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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 7, 2019—9:30 AM EDT] Global equity markets are higher this morning.  The 

EuroStoxx 50 is up 0.9% from the last close.  In Asia, the MSCI Asia Apex 50 was unchanged 

from the prior close.  Chinese markets are closed for holiday.  U.S. equity index futures are 

signaling a higher open.  

 

It’s employment Friday!  We cover the data in detail below but, in short, the data suggests 

economic weakness; bonds have rallied, the dollar tanked and equity futures have eased off their 

highs.  Although we don’t expect a Fed rate cut this month, pressure to reduce rates at the late 

July meeting may make a move unavoidable.  It’s also the Dragon Boat Festival in China, so 

markets are closed there today.  The G-20 meets this weekend.  Here is what we are watching 

today: 

 

BREAKING: A RUSSIAN AND U.S. NAVAL VESSEL NEARLY COLLIDED IN THE 

PACIFIC.  EACH SIDE IS BLAMING THE OTHER.   

 

A deal with Mexico: Yesterday, equities rallied on reports that the U.S. may delay 

implementing a 5% tariff on Monday due to reported progress on border talks.  Mexico has 

apparently offered to increase security personnel on its southern border.  Mexico has also 

indicated it will take additional steps to limit the number of migrants from Central America using 

Mexico as a transit point.  Meanwhile, there has been a surge of asylum seekers moving to the 

U.S./Mexican border, likely trying to reach the U.S. before it becomes more difficult to achieve 

this goal.  It does look like the Mexican government is working hard to avoid the tariffs being 

applied, which would be a major risk to its economy.   There are two takeaways we see at this 

point.  First, Mexico may need to do “whatever it takes” to avoid tariffs.  Second, if President 

Trump finds success with this tactic with Mexico, he will likely be inclined to use it more often, 

leading to increased market volatility. 

 

The G-20: This will be an unusually important meeting because it will offer a forum for U.S. 

and Chinese trade negotiators to meet and perhaps discuss issues.  President Trump has indicated 

that tariffs on China will be decided after this meeting.  Meanwhile, it does appear that Chinese 

officials are preparing to support their economy.  The head of the PBOC suggests there is ample 

room to ease if the trade conflict weakens the Chinese economy.  China is also indicating it will 

shift trade patterns, warning that it will expand its agricultural imports from Russia.  The impact 

of tariffs on the U.S. economy, so far, has not been significant.  But, we may begin to see some 

effects by late summer. 

 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.wsj.com/articles/fed-faces-challenging-rate-decision-at-june-meeting-11559833762?tesla=y&mod=breakingnews
https://www.wsj.com/articles/fed-faces-challenging-rate-decision-at-june-meeting-11559833762?tesla=y&mod=breakingnews
https://www.cnn.com/2019/06/07/politics/us-russia-navy-near-collision-intl/index.html
https://www.reuters.com/article/us-usa-stocks/wall-street-rises-with-hopes-of-mexican-tariffs-delay-idUSKCN1T71DA
https://www.nytimes.com/2019/06/06/us/politics/trump-mexico.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190607&section=topNews
https://www.ft.com/content/0b27bb22-8868-11e9-a028-86cea8523dc2?emailId=5cf9d5dd10bb1100048263f7&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.washingtonpost.com/business/economy/trump-reports-headway-in-us-mexico-talks-on-migrants-but-renews-tariff-threat/2019/06/06/bb0801e4-8860-11e9-98c1-e945ae5db8fb_story.html?utm_term=.02c9e7d1af71&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/immigration/arrests-along-mexico-border-surged-again-in-may-blowing-past-breaking-point/2019/06/05/6d21585e-87a7-11e9-a491-25df61c78dc4_story.html?utm_term=.d60adb5d7123&wpisrc=nl_todayworld&wpmm=1
https://www.reuters.com/article/us-usa-ireland-trump-china/trump-to-decide-on-300-billion-china-tariffs-after-g20-meeting-idUSKCN1T70OQ
https://www.bloomberg.com/news/articles/2019-06-07/china-has-lots-of-policy-room-if-trade-war-worsens-yi-gang-says
https://www.bloomberg.com/news/articles/2019-06-07/china-has-lots-of-policy-room-if-trade-war-worsens-yi-gang-says
https://www.scmp.com/news/china/diplomacy/article/3013549/russia-ready-fill-chinas-food-gap-left-us-trade-war-fallout
https://www.washingtonpost.com/business/2019/06/06/trump-probably-has-upper-hand-trade-war-until-september/?utm_term=.bdb93e8ac286
https://www.washingtonpost.com/business/2019/06/06/trump-probably-has-upper-hand-trade-war-until-september/?utm_term=.bdb93e8ac286
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Oil news: Oil prices have bounced after entering a bear market earlier this week.  The primary 

catalyst appears to be renewed signals from Saudi Arabia that OPEC + Russia are prepared to 

extend their supply cuts.  In addition, the U.S. has tightened trade sanctions on Venezuela, which 

will likely curtail production even further.  There are also reports that Iran is threatening U.S. 

military assets in the Middle East.  This being said, we are also picking up reports that the U.S. 

and Iran are negotiating an oil-for-food deal, where Iran would export oil through Iraq in return 

for U.S. agricultural aid.  If true, the U.S. may be using the deal to create backchannel contacts to 

restart negotiations with Tehran.  Or, it could be trying to preempt similar actions by the EU.  

Regardless, it does suggest there are attempts by the Trump administration to talk to the Iranians. 

 

German growth: The Bundesbank has cut Germany’s growth forecast in the wake of weak 

industrial production data.   
 

 
 

As the chart shows, this is the weakest monthly report since 2014. 

 

The end of May: Today is PM May’s last day in office, although she will stay on in a caretaker 

role until the new party leader is selected.  The Tory leadership contest officially gets underway 

on Monday.  There is growing speculation that Labour will call for a no-confidence vote soon 

after the new PM takes office.  The current Tory coalition partner, the DUP, is already pushing 

for “goodies” to support the Conservatives in a no-confidence vote. 

 

The Japanese VAT: There is growing speculation that PM Abe will postpone a scheduled 

increase in the VAT.  Previous hikes have tended to adversely affect growth and Abe could use 

global economic weakness and uncertainty about trade as reasons to postpone the hike.  In 

reality, a VAT increase is boneheaded; Japan’s economy suffers from under-consumption, so 

taxing it is exactly the wrong policy.   

 

https://www.bloomberg.com/news/articles/2019-06-07/saudi-russia-talk-up-benefits-of-opec-deal-amid-economic-fears
https://www.bloomberg.com/news/articles/2019-06-07/saudi-russia-talk-up-benefits-of-opec-deal-amid-economic-fears
https://www.reuters.com/article/us-venezuela-politics-usa/u-s-tightens-venezuela-oil-sanctions-indicates-more-actions-to-come-idUSKCN1T731E?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.nbcnews.com/news/military/u-s-commander-says-american-forces-face-imminent-threat-iran-n1014556
https://worldview.stratfor.com/situation-report/us-iran-food-oil-deal-being-brokered-through-iraq?id=87179e919a&e=4d1f592612&uuid=b542c501-d3d8-4c00-973c-4cd6dd209966&utm_source=Daily+Brief&utm_campaign=c5c74847dc-EMAIL_CAMPAIGN_2019_06_07_12_02&utm_medium=email&utm_term=0_87179e919a-c5c74847dc-53536341&mc_cid=c5c74847dc&mc_eid=%5bUNIQID%5d
https://worldview.stratfor.com/situation-report/us-iran-food-oil-deal-being-brokered-through-iraq?id=87179e919a&e=4d1f592612&uuid=b542c501-d3d8-4c00-973c-4cd6dd209966&utm_source=Daily+Brief&utm_campaign=c5c74847dc-EMAIL_CAMPAIGN_2019_06_07_12_02&utm_medium=email&utm_term=0_87179e919a-c5c74847dc-53536341&mc_cid=c5c74847dc&mc_eid=%5bUNIQID%5d
https://uk.reuters.com/article/uk-germany-economy-bundesbank/bundesbank-slashes-german-growth-forecasts-on-industrys-plight-idUKKCN1T80HX
https://www.bbc.com/news/uk-politics-48550452
https://www.ft.com/content/aa816c58-8869-11e9-97ea-05ac2431f453?emailId=5cf9d5dd10bb1100048263f7&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://asia.nikkei.com/Opinion/Japan-postpone-VAT-rise-and-learn-to-live-with-fiscal-deficits
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The problem of European defense: A major reason for Pax Americana is that the U.S. solved 

the German problem in Europe.  By guaranteeing the security of Europe, but especially 

Germany, Europe has enjoyed over seven decades without a major war.  Anyone with a cursory 

knowledge of European history has to be impressed by prolonged peace in a region that has seen 

multiple major conflicts.  But, the cost of that peace to American taxpayers has been significant 

and successive presidents, including the current one, have complained about free-riding by the 

EU.  However, new problems will arise from European nations increasing their defense 

spending.  If they start spending money on their own defense, they will tend to direct that 

spending in ways the U.S. doesn’t like and conduct their own foreign policies instead of 

following the lead of the U.S.  Recent meetings between the U.S. and the EU have been quite 

tense as the U.S. fears that increased European security spending will be used as a form of 

industrial policy and reduce American defense exports to the EU.  The underlying problem is 

that if the U.S. forces the EU to spend more to defend itself, the outcome may make the region 

more volatile in the long run. 
 

U.S. Economic Releases 

 

The change in non-farm payrolls for May came in well below expectations at 75k compared to 

the forecast of 175k.  The prior report was revised downward from 263k to 224k.  Therefore, the 

two-month payroll net revision fell by 75k.  The change in private payrolls came in below 

expectations at 90k compared to the forecast of 174k.  The prior report was revised downward 

from 236k to 205k.  The change in manufacturing payrolls was in line with expectations, rising 

by 3k.  The prior report was revised upward from 4k to 5k. 
  

 
 

The chart above shows the change in total private employment, which suggests the economic 

expansion continues.   

 

https://www.nytimes.com/2019/06/06/world/europe/us-defense-spending-nato.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20190607&section=whatElse
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The chart above shows the 12-month moving total of the change in non-farm payrolls; a dip 

under 1.5mm signals recession. 

 

The unemployment rate came in line with expectations at 3.6%.  The labor force participation 

rate remained steady at 62.8%, while the U-6 unemployment rate fell to 7.1%.  The chart below 

shows the relationship between the unemployment rate and the employment/population ratio.  

The divergence of the two variables has been one of the defining factors of this recovery and 

argues that labor market slack still remains. 
  

 
 

The unemployment rate fell to historic levels, the lowest since December 1969. 
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Average hourly earnings for all workers came in below expectations, rising 0.2% from the prior 

month compared to the forecast of 0.3%. 
 

 
 

The chart above shows the yearly change in overall wages for all workers along with production 

and non-supervisory workers.  Average hourly earnings rose 3.1% from the prior month. 

 

At this time, we are hesitant to say whether the weak payroll numbers were a reflection of 

economic weakness or the result of poor weather conditions; however, the low unemployment 

rate suggests it may be the latter.  As a result, we do not believe this report provides the Fed with 

strong support for either maintaining or changing its current policy path.  Nevertheless, financial 

market pressure is clearly pushing the FOMC toward easing. 

 

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

EDT Indicator Expected Prior Rating

10:00 Wholesale Trade Sales m/m apr -0.2% 2.3% **

10:00 Wholesale Inventories m/m apr 0.7% 0.7% **

15:00 Consumer Credit m/m apr $13.000 bn $10.281 bn **

Fed speakers or events

Economic Releases

No speakers or events scheduled  
 

Foreign Economic News 
 

We monitor numerous global economic indicators on a continuous basis.  The most significant 

international news that was released overnight is outlined below.  Not all releases are equally 

significant, thus we have created a star rating to convey to our readers the importance of the 

various indicators.  The rating column below is a three-star scale of importance, with one star 

being the least important and three stars being the most important.  We note that these ratings do 

change over time as economic circumstances change.  Additionally, for ease of reading, we have 
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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

Japan Household Spending y/y apr 1.3% 2.1% 2.6% *** Equity bearish, bond bullish

Labor Cash Earnings y/y apr -0.1% -1.9% -0.7% *** Equity and bond neutral

Real Cash Earnings y/y apr -1.1% -2.5% -1.5% *** Equity bearish, bond bullish

Official Reserves Assets y/y may $1.308 tn $1.294 tn * Equity and bond neutral

Leading Index CI m/m apr 95.5 95.9 95.8 *** Equity and bond neutral

Coincident Index m/m apr 101.9 99.4 100.2 ** Equity and bond neutral

Australia AiG Perf of Construction Index m/m may 40.4 42.6 ** Equity and bond neutral

Home Loans m/m apr -1.1% -2.8% 0.0% *** Equity and bond bearish

Investment Lending m/m apr -2.2% -2.7% 1.0% *** Equity and bond bearish

Owner-Occupier Loan Value m/m apr 1.0% -3.4% 0.0% *** Equity bullish, bond bearish

Foreign Reserves m/m may A$79.9 bn A$75.7 bn * Equity bullish, bond bearish

New Zealand Volume of All Buildings m/m 1q 6.2% 2.7% 1.1% ** Equity bullish, bond bearish

EUROPE

Germany Industrial Production y/y apr -1.8% -0.9% -0.4% ** Equity and bond bearish

Trade Balance m/m may 17.9 bn 22.7 bn 19.5 bn ** Equity bearish, bond bullish

Current Account Balance m/m apr 22.6 bn 30.2 bn * Equity and bond neutral

Labor Costs y/y 1q 2.5% 2.0% ** Equity and bond neutral

France Trade Balance m/m apr -4.981 bn -5.324 bn -4.742 bn ** Equity and bond neutral

Current Account Balance m/m apr -0.800 bn -1.300 bn ** Equity and bond neutral

Industrial Production y/y apr 1.1% -0.9% 1.0% * Equity bullish, bond bearish

Italy Retail Sales y/y apr 4.2% -3.3% ** Equity bullish, bond bearish

UK Halifax House Prices m/m may 0.5% 1.1% 0.0% ** Equity bullish, bond bearish

Russia Money Supply Narrow Def m/m may 10.24 tn 10.30 tn * Equity and bond neutral

AMERICAS

Mexico Gross Fixed Investment m/m mar -2.4% -1.9% -1.7% *** Equity and bond bearish

Vehicle Production m/m may 349628 299707 ** Equity and bond neutral

Vehicle Exports m/m may 304867 284471 ** Equity and bond neutral

Canada International Merchandise Trade m/m apr -0.97 bn -3.21 bn -2.80 bn ** Equity bullish, bond bearish

Ivey Purchasing Managers m/m may 55.9 55.9 ** Equity and bond neutral

Brazil Vehicle Production Anfavea m/m may 275747 267546 *** Equity and bond neutral

Vehicle Sales Anfavea m/m may 245440 231936 *** Equity and bond neutral

Vehicle Exports Anfavea m/m may 42126 34905 ** 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) 247 247 0 Up

3-mo T-bill yield (bps) 225 226 -1 Neutral

TED spread (bps) 22 22 0 Neutral

U.S. Libor/OIS spread (bps) 229 228 1 Up

10-yr T-note (%) 2.12 2.12 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 13 11 2 Down

Currencies Direction

dollar flat Neutral

euro flat Up

yen up Neutral

pound up Neutral

franc down Neutral  
 

Commodity Markets 
 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 
 

Price Prior Change Explanation

Brent $62.72 $61.67 1.70% Supply Pessimism

WTI $53.44 $52.59 1.62%  

Natural Gas $2.34 $2.32 0.82%  

Crack Spread $20.35 $20.45 -0.50%

12-mo strip crack $16.86 $16.94 -0.45%

Ethanol rack $1.61 $1.60 0.02%

Gold $1,335.29 $1,335.33 0.00%

Silver $14.92 $14.89 0.20%

Copper contract $263.75 $265.05 -0.49%

Corn contract 418.00$       420.50$       -0.59%

Wheat contract 503.75$       510.00$       -1.23%

Soybeans contract 865.25$       868.75$       -0.40%

Baltic Dry Freight 1138 1141 -3

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) 119.0 109.0 10.0

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.  
 

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 6/6/2019 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 6/6/2019 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 
 

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. 


