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

EuroStoxx 50 is down 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 was down 

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

0.6% and the Shenzhen index also down 0.6% from prior close.  U.S. equity index futures are 

signaling a lower open.  

 

Good morning!  Large protests hit Hong Kong overnight.  It’s CPI day today!  We cover the data 

below but, in general, price pressures remain subdued.  Here is what we are watching today: 

 

Hong Kong: Widespread protests rocked Hong Kong overnight.  The protestors oppose a new 

extradition rule that would allow the mainland to bring suspects from the former British colony 

to the mainland for trial.  Given concerns about the Chinese legal system, Hong Kong residents 

worry the bill would give Beijing a method to further undermine the “one country, two systems” 

arrangement that was put into place when the U.K. turned over the colony.  Security forces have 

responded with tear gas and rubber bullets.  Despite the protests, we expect the bill to pass due to 

the existence of a majority of Beijing sympathizers in the legislature.  

 

There are two ramifications of the bill’s passage that we are watching.  First, the U.S. has 

expressed “grave concern” over the extradition bill, indicating that the U.S. does not want to see 

Hong Kong’s special status undermined.  The Trump administration is engaged in trade talks 

with China and bringing up an issue that Chairman Xi will view as an internal matter will add 

pressure to the negotiations.  The protests and reaction will likely bring further support to those 

in Congress who have turned hawkish against China.  Second, when Hong Kong was turned over 

to China on July 1, 1997, there was great concern about how the CPC would treat the former 

colony.  At the time, there was evidence of capital flight from the colony.  However, the CPC did 

mostly live up to the two-system approach and the outflows slowed.  As Beijing tightens its grip 

on Hong Kong, we would expect to see increased outflows of capital and people, some of which 

will likely find its way to the West Coast of the U.S. 

 

China: May CPI in China came in near expectations, up 2.7% from last year, led by rising food 

prices, which rose 7.7%.  Pork prices were up 18.2%, a 35-month high.  Pork prices are higher 

due to hog deaths caused by African Swine Fever.  However, the core rate, also on forecast, rose 

a much more modest 1.7%, up from 1.6% in April.  PPI was also on forecast but rather soft, only 

up 0.6%.  Overall, the lack of price pressures in PPI and core CPI suggests weakening demand.   

 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.nytimes.com/2019/06/11/world/asia/hong-kong-protest.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190612&section=topNews?campaign_id=51&instance_id=10131&segment_id=14195&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.scmp.com/news/hong-kong/politics/article/3014100/hundreds-gather-near-hong-kong-legco-day-second-reading?wpisrc=nl_todayworld&wpmm=1
https://www.ft.com/content/e8726ee0-8cab-11e9-a1c1-51bf8f989972?emailId=5d006c4cd32f7700045cb689&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://en.wikipedia.org/wiki/One_country,_two_systems
https://www.scmp.com/news/hong-kong/politics/article/3014104/thousands-block-roads-downtown-hong-kong-defiant-protest
https://www.ft.com/content/a45e3e64-8bf2-11e9-a24d-b42f641eca37?list=intlhomepage&wpisrc=nl_todayworld&wpmm=1
https://en.wikipedia.org/wiki/Handover_of_Hong_Kong
https://en.wikipedia.org/wiki/Handover_of_Hong_Kong
https://www.wsj.com/articles/so-long-hong-kong-chinas-squeeze-triggers-rumblings-of-a-new-exodus-11545829203?wpisrc=nl_todayworld&wpmm=1
https://finance.yahoo.com/news/china-consumer-inflation-picks-may-023136037.html
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Banks loans and credit growth were mostly steady in May.  May M2 rose 8.6% from last year, 

up from 8.5% in April. 

 

There is growing pessimism over trade talks between the U.S. and China.  China is accusing the 

U.S. of demanding last-minute changes to the agreement, a charge the U.S. leveled at Beijing.  

There is growing sentiment in China that no deal is better than a bad deal.  At the same time, we 

do note that China has brought Yu Jianhua out of a pre-retirement job to join the trade talks.  Yu 

has nearly 30 years of experience in trade negotiations and his involvement suggests that, despite 

the pessimism, China does want to continue to work toward an agreement.   

 

There is a growing chorus of reports suggesting tech companies are considering pulling supply 

chains out of China (here and here), and the threats of sanctions and trade impediments have 

affected Chinese tech companies.  Another element of the breakdown is that because of China’s 

massive foreign reserves it will tend to be an overseas investor.  There are reports that Chinese 

venture capital is being rejected by Silicon Valley.  This decision will reduce funds available to 

U.S. tech firms (although given current interest rates in the U.S., finding money shouldn’t be a 

big challenge) but will also force China to find other ways to invest the “dollar pile.”   

 

Finally, China has loosened its rules for local governments to issue bonds for infrastructure 

development.  This action was likely taken to offset the negative impact of falling exports.  

However, the risk is that China repeats Japan’s “bridges to nowhere” experience of the 1990s, 

when Japan tried to offset the impact of a strong yen through fiscal spending.   

 

Congressional pushback: We are seeing two areas where Congress is beginning to push back 

against the White House.  Sen. Charles Grassley (R-IA) is advancing bills that would reduce the 

executive branch’s power in trade, returning it to where the founders placed it, in Congress.  

Second, the Senate leadership is indicating that it doesn’t want a confrontation over the debt 

ceiling and the budget in the fall.  Therefore, they are effectively telling White House negotiators 

that they won’t press for spending cuts to entitlements.   

 

https://www.reuters.com/article/us-usa-trade-china-g20/expectations-low-for-trump-xi-talks-preparations-limited-idUSKCN1TD0DR
https://www.scmp.com/news/china/diplomacy/article/3014057/us-accused-undermining-trade-talks-demanding-hundreds-changes
https://www.scmp.com/news/china/diplomacy/article/3014057/us-accused-undermining-trade-talks-demanding-hundreds-changes
https://www.scmp.com/news/china/diplomacy/article/3014057/us-accused-undermining-trade-talks-demanding-hundreds-changes
https://www.nytimes.com/2019/06/11/business/china-trade-talks-expertise.html
https://www.wsj.com/articles/iphone-assembler-foxconn-brushes-off-risks-of-u-s-china-trade-tensions-11560244585?mod=article_inline
https://www.wsj.com/articles/nintendo-moves-some-switch-production-out-of-china-adapting-to-tariff-threat-11560328484?mod=mw_latestnews
https://www.wsj.com/articles/huawei-cancels-launch-of-new-laptop-as-u-s-restrictions-sting-11560320526?mod=hp_lead_pos2
https://www.wsj.com/articles/huawei-cancels-launch-of-new-laptop-as-u-s-restrictions-sting-11560320526?mod=hp_lead_pos2
https://www.wsj.com/articles/chinese-cash-is-suddenly-toxic-in-silicon-valley-following-u-s-pressure-campaign-11560263302?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.wsj.com/articles/chinese-cash-is-suddenly-toxic-in-silicon-valley-following-u-s-pressure-campaign-11560263302?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.caixinglobal.com/2019-06-11/looser-bond-restrictions-could-trigger-infrastructure-investment-splurge-101425670.html
https://www.nytimes.com/2009/02/06/world/asia/06japan.html
https://www.nationalreview.com/news/chuck-grassley-to-introduce-bill-to-constrain-presidential-tariff-powers/
https://www.politico.com/story/2019/06/11/trump-mulvaney-russ-vought-1360828?nname=playbook&nid=0000014f-1646-d88f-a1cf-5f46b7bd0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=630318
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Iran: The IAEA has confirmed that Iran is accelerating its enrichment of uranium.  Iran hasn’t 

yet violated the nuclear deal but the enrichment activities suggest it is ramping up to do so in the 

event that Iran’s leadership decides the deal is dead.  The IAEA is usually very cautious in its 

language, fearful of escalating tensions, so the rather blunt assessment does indicate that the 

diplomatic situation is deteriorating.   

 

Javad Zarif, Iran’s foreign minister, has warned that the U.S. “cannot expect to stay safe” due to 

sanctions.  Zarif is also usually cautious with his words, so his blunt warning does suggest a 

hardening position from the regime.  There are reports that OPEC is struggling to find a date to 

meet, much less to determine policy, and the delay is due to Iranian obstruction.  Although the 

Saudis continue to insist that the cartel will maintain production cuts, Iran has little interest in 

cooperating on anything and will attempt to bring down oil prices by refusing to cooperate.  

Iranian oil exports are plummeting, so it doesn’t really benefit much from higher prices, but the 

country knows that lower prices will harm its adversaries in the region.  Although we doubt Iran 

can scuttle an agreement by OPEC, it can, at a minimum, deny the Saudis a unified outcome. 

 

Grain markets: The USDA admitted that poor planting weather will lead to a reduction in 

acreage and lower yields.  Corn prices have been rallying on reports of slow planting; a fallout 

from this weather is that we may see increased acres devoted to soybeans.   

 

U.S. Economic Releases 
 

MBA mortgage applications rose 26.8% from the prior week.  Purchases and refinancing rose 

10.0% and 46.5%, respectively.  The average 30-year fixed rate fell 11 bps from 4.23% to 

4.12%.  This was the largest jump in mortgage applications since January 2015 due to 

homeowners taking advantage of lower rates to refinance their homes.  

 

CPI came in line with expectations at 0.1% from the prior month.  Core CPI came in below 

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

 

https://www.reuters.com/article/us-iran-nuclear-eu/iran-has-accelerated-enrichment-of-uranium-iaea-says-idUSKCN1TB0IT?utm_source=Eurasia+Group+Signal&utm_campaign=db20aa8281-EMAIL_CAMPAIGN_2019_06_12_10_59&utm_medium=email&utm_term=0_e605619869-db20aa8281-134308033
https://www.apnews.com/9125291c1b97417e8fef2ac4c0f6ee35?utm_source=Eurasia+Group+Signal&utm_campaign=db20aa8281-EMAIL_CAMPAIGN_2019_06_12_10_59&utm_medium=email&utm_term=0_e605619869-db20aa8281-134308033
https://finance.yahoo.com/news/opec-still-gridlocked-meeting-date-075947836.html
https://finance.yahoo.com/news/opec-still-gridlocked-meeting-date-075947836.html
https://www.wsj.com/articles/usda-cuts-projections-for-corn-production-to-four-year-low-after-wet-planting-season-11560278067
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The chart above shows the year-over-year change in headline CPI and core CPI.  Headline CPI 

and core CPI rose 2.0% and 2.1%, respectively.   

 

Real average weekly earnings rose by 1.3% from the prior year, while real average hourly 

earnings rose 1.0% from the prior year for all workers and 1.4% for non-supervisory workers.  
 

 
  
The chart above shows real average hourly earnings for production and non-supervisory workers.   

 

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

 

EDT Indicator Expected Prior Rating

14:00 Monthly Budget Statement m/m may $199.5 bn -$146.8 bn **

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Aggregate Financing y/y may 1.400 tn 1.360 tn 1.450 tn ** Equity and bond neutral

Money Supply M2 y/y may 8.5% 8.5% 8.6% ** Equity and bond neutral

New Yuan Loans m/m may 1.180 bn 1.020 bn 1.300 bn ** Equity bearish, bond bullish

Japan Machine Tool Orders m/m apr -27.3% -33.4% ** Equity and bond neutral

PPI m/m may -0.1% 0.3% 0.0% ** Equity bearish, bond bullish

Core Machine Orders y/y may 5.2% 3.8% -0.8% ** Equity bullish, bond bearish

Australia Westpac Consumer Confidence m/m jun -0.6% 0.6% *** Equity bearish, bond bullish

New Zealand Net Migration m/m may 4870 5020 ** Equity and bond neutral

Card Spending Retail m/m may -0.5% 0.6% 0.5% ** Equity and bond bearish

Card SpenDING Total m/m may 0.2% 0.4% ** Equity and bond neutral

EUROPE

France Private Sector Payrolls m/m 1q 0.5% 0.3% 0.3% ** Equity bullish, bond bearish

Total Payrolls m/m 1q 0.4% 0.2% 0.2% *** Equity bullish, bond bearish

Switzerland Total Sight Deposits CHF m/m may 578.1 bn 578.2 bn *** Equity and bond neutral

Domestic Sight Deposits CHF m/m may 469.1 bn 474.3 bn *** Equity and bond neutral

Russia Trade Balance m/m apr 13.7 bn 15.5 bn 15.8 bn ** Equity and bond neutral

AMERICAS

Mexico Industrial Production y/y apr -2.9% -0.1% -2.2% *** Equity and bond bearish

Manufacturing Production y/y apr -0.4% 2.8% 0.4% *** Equity and 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) 244 245 -1 Up

3-mo T-bill yield (bps) 221 221 0 Neutral

TED spread (bps) 23 24 -1 Neutral

U.S. Libor/OIS spread (bps) 225 227 -2 Up

10-yr T-note (%) 2.12 2.14 -0.02 Neutral

Euribor/OIS spread (bps) -32 -32 0 Neutral

EUR/USD 3-mo swap (bps) 12 12 0 Down

Currencies Direction

dollar up Neutral

euro flat Up

yen up Neutral

pound up 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. 
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Price Prior Change Explanation

Brent $60.88 $62.29 -2.26% Bearish API Report

WTI $51.91 $53.27 -2.55%  

Natural Gas $2.40 $2.40 -0.17%  

Crack Spread $21.70 $21.42 1.33%

12-mo strip crack $17.40 $17.27 0.75%

Ethanol rack $1.61 $1.60 0.41%

Gold $1,335.11 $1,326.84 0.62%

Silver $14.80 $14.75 0.35%

Copper contract $263.95 $267.15 -1.20%

Corn contract 425.00$       427.75$       -0.64%

Wheat contract 517.50$       518.00$       -0.10%

Soybeans contract 855.50$       859.25$       -0.44%

Baltic Dry Freight 1105 1125 -20

Actual Expected Difference

Crude (mb) -1.0

Gasoline (mb) 1.0

Distillates (mb) 1.1

Refinery run rates (%) 0.55%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temps for most of the country, with 

cooler temps in the Midwest.  Precipitation is expected for most of the country.  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 7, 2019 
 

Monetary policymakers are facing divergent trends that complicate future policy actions.  

 

Financial markets are signaling that the policy rate needs to be cut immediately. 
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The chart on the left shows the implied three-month LIBOR rate, two-years deferred, from the 

Eurodollar futures market.  Last October, the implied rate was around 3.30%; it has fallen 

sharply to 1.625%, a decline of nearly 70 bps.  The chart on the right compares that implied rate 

to the fed funds target.  History shows the Fed has tended to cut the target rate when the implied 

rate inverts relative to the policy rate (shown on the upper line).  The spread has widened 

considerably, meaning the Fed should be moving to cut rates soon.  This data would suggest the 

longer policymakers wait, the higher the probability of a recession. 

 

Current economic conditions probably don’t warrant a rate reduction. 
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This chart shows the NY FRB recession indicator, which projects the odds of recession 12 

months out and the Atlanta FRB GDP-based recession indicator.  In general, combining the two 

indicators reduces the chance of a false positive, namely, predicting a recession that doesn’t 

occur.  We use the 20% threshold as a warning sign; if both indicators are above 20% then a 

recession warning is warranted.  The only false positive that was triggered with the 20% 

threshold was in 1995 and that event was considered a rare “soft landing.”  As the first chart 

shows, in 1995, the Greenspan Fed did cut rates and this action probably extended the expansion.  

The current reading of these two indicators suggests caution, but the economic data is not 

signaling that a downturn is imminent.  And, as a cautionary tale, we had a similar configuration 

in the data in 1997-98.  The Fed did ease in that event, in part driven by the LTCM Crisis, and 

that easing is often blamed for stoking the tech bubble in 1999. 

 

Inflation remains controlled, but tariffs could affect prices. 
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This chart compares the ISM Manufacturing Index to core CPI.  The ISM index tends to lead 

inflation by two years.  Comparing core CPI to the ISM Manufacturing Index suggests that 

inflation might lift in the coming months but should not overshoot by a wide margin.  However, 

it is important to note that tariffs are a form of consumption tax.  While the incidence of the tax 

does not automatically fall to the consumer (the producer or importer could absorb the cost, 

cutting profit margins, or the dollar could appreciate and offset the tariff), there is the possibility 

of an unexpected rise in inflation.   

 

These three issues will likely keep the FOMC on hold in the near term.  If that analysis is correct, 

the chances of recession will tend to rise in the coming months. 

 

 

 
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 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 10 

Data Section 

 

U.S. Equity Markets – (as of 6/11/2019 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 6/11/2019 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 Update 
 

June 6, 2019  

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM TRAILING P/E

P
/E

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

P/E as of 6/5/2019 = 18.5x

 
 

Based on our methodology,1 the current P/E is 18.5x, down 0.1x from last week.  The decline in 

the S&P index led to the modest multiple contraction. 

 

 

 
 
 
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. 


