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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 6, 2019—9:30 AM EDT] Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 0.8% from the last close.  In Asia, the MSCI Asia Apex 50 was down 0.1% 

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

the Shenzhen index down 2.1% from prior close.  U.S. equity index futures are signaling a higher 

open.  

 

Today is the 75th anniversary of D-Day.  President Trump is visiting the memorial sites today.  

Equities are modestly higher this morning, and Mexico and the ECB are dominating headlines.  

Here is what we are watching today: 

 

The ECB: The ECB released its statement and it involves what looks like a modest tightening.  

Although the bank promised to keep rates low into 2020, which would be dovish forward 

guidance, there was some disappointment on QE.  The loan rate to banks ticked up 10 bps, while 

all other rates were left unchanged.  Balance sheet policy was also left unchanged.  Financial 

markets were somewhat disappointed and the short end of the Eurozone yield curves are taking it 

as bearish; Eurozone short rates are higher, while longer duration rates fell and the EUR is up.  

Nothing earthshattering emerged in the press conference.  Although on its face the actions by the 

ECB were not hawkish, the fact that the markets are taking the decisions as hawkish suggests 

that expectations were leaning toward additional stimulus. 

 

Mexico: Mexico had a tough night.  First, trade talks continue but there isn’t much evidence of 

progress, which means the tariffs will likely go into effect next week as there was a surge in 

asylum seekers at the U.S. border.  Mexican officials fear a break in U.S. relations, which would 

undermine Mexico’s economy.  Second, rating agencies moved to downgrade Mexican 

sovereign debt.  Fitch lowered Mexico to BBB, nearing junk status, and Moody’s lowered its 

outlook to negative.  The MXP fell sharply on the news.  The former suggested that the trade 

conflict contributed to the downgrade.  Mexico has suffered significant damage over the past 

week, moving from what looked like a safe haven from the China/U.S. trade conflict to a new 

target of the Trump administration.  At this juncture, barring some breakthrough on border 

negotiations, it looks like the tariffs will go into effect and the Mexican economy is at risk. 

 

The Beige Book: There isn’t much to report on the Beige Book, the Fed report that discusses 

economic activity across the nation.  All districts reported modest growth in April and May.  The 

trade war isn’t having much of an effect on manufacturing yet, while employment was reported 

to be moderate.  Despite tight labor markets, overall wage pressures remain moderate.  Prices for 

inputs were reported to be rising faster than final goods prices, which could signal some margin 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.reuters.com/article/us-dday-anniversary/on-normandys-beaches-leaders-and-veterans-recall-sacrifice-of-d-day-idUSKCN1T62S2
https://www.ft.com/content/90fc7bfa-8838-11e9-97ea-05ac2431f453
https://www.ft.com/content/2a6dc19e-87cc-11e9-a028-86cea8523dc2?emailId=5cf8857aa09e310004045043&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://finance.yahoo.com/news/u-mexico-extend-talks-trump-080000114.html
https://finance.yahoo.com/news/u-mexico-extend-talks-trump-080000114.html
https://www.nytimes.com/2019/06/05/us/politics/mexico-tariffs.html?action=click&module=Top%20Stories&pgtype=Homepage
https://www.nytimes.com/2019/06/05/us/politics/mexico-tariffs.html?action=click&module=Top%20Stories&pgtype=Homepage
https://www.washingtonpost.com/world/the_americas/in-mexico-fears-grow-of-crisis-in-relationship-with-us-over-trump-tariff-threat/2019/06/04/9db3f3b0-871f-11e9-9d73-e2ba6bbf1b9b_story.html?utm_term=.2f84ab32cb01&wpisrc=nl_todayworld&wpmm=1
https://www.cnbc.com/2019/06/06/in-a-double-whammy-fitch-downgrades-mexico-and-moodys-lowers-outlook.html
https://www.ft.com/content/15b09464-87e2-11e9-97ea-05ac2431f453
https://www.wsj.com/articles/feds-beige-book-sees-modest-growth-11559757834


 

 

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

www.confluenceinvestment.com 

 2 

compression in the future.  Overall, though, the report didn’t indicate significant inflation 

concerns.  As expected, the report confirmed continued moderate growth with little price 

pressures.    

 

Russia and China: The leaders of both nations met this week and declared their friendship.  

These are not natural allies; Russia has feared that China will eventually spread its influence into 

Siberia and a hot war between the two states nearly occurred during the Cold War.  The Nixon to 

China moment occurred, in part, due to the deterioration of relations between the U.S.S.R. and 

China.  As the U.S. threatens both nations, they are making common cause in opposing 

American hegemony.  As is often the case, both nations want to end the dollar’s reserve currency 

status.  They made promises to use their own currencies in bilateral trade.  As long as both 

nations have goods to trade and have fairly balanced trade, avoiding dollar use is possible.  The 

problem begins when trade becomes unbalanced; would China want to hold Russian debt in 

reserve?   

 

Meanwhile, in other news on China, the U.S. is preparing a major weapons sale to Taiwan, 

which will clearly anger Beijing.  From China’s perspective, this would be like a weapons sale 

from a European power to the Confederacy during the U.S. Civil War.  China is adding stimulus 

to the economy to overcome the negative impact of the trade conflict with the U.S., which 

includes actions to lift auto sales.  The trade conflict has led to a record outflow from Chinese 

equities.  As an update to this week’s WGR, China appears to be preparing to cut exports of rare 

earth products as the U.S. calls for steps to reduce reliance on overseas sources for these goods. 

 

Brexit: Currently, Boris Johnson remains the front-runner to replace PM May in the Tory 

leadership election.  He generally leans toward a hard Brexit, but others in the leadership race are 

considered even more hardline.  Perhaps the most interesting development is that polls show 

Labour can’t win in a general election unless it supports a second referendum.  Corbyn has tried 

to avoid supporting a second referendum on fears that Brexit supporters in the Labour Party’s 

working class wing would ditch the party if it supports another Brexit vote.  Labour, like the 

Conservatives, is torn by the Brexit issue. 

 

Denmark elections: The center-left Social Democrats won the largest share of votes in 

yesterday’s election.  What swung the election was a move by the Social Democrats to support 

rather harsh anti-immigration measures, which pulled traditional supporters of the center-left 

who had drifted to anti-immigration parties over immigration issues.   

 

Italy versus the EU: As expected, the EU has put Italy on notice for breaching EU spending 

rules.  Italian officials remain defiant, indicating that adjustments to fiscal spending are not being 

considered. 

 

An assertive Germany?  The German government is considering sending one of its warships 

through the Taiwan Strait in what would be a rare confrontational action.  In the postwar world, 

Germany has tended to avoid hard power projection.  If the Merkel government were to take this 

step, it would likely be welcomed by the U.S.  We will be watching to see if China reacts by 

targeting German auto firms in China or by other measures. 

 

https://www.washingtonpost.com/world/chinas-xi-meets-best-friend-putin-as-cautious-alliance-builds-with-us-as-common-concern/2019/06/05/4f0827ba-86e6-11e9-9d73-e2ba6bbf1b9b_story.html?utm_term=.7e493b96f1ea&wpisrc=nl_todayworld&wpmm=1
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https://asia.nikkei.com/Economy/Trade-war/China-moves-to-shut-spigot-on-rare-earths-for-first-time-in-5-years
https://in.reuters.com/article/usa-trade-minerals/u-s-report-urges-steps-to-reduce-reliance-on-foreign-critical-minerals-idINKCN1T52WT
https://www.predictit.org/markets/detail/4627/Who-will-be-the-next-UK-Conservative-Party-leader
https://www.politico.eu/article/uk-eu-where-the-tory-leadership-candidates-stand-on-brexit/?utm_source=POLITICO.EU&utm_campaign=4aeed5e342-EMAIL_CAMPAIGN_2019_06_06_04_50&utm_medium=email&utm_term=0_10959edeb5-4aeed5e342-190334489
https://www.independent.co.uk/news/uk/politics/labour-polls-general-election-brexit-vote-second-referendum-corbyn-a8946191.html
https://www.independent.co.uk/news/uk/politics/labour-polls-general-election-brexit-vote-second-referendum-corbyn-a8946191.html
https://www.politico.eu/article/denmarks-social-democrats-on-course-to-win-election/?utm_source=POLITICO.EU&utm_campaign=4aeed5e342-EMAIL_CAMPAIGN_2019_06_06_04_50&utm_medium=email&utm_term=0_10959edeb5-4aeed5e342-190334489
https://www.ft.com/content/a42e8cda-87bc-11e9-a028-86cea8523dc2?emailId=5cf8857aa09e310004045043&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.politico.eu/article/brussels-puts-italy-on-notice-for-breaching-eu-spending-rules/?utm_source=POLITICO.EU&utm_campaign=4aeed5e342-EMAIL_CAMPAIGN_2019_06_06_04_50&utm_medium=email&utm_term=0_10959edeb5-4aeed5e342-190334489
https://www.politico.eu/article/germanys-military-maneuvers/?utm_source=POLITICO.EU&utm_campaign=4aeed5e342-EMAIL_CAMPAIGN_2019_06_06_04_50&utm_medium=email&utm_term=0_10959edeb5-4aeed5e342-190334489
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Energy update: Crude oil inventories jumped 6.8 mb last week compared to the forecast drop of 

1.8 mb.   
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In the details, refining activity rose 0.6% as forecast.  Estimated U.S. production rose slightly by 

0.1 mbpd to 12.4 mbpd, a new record.  Crude oil imports rose sharply, up 1.0 mbpd, while 

exports were unchanged.   
 

 
(Sources: DOE, CIM) 

 

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

the spring/summer withdrawal season so the recent increase in stockpiles is bearish for prices.   

The seasonal pattern, after holding below normal since January, has now seen a build back to 

normal levels.  Continued increases in stockpiles will be very bearish for prices as stock levels 

should be declining due to rising refining activity this time of year.   
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Since early April, we have seen a surge in crude oil imports.     
 

 
(Sources: DOE, CIM) 

 

This increase in imports, coupled with record domestic production, is weighing on prices.   
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Based on oil inventories alone, fair value for crude oil is $47.06.  Based on the EUR, fair value is 

$51.16.  Using both independent variables, a more complete way of looking at the data, fair 

value is $48.64.  In the past two weeks, oil prices have corrected significantly and are getting 

closer to fair value, although rising inventory levels have also reduced the fair value price.  

Without reductions in inventory levels soon, prices are likely to fall below $50 per barrel.   
 

U.S. Economic Releases 
 

The May Challenger job cuts report rose by 85.9% from the prior year.  The index measures the 

number of announced job cuts by employers, which is a proxy for future layoffs but does not 

necessarily indicate the state of current layoffs. 
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Initial jobless claims came in above expectations at 218k compared to the forecast of 215k.  The 

prior report was revised upward from 215k to 218k. 
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The chart above shows the four-week moving average for initial claims.  The four-week moving 

average fell from 217.50k to 215.00k. 
 

The March trade deficit came in slightly wider than expected at $50.8 bn compared to the 

forecast of $50.7 bn.  The prior month’s deficit was revised wider from $50.0 bn to $51.9 bn.   
 

 
 

The chart above shows the trade balance.  The narrowing of the trade balance reflects a sharp 

drop in imports, likely because of trade tariffs.  In addition, weak imports could potentially be a 

sign of waning consumption.  As a result, we would not be surprised if net exports provide a 

boost for GDP in Q2. 
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Non-farm productivity came in below expectations, rising 3.4% from the prior quarter compared 

to the forecast gain of 3.5%.  Unit labor costs also came in below expectations, falling 1.6% from 

the prior quarter compared to the forecast drop of 0.9%.   
 

 
 

The chart above shows the yearly change in unit labor costs, which fell 0.8% from the prior year.  

The decline in unit labor costs has the potential to be bullish for equities.  Rising productivity can 

allow for increased wages and rising margins, which would not only lift economic growth but do 

so without inflation.  Rising productivity is about as close to a “free lunch” as economics offers. 
 

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

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m may 60.8 **

12:00 Household Change in Household Wealth m/m may -3.730 tn **

Speaker or event

13:00 John Williams Discusses International Economics President of the Federal Reserve Bank of New York

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

Japan Japan buying foreign bonds m/m may ¥441.7 bn -¥189.0 bn * Equity and bond neutral

Japan buying foreign stocks m/m may ¥344.0 bn ¥18.8 bn * Equity and bond neutral

Foreign buying Japan bonds m/m may ¥685.8 bn ¥578.7 bn * Equity and bond neutral

Foreign buying Japan stocks m/m may -¥285.9 bn -¥128.2 bn * Equity and bond neutral

Australia Trade Balance m/m apr A$4.871 bn A$4.949 bn A$5.000 bn ** Equity bearish, bond bullish

New Zealand QV House Prices y/y may 2.3% 2.7% ** Equity and bond neutral

ANZ Commodity Price m/m may 0.0% 2.5% ** Equity bearish, bond bullish

EUROPE

Eurozone Employment q/q 1q 1.3% 1.3% *** Equity and bond neutral

GDP q/q 1q 1.2% 1.2% 1.2% *** Equity and bond neutral

Germany Factory Orders m/m may -5.3% -6.0% -5.9% ** Equity bearish, bond bullish

Markit Germany Construction m/m may 51.4 53.0 ** Equity bearish, bond bullish

Russia Light Vehicle Car Sales y/y may -6.7% -2.7% -3.7% * Equity and bond bearish

AMERICAS

Canada Labor Productivity q/q 1q 0.3% -0.4% 0.4% *** Equity and bond neutral

Brazil Markit Brazil PMI Services m/m may 47.8 49.9 ** Equity and bond bearish

Markit Brazil PMI Composite m/m may 48.4 50.6 ** 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) 248 250 -2 Up

3-mo T-bill yield (bps) 228 229 -1 Neutral

TED spread (bps) 20 21 -1 Neutral

U.S. Libor/OIS spread (bps) 230 230 0 Up

10-yr T-note (%) 2.12 2.13 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) 12 14 -2 Down

Currencies Direction

dollar down Neutral

euro flat Up

yen up Neutral

pound up Neutral

franc flat Neutral

Central Bank Action Current Prior Expected

RBI Purchase Rate 5.750% 6.000% 5.750% On forecast

RBI Reverse Repo Rate 5.500% 5.750% 5.500% On forecast

RBI Cash Reserve Ratio 4.000% 4.000% 4.000% On forecast

ECB Main Refinancing Rate 0.000% 0.000% 0.000% On forecast

ECB Marginal Lending Facility 0.250% 0.250% 0.250% On forecast

ECB Deposit Facility Rate -0.400% -0.400% -0.400% 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 $61.99 $61.97 0.03%

WTI $53.15 $53.48 -0.62%  

Natural Gas $2.41 $2.42 -0.41%  

Crack Spread $20.21 $20.00 1.08%

12-mo strip crack $16.92 $16.74 1.03%

Ethanol rack $1.62 $1.62 0.02%

Gold $1,337.83 $1,325.52 0.93%

Silver $14.87 $14.82 0.31%

Copper contract $266.00 $266.90 -0.34%

Corn contract 417.75$       425.25$       -1.76%

Wheat contract 495.75$       507.25$       -2.27%

Soybeans contract 877.00$       881.75$       -0.54%

Baltic Dry Freight 1122 1103 19

Actual Expected Difference

Crude (mb) 6.8 -1.8 8.6

Gasoline (mb) 3.2 1.0 2.2

Distillates (mb) 4.6 0.0 4.6

Refinery run rates (%) 0.60% 0.55% 0.05%

Natural gas (bcf) 109.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

warmer temps in the Southeast and West Coast.  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.  
 

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.   
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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 6/5/2019 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 6/5/2019 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  
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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. 


