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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: September 12, 2019—9:30 AM EDT] Global equity markets are higher this morning.  

The EuroStoxx 50 is up 0.8% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

0.3%.  Chinese markets were higher, with the Shanghai composite up 0.8% and the Shenzhen 

index up 0.6% from the prior close.  U.S. equity index futures are signaling a higher open.  
 

The ECB delivers.  The U.S. is delaying tariffs on China.  Here is what we are watching this 

morning: 

 

The ECB:  In the statement, the ECB restarted QE to the tune of €20 billion per month and cut 

deposit rates to -50 bps.  The benchmark rate was left unchanged, meaning negative rates won’t 

be applied to retail investors.  Forward guidance is now open-ended and results targeted; in other 

words, stimulus is no longer guided by the calendar (this is similar to how QE3 was managed in 

the U.S.).  Two new changes were implemented that give this package power.  The first is that 

negative rate tiering will be introduced.  This is potentially a very powerful tool.  Essentially, 

even under conditions of negative interest rates, tiering can introduce a profitable lending spread 

for banks.  For example, if the ECB offers loans to banks at -100 bps, even if banks lend at -50 

bps, they are still earning a positive spread.  Using tiering, there is no limit to how low negative 

rates could go.  The second change is that term lending will be repriced and expanded. 

 

In the press conference, in his prepared statement, Draghi (in his swan song press conference) 

lowered inflation and growth forecasts, blaming trade tensions between China and the U.S. for 

lower inflation and growth.  The tweet response from President Trump was noted (see below), 

but he continues to hew the line that monetary policy in Europe is not designed to guide the 

exchange rate.  That has been the official line of the G-7 central banks for years, allowing the 

dollar to weaken during U.S. QE and the weaker EUR and JPY under unconventional stimulus 

by those nations’ central banks.  Central banks argued that they were conducting policy for 

domestic reasons only.  Although this line is part of the old regime of policy, under President 

Trump, the argument probably doesn’t hold.  Next week’s WGR discusses the currency issue in 

detail.   

 

Market reaction was interesting.  At first, the EUR and rates rose, likely because there wasn’t a 

cut in the deposit rate and QE was less than expected.  European bank stocks initially rose.  

However, as the broader ramifications of the package were realized, bank stocks fell, interest 

rates plunged and the EUR fell sharply.  The decline in the currency caught the attention of the 

commander in chief, who remains sharply critical of the Fed.  The decline in the EUR may be the 

most problematic element of the ECB policy; we would expect the U.S. to refocus on EU trade 
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http://www.confluenceinvestment.com/research-news/reading-list/
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https://twitter.com/realDonaldTrump/status/1172120964232093697
https://www.wsj.com/articles/trump-says-fed-should-reduce-rates-to-zero-or-less-11568201306?shareToken=stb6d4fb26ff33435a80b77e336e7bdc55
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negotiations, and what looks like a deliberate attempt to weaken the currency will likely trigger a 

more hostile position from U.S. trade negotiators.   

 

We are seeing a similar reaction in U.S. markets.  Gold prices jumped, Treasury yields fell and 

equities rose.   

 

Tariff delay:  To avoid applying a tariff hike on the 70th anniversary of the CPC’s capture of 

mainland China, the White House has delayed implementation for two weeks, making them 

effective on October 15.  According to reports, the delay was a direct request from top Chinese 

trade negotiator Liu He.  Thus, it has the air of a favor.  In response, the Chinese Ministry of 

Commerce welcomed the move and claimed Chinese buyers were already making inquiries 

about buying more U.S. agriculture goods.  The apparent baby steps toward reconciliation are 

welcomed as U.S. and Chinese negotiators prepare for another round of trade talks in the coming 

weeks.  Hopes of an early end to the trade war are providing a small boost to risk assets so far 

today.  However, the moves over the last day still seem quite modest to us.  There is still no 

assurance that the two sides can reach an amicable agreement.  

 

China is attempting to separate trade talks from national security issues, hoping that by 

separating the issues it can more easily reach a trade agreement.  Separating the issues may prove 

to be difficult; we note the Pentagon has issued a list of military-linked Chinese companies that 

the U.S. and allies are expected to avoid for security issues.  Compliance with this list will, by 

design, affect trade.   

 

Brexit:  It is becoming clear that if a Brexit deal is going to be reached, it will be resolved over 

the Ireland border issue.  If Johnson gets an election and wins a majority, he would no longer 

need the DUP.  In that case, we would not be surprised to see him put the trade border in the 

Irish Sea and put Northern Ireland within the EU, for purposes of trade.  If this happens, it will 

likely accelerate the eventual unification of Ireland.  Although this document was leaked earlier, 

the government’s worst case for a hard Brexit is dire.  The Brexit camp argues, with some degree 

of credibility, that the Remain camp has engaged in “project fear” to scare voters into voting to 

remain. This document suggests that without planning, a hard Brexit could be disastrous, at least 

in the short run.   

 

Germany:  The respected Ifo Institute cut its forecast for German economic growth to just 1.2% 

in 2020 and 1.4% in 2021 as it warns that the continued pullback in the country’s manufacturing 

will spread to the services sector and push up unemployment.  The slowdown in Germany’s 

factory sector is by now well recognized, but the idea that it could spread to other sectors has 

gotten less attention.  As manufacturing also slows in the U.S., a key question is whether that 

slowdown will eventually start to undermine U.S. services and employment. 

 

Japan:  Prime Minister Abe has named Shinjiro Koizumi, the son of former Prime Minister 

Junichiro Koizumi, as his new minister for the environment.  Although the younger Koizumi is 

only 38 years old, and while this is his first cabinet position, the fact that he inherits a political 

base from his popular father is being taken as a sign that he has a bright future in politics and 

could even be a possible successor to Abe. 

 

https://www.wsj.com/articles/trump-to-delay-tariffs-on-china-by-two-weeks-11568244944?shareToken=st43a7af3a71464d20b2f440ed5fe60b0b
https://www.wsj.com/articles/china-seeks-to-narrow-trade-talks-with-u-s-in-bid-to-break-deadlock-11568284169?shareToken=st408e71e86e7b4a2c9db0689823cae73a
https://www.ft.com/content/5e3ce2bc-d4e2-11e9-8367-807ebd53ab77?emailId=5d79c0ec9830ef00046ecf54&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/5e3ce2bc-d4e2-11e9-8367-807ebd53ab77?emailId=5d79c0ec9830ef00046ecf54&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/a84618fe-d4a8-11e9-8367-807ebd53ab77?emailId=5d79c0ec9830ef00046ecf54&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/a84618fe-d4a8-11e9-8367-807ebd53ab77?emailId=5d79c0ec9830ef00046ecf54&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.politico.eu/article/no-deal-brexit-worst-case-scenario-will-see-food-choices-reduced-says-uk-document/?utm_source=POLITICO.EU&utm_campaign=10b0b73e8c-EMAIL_CAMPAIGN_2019_09_12_05_06&utm_medium=email&utm_term=0_10959edeb5-10b0b73e8c-190334489
https://www.ft.com/content/1b6cff64-d53a-11e9-a0bd-ab8ec6435630
https://www.wsj.com/articles/another-koizumi-politician-climbs-the-ranks-in-japan-11568214932
https://www.wsj.com/articles/another-koizumi-politician-climbs-the-ranks-in-japan-11568214932
https://www.japantimes.co.jp/news/2019/09/12/national/politics-diplomacy/japan-environment-minister-shinjiro-koizumi-climate-change/#.XXo8lihKiUk
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Japan-South Korea:  As part of his cabinet reshuffles, Abe also named Isshu Sugawara as his 

new international trade chief, and Sugawara has already vowed that Japan won’t back down in 

the Japan-South Korea dispute over Tokyo’s behavior in Korea before and during World War II.  

Reflecting the U.S. pullback from its traditional hegemonic role in geopolitics, Japan and South 

Korea continue to slap trade restrictions on each other because of the dispute.  In addition, Seoul 

today formally requested that the International Olympic Committee ban Japan’s “rising sun” flag 

at next summer’s Tokyo games, claiming the flag is a symbol of Japan’s brutal imperialism in 

the past. 

 

Space, the Final Frontier:  In other news from South Korea, the government announced it 

would postpone the launch of its lunar orbiter until July 2022.  That disappointment follows the 

apparent crash landing of India’s lunar lander on the moon’s south pole last weekend.  Despite 

the failures, the big trend that many investors aren’t paying attention to is that with advancing 

technologies and falling costs, multiple countries are stampeding into space exploration.  

Significant lunar and deep-space projects are now being conducted not only by the U.S., Russia 

and China, but also by countries like Israel, India and South Korea.  The efforts often involve 

both public and private entities.  This often unrecognized “megatrend” could potentially have 

significant investment implications in the future. 

 

Energy update:  Crude oil inventories fell 6.9 mb compared to an expected draw of 2.8 mb. 
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In the details, U.S. crude oil production was unchanged at 12.4 mbpd.  Exports rose 0.2 mbpd, 

while imports fell 0.2 mbpd.  Refinery operations rose 0.3%.  The drop in stockpiles was the 

combination of steady output, higher refinery demand, a rise in exports and a fall in imports. 

https://www.japantimes.co.jp/news/2019/09/12/business/wto-dispute-looms-japans-new-trade-minister-says-wont-budge-export-control-dispute-south-korea/#.XXo9GyhKiUk
https://www.japantimes.co.jp/news/2019/09/12/business/wto-dispute-looms-japans-new-trade-minister-says-wont-budge-export-control-dispute-south-korea/#.XXo9GyhKiUk
http://english.chosun.com/site/data/html_dir/2019/09/12/2019091200362.html
http://english.chosun.com/site/data/html_dir/2019/09/11/2019091101099.html
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(Sources: DOE, CIM) 

 

This chart shows the annual seasonal pattern for crude oil inventories.  As we approach the end 

of the spring/summer inventory withdrawal season, we are starting the autumn rebuild period at a 

sizeable deficit.  Without aggressive increases in stockpiles, we will likely continue to lag 

seasonal patterns which, on its own, is bullish. 
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Based on our oil inventory/price model, fair value is $68.61; using the euro/price model, fair 

value is $47.97.  The combined model, a broader analysis of the oil price, generates a fair value 

of $54.46.  We are seeing a clear divergence between the impact of the dollar and oil inventories.  

Given that we are nearing the end of the summer driving season, the bullish impact of 

inventories will likely diminish in the coming weeks; a sideways to lower price path is the most 

likely outcome.   

 

We have seen two divergent geopolitical trends.  The first being the change in command in the 

Saudi oil ministry to a member of the Salman family is considered bullish for oil as the royal 

family wants higher oil prices to support the IPO of Saudi Aramco.  We note that Russia and 

Saudi Arabia are calling for better compliance on output cuts.  The ousting of John Bolton 

increases the odds of negotiations with Iran.  So far, the two have mostly balanced themselves, 

but if talks open up with Iran, prices will likely fall further.  We also note that the IEA is warning 

that slowing demand in 2020 will likely lead to higher stockpiles and lower prices.   

 

U.S. Economic Releases 

 

Initial jobless claims came in below expectations at 204k compared to the forecast of 215k.  The 

prior report was revised upward from 217k to 219k. 
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The chart above shows the four-week moving average for initial claims.  The four-week moving 

average fell from 216.5k to 212.5k.   
 

CPI came in line with expectations, rising 0.1% from the prior month.  Core CPI came in above 

expectations, rising 0.3% from the prior month compared to the forecast of 0.2%. 

https://www.reuters.com/article/us-energy-wec-saudi-oil/saudi-russia-call-for-better-compliance-with-oil-cuts-idUSKCN1VX0IJ
https://www.reuters.com/article/us-energy-wec-saudi-oil/saudi-russia-call-for-better-compliance-with-oil-cuts-idUSKCN1VX0IJ
https://www.nytimes.com/2019/09/11/world/middleeast/trump-iran-bolton-.html?module=inline&te=1&nl=morning-briefing&emc=edit_MBE_p_20190912&section=topNews?campaign_id=51&instance_id=12314&segment_id=16946&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267;section=topNews
https://www.nytimes.com/2019/09/11/world/middleeast/trump-iran-bolton-.html?module=inline&te=1&nl=morning-briefing&emc=edit_MBE_p_20190912&section=topNews?campaign_id=51&instance_id=12314&segment_id=16946&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267;section=topNews
https://www.iea.org/newsroom/news/2019/september/omr-taking-a-breather.html
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Although core CPI is above the Fed 2.0% target, it is important to note that the Fed uses PCE as 

its preferred gauge for inflation.  The chart above shows the year-over-year change in core PCE 

and core CPI.  Headline CPI and core CPI rose 2.4%, while core PCE rose 1.6%.    

 

Real average weekly earnings rose by 1.5% from the prior year, while real average hourly 

earnings rose 1.2% from the prior year for all workers and 1.6% for non-supervisory workers.  
 

  

 
 

The chart above shows real average hourly earnings for production and non-supervisory workers.  
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The table below lists the economic releases scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m 8-Sep 63.4 **

14:00 Monthly Budget Statement m/m Aug -$200.0 Bil -$119.7 Bil **

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 Foreign Direct Investment y/y aug 3.6% 8.7% * Equity and bond neutral

Japan PPI y/y aug -0.9% -0.6% -0.8% ** Equity bullish, bond bearish

Core Machine Orders m/m jul -6.6% 13.9% -8.0% * Equity bearish, bond bullish

Tertiary Industry Index m/m jul 0.1% -0.1% -0.3% ** Equity bullish, bond bearish

Australia Consumer Inflation Expectations m/m sep 3.1% 3.5% ** Equity and bond neutral

New Zealand Food Prices m/m aug 0.7% 1.1% *** Equity and bond neutral

EUROPE

Eurozone Industrial Production y/y jul -2.0% -2.6% -1.4% *** Equity and bond bearish

Germany CPI y/y aug 1.4% 1.4% 1.4% *** Equity and bond neutral

CPI EU Harmonized y/y aug 1.0% 1.0% 1.0% *** Equity and bond neutral

France CPI EU Harmonized y/y aug 1.3% 1.2% 1.2% *** Equity bearish, bond bullish

CPI y/y aug 1.0% 1.1% 1.1% *** Equity and bond neutral

Italy Unemployment Rate q/q 2q 9.9% 10.4% 10.0% *** Equity bullish, bond bearish

UK RICS House Price Balance m/m aug -4.0% -9.0% -10.0% * Equity and bond neutral

Switzerland Producer and Import Prices y/y aug -1.9% -1.7% ** Equity and bond neutral

Russia Trade Balance m/m jul 11.200 Bil 12.500 Bil 11.000 Bil ** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 213 214 -1 Down

3-mo T-bill yield (bps) 190 191 -1 Neutral

TED spread (bps) 23 23 0 Neutral

U.S. Libor/OIS spread (bps) 182 183 -1 Up

10-yr T-note (%) 1.72 1.74 -0.02 Down

Euribor/OIS spread (bps) -43 -44 1 Neutral

EUR/USD 3-mo swap (bps) 14 13 1 Down

Currencies Direction

dollar Flat Up

euro Flat Down

yen Down Down

pound Flat Up

franc Flat Down

Central Bank Action 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 -0.500% -0.400% -0.500% 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 $60.24 $60.81 -0.94% Bearish EIA Report

WTI $55.39 $55.75 -0.65%

Natural Gas $2.52 $2.55 -1.21%  

Crack Spread $14.54 $14.86 -2.18%

12-mo strip crack $16.81 $17.14 -1.91%

Ethanol rack $1.53 $1.53 0.00%

Gold $1,503.56 $1,497.20 0.42%

Silver $18.21 $18.12 0.49%

Copper contract $265.80 $261.45 1.66%

Corn contract 362.00$       360.00$       0.56%

Wheat contract 480.50$       477.50$       0.63%

Soybeans contract 874.50$       866.50$       0.92%

Baltic Dry Freight 2366 2393 -27

Actual Expected Difference

Crude (mb) -6.9 -2.8 -4.1

Gasoline (mb) -0.7 -1.0 0.3

Distillates (mb) 2.7 -1.0 3.7

Refinery run rates (%) 0.30% -0.50% 0.80%

Natural gas (bcf) 84.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts call for higher-than-normal temperatures for virtually the entire 

eastern half of the country, with below-normal temperatures in the West.  The forecasts call for 

precipitation for most of the country.  There is currently a cyclonic formation over the Bahamas, 

but at this time it is unclear as to whether it will 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.  
 

September 6, 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 August 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 stabilized 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 minus 1.0.  This provides an earlier bearish signal and also eliminates the false positives that 

the zero threshold generates.  At the same time, the fact that this variation of the indicator is just 

below zero raises caution.    

 

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.  As we have noted over the past two weeks, other indicators have signaled 

rising odds of recession.  We continue to monitor conditions closely but, as noted above, it is still 

too early to shift portfolios into a fully defensive stance.    

   

  

 

   
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 9/11/2019 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 9/11/2019 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 as of 9/11/2019 = 19.0x

 
 

Based on our methodology,1 the current P/E is 19.0x, unchanged from last week.   

 

 
 
 
This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based 
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 
 

                                                 
1 This chart offers a running snapshot of the S&P 500 P/E in a long-term historical context. We are using a specific 
measurement process, similar to Value Line, which combines earnings estimates and actual data. We use an 
adjusted operating earnings number going back to 1870 (we adjust as-reported earnings to operating earnings 
through a regression process until 1988), and actual operating earnings after 1988. For the current quarter, we use 
the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings 
sum includes three actual quarters (Q4, Q1 and Q2) and one estimate (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. 


