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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 13, 2019—9:30 AM EDT] Global equity markets are higher this morning.  

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

0.6%.  Chinese markets were closed for the Mid-Autumn Festival.  U.S. equity index futures are 

signaling a higher open.  
 

Happy Friday!  It’s a quiet morning with equities continuing to lift on trade hopes.  Should we be 

worried about inflation?  The day after the ECB.  Here is what we are watching this morning: 

 

Trade:  It looks like an “off ramp” may be emerging, an interim trade deal with China.  As we 

noted yesterday, the U.S. will delay increasing tariffs on Chinese goods by two weeks to avoid 

applying the hike on a major anniversary day for the PRC.  President Trump is signaling he 

might be ok with an interim deal.  Yesterday, we had dueling reports, with Bloomberg indicating 

that White House sources had said the U.S. was considering a rollback of tariffs and a potential 

trade peace deal with Beijing.  CNBC ran a report from the White House denying this was true.  

China is softening its stance on importing agricultural goods.  If China begins significant 

purchases, and some buying has apparently commenced, we could see tensions ease.  There is 

growing talk that negotiators could focus more on the trade deficit, but leave the more 

contentious issues for later.   

 

This vacillating of tensions is a reflection of internal disputes within the administration.  The 

Navarro/Lighthizer wing wants significant reforms forced on China.  The Mnuchin/Kudlow wing 

wants a more modest deal where everyone is declared a winner, which would be welcomed by 

the financial markets.  The key, of course, is where the president sits, and he tends to swing 

between the two camps.  The past few months have shown that when financial markets panic, the 

president reduces the tension.  But, fearing he will be seen as weak on China, he tends to then 

revert back to a hardline position.  China does appear to want a deal, but only one that would 

disappoint the Navarro/Lighthizer wing.  It is possible that re-election concerns could push the 

president toward the Mnuchin/Kudlow wing; however, the president does believe that the trade 

war with China is a political winner and therefore does not necessarily see the hardline position 

as a problem.  Our take?  We will probably get more of the same—the cycle we have been seeing 

will likely continue.   

 

In other trade news, there is a concerted effort from the business sector to get USMCA through 

Congress.  There is still a high level of opposition in Congress to passing the trade treaty, but 

progress is being made.   

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.nytimes.com/2019/09/12/us/politics/trump-china-trade.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190913&section=whatElse?campaign_id=51&instance_id=12356&segment_id=16985&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267ion=whatElse
https://www.ft.com/content/c609f458-d4eb-11e9-8367-807ebd53ab77?emailId=5d7b0e822abcb600042b3f17&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.politico.com/story/2019/09/12/donald-trump-china-tariffs-1728369
https://www.scmp.com/economy/china-economy/article/3027163/china-exempt-us-pork-and-soybeans-additional-trade-war
https://www.bloomberg.com/opinion/articles/2019-09-12/u-s-china-trade-truce-hopes-rise-on-soy-pork-purchases?srnd=opinion&wpisrc=nl_todayworld&wpmm=1
https://www.wsj.com/articles/china-to-exclude-u-s-soybeans-and-pork-from-additional-tariffs-11568370755?shareToken=stdd12c09663fa4a5fb70c505caa82ce5b
https://www.wsj.com/articles/china-to-exclude-u-s-soybeans-and-pork-from-additional-tariffs-11568370755?shareToken=stdd12c09663fa4a5fb70c505caa82ce5b
https://www.reuters.com/article/us-usa-trade-china-soybeans/exclusive-ahead-of-trade-talks-china-makes-biggest-u-s-soybean-purchases-since-june-traders-idUSKCN1VX2ER?il=0
https://www.scmp.com/economy/china-economy/article/3027043/chinas-lead-negotiator-puts-trade-balance-top-agenda-trump
https://www.wsj.com/articles/businesses-escalate-push-for-trade-pact-with-canada-mexico-11568311519?shareToken=st9b09ccec6bc5487dba4bf2ebaf89181d
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ECB:  Market reaction to the ECB was rather interesting.  The first reaction was that the easing 

was less than expected—the EUR rallied, bond yields rose and European bank stocks rallied.  

Then, traders decided that it was, in fact, a significant easing, and the EUR depreciated, bond 

yields fell and European banks stocks fell.  After a while, these positions reversed again.  So, 

what exactly happened?  Draghi did get some significant measures adopted.  But, opposition was 

strong, especially from the northern Europeans.  This opposition prevented a larger rate cut and 

higher levels of QE.1  German opposition to further easing will likely be formidable.  So, the 

market’s take is that this latest package may be the last of its kind for a while, and although 

Draghi was able to get some open-ended elements into the program, Christine Legarde will 

likely need time in her new office before she can build consensus to do more.  When markets 

believe a policy has been exhausted, there is often a reversal in trend; the trend in place may 

need a steady diet of whatever caused it and the trend begins to reverse if that diet becomes 

restricted.  Essentially, the verdict from the financial markets is that this package is it and thus 

further weakness in the EUR is less likely. 

 

What about inflation?  The rise in core CPI has raised concerns that inflation may be brewing.  

Although the fear isn’t baseless, we don’t expect a major inflation problem to develop.  If one 

looks at core CPI relative to the ISM Manufacturing Index, the rise we are seeing in the core rate 

is normal. 
 

 
 

Since the turn of the century, the ISM Manufacturing Index tends to lead core CPI by about two 

years.  The rise we are seeing is “right on time” and we will likely see a rise to 2.5% into next 

                                                
1 However, another constraint to QE is the fact the ECB is running out of sovereign bonds to buy.  To expand QE 
further, other instruments will need to be available for purchase, e.g., bank loans, corporate debt, perhaps 
equities.   

https://www.politico.com/story/2019/09/12/donald-trump-china-tariffs-1728369
https://www.reuters.com/article/us-ecb-policy-germany/count-draghila-is-sucking-our-accounts-dry-says-german-daily-bild-idUSKCN1VY0MN
https://www.axios.com/newsletters/axios-markets-58cc314f-9689-46f4-81ac-61102de6420c.html?chunk=1#story1
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year.  However, about a year from now, inflation should begin to decelerate and fall back below 

2% into 2021.  Nevertheless, this rise in the core rate may slow the pace of easing.   

 

Brexit:  There is a chance that Hungarian PM Orban could come to Boris Johnson’s aid by 

refusing to agree with an Article 50 extension.  EU decisions require unanimity; a single vote of 

opposition can kill a deal.  If Orban decides to oppose an extension, Brexit will occur on 

Halloween.  Meanwhile, it is starting to look like the solution to the Irish problem is to put the 

EU/U.K. trade border at the Irish Sea, leaving Northern Ireland in the customs union.  The only 

way this can occur is with new elections; currently, the minority government is still aligned with 

the Northern Ireland Unionists.  But, if Johnson wins the next election without needing the 

Unionists, he will be free to deal with them as he sees fit.   

 

Johnson and the outgoing European Commission president, Jean-Claude Juncker, will meet in 

Luxembourg on Monday.  The meeting marks their first face-to-face talk on Brexit, and with 

Johnson’s hint this week that he could be open to keeping Northern Ireland in a customs union 

with the EU, there is probably some chance of a breakthrough.  However, Johnson would have 

more leverage by dragging negotiations out further, and Juncker is merely a lame duck.  

Therefore, the more likely result of the meeting may simply be that it will provide Johnson the 

opportunity to float more details on his Northern Ireland thinking and sound out Juncker for the 

EU’s likely reaction.   

 

Meanwhile, Labour is holding party meetings and the Brexit issue is dividing their party as well.  

So far, Corbyn has not put out a clear position on Brexit.  If he chooses to champion Remain, he 

will lose a large share of traditional union voters to the Tories.  If he opts for Leave, he will lose 

the young urban supporters to the Liberal Democrats.  At some point he will have to choose, but 

he clearly doesn’t relish having to do so.   

 

France:  Transport workers are on a massive strike today in order to protest President Macron’s 

proposed pension reforms.  Public transport in Paris is reportedly at a standstill. 

 

Argentina:  The International Monetary Fund is reportedly getting cold feet about releasing a 

$5.4 billion tranche of its bailout package for Argentina that is due this month.  In part, that’s 

because of President Macri’s call for creditors to “voluntarily” accept delayed repayment on 

more than $100 billion of the country’s debt.  In addition, officials worry that the likely winner 

in next month’s presidential election, Alberto Fernández of the populist Peronist Party, may take 

an even more radical step toward debt repudiation.  Sources say IMF officials may therefore 

postpone the disbursal until after the election.   

 

South Korea:  Moody’s has warned that more than a dozen major South Korean exporting firms 

could have their debt ratings cut in the coming months because of a deterioration in their 

earnings amidst the U.S.-China trade war.  The companies are mostly in the technology and 

chemicals sectors. 

 

Japan:  Sources say officials at the Bank of Japan are becoming more open to the idea of cutting 

the benchmark interest rate even further into negative territory, especially after yesterday’s 

decision by the European Central Bank to do just that and to launch a new round of bond buying.  

https://www.nytimes.com/2019/09/12/world/europe/boris-johnson-brexit-northern-ireland.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190913&section=topNews?campaign_id=51&instance_id=12356&segment_id=16985&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.ft.com/content/ff7b2c82-d60f-11e9-8367-807ebd53ab77
https://www.ft.com/content/ff7b2c82-d60f-11e9-8367-807ebd53ab77
https://www.ft.com/content/24550040-d57b-11e9-8367-807ebd53ab77?emailId=5d7b0e822abcb600042b3f17&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/ff45b67e-d600-11e9-8367-807ebd53ab77
https://www.ft.com/content/252404e8-d5b3-11e9-8367-807ebd53ab77
http://english.chosun.com/site/data/html_dir/2019/09/11/2019091101037.html
https://www.wsj.com/articles/who-can-go-lower-japan-considers-deeper-negative-rates-after-ecb-cut-11568370219?mod=hp_lista_pos1
https://www.wsj.com/articles/who-can-go-lower-japan-considers-deeper-negative-rates-after-ecb-cut-11568370219?mod=hp_lista_pos1
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The sources say the BOJ would try to focus any further cuts on shorter maturities in order to 

maintain an upward-sloping yield curve and help ease the pain for financial firms.  That would 

be especially important amid reports that banks are already considering imposing account 

maintenance fees on consumer deposits.  In its policy statement last month, the BOJ said it 

wouldn’t hesitate to take new easing measures if needed.  The earliest it would make such a 

move would be at its meeting in late October, since officials want to gauge the impact of a 

planned hike in Japan’s value-added tax on October 1. 

 

Econ 101:  California is moving to deal with its lack of real estate supply by implementing rent 

control.  Discussing the likely outcome would be a good weekend assignment for someone 

taking intro economics.   

 

Long bonds?  The Treasury is considering 50-year and maybe even 100-year bonds.  They 

should, in our opinion.  Yields are low and extending funding would be prudent.  Should 

investors buy such bonds?  That’s a different story… 

 

U.S. Economic Releases 

 

The June import price index came in line with expectations, falling 0.5% from the prior month.  

The import price index excluding petroleum was above expectations, remaining unchanged from 

the prior month compared to the forecast drop of 0.1%.  The export price index came in below 

expectations, falling 0.6% from the prior month compared to the forecast of 0.3%.   
 

 
  
The chart above shows the year-over-year changes in the import price and export price indexes.  

The import price index fell 2.0% from the prior year, while the export price index fell 1.4%.  The 

drop in the import price index suggests that the aforementioned inflation problem isn’t coming 

from trade.  The fact that import prices are falling amidst tariffs suggests that, at least so far, 

https://www.japantimes.co.jp/news/2019/09/13/business/financial-markets/free-bank-accounts-japan/#.XXuPHyhKiUk
https://www.nytimes.com/2019/09/11/business/economy/california-rent-control.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.nytimes.com/2019/09/11/business/economy/california-rent-control.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.wsj.com/articles/mnuchin-says-u-s-looking-closely-at-issuing-50-year-bond-11568294441?shareToken=st57d0acca8dcb40d58cd08548ef3aabf8
https://finance.yahoo.com/news/u-may-issue-100-bonds-214148926.html
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importers are not passing the tax on to the final product.  It could be that importers are absorbing 

the tariff or that foreign suppliers are cutting their prices to offset the tariff.   

 

Advance retail sales came in above expectations, rising 0.4% from the prior month compared to 

the forecast rise of 0.2%.  The prior month’s gain was revised upward from 0.7% to a gain of 

0.8%.  Retail sales ex-auto came in below expectations, remaining unchanged from the prior 

month compared to the forecast gain of 0.1%.  Retail sales ex-auto and gasoline came in below 

expectations, rising 0.1% from the prior month compared to the forecast rise of 0.2%.  The retail 

sales control group was in line with expectations, rising 0.3% from the prior month.  The prior 

month’s gain was revised downward from 1.0% to 0.9%. 
 

 
 

The chart above shows the year-over-year change in retail sales and core retail sales.  Annually, 

retail sales and core retail sales rose 4.1% and 4.2%, respectively. 

 

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

EDT Indicator Expected Prior Rating

10:00 U. of Michigan Sentiment m/m sep 90.8 89.8 ***

10:00 U. of Michigan Current Conditions m/m sep 107.8 105.3 **

10:00 U. of Michigan Expectations m/m sep 85.2 79.9 **

10:00 U. of Michigan 1 yr Inflation m/m sep 2.7% **

10:00 U. of Michigan 5-10 Yr Inflation m/m sep 2.6% **

10:00 Business Inventories m/m jul 0.3% 0.0% **

Fed speakers or events

Economic Releases

No speakers or events scheduled  
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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 Industrial Production y/y jul 1.3% 1.3% *** Equity and bond neutral

Capacity Utilization y/y jul 1.1% -2.6% ** Equity bullish, bond bearish

India CPI m/m aug 3.2% 3.2% 3.3% *** Equity and bond neutral

Industrial Production m/m jul 4.3% 2.0% 2.3% *** Equity bullish, bond bearish

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

New Zealand REINZ House Sales m/m aug -6.1% 3.7% ** Equity bearish, bond bullish

BusinessNZ Manufacturing PMI m/m aug 48.4 48.2 ** Equity and bond neutral

EUROPE

Eurozone Trade Balance y/y jul 19.000 Bil 17.900 Bil 17.500 Bil ** Equity bullish, bond bearish

Labour Costs q/q 2q 2.7% 2.4% ** Equity bullish, bond bearish

Germany Wholesale Price Index y/y aug -1.1% -0.1% *** Equity and bond bearish

Russia Gold and Forex Reserve w/w 6-Sep 532.7 Bil 530.5 Bil *** Equity and bond neutral

Money Supply Narrow Def w/w 6-Sep 10.560 Tril 10.510 Tril * Equity and bond neutral

AMERICAS

Canada New Housing Price Index y/y jul -0.1% -0.1% 0.0% ** Equity and bond bearish

Mexico Formal Job Creation Total m/m aug 36.6k 16.7k 24.0k *** Equity bullish, bond bearish

Brazil IBGE Services Sector Volume y/y jul 1.8% -3.6% 0.4% ** 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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 213 213 0 Down

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

TED spread (bps) 23 22 1 Neutral

U.S. Libor/OIS spread (bps) 183 183 0 Up

10-yr T-note (%) 1.80 1.77 0.03 Down

Euribor/OIS spread (bps) -43 -43 0 Neutral

EUR/USD 3-mo swap (bps) 7 8 -1 Down

Currencies Direction

dollar Down Up

euro Up Down

yen Flat Down

pound Up Up

franc Up Down  
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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 $60.43 $60.38 0.08%

WTI $55.20 $55.09 0.20%

Natural Gas $2.59 $2.57 0.47%  

Crack Spread $14.70 $14.84 -0.90%

12-mo strip crack $16.83 $16.94 -0.63%

Ethanol rack $1.53 $1.53 0.20%

Gold $1,506.55 $1,499.26 0.49%

Silver $18.17 $18.10 0.39%

Copper contract $266.85 $264.05 1.06%

Corn contract 371.00$       367.25$       1.02%

Wheat contract 489.25$       483.75$       1.14%

Soybeans contract 898.75$       895.50$       0.36%

Baltic Dry Freight 2331 2366 -35

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) 78.0 84.0 -6.0

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 also call 

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

Bahamas, but at this time it is unclear 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 13, 2019 
 

In recent reports, we have discussed the yield curve and its value in signaling the business cycle.  

One of the problems for investors with using the various permutations of the yield curve as a 

signaling device is that it gives such early warnings that it may not be all that useful. 
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S&P 500 TOTAL RETURN

Sources:  Haver Analytics, CIM  
 

This chart shows the total return for the S&P 500; the vertical lines denote the inversions of the 

yield curve.  The red lines represent when the inversion preceded a recession.  The black lines 

are inversions that resulted in false positives.2  The data shows that exiting equities at the point of 

inversion would, in several cases, be premature.  It might make sense to reduce equity exposure, 

but a complete retreat would not be warranted.   

 

Labor market signals of recession tend to occur at or just before a downturn, but they also give 

us insight into when a recession may be imminent.  There are two indicators we like.  The first is 

the rolling 12-month sum of the monthly change in non-farm payrolls.  A reading of 1.5 million 

jobs is the indicator; falling below that level means a recession is near or underway. 

 

                                                
2 We are treating the current inversion as a false positive until proven otherwise.   
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The current reading is 2.074 mm, meaning payrolls remain in expansion mode.  The second 

indicator is the two-year change in the unemployment rate. 
 

 
 

The current unemployment rate is 3.7%; in August 2017, it was 4.4%, meaning we still haven’t 

triggered a recession signal.  If the unemployment rate remains stable, we could be close to a 

recession signal in September 2020. 
 

The labor market data suggests a recession isn’t imminent, meaning investors should avoid 

becoming overly defensive at this juncture.  That doesn’t mean one should not be watchful, but 

overreacting to the yield curve would be imprudent for most investors.   
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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 9/12/2019 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 9/12/2019 close) 

 

0.0% 10.0% 20.0% 30.0%

Cash

Commodities

Emerging Markets (local currency)

Emerging Markets ($)

US Government Bond

US High Yield

Foreign Developed ($)

US Corporate Bond

Small Cap

Foreign Developed (local currency)

Mid Cap

Large Cap

Real Estate
YTD Asset Class Total Return

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 
 

September 12, 2019 
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P/E as of 9/11/2019 = 19.0x

 
 

Based on our methodology,3 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. 
 

                                                
3 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. 


