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

morning.  The EuroStoxx 50 is up 0.1% from the last close.  In Asia, the MSCI Asia Apex 50 

was down 0.6% from the prior close.  Chinese markets were higher, with the Shanghai composite 

up 0.1% and the Shenzhen index up 0.3% from prior close.  U.S. equity index futures are 

signaling a higher open.  

 

Good morning from the new home of the Stanley Cup!  Two oil tankers were attacked in the 

Gulf of Oman overnight.  Large protests continue in Hong Kong.  Here is what we are watching 

today: 

 

Tanker attacks: Two oil tankers, one licensed in the Marshall Islands and the other from 

Panama, were attacked in the Gulf of Oman, just south of the Strait of Hormuz.  Both were 

carrying hydrocarbons en route to Japan.  Although we don’t know who is responsible for the 

attack, initial suspicions will point to Iran as the culprit.  However, the timing would be odd if 

Iran was the source of the attack; PM Abe is in Tehran for a two-day visit.  Attacking vessels 

bound for Japan would either be a ham-fisted threat from Iran or perhaps a warning to Tokyo 

from a nation other than Iran against cooperating with Tehran.  Or, the attack may have been 

done by an Iranian proxy whose interests do not fully align with Tehran.  For example, it 

wouldn’t be a shock that the Houthis might consider such an attack to hurt Saudi Arabia, or some 

unit within Iran has decided to go rogue.  According to reports, it appears the tankers were hit 

with some sort of artillery shell.  Oil prices jumped on the news.   

 

We will be watching to see the U.S. reaction to the attack.  In a tanker attack last month, 

National Security Director Bolton blamed Iran for the attack but offered no clear evidence to 

back the claim.  At the same time, Iran has a clear incentive to trigger such attacks; as shown on 

the chart below, its oil exports have plunged and higher oil prices are one way to strike a blow 

against the Trump administration.   

 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
https://apnews.com/d67714ab8ac344a3b3af19cca1c20192
https://www.ft.com/content/9270a816-8c71-11e9-a24d-b42f641eca37?emailId=5d01c6e4d3aa680004a9efba&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.reuters.com/article/us-iran-japan-usa/rouhani-japan-wants-to-keep-buying-iranian-oil-idUSKCN1TD0RJ
https://www.cnn.com/middleeast/live-news/gulf-of-oman-incident-latest-intl/index.html
https://www.cnn.com/middleeast/live-news/gulf-of-oman-incident-latest-intl/index.html
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(Source: Bloomberg) 

 

Hong Kong and the trade war: The island’s legislature has postponed a vote on the 

controversial extradition rule but that hasn’t led to any reduction in protest activity.  Meanwhile, 

there is little evidence that either China or the U.S. is preparing for a breakthrough on trade talks.  

In fact, there is growing concern in China that Trump will use the Hong Kong situation for 

leverage in talks.  Vice Premier Liu, who has been leading the Chinese delegation on trade talks, 

called for additional stimulus, suggesting he doesn’t expect an agreement.  If no deal is reached, 

we would expect the U.S. to increase tariffs on China  at some point, both in terms of the level of 

the tax and the breadth of products. 

 

A Brexit update: The Tories are in the midst of their leadership elections.  Ten candidates will 

be winnowed down to two in a series of votes among the Conservatives in Parliament.  The first 

vote, held earlier today, has reduced the field to seven.  The next round will be held in five days.  

In that round, the cutoff is 32 votes.  If necessary, ballots will be cast the following two days 

until two candidates remain.  Then the 160,000 members of the Conservative Party will vote on 

the two remaining candidates and the winner becomes PM.   

 

The problem for the candidates is that the MPs oppose a hard Brexit and want some sort of 

middle path to leaving, but the Conservative members want Brexit now and do not fear a hard 

Brexit.  So, to win in Parliament, a candidate must suggest he or she isn’t a fan of a hard Brexit, 

but in the hustings, a hardline is more popular.  Thus, expect a good bit of inconsistency from the 

candidates.  We do note that a Labour-sponsored bill to prevent a hard Brexit failed, so that 

outcome is still possible.   

 

Europe: Poland’s leader visited the White House yesterday and President Trump warmed to the 

idea of boosting troop strength in that European nation.  Later in the day, President Trump 

threatened Germany with sanctions if it didn’t end the Nord Stream 2 natural gas pipeline 

project.  Although it isn’t completely clear, the president seemed to suggest that the new troops 

to Poland could come from Germany. 

https://www.nytimes.com/2019/06/12/world/asia/hong-kong-protests.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190613&section=whatElse?campaign_id=51&instance_id=10157&segment_id=14233&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267ion=whatElse
https://www.washingtonpost.com/world/protesters-storm-hong-kongs-streets-block-roadways-as-legislature-prepares-to-debate-china-extradition-bill/2019/06/11/2ae623c4-8c76-11e9-b6f4-033356502dce_story.html?utm_term=.f2e5f6c923a9&wpisrc=nl_todayworld&wpmm=1
https://www.scmp.com/economy/china-economy/article/3014226/china-quiet-xi-jinpings-g20-meeting-and-trade-talk-demands?wpisrc=nl_todayworld&wpmm=1
https://www.ft.com/content/f4f3e26e-8cc1-11e9-a1c1-51bf8f989972?wpisrc=nl_todayworld&wpmm=1
https://www.reuters.com/article/us-china-economy/chinas-vice-premier-liu-calls-for-more-measures-to-support-economy-idUSKCN1TE072
https://www.ft.com/content/5460bcc0-8878-11e9-97ea-05ac2431f453?emailId=5d01c6e4d3aa680004a9efba&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/16788ab8-8d1f-11e9-a24d-b42f641eca37?emailId=5d01c6e4d3aa680004a9efba&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/565e7dfa-8d28-11e9-a1c1-51bf8f989972?emailId=5d01c6e4d3aa680004a9efba&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.nytimes.com/2019/06/12/us/politics/andrzej-duda-trump-poland.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190613&section=topNews?campaign_id=51&instance_id=10157&segment_id=14233&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.nytimes.com/2019/06/12/us/politics/andrzej-duda-trump-poland.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190613&section=topNews?campaign_id=51&instance_id=10157&segment_id=14233&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.cnbc.com/2019/06/12/trump-says-hes-still-considering-slapping-sanctions-on-nord-stream-2.html
https://www.cnbc.com/2019/06/12/trump-says-hes-still-considering-slapping-sanctions-on-nord-stream-2.html
https://www.washingtonpost.com/politics/trump-elevates-poland-at-the-expense-of-germany-with-troop-decision/2019/06/12/335cf8a0-8d36-11e9-adf3-f70f78c156e8_story.html?utm_term=.b7bf2b622a73&wpisrc=nl_todayworld&wpmm=1
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There are two takeaways from this event.  First, for Western Europe, the shift of the Russian 

buffer region eastward made cooperating with the U.S. less important.  Without the Eastern Bloc 

to fear anymore, Western Europe felt it could defy the U.S.  Consequently, the Europeans didn’t 

support the Bush administration in Iraq, for example.  A decline in enthusiasm for basing 

American GIs in Western Europe was also evident.  On the other hand, the former nations of the 

Warsaw Pact that are still familiar with the tender mercies of Russia are more than happy to offer 

support for the presence of American troops to prevent a return of the Russians.  Thus, there is a 

division within Europe regarding how to deal with the U.S. and Russia.  Second, both actions 

from yesterday will clearly be unpopular with Moscow.  Russia does not want a large American 

troop contingent closer to its border and wants the U.S. to allow it to make commercial deals 

with European nations without interference.  Therefore, expect some negative reaction from 

Russia in response to yesterday’s developments. 

 

Mankiw Rule update: The Taylor Rule is designed to calculate the neutral policy rate given 

core inflation and the measure of slack in the economy.  John Taylor measured slack by the 

difference between actual GDP and potential GDP.  The Taylor Rule assumes that the Fed 

should have an inflation target in its policy and should try to generate enough economic activity 

to maintain an economy near full utilization.  The rule will generate an estimate of the neutral 

policy rate; in theory, the central bank should raise rates if the current fed funds target is below 

the calculated rate.  Greg Mankiw, a former chair of the Council of Economic Advisers in the 

Bush White House and current Harvard professor, developed a similar measure that substitutes 

the unemployment rate for the difficult-to-observe potential GDP measure. 

 

We have taken the original Mankiw Rule and created three other variations.  Specifically, our 

model uses core CPI and either the unemployment rate, the employment/population ratio, 

involuntary part-time employment and yearly wage growth for non-supervisory workers.  All 

four compare inflation and some measure of slack.   Here is the most recent data: 
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This month, the estimated target rates were little changed.  Three of the models still suggest the 

FOMC is behind the curve and needs to be increasing the policy rate.  However, the 

employment/population ratio suggests a rather high level of slack in the economy and would 

indicate that the Fed has already lifted rates more than necessary.  The Mankiw Rule array gives 

those FOMC members who still ascribe to the Phillips Curve enough information to maintain a 

steady stance on policy.   

 

Energy update: Crude oil inventories rose 2.2 mb last week compared to the forecast drop of 

1.0 mb.   
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In the details, refining activity rose 1.4%, well above the 0.6% rise forecast.  Estimated U.S. 

production fell by 0.1 mbpd to 12.3 mbpd.  Crude oil imports fell 0.3 mbpd, while exports also 

declined 0.2 mbpd.   
 

 
(Sources: DOE, CIM) 
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This is the seasonal pattern chart for commercial crude oil inventories.  We are now well within 

the spring/summer withdrawal season so the continued increase in stockpiles is bearish for 

prices.  The seasonal pattern, after holding below normal since January, has now seen a build 

back to just above normal levels.  Continued increases in stockpiles will be very bearish for 

prices as stock levels should be declining this time of year due to rising refining activity.  It 

appears that near-record levels of production and the lack of pipeline capacity for exports is 

triggering the contra-seasonal build in crude oil inventories.  At some point, later this year, we 

will likely see increasing pipeline capacity that will trigger exports and reduce the growing 

storage overhang.  When that occurs, the spread between Brent and WTI should narrow. 
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Based on oil inventories alone, fair value for crude oil is $46.49.  Based on the EUR, fair value is 

$53.15.  Using both independent variables, a more complete way of looking at the data, fair 

value is $49.83.  The decline we have seen in oil prices has corrected the market to more 

justifiable levels; at the same time, it has dramatically reduced the geopolitical risk premium in 

the market for the events described above.  In a sense, the geopolitical risk premium in April and 

May was probably a bit excessive but it has narrowed to a point now where it is probably 

insufficient.  Thus, we would not be surprised to see prices stabilize between $55 and $50, basis 

WTI, as the problem of excess inventory is offset by worries about Middle East tensions.   

 

U.S. Economic Releases 
 

Initial jobless claims came in above expectations at 222k compared to the forecast of 215k.  The 

prior report was revised upward from 218k to 219k. 
 

100

200

300

400

500

600

700

07 08 09 10 11 12 13 14 15 16 17 18 19

FOUR-WEEK AVERAGE OF 

INITIAL CLAIMS

T
H

O
U

S
A

N
D

S

Sources:  BLS, CIM  
 

The chart above shows the four-week moving average for initial claims.  The four-week moving 

average rose from 215.25k to 217.75k. 

 

The May import price index came in below expectations, falling 0.3% from the prior month 

compared to the forecast drop of 0.2%.  The import price index excluding petroleum was also 

below expectations, falling 0.3% from the prior month compared to the forecast drop of 0.2%.  

The export price index came in line with expectations falling 0.2% from the prior month.  The 

prior month’s report was revised downward from 0.2% to 0.1%.   
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The chart above shows the year-over-year changes in the import price and export price indexes.  

The import price index fell 1.5% from the prior year, while the export price index fell 0.7%.  The 

drop in the import price index suggests that inflation will likely remain tempered.  The fact that 

import prices are falling in the midst of tariffs suggests that, at least so far, 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.   

 

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

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m jun 61.7 **

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 Foreign Direct Investment y/y may 8.5% 6.3% ** Equity and bond neutral

Japan BSI Large All Industry q/q 2q -3.7 -1.7 ** Equity and bond bearish

BSI Large Manufacturing q/q 2q -10.4 -7.4 ** Equity and bond bearish

Japan buying foreign bonds m/m may ¥1.736 tn ¥0.442 tn * Equity and bond neutral

Japan buying foreign stocks m/m may ¥0.030 tn ¥0.344 tn * Equity and bond neutral

Foreign buying Japan bonds m/m may ¥0.590 tn ¥0.686 tn * Equity and bond neutral

Foreign buying Japan stocks m/m may -¥0.148 tn -¥0.286 tn * Equity and bond neutral

Tertiary Industry Index m/m apr 0.8% -0.4% 0.4% ** Equity bullish, bond bearish

India CPI m/m may -0.5% 0.6% 0.5% *** Equity bullish, bond bearish

Industrial Production m/m apr 3.4% -0.1% 0.6% *** Equity bullish, bond bearish

Australia Consumer Inflation Expectations m/m jun 3.3% 3.3% * Equity and bond neutral

Employment Change m/m may 42.3k 28.4k 16.0k ** Equity bullish, bond bearish

Unemployment m/m may 5.2% 5.2% 5.1% *** Equity and bond neutral

EUROPE

Eurozone Industrial Production m/m jun -0.5% -0.3% -0.5% *** Equity and bond neutral

Germany CPI m/m may 0.2% 0.2% 0.2% *** Equity and bond neutral

CPI EU Harmonized m/m may 1.3% 1.3% 1.3% ** Equity and bond neutral

Italy Unemployment Rate Quarterly q/q 1q 10.4% 10.6% 10.4% *** Equity and bond neutral

Switzerland Producer and Import Prices m/m may -0.8% -0.6% -0.7% *** Equity bearish, bond bullish

AMERICAS

Brazil Retail Sales m/m apr -0.6% 0.3% -0.1% ** 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) 245 244 1 Up

3-mo T-bill yield (bps) 216 218 -2 Neutral

TED spread (bps) 29 26 3 Neutral

U.S. Libor/OIS spread (bps) 224 224 0 Up

10-yr T-note (%) 2.11 2.12 -0.01 Neutral

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

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

Currencies Direction

dollar down Neutral

euro flat Up

yen up Neutral

pound flat Neutral

franc up Neutral

Central Bank Action Current Prior Expected

SNB Sight Deposit Interest Rates -0.750% -0.750% -0.750% 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. 
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Price Prior Change Explanation

Brent $62.28 $59.97 3.85% Rising tensions in the Middleeast

WTI $52.86 $51.14 3.36%  

Natural Gas $2.37 $2.39 -0.75%  

Crack Spread $20.95 $20.73 1.05%

12-mo strip crack $17.27 $16.97 1.77%

Ethanol rack $1.61 $1.61 -0.03%

Gold $1,337.10 $1,333.58 0.26%

Silver $14.82 $14.78 0.28%

Copper contract $264.25 $265.40 -0.43%

Corn contract 451.25$       448.50$       0.61%

Wheat contract 527.25$       526.25$       0.19%

Soybeans contract 881.50$       878.00$       0.40%

Baltic Dry Freight 1080 1105 -25

Actual Expected Difference

Crude (mb) 2.2 -1.0 3.2

Gasoline (mb) 0.8 1.0 -0.2

Distillates (mb) -1.0 1.1 -2.1

Refinery run rates (%) 1.40% 0.55% 0.85%

Natural gas (bcf) 119.0

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.  
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Data Section 

 

U.S. Equity Markets – (as of 6/12/2019 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 6/12/2019 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 13, 2019  
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P/E as of 6/12/2019 = 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. 


