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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 3, 2019—9:30 AM EDT] Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 

was up 0.9% from the prior close.  Chinese markets were down, with the Shanghai composite 

down 0.3% and the Shenzhen index down 1.0%.  U.S. equity index futures are signaling a lower 

open.  

 

We bid welcome to June!  Like the St. Louis Cardinals, we are more than happy to see May in 

the rearview mirror.  However, like the other major league baseball team in the state, June may 

not be much better.  POTUS is in the U.K.  Trade wars are spreading.  Here is what we are 

watching today: 

 

The dizzying effect of trade wars: Washington is opening new battles on the trade front at a 

pace that is nearly impossible to digest.  Here is what developed over the weekend: 

 

1. India: The Trump administration has removed India from the developing nations list.  

Being on this list gives a nation preferential treatment on trade.  This action will increase 

the number of Indian imports now subject to tariffs.  This decision does make sense; 

India is clearly a major economic power now and treating it like a small developing 

nation doesn’t reflect reality.  At the same time, no one wants to have preferential 

treatment removed and India has intimated that it will retaliate in kind.  In addition, the 

U.S. has been wooing India for some time to participate in America’s goal of containing 

China’s geopolitical ambitions.  Boosting tariffs on India won’t support that goal. 

2. China retorts: China published a 23-page white paper explaining its position on the 

recent trade rupture with the U.S.  Not surprisingly, Beijing blames Washington for the 

recent rise in trade tensions.  China is also investigating FedEx (154.28, -3.70) for 

diverting shipments that were to be sent to China and instead ended up in Japan.  China is 

implying the company is a “tool” of U.S. policy; if it decides that is the case then the 

company’s business in China could be affected.  The U.S. does appear to be trying to 

ease tensions, considering sending “good cop” Mnuchin to meet with Chinese officials at 

the G-20.  Meanwhile, the fallout from the tech and trade conflict continues as tech firms 

are starting to look at their supply chain risk and the conflict is prompting China and 

Russia to improve relations.  China has also officially warned its students about getting 

their education in the U.S. 

3. Mexico: It seems President Trump was mostly on his own in the decision to apply tariffs 

on Mexico over the border situation.  Automakers are scrambling to adjust their supply 

chains that will be disrupted if the tariffs are implemented.  It does appear that the 
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Mexican tariffs are likely to be implemented.  First, it isn’t obvious what Mexico can do 

to address Washington’s concerns; the White House did not offer any specific actions it 

wants from Mexico.  Second, because President Trump doesn’t seem to grasp that tariffs 

are, essentially, a consumption tax, he is under the impression that foreigners pay the tax.  

Like the mayor of a locality where the only shopping center exists, he seems to think that 

sales taxes are fully paid by outsiders.  Accordingly, he apparently thinks the Mexican 

tariffs can be used to fund his border wall.  Mexico’s president, AMLO, is trying to 

defuse the situation, sending a delegation to Washington. 

4. Australia: Although the Trump administration has indicated it won’t take action, 

apparently the White House considered attaching tariffs on Australia due to a surge of 

imports of Australian aluminum.  This surge makes perfect economic sense; if some 

tariffs are applied to parts of the world, the parts that are not affected gain an advantage 

and thus their shipments will tend to increase.  Given the mercurial nature of the Trump 

administration, we would not be surprised to see this threat reemerge later. 

5. Kevin Hassett: The head of the Council of Economic Advisors is leaving, likely due to 

his opposition to the administration’s tariff policy.  Hassett was instrumental in 

supporting the corporate tax cuts but he is a free trader and we suspect he couldn’t 

continue to work with a government that was expanding tariffs.  This position requires 

Senate approval so we would expect it to remain vacant as the Senate probably won’t 

approve a tariff supporter (the Senate is quietly opposing Trump’s trade policy), and we 

doubt Trump will bother to have a voice near him that opposes his position on tariffs. 

 

One of the more difficult issues to resolve with the administration’s trade policy is that it works 

in cross-purposes.  The White House wants to pass USMCA but then applies tariffs on Mexico 

over a different issue; if there is no movement, we can’t see how Mexico will support the new 

treaty.  The U.S. needs India as a foil to China but hurts its economy with new tariffs.  We expect 

the administration will start to face more significant retaliation in the coming months that will 

affect the economy, both domestic and global, in ways that will be hard to predict.  We are 

already seeing weaker PMI data due, in part, to trade tensions.  One trend that is likely to emerge 

is the creation of trade blocs, where local trade will be dominated by regional hegemons with 

little trade activity between blocs due to impediments.  This would mean a world of higher 

inflation and lower profitability, but it will likely also be more equal and there will be less 

“creative destruction.”  In the meantime, the tariff actions have roiled financial markets; we are 

actually seeing the yield curve steepen this morning because rates at the short end are falling 

rapidly in anticipation that the Fed will need to cut rates soon. 

 

Talking to Iran?  The Trump administration appears to be “ready to talk” to Iran.  In some 

respects, it’s hard to see why Iran would want to negotiate with the U.S. because whatever deal is 

struck may not survive the next U.S. administration.  At the same time, the Iranian economy is in 

shambles and if Trump offers an acceptable deal Tehran might just take it.  However, we suspect 

the U.S. wants a permanent end to uranium enrichment, something we doubt Iran would accept.  

But, if the economic “carrot” is large enough, it might just work.  A deal with Iran would be 

profoundly bearish for crude oil. 

 

Oil higher: After getting slammed the past few sessions, oil prices are up today on reports that 

both Saudi and Russian oil production declined in May.  It appears the former made cuts to lift 
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prices, while the latter was adversely affected by an industrial accident that tainted a large 

shipment of Russian oil.   

 

European political turmoil: The head of the SDP in Germany has resigned due to her party’s 

poor showing in the latest European elections.  The current German government is a grand 

coalition of the SDP/CDU-CSU; if the SDP exits the coalition, the government will fall and 

result in new elections with an uncertain outcome.  Many SDP members believe that 

membership in the government is destroying their party and want to shift toward the opposition.  

However, the fear is that if the government falls then the centrist bloc may fail altogether.  A 

reflection of this fear is shown in Denmark, which goes to the polls on Wednesday.  The center-

left Social Democrats are expected to do well by taking an anti-immigration stance.  A truism of 

politics has been that one can have a large social welfare state or open borders, but not both.  If a 

nation has both, resentment tends to build because taxpayers feel they are supporting foreigners.  

The Danish Social Democrats have decided they want a broad social safety net and are willing to 

take a hardline position against immigration. 

 

Tech and regulation: Both Google (GOOGL, 1063.70, -42.80) and Amazon (AMZN, 1765.27, 

-9.80) are facing increased anti-trust scrutiny.  To some extent, regulation is the greatest threat to 

both companies’ business models. 

 

Not dead yet: Rumors that Kim Yong Chol had been demoted or executed over the failure of the 

Hanoi summit with the U.S. are apparently untrue. 
 

U.S. Economic Releases 
 

There were no economic releases prior to the publication of this report.  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 Manufacturing PMI m/m may 50.6 50.6 ***

10:00 ISM Manufacturing m/m may 53.0 52.8 ***

10:00 ISM Prices Paid m/m may 52.4 **

10:00 ISM New Orders m/m may 51.0 50.0 **

10:00 ISM Employment m/m may 51.7 **

10:00 Construction Spending m/m may 0.4% -0.9% **

10:00 Wards Total Vehicle Sales m/m apr 16.90 mn 16.40 mn **

Speaker or event

12:40 Thomas Barkin Speaks to Economists in New York

13:25 James Bullard Speaks in Washington President of the Federal Reserve Bank of St. Louis

Fed speakers or events

Economic Releases

District or position

President of the Federal Reserve Bank of Richmond

 
 

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 

https://www.ft.com/content/10ee01ca-8515-11e9-a028-86cea8523dc2?shareType=nongift
https://www.ft.com/content/388877ec-82a4-11e9-b592-5fe435b57a3b?wpisrc=nl_todayworld&wpmm=1
https://www.wsj.com/articles/google-gets-ready-for-legal-fight-as-u-s-weighs-an-antitrust-probe-11559521581?mod=hp_lead_pos2&utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.washingtonpost.com/technology/2019/06/02/amazon-could-face-heightened-antitrust-scrutiny-under-new-agreement-between-us-regulators/?stream=top&utm_campaign=newsletter_axiosam&utm_medium=email&utm_source=newsletter&utm_term=.2dc4faa1952c
https://www.reuters.com/article/us-northkorea-usa/north-koreas-former-top-nuclear-envoy-seen-with-kim-jong-un-kcna-idUSKCN1T30VZ
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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 Caixin China PMI Mfg m/m may 50.2 50.2 50.0 ** Equity and bond neutral

Japan Capital Spending m/m may 6.1% 5.7% 2.6% ** Equity bullish, bond bearish

Company Profits m/m may 6.9% 5.5% 2.3% ** Equity bullish, bond bearish

Nikkei Japan PMI Mfg m/m apr 49.8 49.6 ** Equity and bond neutral

India GDP y/y 1q 5.8% 6.6% 6.3% *** Equity bearish, bond bullish

GVA y/y 1q 5.7% 6.3% 6.0% *** Equity bearish, bond bullish

Australia AiG Perf of Mfg Index y/y may 52.7 54.8 ** Equity and bond neutral

CBA Australia PMI Mfg y/y may 51.0 51.1 ** Equity and bond neutral

Melbourne Institute Inflation y/y may 0.0% 0.2% ** Equity and bond neutral

ANZ Job Advertisements m/m may -8.4% -0.1% ** Equity and bond bearish

EUROPE

Eurozone Markit Eurozone Manufacturing m/m may 47.7 47.7 47.7 ** Equity and bond neutral

Italy Markit/ADACI Italy Manufacturing m/m may 49.7 49.1 48.5 ** Equity and bond neutral

France Markit France Manufacturing m/m may 50.6 50.6 50.6 ** Equity and bond neutral

UK Markit Money Supply y/y apr 49.4 53.1 52.2 ** Equity and bond bearish

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

CPI EU Harmonized y/y may 0.5% 1.1% *** Equity and bond neutral

PMI Manufacturing m/m may 48.6 48.5 48.8 ** Equity and bond bearish

Total Sight Deposits CHF w/w may 578.2 bn 578.6 bn ** Equity and bond neutral

Domestic Sight Deposits CHF w/w may 474.3 bn 485.0 bn ** Equity and bond neutral

Russia Money Supply Narrow Def m/m apr 10.30 tn 10.40 tn ** Equity and bond neutral

AMERICAS

Mexico Net Outstanding Loans m/m apr 4562 bn 4536 bn ** Equity and bond neutral

Canada GDP y/y mar 1.4% 1.1% 1.2% *** Equity and bond neutral

Industrial Production m/m apr 0.8% 1.3% 0.7% *** Equity and bond neutral

Brazil National Unemployment Rate m/m apr 12.5% 12.7% 12.5% *** 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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 250 252 -2 Up

3-mo T-bill yield (bps) 228 230 -2 Neutral

TED spread (bps) 22 22 0 Neutral

U.S. Libor/OIS spread (bps) 231 233 -2 Up

10-yr T-note (%) 2.10 2.13 -0.03 Neutral

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

EUR/USD 3-mo swap (bps) 13 16 -3 Down

Currencies Direction

dollar down Neutral

euro up Up

yen down Neutral

pound flat Neutral

franc up 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 $62.52 $61.99 0.85%

WTI $54.10 $53.50 1.12%  

Natural Gas $2.44 $2.45 -0.57%  

Crack Spread $21.40 $21.69 -1.34%

12-mo strip crack $17.72 $17.84 -0.63%

Ethanol rack $1.60 $1.60 -0.05%

Gold $1,317.51 $1,305.58 0.91%

Silver $14.72 $14.59 0.85%

Copper contract $264.10 $264.00 0.04%

Corn contract 424.00$       427.00$       -0.70%

Wheat contract 507.00$       503.00$       0.80%

Soybeans contract 876.00$       877.75$       -0.20%

Baltic Dry Freight 1096 1097 -1

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

warmers temps in the southern region and along the coasts.  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.  
 

May 31, 2019 
 

There are three factors that tend to cause recessions—inventory misadjustments, policy errors 

and geopolitical events.  The first in the series has become less of a factor over time.  Inventory 

management has improved dramatically since the end of WWII, and excess inventory leading to 

falling output has become less of an issue.  Therefore, we tend to focus on the latter two factors.  

Since fiscal policy changes tend to occur more slowly, monetary policy is where we spend most 

of our efforts.  With regard to geopolitical events, we write a weekly report on that issue.   

 

Monetary policy is facing a serious signaling problem.   One of the signals we use for monetary 

policy is the implied LIBOR rate from the two-year deferred Eurodollar futures.  That rate is an 

indication of what the financial markets are thinking.  As we will show below, it has generally 

been a good indicator for when policy tightening should stop.  The implied LIBOR rate has 

declined significantly. 
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Since peaking at 3.30% last October, the rate has declined to 1.90%, a drop of 140 bps.   

 



 

 

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

www.confluenceinvestment.com 

 7 

0

2

4

6

8

10

-1 

0 

1 

2 

3 

4 

5 

90 92 94 96 98 00 02 04 06 08 10 12 14 16 18

SPREAD TO IMPLIED LIBOR

FED FUNDS TARGET

IMPLIED LIBOR RATE, 2-YEARS OUT

FED FUNDS AND IMPLIED LIBOR RATES

S
P

R
E

A
DR

A
T

E

Sources:  FRED, Bloomberg, CIM  
 

The lower lines show the implied LIBOR rate with the fed funds target.  Note that the FOMC has 

tended to stop raising rates when the spread inverts.  During the Greenspan years, easing tended 

to follow shortly after inversion.  The Bernanke Fed did stop raising rates after inversion but 

didn’t ease, which may have contributed to the severity of the 2007-09 recession.   

 

To compare how the financial market signs compare to economic signals, we have overlaid the 

fed funds target/deferred LIBOR rate with two of the Mankiw Rule variations, one using core 

CPI and the unemployment rate and the other using core CPI and the employment/population 

ratio.  The Mankiw Rule is a simplified version of the Taylor Rule, which estimates the fed funds 

rate based upon core inflation and GDP relative to potential GDP.  Because potential GDP isn’t 

directly observable, Mankiw’s original research replaced GDP with the unemployment rate.  We 

have created our own variations as well (not shown). 
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The lower lines on the chart show the implied LIBOR rate, with the fed funds target and the two 

aforementioned estimated Mankiw Rule rates.  Aside from the Mankiw Rule variation using the 

unemployment rate, all other variations are suggesting the Fed should be cutting rates.  However, 

in each of the prior inversion events (shown by the vertical lines on the above chart), the 

estimates for the fed funds target from the Mankiw Rule variations were below the target rates. 

 

This has been a consistent issue during this expansion; essentially, it has been difficult to 

determine the degree of slack in the economy.  Fortunately for policymakers, this problem of 

estimating slack has not been a serious issue until recently.  Given the current divergence in 

signals, the most likely outcome is for the FOMC to maintain a steady posture.  The lack of a 

clear signal between the financial markets and the interest rate markets increases the odds of a 

policy mistake.  Although the FOMC’s official stance is neutral, we suspect the next move will 

be to lower the policy rate. 

 

 

 
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 5/31/2019 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 5/31/2019 close) 

 

e
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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 
 

May 31, 2019  
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Based on our methodology,1 the current P/E is 18.6x, up 0.1x from last week.  We have updated 

Q1 earnings to be consistent with S&P instead of Thomson/Reuters.  That transition accounted 

for the modest rise in the P/E despite weak equity prices. 

 

 

 
 
 
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. 


