency.  We are big fans of this idea; transparency 

has led market participants to complacency.   

 

You heard it here first: The White House has created a “short list” of candidates for the two 

open governor positions on the FOMC.  St. Louis FRB President Bullard has confirmed that the 

administration has contacted him about the position.  We have noted in the past that Bullard and 

Minneapolis FRB President Kashkari would be choices for these positions that would align with 

the interests of the White House.  Both are consistent doves and would likely make it through the 

confirmation process without incident.  Bullard appears to have demurred, but we still expect 

him and perhaps the aforementioned Kashkari to be on the list. 

 

A confidence problem: We rarely comment on data that comes out after 8:30 EDT because it is 

usually covered by the media.  However, on occasion, the information is so important that it 

warrants analysis.  Yesterday’s consumer confidence was that important.  The data for June came 

in much weaker than forecast, at 121.5 compared to forecasts of 131.1.  The May data was 

revised to 131.3 from 134.1.   

 

https://finance.yahoo.com/news/asian-stocks-set-drift-treasury-221825373.html
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https://www.axios.com/federal-reserve-predictability-jay-powell-ad4a250b-4524-41f3-b8ca-df42d7fc6279.html
https://www.bloomberg.com/news/articles/2019-06-25/white-house-search-for-two-fed-governors-enters-final-stages
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Big declines like this often occur before recessions.  Perhaps even more concerning is the present 

situation component of the data.  
 

 
 

This is the present situation index with a two-year moving average.  Although breaking that 

average isn’t a perfect indicator, falling below it from a high level has tended to presage 

recessions in the past.  The economy is decelerating and the risks of recession are increasing.   

 

Iran: The president appears to be setting a “red line” of sorts, indicating that a military response 

will occur if an American dies due to actions taken by Iran.  Although we suspect this is true, the 

problem with red lines is that one has to act once they are crossed; in addition, it gives an enemy 

a clear target if they want to escalate.  If Iran views the president as soft, it will move to cross 

this red line.  Given Trump’s Jacksonian tendencies, a strong response will likely follow.  Iran is 

expected to reach a uranium enrichment threshold in the very near future; we will be watching 

https://www.nytimes.com/2019/06/25/world/middleeast/iran-rouhani-us-sanctions.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190626&section=whatElse?campaign_id=51&instance_id=10481&segment_id=14653&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267ion=whatElse
https://www.reuters.com/article/us-mideast-iran-enrichment/iran-will-speed-up-enriching-of-uranium-after-deadline-to-europe-ends-on-thursday-irib-idUSKCN1TR0O3
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the response from Europe because boosting enrichment will tend to be viewed in Europe as 

breaking the Iran nuclear agreement.     
 

Brexit: Boris Johnson is pledging “do or die” for Brexit.  The vote for PM occurs next month, 

and will be decided by a small subset of the U.K. voting population.    
 

EU news: The EU is pushing for a trade agreement with South America.  Denmark has a new 

government.  NATO defense spending is, again, below the guideline of 2% of GDP.  Europe is 

bracing for a heatwave.   
 

U.S. Economic Releases 
 

Mortgage applications for the week ending June 21 rose 1.3%, with purchases down 0.9% but 

refinancing up 3.2%. 

 

Durable goods orders were mixed.  The headline number fell 1.3% compared to expectations of a 

0.3% decline; however, excluding transportation, the data rose 0.3% compared to the 0.1% rise 

forecast.  Capital goods, non-defense, ex-aircraft rose 0.4% compared to expectations of a 0.1% 

rise. 
 

 
 

This chart shows overall orders on a yearly basis; there is clear evidence of weakness.  Excluding 

aircraft and defense goods, the figures show deceleration but are still positive on a yearly basis. 

 

https://www.ft.com/content/403eafe6-972c-11e9-8cfb-30c211dcd229?emailId=5d12e4455dcd2e00042764f3&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.nytimes.com/2019/06/25/opinion/boris-johnson-election.html?action=click&module=Opinion&pgtype=Homepage
https://www.spiegel.de/wirtschaft/soziales/merkel-und-kollegen-fordern-abschluss-von-mercosur-abkommen-a-1274254.html
https://uk.reuters.com/article/uk-denmark-election/denmark-becomes-third-nordic-country-to-form-leftist-government-this-year-idUKKCN1TQ308?il=0&utm_source=POLITICO.EU&utm_campaign=22a62cc8b6-EMAIL_CAMPAIGN_2019_06_26_04_42&utm_medium=email&utm_term=0_10959edeb5-22a62cc8b6-190334489
https://www.nato.int/nato_static_fl2014/assets/pdf/pdf_2019_06/20190625_PR2019-069-EN.pdf?utm_source=POLITICO.EU&utm_campaign=22a62cc8b6-EMAIL_CAMPAIGN_2019_06_26_04_42&utm_medium=email&utm_term=0_10959edeb5-22a62cc8b6-190334489
https://www.nytimes.com/2019/06/26/world/europe/europe-heat-wave.html
https://www.nytimes.com/2019/06/26/world/europe/europe-heat-wave.html
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In the leading indicators, the index looks at inflation-adjusted manufacturers’ non-defense capital 

goods orders and consumer orders.  Both are showing weakness but won’t be a major drag on the 

leading indicators index. 
 

 
 

The data is mostly neutral for financial markets. 
 

Advance goods trade for May came in weaker than forecast, at -$74.5 bn, compared to 

expectations of -$71.8 bn.   
 

Wholesale inventories for May rose 0.4%, a bit less than the 0.5% forecast.  On a yearly basis, 

inventories have been increasing, most likely due to precautionary stockpiling on tariff concerns. 
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This data is mostly neutral.   
 

There were no other economic releases today.  The table below lists the Fed events scheduled for 

the rest of the day.   
 

EDT Indicator Expected Prior Rating

10:00 NO DATA AFTER 8:30 m/m jun 2.0 5.0 **

Speaker or event

11:30 Mary Daly Speaks in New York President of the Federal Reserve Bank of San Francisco

Fed speakers or events

Economic Releases

District or position

 
 

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 PPI services m/m apr 0.8% 0.9% 1.0% * Equity and bond neutral

New Zealand Trade balance m/m may NZD 264 MM NZD 433 mm NZD 250 mm*** Equity and bond neutral

EUROPE

AMERICAS

Canada Wholesale Trade m/m apr 1.7% 1.4% 0.2% ** Equity and bond neutral

Brazil CPI y/y may 3.8% 4.9% 3.9% *** Equity and bond bullish  
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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) 235 234 1 Down

3-mo T-bill yield (bps) 206 206 0 Neutral

TED spread (bps) 29 28 1 Neutral

U.S. Libor/OIS spread (bps) 214 214 0 Up

10-yr T-note (%) 2.01 2.02 -0.01 down

Euribor/OIS spread (bps) -34 -34 0 Neutral

EUR/USD 3-mo swap (bps) 13 12 1 Down

Currencies Direction

dollar neutral down

euro down Up

yen up Up

pound neutral 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. 
 

Price Prior Change Explanation

Brent $64.54 $64.86 -0.49%

WTI $57.71 $57.90 -0.33%  

Natural Gas $2.29 $2.30 -0.61%  

Crack Spread $19.82 $19.90 -0.40%

12-mo strip crack $17.10 $17.24 -0.77%

Ethanol rack $1.70 $1.70 0.22%

Gold $1,428.14 $1,419.72 0.59% Market Uncertainty

Silver $15.42 $15.44 -0.16%

Copper contract $272.80 $270.50 0.85%

Corn contract 462.25$       457.25$       1.09% Continued rain in Midwest

Wheat contract 548.25$       542.50$       1.06%

Soybeans contract 938.25$       932.75$       0.59%

Baltic Dry Freight 1258 1239 19

Actual Expected Difference

Crude (mb) -2.9 2.9

Gasoline (mb) -0.1 0.1

Distillates (mb) 0.0 0.0

Refinery run rates (%) 0.40% -0.40%

Natural gas (bcf) 104.0 -104.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show a warming trend for most of the country, with cooler 

temps in Texas.  Unfortunately, the wet pattern remains.  There is no tropical activity expected 

over 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.  
 

June 21, 2019 
 

In 2017, we introduced an indicator of the basic health of the economy and added it to the many 

charts we monitor to gauge market conditions.  The indicator is constructed using commodity 

prices, initial claims and consumer confidence.  The thesis behind this indicator is that these 

three components should offer a simple and clear picture of the economy; in other words, rising 

initial claims coupled with falling commodity prices and consumer confidence is a warning that a 

downturn may be imminent.  The opposite condition should support further economic recovery.  

In this report, we will update the indicator with May data. 
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This chart shows the results of the indicator and the S&P 500 since 1995.  The updated chart 

shows that the economy did slip late last year but has recovered in 2019.  We have placed 

vertical lines at certain points when the indicator fell below zero.  It works fairly well as a signal 

that equities are turning lower, but there is a lag.  In other words, by the time this indicator 

suggests the economy is in trouble, the recession is likely near or already underway and the 

equity markets have already begun their decline. 
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To make the indicator more sensitive, we took the 18-month change and put the signal threshold 

at -1.0.  This provides an earlier bearish signal and also eliminates the false positives that the 

zero threshold generates.  Notwithstanding, we will pay close attention when the 18-month 

change approaches zero as it did in January.  

 

What does the indicator say now?  The economy has decelerated but is not yet at a point where 

investors should become defensive.  Breaking below the red line would be our signal to expect a 

broader downturn.  Most likely, we are going through a period similar to what we experienced in 

2016.  If this is the case, and the economic data begins to improve, then equities should remain 

supported into H2.   

 

 

 
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 6/25/2019 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 6/25/2019 close) 

 

0.0% 10.0% 20.0% 30.0%

Cash
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Emerging Markets ($)
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Mid Cap
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Source: Bloomberg

  
 

Asset classes are defined as follows: Large Cap (S&P 500 Index), Mid Cap (S&P 400 Index), 

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

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

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

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

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

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date 

returns for various asset classes, 

updated daily.  The asset classes are 

ranked by total return (including 

dividends), with green indicating 

positive and red indicating negative 

returns from the beginning of the 

year, as of prior close. 
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P/E Update 
 

June 20, 2019  
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P/E as of 6/19/2019 = 18.6x

 
 

Based on our methodology,1 the current P/E is 18.6x, up 0.1x from last week.  The rise in the 

S&P index led to the modest multiple expansion. 

 

 

 
 
 
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 three actual quarters (Q3, Q4 and Q1) and one estimate (Q2). 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. 


