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

EuroStoxx 50 is down 1.8% from the last close.  In Asia, the MSCI Asia Apex 50 was down 

1.9% from the prior close.  Chinese markets were down, with the Shanghai composite down 

5.6% and the Shenzhen index down 7.4%.  U.S. equity index futures are signaling a lower open. 

With 388 companies having reported, the S&P 500 Q4 earnings stand at $38.99, higher than the 

$37.29 forecast for the quarter.  The forecast reflects a 2.0% decrease from Q1 2018 earnings.  

Thus far this quarter, 76.0% of the companies reported earnings above forecast, while 17.5% 

reported earnings below forecast. 

 

Happy Monday as we clear out the “tequila cobwebs” this morning!  Cyclone Fani made landfall 

over the weekend.1  Ramadan begins.2  Trade turmoil returns.  It’s a massive risk-off day so far.  

Here is what we are watching: 

 

Trade turmoil: On Sunday afternoon, President Trump tweeted that, due to the slow progress of 

trade talks and reports that China was backtracking on some earlier agreements, he would 

increase the scale and scope of tariffs by Friday.3  There has been a steady drumbeat of reports 

that President Trump was pressing his trade negotiators to make a deal;4 it appears that his mood 

has changed.  It is unclear what triggered the change.  We have doubted that USTR Lighthizer 

would agree to a modest agreement, although Treasury Secretary Mnuchin has been seen as 

pushing for a less comprehensive deal.  Perhaps the recent upturn in the economy emboldened 

the president or China may have crossed some sort of red line.  At the same time, economic 

conditions in China have improved, which may have led Chinese negotiators to push back on 

some issues that appeared previously resolved.  And, it’s quite possible the Chinese, again, 

misread President Trump and believed his desire for a deal would allow them to press for a more 

favorable agreement.  China did announce cuts on reserve requirements for small business 

                                                 
1 https://www.bbc.com/news/world-asia-48165795?wpisrc=nl_todayworld&wpmm=1 and 
https://www.nytimes.com/2019/05/04/world/asia/india-cyclone.html?emc=edit_MBE_p_20190506&nl=morning-
briefing&nlid=5677267ion%3DwhatElse&section=whatElse&te=1 
2https://www.apnews.com/fa390b923dac4400b51276976882a741?utm_source=newsletter&utm_medium=email
&utm_campaign=newsletter_axiosam&stream=top 
3 https://www.ft.com/content/c5847a30-6f56-11e9-bbfb-5c68069fbd15 and 
https://www.nytimes.com/2019/05/05/business/trump-tariffs-china-trade-
talks.html?action=click&module=Top%20Stories&pgtype=Homepage 
4 https://www.washingtonpost.com/business/trump-says-he-will-increase-tariffs-on-chinese-goods-on-friday-as-
he-complains-about-pace-of-trade-talks/2019/05/05/774c2e92-6f53-11e9-9eb4-
0828f5389013_story.html?utm_term=.9110ff6625ff 
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https://www.washingtonpost.com/business/trump-says-he-will-increase-tariffs-on-chinese-goods-on-friday-as-he-complains-about-pace-of-trade-talks/2019/05/05/774c2e92-6f53-11e9-9eb4-0828f5389013_story.html?utm_term=.9110ff6625ff
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loans.5  At the same time, in what might signal concern in the Xi government, China has lowered 

the daily limit on foreign currency withdrawals.6  If there is a trade war, one would expect 

Chinese households to accumulate dollars on fears of CNY depreciation.  The move by the 

PBOC to limit withdrawals could be in anticipation of rising concerns. 

 

China has indicated it may cancel this week’s scheduled meetings in Washington, which were 

expected to start on Wednesday.  It has backed away7 from fully cancelling the meeting but may 

not send Vice Chair Liu8 or could delay his arrival, which would almost certainly mean Trump’s 

tariffs will go into effect. 

 

Financial markets reacted as one would expect.  Equities around the world plunged.9  The yen 

and dollar rallied and Treasury yields dipped.  Most importantly, the CNY nosedived; it is 

possible that Beijing prevented the CNY from depreciating during trade negotiations.  But, it 

should be noted that the textbook response to tariffs is depreciation.  Gold lifted, but industrial 

metals fell.  Another key market move occurred in grains.  Even though the Midwest continues 

to deal with unrelenting rain, which is slowing planting progress and potentially constraining 

supply, grain prices fell hard on the prospects of a trade disruption.  

 

Financial markets have mostly expected a deal to be made and for disruption to be avoided.  The 

president’s policy reversal is important; we will be watching to see if there has been a significant 

rupture in relations or if the president is simply posturing.  In other words, what we don’t know 

the answer to is if this is a bargaining tactic or an ultimatum.  If it’s the former, financial markets 

will reverse today’s losses.  If it’s the latter, a more serious pullback is in the offing.  At this 

point, we don’t have much confidence in either outcome.  It is possible President Trump is 

overly confident in the ability of the U.S. economy to overcome tariffs on China; the same 

overconfidence may be occurring in Beijing, too.  Therefore, a mistake could be made.  It is also 

possible that the president believes being tough on China will play well with his voters and that a 

trade war is a plus so long as recession is avoided.  What we are concerned about, as noted 

above, is that financial markets have generally moved on from worrying about this issue and thus 

will need to recalibrate.   

 

There have been a number of questions into our office about the impact of tariffs.  In general, the 

best answer is “it depends.”  At one extreme, the Chinese exporter cuts his price by the amount 

of the tariff and absorbs the tax (this is where currency depreciation helps); at the other, the tax 

simply passes through to the consumer.10  So far, most studies have suggested that the incidence 

                                                 
5 https://www.reuters.com/article/us-china-economy/china-gives-modest-boost-to-economy-with-rrr-cut-amid-
renewed-trade-tensions-idUSKCN1SC02D 
6 https://www.scmp.com/business/banking-finance/article/3008795/chinese-banks-quietly-lower-daily-limit-
foreign-currency 
7 https://www.scmp.com/economy/global-economy/article/3008973/china-vice-premier-liu-he-likely-delay-us-
trip-three-days 
8 https://finance.yahoo.com/news/china-trade-team-still-going-085151521.html 
9 https://www.ft.com/content/6b022c0e-6fa3-11e9-bbfb-
5c68069fbd15?emailId=5ccfad7bfe6b0b0004aa5b4c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 
10 https://www.reuters.com/article/us-usa-trade-tariffs-explainer/explainer-who-pays-trumps-tariffs-china-and-
other-exporters-or-u-s-customers-

https://www.reuters.com/article/us-china-economy/china-gives-modest-boost-to-economy-with-rrr-cut-amid-renewed-trade-tensions-idUSKCN1SC02D
https://www.reuters.com/article/us-china-economy/china-gives-modest-boost-to-economy-with-rrr-cut-amid-renewed-trade-tensions-idUSKCN1SC02D
https://www.scmp.com/business/banking-finance/article/3008795/chinese-banks-quietly-lower-daily-limit-foreign-currency
https://www.scmp.com/business/banking-finance/article/3008795/chinese-banks-quietly-lower-daily-limit-foreign-currency
https://www.scmp.com/economy/global-economy/article/3008973/china-vice-premier-liu-he-likely-delay-us-trip-three-days
https://www.scmp.com/economy/global-economy/article/3008973/china-vice-premier-liu-he-likely-delay-us-trip-three-days
https://finance.yahoo.com/news/china-trade-team-still-going-085151521.html
https://www.ft.com/content/6b022c0e-6fa3-11e9-bbfb-5c68069fbd15?emailId=5ccfad7bfe6b0b0004aa5b4c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/6b022c0e-6fa3-11e9-bbfb-5c68069fbd15?emailId=5ccfad7bfe6b0b0004aa5b4c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.reuters.com/article/us-usa-trade-tariffs-explainer/explainer-who-pays-trumps-tariffs-china-and-other-exporters-or-u-s-customers-idUSKCN1SB0UF?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.reuters.com/article/us-usa-trade-tariffs-explainer/explainer-who-pays-trumps-tariffs-china-and-other-exporters-or-u-s-customers-idUSKCN1SB0UF?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
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from metals tariffs have been borne by U.S. consumers.  But, that might not be the case if tariffs 

broaden. 

 

Iran: The U.S. is considering sanctions on other Iranian industries, although they have not been 

officially specified yet.11  John Bolton, the National Security director, issued a press release 

indicating the U.S. was sending the CVN Abraham Lincoln to the Middle East.12  He tied the 

move to increased tensions with Iran.13  We do note that the carrier group has been in the area for 

a while (it’s currently in the Red Sea), so the announcement does appear to be stating what was 

already in place.  In some respects, this carrier group in the region isn’t a big deal.  The U.S. 

often has a carrier group in the Fifth Fleet’s area of operations; recently, it has had a lower 

presence in the region.  If the U.S. was preparing for a conflict, it would have a minimum of two 

carrier strike groups and would prefer three, which would support 24-hour sorties.  Meanwhile, 

the EU is continuing to support the Iran nuclear deal,14 although business dealings with Iran have 

declined precipitously.  Even with this news, we are seeing lower oil prices today.  Oil has been 

trading as a risk asset, so lower equities are weighing on oil prices.   

 

Gold: Although you wouldn’t necessarily notice it in terms of price, central banks have been 

increasing their gold reserves.  Last quarter, central banks boosted their holdings by 145.5 tons 

over the same quarter a year ago.15  Russia led the buying, likely in a bid to circumvent 

sanctions.   

 

North Korea: As relations deteriorate, Pyongyang is returning to its old patterns of provocative 

actions.  On Saturday, the regime launched a number of “projectiles” offshore.  It is believed 

these were short-range missiles.16  So far, the Trump administration has acted with restraint to 

these events, likely because they don’t include ICBM tests, which would directly threaten the 

                                                                                                                                                             
idUSKCN1SB0UF?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&strea
m=business 
11 https://www.wsj.com/articles/after-oil-washington-mulls-sanctions-on-irans-other-sources-of-u-s-dollars-
11556811882 
12https://www.apnews.com/86e17a4f133046d9a054b68e7cd675cf?utm_source=newsletter&utm_medium=email
&utm_campaign=newsletter_axiosam&stream=top and 
https://www.nytimes.com/2019/05/05/world/middleeast/us-iran-military-threat-
.html?action=click&module=Top%20Stories&pgtype=Homepage 
13 https://www.politico.eu/article/navy-strike-group-deployed-to-send-message-to-
iran/?utm_source=POLITICO.EU&utm_campaign=4d73cf16d2-
EMAIL_CAMPAIGN_2019_05_06_04_40&utm_medium=email&utm_term=0_10959edeb5-4d73cf16d2-190334489 
14 https://www.politico.eu/article/europe-vows-to-uphold-iran-nuclear-deal-as-trump-raises-
pressure/?utm_source=POLITICO.EU&utm_campaign=4d73cf16d2-
EMAIL_CAMPAIGN_2019_05_06_04_40&utm_medium=email&utm_term=0_10959edeb5-4d73cf16d2-190334489 
15 https://www.gold.org/goldhub/research/gold-demand-trends/gold-demand-trends-q1-2019?utm_source=GPF+-
+Paid+Newsletter&utm_campaign=1540bf30e3-
EMAIL_CAMPAIGN_2019_05_03_02_39&utm_medium=email&utm_term=0_72b76c0285-1540bf30e3-264773073 
16 https://www.nytimes.com/2019/05/03/world/asia/north-korea-
missile.html?action=click&module=Top%20Stories&pgtype=Homepag 

https://www.reuters.com/article/us-usa-trade-tariffs-explainer/explainer-who-pays-trumps-tariffs-china-and-other-exporters-or-u-s-customers-idUSKCN1SB0UF?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
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https://www.wsj.com/articles/after-oil-washington-mulls-sanctions-on-irans-other-sources-of-u-s-dollars-11556811882
https://www.wsj.com/articles/after-oil-washington-mulls-sanctions-on-irans-other-sources-of-u-s-dollars-11556811882
https://www.apnews.com/86e17a4f133046d9a054b68e7cd675cf?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
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https://www.gold.org/goldhub/research/gold-demand-trends/gold-demand-trends-q1-2019?utm_source=GPF+-+Paid+Newsletter&utm_campaign=1540bf30e3-EMAIL_CAMPAIGN_2019_05_03_02_39&utm_medium=email&utm_term=0_72b76c0285-1540bf30e3-264773073
https://www.gold.org/goldhub/research/gold-demand-trends/gold-demand-trends-q1-2019?utm_source=GPF+-+Paid+Newsletter&utm_campaign=1540bf30e3-EMAIL_CAMPAIGN_2019_05_03_02_39&utm_medium=email&utm_term=0_72b76c0285-1540bf30e3-264773073
https://www.gold.org/goldhub/research/gold-demand-trends/gold-demand-trends-q1-2019?utm_source=GPF+-+Paid+Newsletter&utm_campaign=1540bf30e3-EMAIL_CAMPAIGN_2019_05_03_02_39&utm_medium=email&utm_term=0_72b76c0285-1540bf30e3-264773073
https://www.nytimes.com/2019/05/03/world/asia/north-korea-missile.html?action=click&module=Top%20Stories&pgtype=Homepag
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20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 4 

lower 48.17  We doubt Kim’s missile tests are sitting well with the hawks in the administration, 

namely Pompeo and Bolton.  But, as long as Kim doesn’t test a missile that could hit the U.S., he 

will likely avoid a significant breakdown with Washington.  To a great extent, Kim wants 

attention18 and these short-range tests give him that without significant cost.   

 

The Fed: With Herman Cain and Stephen Moore out of the picture, the administration returns to 

looking for two more candidates.  Two names have emerged, Paul Winfree19 and Judy Shelton.20  

Winfree’s economic work appears to be in fiscal policy, while Shelton seems to be a gold 

supporter.  Winfree did complete an MA in economics; Shelton has a Ph.D. in management.  

What we find interesting is that Trump seems to really want a policy dove, but what he keeps 

getting are hard money types who promise to do the president’s bidding.  But, once seated, will 

they keep their promise or will their hard money instincts kick in, especially since it’s hard to 

remove a sitting Fed governor? 

 

Meanwhile, the Fed continues to examine the low inflation issue, building a case for keeping 

policy easy for longer.  Chicago FRB President Evans,21 St. Louis FRB President Bullard22 and 

NY FRB President Williams23 all indicated that rate cuts may be needed if inflation remains low. 

 

Infrastructure?  Forget it!  The Congressional GOP has no interest.24 

 

Elections: South Africa goes to the polls this week.  Corruption appears to be the biggest issue.25  

Although the ANC is expected to maintain control, the margin of victory is likely to be less than 

the last election.  Meanwhile, in North Macedonia, the incumbent party maintained power.26 

 

                                                 
17 https://www.nytimes.com/2019/05/04/world/asia/trump-north-korea-missile-
tests.html?emc=edit_MBE_p_20190506&nl=morning-
briefing&nlid=5677267tion%3DtopNews&section=topNews&te=1 
18 https://www.washingtonpost.com/world/north-korea-fires-several-short-range-projectiles-south-korean-
military-says/2019/05/03/511efe92-6e0f-11e9-be3a-
33217240a539_story.html?utm_term=.4dc6a6b5b1f8&wpisrc=nl_todayworld&wpmm=1 
19 https://www.wsj.com/articles/paul-winfree-under-consideration-for-federal-reserve-11556912790 
20 https://www.wsj.com/articles/gop-traditionalists-thwart-trumps-push-to-install-loyalists-at-the-fed-
11556875800?mod=newsviewer_click 
21 https://www.wsj.com/articles/feds-evans-if-inflation-weakens-fed-may-have-to-lower-rates-
11556892905?mod=newsviewer_click 
22 https://www.reuters.com/article/us-usa-fed-evans/some-u-s-fed-officials-are-more-worried-by-weak-inflation-
idUSKCN1S91CC 
23 https://www.newyorkfed.org/medialibrary/media/research/staff_reports/sr887.pdf 
24 https://www.washingtonpost.com/politics/trumps-bipartisan-infrastructure-plan-already-imperiled-as-
mulvaney-gop-lawmakers-object-to-cost/2019/05/03/bc1d1e74-6dae-11e9-be3a-
33217240a539_story.html?utm_term=.429bce2dd317 
25 https://www.washingtonpost.com/world/africa/south-africas-election-campaigning-peaks-in-
johannesburg/2019/05/05/6b4f67ba-6f1e-11e9-9331-
30bc5836f48e_story.html?utm_term=.7865c912cb2f&wpisrc=nl_todayworld&wpmm=1 
26 https://www.politico.eu/article/ruling-partys-pendarovski-wins-north-macedonia-
presidency/?utm_source=POLITICO.EU&utm_campaign=4d73cf16d2-
EMAIL_CAMPAIGN_2019_05_06_04_40&utm_medium=email&utm_term=0_10959edeb5-4d73cf16d2-190334489 
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https://www.wsj.com/articles/gop-traditionalists-thwart-trumps-push-to-install-loyalists-at-the-fed-11556875800?mod=newsviewer_click
https://www.wsj.com/articles/feds-evans-if-inflation-weakens-fed-may-have-to-lower-rates-11556892905?mod=newsviewer_click
https://www.wsj.com/articles/feds-evans-if-inflation-weakens-fed-may-have-to-lower-rates-11556892905?mod=newsviewer_click
https://www.reuters.com/article/us-usa-fed-evans/some-u-s-fed-officials-are-more-worried-by-weak-inflation-idUSKCN1S91CC
https://www.reuters.com/article/us-usa-fed-evans/some-u-s-fed-officials-are-more-worried-by-weak-inflation-idUSKCN1S91CC
https://www.newyorkfed.org/medialibrary/media/research/staff_reports/sr887.pdf
https://www.washingtonpost.com/politics/trumps-bipartisan-infrastructure-plan-already-imperiled-as-mulvaney-gop-lawmakers-object-to-cost/2019/05/03/bc1d1e74-6dae-11e9-be3a-33217240a539_story.html?utm_term=.429bce2dd317
https://www.washingtonpost.com/politics/trumps-bipartisan-infrastructure-plan-already-imperiled-as-mulvaney-gop-lawmakers-object-to-cost/2019/05/03/bc1d1e74-6dae-11e9-be3a-33217240a539_story.html?utm_term=.429bce2dd317
https://www.washingtonpost.com/politics/trumps-bipartisan-infrastructure-plan-already-imperiled-as-mulvaney-gop-lawmakers-object-to-cost/2019/05/03/bc1d1e74-6dae-11e9-be3a-33217240a539_story.html?utm_term=.429bce2dd317
https://www.washingtonpost.com/world/africa/south-africas-election-campaigning-peaks-in-johannesburg/2019/05/05/6b4f67ba-6f1e-11e9-9331-30bc5836f48e_story.html?utm_term=.7865c912cb2f&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/africa/south-africas-election-campaigning-peaks-in-johannesburg/2019/05/05/6b4f67ba-6f1e-11e9-9331-30bc5836f48e_story.html?utm_term=.7865c912cb2f&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/africa/south-africas-election-campaigning-peaks-in-johannesburg/2019/05/05/6b4f67ba-6f1e-11e9-9331-30bc5836f48e_story.html?utm_term=.7865c912cb2f&wpisrc=nl_todayworld&wpmm=1
https://www.politico.eu/article/ruling-partys-pendarovski-wins-north-macedonia-presidency/?utm_source=POLITICO.EU&utm_campaign=4d73cf16d2-EMAIL_CAMPAIGN_2019_05_06_04_40&utm_medium=email&utm_term=0_10959edeb5-4d73cf16d2-190334489
https://www.politico.eu/article/ruling-partys-pendarovski-wins-north-macedonia-presidency/?utm_source=POLITICO.EU&utm_campaign=4d73cf16d2-EMAIL_CAMPAIGN_2019_05_06_04_40&utm_medium=email&utm_term=0_10959edeb5-4d73cf16d2-190334489
https://www.politico.eu/article/ruling-partys-pendarovski-wins-north-macedonia-presidency/?utm_source=POLITICO.EU&utm_campaign=4d73cf16d2-EMAIL_CAMPAIGN_2019_05_06_04_40&utm_medium=email&utm_term=0_10959edeb5-4d73cf16d2-190334489
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Brexit: Although it’s still a long shot, there does appear to be some progress in building a cross-

party coalition for a customs union with the EU.27  However, while the leadership is close to an 

agreement, the backbenchers on both parties will likely howl and still scotch an agreement.  And, 

it should be noted that the next PM could pull the U.K. out of the customs union anyway.  Thus, 

we may see a bounce in British assets if an agreement is struck on a customs union, but it may 

not have legs. 

 

The 2020 elections: We are starting to get questions about the 2020 elections, especially given 

the large number of candidates vying for the Democratic Party nomination.  We are not 

handicapping anything currently.  And, to profile why we aren’t, try this quiz. 

 

 
 

These were the 12 candidates running for the Democratic nomination in 1976; until this year, 

that was the highest number of Democratic Party candidates running for president.  How many 

can you name?28  Check the footnote to see how you did. 

 

The point of this test is that a crowded field signals a high level of political turmoil, so much so 

that a plethora of candidates are willing to take the plunge (the winner was Jimmy Carter, top 

right).  As the 2016 GOP primary showed, as did the 1976 primary, it’s anybody’s guess who 

will win.  We are watching what is going on but, at this point, picking the Democrat from a field 

of 22 is an exercise in being wrong.  After all, few pundits thought Trump would win in 2016 

                                                 
27 https://www.politico.eu/pro/can-theresa-may-reach-a-brexit-deal-with-
labour/?utm_source=POLITICO.EU&utm_campaign=4d73cf16d2-
EMAIL_CAMPAIGN_2019_05_06_04_40&utm_medium=email&utm_term=0_10959edeb5-4d73cf16d2-190334489 
28 https://www.washingtonpost.com/history/2019/05/01/last-time-democratic-field-was-so-crowded-peanut-
farmer-won-white-house/?utm_term=.85d08c58ffb4&wpisrc=nl_daily202&wpmm=1 

https://www.politico.eu/pro/can-theresa-may-reach-a-brexit-deal-with-labour/?utm_source=POLITICO.EU&utm_campaign=4d73cf16d2-EMAIL_CAMPAIGN_2019_05_06_04_40&utm_medium=email&utm_term=0_10959edeb5-4d73cf16d2-190334489
https://www.politico.eu/pro/can-theresa-may-reach-a-brexit-deal-with-labour/?utm_source=POLITICO.EU&utm_campaign=4d73cf16d2-EMAIL_CAMPAIGN_2019_05_06_04_40&utm_medium=email&utm_term=0_10959edeb5-4d73cf16d2-190334489
https://www.politico.eu/pro/can-theresa-may-reach-a-brexit-deal-with-labour/?utm_source=POLITICO.EU&utm_campaign=4d73cf16d2-EMAIL_CAMPAIGN_2019_05_06_04_40&utm_medium=email&utm_term=0_10959edeb5-4d73cf16d2-190334489
https://www.washingtonpost.com/history/2019/05/01/last-time-democratic-field-was-so-crowded-peanut-farmer-won-white-house/?utm_term=.85d08c58ffb4&wpisrc=nl_daily202&wpmm=1
https://www.washingtonpost.com/history/2019/05/01/last-time-democratic-field-was-so-crowded-peanut-farmer-won-white-house/?utm_term=.85d08c58ffb4&wpisrc=nl_daily202&wpmm=1
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and Jimmy Carter wasn’t considered a strong candidate in 1976 either.  Simply put, it’s too early 

to handicap the outcome and it probably isn’t affecting markets yet anyway. 

 

U.S. Economic Releases 

 

There were no economic releases prior to the publication of this report.  The table below shows 

the economic releases scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

10:00 JOLTS Job Openings m/m mar 7350 7087 **

15:00 Consumer Credit m/m mar $16.000 bn $15.188 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 

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 Composite y/y apr 52.7 52.9 ** Equity and bond neutral

Caixin China PMI Services m/m apr 54.5 54.4 54.2 ** Equity bullish, bond bearish

India Nikkei India PMI Services m/m apr 51.0 52.0 ** Equity and bond neutral

Nikkei India PMI Composte m/m apr 51.7 52.7 ** Equity and bond neutral

Australia Melbourne Institute Inflation y/y apr 1.8% 2.1% *** Equity and bond neutral

ANZ Job Advertisments m/m apr -0.1% -1.7% ** Equity and bond neutral

New Zealand ANZ Commodity Price y/y apr 2.5% 1.4% ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Services y/y apr 52.8 52.5 52.5 ** Equity bullish, bond bearish

Markit Eurozone Composite y/y apr 51.5 51.3 51.3 ** Equity bullish, bond bearish

Sentix Investor Confidence m/m may 5.3 -0.3 ** Equity and bond neutral

Retail Sales y/y mar 1.9% 2.8% 1.8% ** Equity and bond neutral

Germany Markit Germany Services m/m apr 55.7 55.6 55.6 ** Equity and bond neutral

Markit Germany Composite m/m apr 52.2 52.1 52.1 ** Equity and bond neutral

Italy Markit/ADACI Italy Services m/m apr 50.4 53.1 51.8 ** Equity and bond neutral

Markit/ADACI Italy Composite m/m apr 49.5 51.5 50.6 ** Equity bearish, bond bullish

France Markit France Services m/m apr 50.5 50.5 50.5 ** Equity and bond neutral

Markit France Composite m/m apr 50.1 50.0 50.0 ** Equity and bond neutral

Russia Markit Russia PMI Services m/m apr 52.6 54.4 54.6 ** Equity bearish, bond bullish

Markit Russia PMI Composite m/m apr 53.0 54.6 ** Equity bearish, bond bullish

AMERICAS

Mexico Leading Indicators m/m mar 0.05 -0.02 ** Equity and bond neutral

Vehicle Domestic Sales m/m apr 98105 117122 * Equity and bond neutral

Brazil Indutrial Production y/y mar -6.1% 2.0% -4.7% *** Equity and bond bearish  
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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) 256 257 -1 Up

3-mo T-bill yield (bps) 236 238 -2 Neutral

TED spread (bps) 20 19 1 Neutral

U.S. Libor/OIS spread (bps) 239 240 -1 Up

10-yr T-note (%) 2.48 2.53 -0.05 Neutral

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

EUR/USD 3-mo swap (bps) 19 20 -1 Down

Currencies Direction

dollar up Neutral

euro flat Up

yen up Neutral

pound down 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 $70.64 $70.85 -0.30%

WTI $61.54 $61.94 -0.65%  

Natural Gas $2.56 $2.57 -0.31%  

Crack Spread $23.77 $23.79 -0.08%

12-mo strip crack $19.36 $19.34 0.13%

Ethanol rack $1.46 $1.46 -0.03%

Gold $1,280.70 $1,279.11 0.12%

Silver $14.84 $14.94 -0.65%

Copper contract $281.05 $281.90 -0.30%

Corn contract 360.75$       370.75$       -2.70%

Wheat contract 431.50$       438.00$       -1.48%

Soybeans contract 822.25$       842.25$       -2.37%

Baltic Dry Freight 985 1032 -47

Shipping

Energy Markets

Metals

Grains

 
 

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 5/3/2019 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 5/3/2019 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 
 

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

 
 

Based on our methodology,29 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. 

                                                 
29 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. 


