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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: May 3, 2019—9:30 AM EDT]  Global equity markets are higher this morning.  The 

EuroStoxx 50 is up 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 was up 0.4% 

from the prior close.  Chinese markets were closed for May Day as are numerous other markets 

worldwide.  U.S. equity index futures are signaling a higher open. With 380 companies having 

reported, the S&P 500 Q4 earnings stand at $38.96, higher than the $37.29 forecast for the 

quarter.  The forecast reflects a 2.0% decrease from Q1 2018 earnings.  Thus far this quarter, 

76.6% of the companies reported earnings above forecast, while 17.1% reported earnings below 

forecast. 

 

It’s employment Friday!  We cover the data in detail below, but the quick take is that it was a 

blowout report.  Payrolls were well above forecast and the unemployment rate fell to its lowest 

level since December 1969.  Here is what we are watching: 

 

Moore out: Stephen Moore is no longer in the running for a Fed governor seat.  The official line 

is that he withdrew.1  Moore has made a number of controversial statements that ended up 

dooming his chances.2  To some extent, the president is pressing the boundaries of who he can 

nominate for these positions.  What lesson may have been learned?  Try to meet your goal with 

candidates that are less divisive.  We still think Larry Kudlow will be the next to be “run up the 

flagpole.”  His views are similar to Moore’s but Larry has the reputation of being a genuinely 

nice guy.3  The president could also appoint a committed dove to the FOMC, such as 

Minneapolis FRB President Kashkari or St. Louis FRB President Bullard, and get the same 

policy outcome without the controversy.  If the president continues to seek out difficult 

candidates, it suggests he sees some value in the battle and is less concerned about getting doves 

for the last two open spots. 

 

European inflation: Eurozone inflation rose more than forecast, up 1.7%, which was good 

news, although the data may have been distorted by the late Easter holiday.  Core CPI also rose.4 

 

                                                 
1 https://twitter.com/realDonaldTrump/status/1123987855053873154 
2 https://finance.yahoo.com/news/gop-senator-on-moore-i-dont-think-hell-be-nominated-160341954.html 
3 A couple of observations.  First, (Bill speaking here) I have been interviewed by Larry Kudlow on CNBC.  Although I 
don’t necessarily share his views on the economy, he was a fair questioner and allowed my viewpoints to be 
expressed.  Second, he usually goes on Bloomberg with Jonathan Ferro after the labor or GDP data are released.  
While they do spar, it is done with respect and Kudlow goes to great lengths to make his point but in a fair manner.    
4 https://www.washingtonpost.com/business/eurozone-inflation-ticks-up-in-hopeful-sign-for-central-
bank/2019/05/03/fc8ea7cc-6d89-11e9-bbe7-1c798fb80536_story.html?utm_term=.85b0d21f59fd 
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Low inflation has weakened the ECB’s ability to stimulate the economy through rate cuts, so the 

central bank will welcome this rise.   

 

U.K. local elections: As expected, the Tories took a beating in local council elections.5  

Interestingly enough, so did Labour.  The Liberal-Democrats, a center-left party, had the best 

showing.  These elections have the tenor of a protest vote, which probably means they don’t 

really tell us much about the path of national politics. 

 

Politics and money: A couple of articles caught our attention.  First, Silicon Valley is finding 

the flow of cash impeded a bit by the Treasury department, which is vetting inflows from China 

and Saudi Arabia.6  Second, the Chamber of Commerce, a bastion of the GOP establishment, is 

finding itself on the outs with the White House.7  As the GOP becomes more populist, 

establishment bodies, like the Chamber and the Koch brothers’ Americans for Prosperity, have 

seen their influence wane. 

 

A German at the ECB?  Jens Weidmann has been a controversial candidate for the ECB.  His 

nationality is an issue; the rest of Europe, but especially the southern nations, are worried that a 

German at the helm will turn the ECB into the Bundesbank.  In addition, Weidmann has been a 

critic of the extraordinary measures adopted by Draghi.  Over the past couple of years his star 

has risen and fallen, but it appears the Merkel government is pushing for Weidmann to get the 

nod.  Today, European Commission President Juncker, who is near the end of his term, has 

                                                 
5 https://ig.ft.com/uk-local-elections-2019-results/?emailId=5ccbb52869c104000476e16f&segmentId=22011ee7-
896a-8c4c-22a0-7603348b7f22 
6 https://www.vox.com/recode/2019/5/1/18511540/silicon-valley-foreign-money-china-saudi-arabia-cfius-firrma-
geopolitics-venture-capital?stream=top 
7 https://www.wsj.com/articles/washingtons-biggest-lobbyist-the-u-s-chamber-of-commerce-gets-shut-out-
11556812302?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top 

https://ig.ft.com/uk-local-elections-2019-results/?emailId=5ccbb52869c104000476e16f&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://ig.ft.com/uk-local-elections-2019-results/?emailId=5ccbb52869c104000476e16f&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.vox.com/recode/2019/5/1/18511540/silicon-valley-foreign-money-china-saudi-arabia-cfius-firrma-geopolitics-venture-capital?stream=top
https://www.vox.com/recode/2019/5/1/18511540/silicon-valley-foreign-money-china-saudi-arabia-cfius-firrma-geopolitics-venture-capital?stream=top
https://www.wsj.com/articles/washingtons-biggest-lobbyist-the-u-s-chamber-of-commerce-gets-shut-out-11556812302?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.wsj.com/articles/washingtons-biggest-lobbyist-the-u-s-chamber-of-commerce-gets-shut-out-11556812302?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
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signaled he would support Weidmann.8  We would expect a more hawkish bank if Weidmann 

does become ECB president, which would be bullish for the EUR. 

 

Japan and consumption taxes: Japan used an investment-led development model after WWII.  

The model generated domestic saving by suppressing household consumption.  Part of that effort 

was national consumption taxes.  This method of taxation was appropriate for Japan’s 

development period, but that ended in 1990 and the inability to adapt to the post-development era 

has led to over three decades of economic stagnation.  The Abe government has been proposing 

to increase the consumption tax to 10% from 8% to address a huge fiscal deficit.  However, it has 

delayed the move twice due to economic conditions, once in 2014 and again in 2016.  

Policymakers are indicating they will raise rates this year.9  In the past, such increases have 

undermined Japan’s growth; we would expect a negative reaction again if the country makes 

good on an increase this year. 

 

U.S. Economic Releases 
 

The advance March goods trade deficit came in narrower than expected at $71.4 bn compared to 

the forecast of $73.0 bn.   
 

 
 

The chart above shows the trade balance of goods and the advance trade balance.   

 

Wholesale inventories came in below expectations, remaining unchanged from the prior month 

compared to the forecast gain of 0.2%.  The prior report was revised downward from 0.2% to 

0.1%.  Retail inventories fell by 0.3% from the prior month. 
 

                                                 
8 https://www.ft.com/content/c1f0056e-6d77-11e9-80c7-60ee53e6681d 
9 https://asia.nikkei.com/Editor-s-Picks/Interview/Japan-sales-tax-to-rise-as-planned-ruling-party-heavyweight 

https://www.ft.com/content/c1f0056e-6d77-11e9-80c7-60ee53e6681d
https://asia.nikkei.com/Editor-s-Picks/Interview/Japan-sales-tax-to-rise-as-planned-ruling-party-heavyweight
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The change in non-farm payrolls for March came in well above expectations at 263k compared 

to the forecast of 190k.  The prior report was revised downward from 196k to 189k.  Therefore, 

the two-month payroll net revision rose 16k.  The change in private payrolls came in above 

expectations at 236k compared to the forecast of 188k.  The prior report was revised downward 

from 182k to 179k.  The change in manufacturing payrolls was below expectations, rising by 4k 

compared to the forecast of a 10k gain.  The prior report was revised upward from -6k to 0k. 
  

 
 

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

expansion continues.   
 

 
 

The chart above shows the 12-month moving total of the change in non-farm payrolls; a dip 

under 1.5mm signals recession. 
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The unemployment rate came in below expectations at 3.6% compared to the forecast of 3.8%.  

The labor force fell by 490k, while employment fell 103k in the household survey.  The labor 

force participation rate fell to 62.8%, while the U-6 unemployment rate remained steady at 7.3%.  

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. 
 

 
 

For adult women, it’s the lowest since 1953. 
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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 3.4% from the prior month. 

 

The report eases any concerns about the economy; good growth and moderating wage growth is 

bullish for equities and not all that bearish for debt.  It’s a positive report. 
 

The table below shows the economic releases and Fed events scheduled for the rest of the day. 
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EDT Indicator Expected Prior Rating

9:45 Markit Services PMI m/m apr 52.9 52.9 **

9:45 Markit Composite PMI m/m apr 52.8 **

10:00 ISM Non-Manufacturing m/m apr 57.0 56.1 **

EST Speaker or event

10:15 Charles Evans Speaks at NABE International Forum President of the Federal Reserve Bank of Chicago

11:30 Richard Clarida speaks at Hoover Institute Policy Vice Chairman of Board of Governors of Federal Reserve

13:45 John Williams speaks at Hoover Institute Policy President of the Federal Reserve Bank of San Francisco

15:00 Michelle Bowman Speaks at Hoover Institute Policy

19:45 James Bullard and others speak at Hoover Event President of the Federal Reserve Bank of St. Louis

Fed speakers or events

Economic Releases

District or position

Federal Reserve Board

 
 

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

Australia AIG Performance of Services Index m/m apr 46.5 44.8 ** Equity and bond neutral

CBA Australia PMI Composite m/m apr 50.1 49.3 ** Equity and bond neutral

CBA Australia PMI Services m/m apr 50.0 49.5 ** Equity and bond neutral

Building Approvals m/m mar -15.5% 19.1% -12.0% *** Equity and bond bearish

EUROPE

Eurozone PPI y/y mar 2.9% 3.0% 3.0% ** Equity and bond neutral

CPI Core y/y apr 1.2% 1.0% 1.0% *** Equity bearish, bond bullish

CPI Estimate m/m apr 1.7% 1.4% 1.6% *** Equity bearish, bond bullish

UK Markit/CIPS UK Services PMI m/m apr 50.4 48.9 50.3 ** Equity and bond neutral

Markit/CIPS UK Composite PMI m/m apr 50.9 50.0 50.6 ** Equity and bond neutral

Switzerland CPI y/y apr 0.7% 0.7% 0.7% ** Equity and bond neutral

CPI Core m/m apr 0.5% 0.5% 0.5% ** Equity and bond neutral

AMERICAS

Brazil Industrial Production m/m apr -6.1% 2.0% -4.7% ** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 258 258 0 Up

3-mo T-bill yield (bps) 237 238 -1 Neutral

TED spread (bps) 21 20 1 Neutral

U.S. Libor/OIS spread (bps) 240 240 0 Up

10-yr T-note (%) 2.53 2.54 -0.01 Neutral

Euribor/OIS spread (bps) -31 -31 0 Neutral

EUR/USD 3-mo swap (bps) 22 20 2 Down

Currencies Direction

dollar up Neutral

euro flat Up

yen up Neutral

pound flat Neutral

franc flat 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 $70.49 $70.75 -0.37%

WTI $61.70 $61.81 -0.18%  

Natural Gas $2.57 $2.59 -0.89%  

Crack Spread $23.74 $23.79 -0.20%

12-mo strip crack $19.31 $19.29 0.09%

Ethanol rack $1.46 $1.46 0.04%

Gold $1,278.61 $1,270.69 0.62%

Silver $14.83 $14.63 1.36%

Copper contract $279.85 $277.95 0.68%

Corn contract 369.50$       370.50$       -0.27%

Wheat contract 440.25$       444.00$       -0.84%

Soybeans contract 845.50$       843.25$       0.27%

Baltic Dry Freight 1032 1031 1

Actual Expected Difference

Crude (mb) 9.9 1.5 8.4

Gasoline (mb) 0.9 -1.3 2.2

Distillates (mb) -1.3 -0.8 -0.6

Refinery run rates (%) -0.90% 0.50% -1.4%

Natural gas (bcf) 123.0 116.0 7.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

in the Midwest and southeastern regions.  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 3, 2019 
 

Covered interest rate parity is a basic concept that, at its heart, says all interest rates are equal 

after hedging exchange rate risk.  It is one of the theories in finance that is beyond dispute—it 

works as long as capital markets are open (free of capital controls) and short-term money 

markets are liquid.  In general, if foreign interest rates are higher than domestic rates, the forward 

exchange rate will trade at a premium high enough to absorb the interest rate difference.  Here is 

a simple example: 
 

1-yr rate

foreign rate 5.00%

domestic 2.50%

spread 2.50%

spot forward

dollar 1.0000 1.0000

euro 1.0000 1.0250  
 

In our example, one-year interest rates in the Eurozone are 5.00% compared to U.S. rates at 

2.50%.  If the forward rates were equal, a U.S. investor could exchange dollars for euros, invest 

at the 2.50% spread and hedge the currency risk, earning a risk-free extra 2.50% compared to 

dollar-based interest rates.  However, in the process of doing so, the forward rate on euros would 

be bid up to 1.0250, which eliminates any arbitrage opportunities.  A U.S investor should be 

indifferent to either investing in the U.S. at 2.5% or in the Eurozone at 5%, at 1.025 $/€ one-year 

forward exchange rate.  In a year, if nothing changes, that euro purchased at 1.025 will be at 

1.00, eliminating the entire interest rate spread. 

 

However, this doesn’t necessarily mean that hedging opportunities don’t exist.  An investor 

could decide to buy into longer duration fixed income abroad and roll the hedge periodically.  

Using the above example, an investor could buy a foreign bond and hedge each year, selling the 

bond if the hedging costs become excessive.   

 

The current spread between U.S. and German 10-year sovereigns clearly favors the U.S.  

German yields are around zero and U.S. yields remain significantly higher even though U.S. 

yields have declined.  Thus, it would seem that German investors would have an incentive to buy 

longer dated Treasuries. 
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However, for a German investor to make this investment, he would have to either accept the 

currency risk or attempt to hedge the risk.  As shown above, the short-term rate spread 

determines the currency forward discount/premium relationship.   
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This chart shows the 10-year sovereign spread and the three-month LIBOR spread.  When the 

bond spread exceeds the LIBOR spread, the bond spread exceeds the cost of hedging.  Even with 

a very wide sovereign spread, a foreign investor cannot, under current conditions, profitably 

hedge the currency risk. 
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This has led foreign bond investors to (a) accept U.S. credit risk by purchasing corporate bonds 

and hedging the exchange rate risk, or (b) accept the currency risk by leaving the transaction 

unhedged.  However, that situation is less than ideal and may discourage foreign investors from 

investing in U.S. fixed income markets.   
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Although the hedge relationship with regard to the euro isn’t overly strong, there is a modest 

tendency for the currency to strengthen against the dollar when the hedge spread is negative.  

Clearly, there are other factors that affect exchange rates beyond mere interest rate differences.  

Although the euro has been weakening recently, it hasn’t declined significantly despite unusually 

wide sovereign spreads; the likely culprit is the cost of hedging.  If the U.S. yield curve were to 

steepen, perhaps with policy easing, the window for hedging might reopen and, paradoxically, 

could lead to a stronger dollar. 

    

 

 
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 5/2/2019 close) 

 

0.0% 10.0% 20.0% 30.0%
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(Source: Bloomberg) 

 

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 5/2/2019 close) 

 

0.0% 5.0% 10.0% 15.0% 20.0%

Cash

US Government Bond

Commodities

US Corporate Bond

US High Yield

Emerging Markets ($)

Emerging Markets (local currency)

Foreign Developed ($)

Foreign Developed (local currency)

Large Cap

Real Estate

Small Cap

Mid Cap

YTD Asset Class Total Return

Source: Bloomberg

  
 

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 2, 2019 
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P/E as of 5/1/2019 = 18.7x

 
 

Based on our methodology,10 the current P/E is 18.7x, 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. 

                                                 
10 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 and Q4) and two estimates (Q1 and 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. 


