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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: April 3, 2019—9:30 AM EDT]  Global equity markets are higher this morning.  The 

EuroStoxx 50 is up 0.9% from the last close.  In Asia, the MSCI Asia Apex 50 was up 1.2% 

from the prior close.  Chinese markets were higher, with the Shanghai composite up 1.2% and 

the Shenzhen index up 0.8%.  U.S. equity index futures are signaling a higher open.   

 

It’s a “risk-on” morning.  Equities are up around the world.  It’s also the 70th anniversary of 

NATO.1  Here is what we are watching this morning: 

 

A trade deal with China: Reports suggest the U.S. and China are nearing an agreement on 

trade.2  The two sides are still hashing out enforcement issues and the path of implementation, 

but most of the longstanding differences have apparently been ironed out.  Meetings in 

Washington are scheduled for this week.3  Optimism about a trade agreement is boosting equities 

this morning.   

 

Brexit: After a difficult cabinet meeting, PM May has reached out to opposition leader Corbyn 

to work out a Brexit deal.4  Up until now, May has tried to manage Brexit within the Tory Party 

but has apparently decided that continuing on that path will lead to a hard Brexit, which she 

wants to avoid.5  Corbyn has avoided a direct outreach because his ultimate goal is to become 

PM; rescuing May tends to undermine that objective.  However, if Corbyn can work with May 

and deliver a workable exit that doesn’t lead to a sudden economic shock, then he can claim the 

mantle of statesman and enhance his future chances.  Needless to say, hardline Tories are angry.6  

The hardliners are perfectly fine with a hard Brexit, assuming that forecasts of an economic crisis 

are simply scare tactics.  May’s decision to work with Corbyn runs the risk of splitting the Tory 

Party and rendering the Conservatives to minority status for years.   

                                                 
1 https://www.politico.eu/article/nato-aims-for-more-birthday-less-bash-in-trumps-
washington/?utm_source=POLITICO.EU&utm_campaign=a058ec28df-
EMAIL_CAMPAIGN_2019_04_03_05_02&utm_medium=email&utm_term=0_10959edeb5-a058ec28df-190334489  
2 https://www.ft.com/content/d6ac5082-5582-11e9-91f9-
b6515a54c5b1?emailId=5ca423abac7473000402ba1a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
3 https://www.reuters.com/article/us-usa-trade-china/white-house-sees-headway-on-us-china-trade-ahead-of-
new-talks-this-week-idUSKCN1RE1Y2  
4 https://www.nytimes.com/2019/04/02/world/europe/theresa-may-labour-
brexit.html?emc=edit_fd_20190403&nl=&nlid=567726720190403&te=1  
5 https://www.ft.com/content/4bad9a24-556c-11e9-91f9-
b6515a54c5b1?emailId=5ca423abac7473000402ba1a&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
6 https://www.ft.com/content/f42336c4-556b-11e9-91f9-b6515a54c5b1 and 
https://www.ft.com/content/ecadf298-5553-11e9-a3db-1fe89bedc16e  
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So, May and Corbyn will work on a common plan.  If they come up with one, both leaders will 

present it to Parliament and a vote will be held.  If it passes, the U.K. will petition the EU for an 

extension of Article 50.7  If they don’t come up with a common plan, May will likely ask for an 

even longer extension.   

 

The White House and the Fed: There is more reporting suggesting that President Trump is 

profoundly unhappy with Chair Powell, apparently viewing his appointment as one of the bigger 

mistakes of his presidency.8  According to reports, the president has indicated to Powell that he is 

“stuck” with the current chair.  He has also criticized Treasury Secretary Mnuchin for pushing 

Powell’s nomination, and reportedly preferred Kevin Warsh for the job.9  Warsh was not 

considered to be a strong choice for the role.10  At the same time, the president may have 

believed that Warsh would be more open to the White House’s position on rates.  We would not 

be surprised to see Warsh resurface for one of the two open governor positions on the FOMC, 

especially if Trump can get Moore through the nomination process. 

 

Gold’s quiet supporters: Gold is apparently making a comeback among central bankers 

concerned about the long-term stability of the dollar.11  Given low interest rates around the 

world, the opportunity cost of holding gold has fallen.  What we find interesting about this action 

by central bankers is that they don’t view other currencies as an attractive alternative to the 

dollar.  At the same time, the gold market is rather small so there will be limits to the banks’ 

abilities to shift reserves to the yellow metal. 

 

A couple of taxing ideas: The Center for American Progress12 has published a report calling for 

a tax on monopoly power.13  Such a tax fits well within the MMT framework of taxing “bads” to 

achieve a different result.  Market power is coming under deeper scrutiny on fears that 

monopolies and oligopolies are causing unusually high profit margins.  By taxing market 

concentration, the incentive to merge and buy competitors will likely be diminished.  Of course, 

regulation tends to cut in the opposite direction; increased regulatory costs tend to encourage 

concentration as businesses attempt to spread the regulatory costs over more units.  

 

A tax on unrealized capital gains has been floated by Sen. Ron Wyden.14  Along with equalizing 

the difference between income and capital gains taxes, the law attempts to tax gains before they 

are taken.  Although such a tax is possible, it would be quite complicated; for example, one 

                                                 
7 https://www.ft.com/content/3924a7ac-5559-11e9-a3db-1fe89bedc16e  
8 https://finance.yahoo.com/news/trump-called-powell-march-stocks-215712662.html  
9 https://www.axios.com/newsletters/axios-am-cb573592-5eb5-4cb3-8836-1bf8a93fb9eb.html?chunk=1#story1  
10 https://www.washingtonpost.com/news/wonk/wp/2017/10/23/how-to-be-wrong-about-almost-everything-
and-maybe-be-fed-chair-anyway-the-kevin-warsh-story/?utm_term=.b6ef489e917a  
11 https://finance.yahoo.com/news/gold-demand-support-central-banks-sour-on-dollardenominated-debt-
151506427.html  
12 The Center for American Progress is a center-left think tank that models itself as a left-wing version of the 
Heritage Foundation. 
13 https://www.americanprogress.org/issues/economy/reports/2019/04/03/467613/toward-robust-competition-
policy/  
14 https://www.wsj.com/articles/top-democrat-proposes-annual-tax-on-unrealized-capital-gains-
11554217383?mod=newsviewer_click  

https://www.ft.com/content/3924a7ac-5559-11e9-a3db-1fe89bedc16e
https://finance.yahoo.com/news/trump-called-powell-march-stocks-215712662.html
https://www.axios.com/newsletters/axios-am-cb573592-5eb5-4cb3-8836-1bf8a93fb9eb.html?chunk=1#story1
https://www.washingtonpost.com/news/wonk/wp/2017/10/23/how-to-be-wrong-about-almost-everything-and-maybe-be-fed-chair-anyway-the-kevin-warsh-story/?utm_term=.b6ef489e917a
https://www.washingtonpost.com/news/wonk/wp/2017/10/23/how-to-be-wrong-about-almost-everything-and-maybe-be-fed-chair-anyway-the-kevin-warsh-story/?utm_term=.b6ef489e917a
https://finance.yahoo.com/news/gold-demand-support-central-banks-sour-on-dollardenominated-debt-151506427.html
https://finance.yahoo.com/news/gold-demand-support-central-banks-sour-on-dollardenominated-debt-151506427.html
https://www.americanprogress.org/issues/economy/reports/2019/04/03/467613/toward-robust-competition-policy/
https://www.americanprogress.org/issues/economy/reports/2019/04/03/467613/toward-robust-competition-policy/
https://www.wsj.com/articles/top-democrat-proposes-annual-tax-on-unrealized-capital-gains-11554217383?mod=newsviewer_click
https://www.wsj.com/articles/top-democrat-proposes-annual-tax-on-unrealized-capital-gains-11554217383?mod=newsviewer_click
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would expect the cost basis on an asset to be adjusted each tax year.  In addition, unrealized 

capital losses would also need to be recognized.  And, the tax should also include residential real 

estate.  We doubt Wyden’s bill will get any traction but the fact that it has even been written 

suggests we are in a new, more populist, era. 

 

Oil news: Three of the eight nations that were granted waivers on Iranian oil have indicated they 

are no longer importing crude oil from that nation.15  Falling Iranian supply is bullish for crude 

oil.   

 

As we noted last week, Saudi Aramco issued bonds to buy a Saudi petrochemical firm.  As part 

of the bond issue, the Saudi state oil company released public financial numbers for the first time 

in four decades.  It was revealed in the report that the giant Ghawar oil field, for years the 

world’s largest, can only produce 3.8 mbpd, which is 2.0 mbpd less than generally estimated.  

That means the Permian basin is now the world’s largest producing area at 4.1 mbpd.  The 

kingdom still indicates it can produce 12.0 mbpd, although that number may be called into 

question in light of this most recent news.  The bottom line here is that there may be less oil 

capacity available than we think which is bullish for oil prices. 

 

Closing the southern border?  The White House has backed away from this threat16 after aides 

apparently convinced the president that doing so would cause significant economic dislocation.17 

 

U.S. Economic Releases 

 

MBA mortgage applications rose 18.6% from the prior week.  Purchases and refinances are up 

3.4% and 38.5%, respectively. The average 30-year fixed rate fell by 9 bps from 4.45% to 

4.36%. 

 

The ADP employment change came in below expectations at 129k compared to the forecast of 

175k.  The prior report was revised upward from 183k to 197k. 

  

                                                 
15 https://www.reuters.com/article/us-iran-sanctions-usa-waivers/three-importers-cut-iran-oil-shipments-to-zero-
u-s-envoy-idUSKCN1RE298  
16 https://www.reuters.com/article/us-usa-immigration/white-house-softens-tone-after-threat-to-close-border-
with-mexico-idUSKCN1RE1PE?feedType=RSS&feedName=topNews  
17 https://www.politico.com/story/2019/04/02/trump-aides-border-shutdown-disaster-1249828  

https://www.reuters.com/article/us-iran-sanctions-usa-waivers/three-importers-cut-iran-oil-shipments-to-zero-u-s-envoy-idUSKCN1RE298
https://www.reuters.com/article/us-iran-sanctions-usa-waivers/three-importers-cut-iran-oil-shipments-to-zero-u-s-envoy-idUSKCN1RE298
https://www.reuters.com/article/us-usa-immigration/white-house-softens-tone-after-threat-to-close-border-with-mexico-idUSKCN1RE1PE?feedType=RSS&feedName=topNews
https://www.reuters.com/article/us-usa-immigration/white-house-softens-tone-after-threat-to-close-border-with-mexico-idUSKCN1RE1PE?feedType=RSS&feedName=topNews
https://www.politico.com/story/2019/04/02/trump-aides-border-shutdown-disaster-1249828
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The chart above shows the change in total private employment and ADP nonfarm private 

payrolls.  ADP generally shapes expectations for the BLS nonfarm payrolls, therefore a strong 

ADP number suggests that the BLS employment numbers may also be strong.     

 

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

EDT Indicator Expected Prior Rating

9:45 Markit US Services PMI m/m mar 54.8 54.8 **

9:45 Markit US Composite PMI m/m mar 54.3 **

10:00 ISM Non-Manufacturing m/m mar 58.0 59.7 **

EST Speaker or event

17:00 Neil Kashkari Speaks in North Dakota President of Federal Reserve Bank of Minneapolis

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Caixin China PMI Composite y/y mar 52.9 50.7 ** Equity and bond neutral

Caixin China PMI Services y/y mar 54.4 51.1 52.3 ** Equity bullish, bond bearish

Japan Nikkei Japan PMI Composite m/m mar 50.4 50.7 ** Equity and bond neutral

Nikkei Japan PMI Services m/m mar 52.0 52.3 ** Equity and bond neutral

Australia AiG Performance of Services Index m/m mar 44.8 44.5 ** Equity and bond neutral

CBA Australia PMI Services w/w mar 49.3 49.8 ** Equity and bond neutral

CBA Australia Pmi Composite m/m mar 49.5 50.0 ** Equity and bond neutral

Retail Sales m/m feb 0.8% 0.1% 0.3% ** Equity bullish, bond bearish

Trade Balance m/m feb A$4.801 bn A$4.549 bn A$3.700 bn ** Equity bullish, bond bearish

New Zealand QV House Pirces m/m mar 2.6% 3.0% ** Equity and bond neutral

ANZ Commodity Price m/m mar 1.4% 2.8% ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Services m/m mar 53.3 52.7 52.7 ** Equity bullish, bond bearish

Markit Eurozone Composite m/m mar 51.6 51.3 51.3 ** Equity bullish, bond bearish

Germany Markit Germany Services m/m mar 55.4 54.9 54.9 ** Equity bullish, bond bearish

Markit Germany Composite m/m mar 51.4 51.5 51.5 ** Equity and bond neutral

Italy Markit Italy Services m/m mar 53.1 50.4 50.8 ** Equity bullish, bond bearish

Markit Italy Composite m/m mar 51.5 49.6 49.8 ** Equity bullish, bond bearish

Deficit tp GDP ytd 4q 2.1% 1.9% *** Equity and bond neutral

France Markit France Services m/m mar 49.1 48.7 48.7 ** Equity and bond neutral

Markit France Composite m/m mar 48.9 48.7 48.7 ** Equity and bond neutral

UK Markit/CIPS UK Services m/m mar 48.9 51.3 50.9 ** Equity and bond bearish

Markit/CIPS UK Composite m/m mar 50.0 51.5 51.1 ** Equity and bond neutral

Official Reserve Changes m/m mar -$0.172 bn $0.073 bn ** Equity and bond neutral

Switzerland CPI y/y mar 0.7% 0.6% 0.6% *** Equity and bond neutral

Russia Markit Russia PMI Services m/m mar 54.4 55.3 55.0 ** Equity and bond neutral

Markit Russia PMI Composite m/m mar 54.6 54.1 ** Equity and bond neutral

AMERICAS

Mexico Leadomg Indicators m/m mar -0.02 0.00 ** Equity and bond bearish

International Reserves Weekly w/w mar $176.649 bn $176.476 bn ** Equity and bond neutral

Brazil Industrial Production m/m feb 2.0% -2.6% 2.4% ** Equity bearish, bond bullish  
 

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) 260 260 0 Up

3-mo T-bill yield (bps) 237 237 0 Neutral

TED spread (bps) 22 23 -1 Neutral

U.S. Libor/OIS spread (bps) 240 240 0 Up

10-yr T-note (%) 2.52 2.48 0.04 Neutral

Euribor/OIS spread (bps) -31 -31 0 Neutral

EUR/USD 3-mo swap (bps) 13 13 0 Down

Currencies Direction

dollar down Neutral

euro up Up

yen down Neutral

pound up Neutral

franc down Neutral  
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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 $69.68 $69.37 0.45%

WTI $62.69 $62.58 0.18%  

Natural Gas $2.68 $2.68 -0.11%  

Crack Spread $19.62 $19.52 0.49%

12-mo strip crack $16.68 $16.66 0.16%

Ethanol rack $1.49 $1.49 -0.04%

Gold $1,293.05 $1,292.46 0.05%

Silver $15.14 $15.12 0.10%

Copper contract $293.40 $290.55 0.98%

Corn contract 364.50$       361.50$       0.83%

Wheat contract 469.25$       464.00$       1.13%

Soybeans contract 901.75$       900.00$       0.19%

Baltic Dry Freight 674 685 -11

Actual Expected Difference

Crude (mb) -0.9

Gasoline (mb) -2.0

Distillates (mb) -0.6

Refinery run rates (%) 1.00%

Natural gas (bcf) 7.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer temperatures for the southern region and cooler 

temps for the rest of the country.  Precipitation is expected for most of the country. 
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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.  
 

March 29, 2019 
 

Long-dated Treasury bonds have enjoyed a strong rally in recent weeks.  Fears about future U.S. 

economic growth, falling global economic growth and a reversal in monetary policy expectations 

have all conspired to lower yields.  The question now is whether or not yields have fallen more 

than is justified by the fundamental factors.   
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This is our model of the 10-year T-note yield.  Independent variables in the model include fed 

funds, an inflation proxy,18 the yen/dollar exchange rate, German 10-year yields, WTI oil prices 

and the fiscal deficit as a percentage of GDP.  The standard error line is 70 bps; thus, at current 

fair value, the 10-year T-note yield would be “rich” around 2.15%.   

 

In general, the first two variables have the most explanatory power.  The current yield is well 

below the fair value of 2.86%.19  One way to account for the decline in yields would be if the 

market was projecting easier monetary policy.  Leaving the rest of the independent variables 

unchanged, to reach a 2.40% 10-year T-note yield would require fed funds of about 1.50%, or a 

100 bps reduction from current levels.  Since such a cut is unlikely in the near term, it is arguable 

that the 10-year yield has overshot to the downside. 

 

However, another possibility is that inflation expectations are falling.  Inflation expectations 

have a powerful effect on long-dated debt yields.  Our current inflation proxy puts inflation at 

2.10%.  To achieve current yields, inflation expectations would need to fall to 1.41%.  Although 

                                                 
18 We use a 15-year moving average of the yearly change in inflation for inflation expectations.   
19 We use monthly averages in the above model; thus, the March yield is 2.63%.  The April yield will be much less.   
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inflation expectations are not directly observable, we assume such expectations are slow to 

change.20  Thus, it would be unlikely that a drop in inflation expectations alone would account 

for the recent decline.  However, inflation expectations falling to 1.8% and fed funds at 2.00% 

would bring yields close to 1.40%.   

 

It is quite possible that falling inflation expectations and forecasts of easier monetary policy can 

justify the current 10-year yields.  The risk is that the FOMC keeps policy steady and inflation 

eventually surprises to the upside.  Thus, we would not see the current environment as conducive 

for extending duration. 

 

 

 
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.  

                                                 
20 Milton Friedman assumed such expectations were built over a long period of time, perhaps two decades or 
more. 
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Data Section 

 

U.S. Equity Markets – (as of 4/2/2019 close) 
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(Source: Bloomberg) 

 

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. 

 

Asset Class Performance – (as of 4/2/2019 close) 

 

0.0% 5.0% 10.0% 15.0% 20.0%

Cash

US Government Bond

US Corporate Bond

Commodities

US High Yield

Emerging Markets (local currency)

Emerging Markets ($)

Foreign Developed ($)
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Large Cap
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Source: Bloomberg

  
 

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. 

 

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), 
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Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 3/27/2019 = 17.8x

 
 

Based on our methodology,21 the current P/E is 17.8x, 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. 

                                                 
21 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 (Q2, Q3 and Q4) and one estimate (Q1). 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. 


