
 

 

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

www.confluenceinvestment.com 

 1 

 

 

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 27, 2019—9:30 AM EDT] Global equity markets are mostly higher this morning.  

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

1.2% from the prior close.  Chinese markets were higher as well, with the Shanghai composite 

up 0.7% and the Shenzhen index up 1.1% from the prior close.  U.S. equity index futures are 

signaling a higher open.  

 

U.S. equity markets are higher this morning on hopes of a trade deal at this weekend’s G-20 

meeting.  The first Democratic debate was held last night; although there is much analysis out in 

the media, keep in mind that this is like analyzing spring training.  A debate with 20 participants 

doesn’t tell anyone very much.  Here is what we are watching today: 

 

G-20: Optimism is coming from reports out of China that the U.S. and China have a deal.  The 

U.S. will not implement further tariffs and will not prevent exports to Huawei (002502, CNY 

3.61).   In addition, the U.S. will not demand additional exports from China.  Reports suggest 

that the delay of tariffs was China’s demand for a meeting to occur. 

 

If the reports are accurate, it looks like a major concession from the U.S.  We note that the tone 

coming from the White House doesn’t line up with what we are hearing from China.  The 

president is threatening new tariffs on China, for example.  However, the new tariffs may not be 

the 25% level initially proposed and may only be implemented if the talks fail, which, in itself, 

may be hard to determine.   

 

We expect both nations to issue their own statements.  It is quite possible that we end up with 

strategic ambiguity—both sides say what appears to be the same thing, but each interpret their 

statements differently.  However, the tone coming out from China seems to suggest U.S. 

capitulation.  It would be surprising if the U.S. caves to China at this point.  Thus, the optimism 

we are seeing this morning may not hold. 

 

Presidents Trump and Xi meet Saturday morning in Osaka (a 13 hours difference from New 

York).  As a result, by Saturday morning in the U.S., we should know the outcome of the 

meeting. 

 

In other news in front of the weekend, President Trump criticized the EU for its treatment of tech 

firms.  He also questioned the U.S./Japan security alliance.  French President Macron indicated 
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that action on climate change is a “red line” and he wouldn’t sign a statement without reference 

to action on this issue.   

 

The other issue that bears monitoring is the U.S./Iran situation.  Other than Saudi Arabia, the rest 

of the G-20 will oppose the U.S. position on Iran.  We doubt this will get much airplay, but it 

might be part of bilateral meetings. 

 

The problem with trade impediments: Yesterday, we noted the problem with trade 

impediments.  Essentially, it comes down to the issue of arbitrage.  Arbitrage is one of the oldest 

methods of making risk-free money.  If one can buy in one market at a lower cost and sell the 

same good for more money elsewhere, it’s a good thing!  Under free markets, arbitrage is usually 

ephemeral; others notice it and the advantage quickly evaporates.  However, if there are 

regulations or trade barriers in place, the likelihood of the arbitrage holding for a longer period of 

time increases.  Of course, there are potential legal risks for the party trying to perform the 

arbitrage.  There are additional articles today about firms managing to avoid tariffs through 

various methods including transhipments—sending goods from the tariffed nation to a neutral 

nation and then shipping from the neutral nation to the U.S.  The longer tariffs are in place, the 

more that this sort of activity will occur and undermine the impact of tariffs.  Again, at some 

point, we expect President Trump to finally realize that the best way to get what he wants is to 

crater the dollar.   

 

Iran: As noted earlier in the week, Iran is very close to breaking the nuclear enrichment 

threshold. The EU is looking at a plan to give Tehran a lifeline and avoid breaking the nuclear 

deal.  Additionally, China continues to purchase Iranian oil.  Iran continues to signal defiance. 
 

Brexit: Boris Johnson is pledging “do or die” for Brexit.  The vote for PM occurs next month, 

and will be decided by a small subset of the U.K. voting population.    
 

Odds and ends:  Tensions are high in Indonesia as the highest court determines if the last 

presidential election was valid.  The PM of the Czech Republic survived a no-confidence vote.   

 

Energy update:  Crude oil inventories fell 12.8 mb last week compared to the forecast drop of 

2.9 mb.   
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In the details, refining activity rose 0.3%, below the 0.4% rise forecast.   Estimated U.S. oil 

production fell by 0.1 mbpd to 12.1 mbpd.  Crude oil imports fell 0.8 mbpd, while exports 

increased 0.3 mbpd.  The combination of rising refinery demand and a modest drop in 

production, along with rising imports, all supported the larger than expected drawdown in 

inventories.   
 

 
(Sources: DOE, CIM) 

 

This is the seasonal pattern chart for commercial crude oil inventories.  We are now well within 

the spring/summer withdrawal season.  This week’s decline is consistent with the seasonal 

pattern, but the decline was much faster than normal.  After contra-seasonal increases from 

March to June, we are now seeing a reversal in inventory accumulation.  This drop in stockpiles 

is supportive for oil prices.  
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Based on oil inventories alone, fair value for crude oil is $51.52.   Based on the EUR, fair value 

is $53.28.  Using both independent variables, a more complete way of looking at the data, fair 

value is $51.76.  Oil prices have based and are now working higher, bolstered by tensions with 

Iran.  The reversal in inventory patterns is also supportive and helping to lift prices.   
 

U.S. Economic Releases 
 

Initial claims came in higher than expected, rising to 227k compared to expectations of 220k.  

The four-week average of claims rose 2.25k to 221.5k. 
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The final report of Q1 GDP came in a bit light, rising 3.1% compared to estimates of a 3.2% rise.  

Consumption was weaker than expected, while investment improved. 
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The expansion continues.  This chart shows the component’s contribution. 
 

 
 

Along with a table. 
 

Q1 2019 Third Reading Q1 2019 Second Reading Difference

GDP 3.1% 3.1% 0.0%

Consumption 0.6% 0.9% -0.3%

Investment 1.1% 0.8% 0.3%

Inventories 0.6% 0.6% 0.0%

Net Exports 0.9% 1.0% -0.1%

Government 0.5% 0.4% 0.1%  
 

Finally, profits relative to GDP contracted. 
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The table below lists the economic releases scheduled for today.   
 

EDT Indicator Expected Prior Rating

10:00 Pending Home Sales m/m may 1.0% -1.5% **

10:00 KC FRB Manufacturing Activity m/m may 1.0 4.0 *

Speaker or event

NO SPEAKERS OR EVENTS TODAY

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.  
 

Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Industrial profits y/y may 1.1% -3.7%  * Equity bullish, bond bearish

Current Account q/q Q1 $49.0 bn $58.6 bn * Equity and bond neutral

Japan Retail sales y/y may 1.2% 0.5% 1.2% ** Equity and bond neutral

New Zealand Business confidence m/m jun -38.1 -32.0 ** Equity bearish, bond bullish

EUROPE

Eurozone Economic Confidence m/m jun 103.3 105.1 104.8 * Equity bearish, bond bullish

Consumer confidence m/m jun -7.2 -7.2 -7.2 ** Equity and bond neutral

Germany CPI y/y jun 1.4% 1.3% 1.3% ** Equity and bond neutral

Italy Consumer confidence m/m jun 109.6 111.8 111.4 *** Equity bearish, bond bullish

Manufacturing sentiment m/m jun 100.8 102.0 101.0 *** Equity bearish, bond bullish

AMERICAS

Mexico Unemployment rate m/m may 3.5% 3.5% 3.5% ** Equity and bond neutral

Brazil CPI y/y jun 6.5% 7.6% 3.7% ** Equity and bond neutral  
 

Financial Markets 
 

The table below highlights some of the indicators that we follow on a daily basis.  Again, the 

color coding is similar to the foreign news description above.  We will add a paragraph below if 

a certain move merits further explanation. 
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Today Prior Change Trend

3-mo Libor yield (bps) 231 233 -2 Down

3-mo T-bill yield (bps) 210 210 0 Neutral

TED spread (bps) 22 24 -2 Neutral

U.S. Libor/OIS spread (bps) 215 216 -1 Up

10-yr T-note (%) 2.04 2.05 -0.01 down

Euribor/OIS spread (bps) -34 -35 1 Neutral

EUR/USD 3-mo swap (bps) 13 15 -2 Down

Currencies Direction

dollar neutral down

euro neutral Up

yen neutral Up

pound neutral Neutral

franc neutral 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. 
 

Price Prior Change Explanation

Brent $65.83 $66.49 -0.99%

WTI $58.81 $59.38 -0.96%  

Natural Gas $2.27 $2.27 -0.09%  

Crack Spread $21.82 $22.19 -1.64%

12-mo strip crack $18.02 $18.28 -1.46%

Ethanol rack $1.70 $1.70 -0.11%

Gold $1,405.04 $1,409.00 -0.28%

Silver $15.23 $15.27 -0.29%

Copper contract $270.90 $271.55 -0.24%

Corn contract 454.50$       454.50$       0.00%

Wheat contract 554.25$       546.50$       1.42%

Soybeans contract 918.75$       918.25$       0.05%

Baltic Dry Freight 1317 1280 37

Actual Expected Difference

Crude (mb) -12.8 -2.9 -9.9

Gasoline (mb) -1.0 -0.1 -0.9

Distillates (mb) -2.4 0.0 -2.4

Refinery run rates (%) 0.30% 0.40% -0.10%

Natural gas (bcf) 100.0 -100.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show a warming trend for the eastern half of the country, with 

cooler temps in the west.  Unfortunately, the wet pattern remains.  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 21, 2019 
 

In 2017, we introduced an indicator of the basic health of the economy and added it to the many 

charts we monitor to gauge market conditions.  The indicator is constructed using commodity 

prices, initial claims and consumer confidence.  The thesis behind this indicator is that these 

three components should offer a simple and clear picture of the economy; in other words, rising 

initial claims coupled with falling commodity prices and consumer confidence is a warning that a 

downturn may be imminent.  The opposite condition should support further economic recovery.  

In this report, we will update the indicator with May data. 
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This chart shows the results of the indicator and the S&P 500 since 1995.  The updated chart 

shows that the economy did slip late last year but has recovered in 2019.  We have placed 

vertical lines at certain points when the indicator fell below zero.  It works fairly well as a signal 

that equities are turning lower, but there is a lag.  In other words, by the time this indicator 

suggests the economy is in trouble, the recession is likely near or already underway and the 

equity markets have already begun their decline. 
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To make the indicator more sensitive, we took the 18-month change and put the signal threshold 

at -1.0.  This provides an earlier bearish signal and also eliminates the false positives that the 

zero threshold generates.  Notwithstanding, we will pay close attention when the 18-month 

change approaches zero as it did in January.  

 

What does the indicator say now?  The economy has decelerated but is not yet at a point where 

investors should become defensive.  Breaking below the red line would be our signal to expect a 

broader downturn.  Most likely, we are going through a period similar to what we experienced in 

2016.  If this is the case, and the economic data begins to improve, then equities should remain 

supported into H2.   

 

 

 
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 6/26/2019 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 6/26/2019 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), 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 27, 2019  
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P/E as of 6/26/2019 = 18.6x

 
 

Based on our methodology,1 the current P/E is 18.6x, unchanged from last week.   

 

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

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


