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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 8, 2019—9:30 AM EDT]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.1% from the last close.  In Asia, the MSCI Asia Apex 50 

was down 0.8% from the prior close.  Chinese markets were mixed, with the Shanghai composite 

down 1.1% and the Shenzhen index up 0.7%.  U.S. equity index futures are signaling a lower 

open. With 422 companies having reported, the S&P 500 Q4 earnings stand at $39.44, higher 

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

earnings.  Thus far this quarter, 76.1% of the companies reported earnings above forecast, while 

17.8% reported earnings below forecast. 
 

Risk-off continues.  Tensions with Iran are increasing.  South Africa holds elections today.  Here 

is what we are watching: 
 

The Iran issue: SoS Pompeo abruptly canceled a meeting with German Chancellor Merkel and 

made an unannounced visit to Baghdad.1  According to reports, he made the detour due to 

renewed but unspecified threats from Tehran.  The U.S. would likely want to base troops and 

other assets in Iraq if action against Iran is being considered.  However, this might be difficult as 

Iran is deeply imbedded in Iraqi politics.  Iran indicated that it may reduce its level of 

compliance on the nuclear deal due to U.S. actions unless Europe can guarantee that Tehran 

continues to have access to global markets.2  France has indicated that if Iran does reduce its 

nuclear compliance and resumes nuclear enrichment activities then Europe would re-impose 

sanctions.3  Tensions with Iran are clearly increasing; the sudden detour by Pompeo has the look 

of preparations for some sort of action.  To some extent, this problem details dissonance within 

the Trump administration; on the one hand, the president’s instincts are to reduce American 

involvement in the world, including the Middle East.  On the other, his Jacksonian tendencies 

lead him to react strongly to perceived threats.  The concern is that he may be being led into a 

conflict by hawkish advisors.4  Oil prices are steady this morning.  Although the Iran news is 

                                                 
1 https://www.washingtonpost.com/world/national-security/pompeo-makes-unannounced-visit-to-baghdad-amid-
rising-tensions-with-iran/2019/05/07/dd96c766-70d4-11e9-8be0-
ca575670e91c_story.html?utm_term=.6912b97b5c77&wpisrc=nl_todayworld&wpmm=1 
2 https://uk.reuters.com/article/uk-usa-iran-rouhani/iran-rolls-back-pledges-under-nuclear-pact-abandoned-by-
washington-idUKKCN1SE0IJ and https://www.nytimes.com/2019/05/08/us/politics/iran-nuclear-
deal.html?module=inline 
3 https://uk.reuters.com/article/uk-usa-iran/france-suggests-sanctions-could-be-reimposed-if-iran-reneges-on-
deal-idUKKCN1SD0PB?utm_source=POLITICO.EU&utm_campaign=90bc1247eb-
EMAIL_CAMPAIGN_2019_05_08_04_45&utm_medium=email&utm_term=0_10959edeb5-90bc1247eb-190334489 
4 https://www.washingtonpost.com/opinions/2019/05/07/are-we-watching-john-boltons-last-
stand/?utm_term=.e9cff12de1c0&wpisrc=nl_todayworld&wpmm=1 
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supportive, U.S. inventory levels in the API data showed a build.  Oil has been behaving as a 

risk-on asset and is likely following equities lower. 
 

China trade: Apparently, China did reverse numerous positions that were previously 

established, leading to the administration’s response.5  It seems highly probable that tariffs will 

be increased on Friday.  The more hopeful outcome is that China returns to what was previously 

accepted and the U.S. pulls back on sanctions.  However, doing that and saving face will be 

difficult.  We suspect Lighthizer is pressing China hard on monitoring the agreement and 

building in further sanctions if the agreement’s terms are not met.  This position is likely an 

anathema to China, which has a long history of accepting terms and then ignoring them.6 
 

The chances of a significant trade rupture are increasing, mostly because both sides seem to 

underestimate the potential impact.7  We believe China’s position is weaker than it perceives; we 

note defaults are increasing8 and recent trade data showed weaker exports.9  At the same time, 

tariffs would likely lead to rising inflation and may force the Fed into raising rates.  Thus, risks 

are increasing.10 
 

The Fed: Vice Chair Clarida appears to have reversed his comments suggesting a prophylactic 

cut in rates might be wise in the face of weaker inflation and, instead, adopted the language of 

Chair Powell, suggesting that low inflation was likely due to “temporary factors.”11  Clarida is 

considered a top-flight economist and we would be somewhat surprised to see him toe the party 

line if he didn’t really believe it.  Unfortunately, his recent comments seem to suggest a reversal 

from his earlier stance.  One possibility?  It may be that Powell is asserting the Fed’s 

independence and is intent on keeping policy steady to show the White House that it cannot be 

bullied into a rate cut.  It is possible Clarida would be willing to accept that position even if his 

economic analysis suggests the Fed should cut rates. 
 

Brexit: The May government has indicated that the U.K. will participate in the upcoming EU 

elections,12 obliquely confirming that cross-party talks on Brexit have likely failed.13  There are 

                                                 
5 https://uk.reuters.com/article/uk-usa-trade-china-backtracking-exclusiv/exclusive-china-backtracked-on-nearly-
all-aspects-of-u-s-trade-deal-sources-idUKKCN1SE0XB 
6 This is clearly evident in its behavior within the WTO. 
7 https://www.scmp.com/news/china/diplomacy/article/3009305/china-can-keep-calm-and-carry-despite-donald-
trump-tariff 
8 https://www.bloomberg.com/news/articles/2019-05-07/china-defaults-hit-record-in-2018-the-2019-pace-is-
triple-that 
9 https://finance.yahoo.com/news/china-april-exports-unexpectedly-fall-044034753.html 
10 https://www.washingtonpost.com/politics/trade-war-threatens-to-roil-2020-race-as-republicans-complain-
about-the-tariffs-trump-loves/2019/05/07/d8697ea4-70d5-11e9-8be0-
ca575670e91c_story.html?utm_term=.7fdec20fb02d 
11 https://www.wsj.com/articles/fed-vice-chairman-richard-clarida-says-u-s-monetary-policy-is-in-a-good-place-
11557240130 
12 https://www.ft.com/content/438eed32-70c6-11e9-bf5c-6eeb837566c5 
13 https://www.politico.eu/article/uk-confirms-participation-in-european-
election/?utm_source=POLITICO.EU&utm_campaign=90bc1247eb-
EMAIL_CAMPAIGN_2019_05_08_04_45&utm_medium=email&utm_term=0_10959edeb5-90bc1247eb-190334489 

https://uk.reuters.com/article/uk-usa-trade-china-backtracking-exclusiv/exclusive-china-backtracked-on-nearly-all-aspects-of-u-s-trade-deal-sources-idUKKCN1SE0XB
https://uk.reuters.com/article/uk-usa-trade-china-backtracking-exclusiv/exclusive-china-backtracked-on-nearly-all-aspects-of-u-s-trade-deal-sources-idUKKCN1SE0XB
https://www.scmp.com/news/china/diplomacy/article/3009305/china-can-keep-calm-and-carry-despite-donald-trump-tariff
https://www.scmp.com/news/china/diplomacy/article/3009305/china-can-keep-calm-and-carry-despite-donald-trump-tariff
https://www.bloomberg.com/news/articles/2019-05-07/china-defaults-hit-record-in-2018-the-2019-pace-is-triple-that
https://www.bloomberg.com/news/articles/2019-05-07/china-defaults-hit-record-in-2018-the-2019-pace-is-triple-that
https://finance.yahoo.com/news/china-april-exports-unexpectedly-fall-044034753.html
https://www.washingtonpost.com/politics/trade-war-threatens-to-roil-2020-race-as-republicans-complain-about-the-tariffs-trump-loves/2019/05/07/d8697ea4-70d5-11e9-8be0-ca575670e91c_story.html?utm_term=.7fdec20fb02d
https://www.washingtonpost.com/politics/trade-war-threatens-to-roil-2020-race-as-republicans-complain-about-the-tariffs-trump-loves/2019/05/07/d8697ea4-70d5-11e9-8be0-ca575670e91c_story.html?utm_term=.7fdec20fb02d
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increasing risks that May will be forced to step down, triggering either general elections or a 

hard Brexit Tory PM to replace her.   
 

Venezuela: The U.S. lifted individual sanctions against a Venezuelan general who changed his 

allegiance from Maduro to Guaido.14  Caracas has ended a rigid program of tiered exchange 

rates, mostly because foreign reserves have reportedly dropped to $8.5 bn and most of this is in 

gold.15  Meanwhile, SoS Pompeo and Russian Foreign Minister Lavrov are scheduled to talk in 

Sochi later this month in a likely bid to ease tensions over Venezuela.16   
 

South Africa elections: Although Cyril Ramaphosa will almost certainly win today’s poll, his 

party, the ANC, is suffering from widespread corruption.17  Ramaphosa is considered an honest 

candidate, but the bigger issue is increasing disillusionment with democracy itself.  This 

condition increases the chances of a coup or a call for dictatorship.  If unrest widens in South 

Africa, it could be bullish for precious metals, especially platinum.   
 

Odds and ends: The U.S. has decided to implement tariffs against Mexican tomatoes.18  The 

U.S. had accused Mexico of dumping tomatoes on the U.S. market, beginning a formal 

investigation in 1996.  The investigation was suspended on a regular basis ever since.  

Separately, China has begun construction on a third aircraft carrier, one that appears larger than 

the two it currently has, which are based on a Soviet platform.19  This would be China’s first full-

sized flattop.   Lastly, we’re seeing more trouble for crypto currencies as a reported $41 mm was 

stolen from Biance, a crypto-exchange.20 
 

U.S. Economic Releases 
 

MBA mortgage applications rose 2.7% from the prior week.  Purchases and refinancing rose 

4.2% and 0.8%, respectively.  The average 30-year fixed rate fell by 1 bp from 4.42% to 4.41%. 
 

 

 

 

                                                 
14 https://www.wsj.com/articles/pence-to-announce-u-s-will-lift-sanctions-on-venezuela-gen-manuel-cristopher-
figuera-after-he-broke-ranks-with-maduro-11557256618?mod=newsviewer_click 
15 Ibid. 
16 https://worldview.stratfor.com/situation-report/russia-us-pompeo-and-lavrov-continue-venezuela-talks-
sochi?id=87179e919a&e=4d1f592612&uuid=e5d7544b-3ed3-4772-b71c-
539b5278fbdf&utm_source=Daily+Brief&utm_campaign=88fcb04bd8-
EMAIL_CAMPAIGN_2019_05_08_12_00&utm_medium=email&utm_term=0_87179e919a-88fcb04bd8-
53536341&mc_cid=88fcb04bd8&mc_eid=%5bUNIQID%5d (paywall) 
17 https://www.washingtonpost.com/world/africa/most-south-africans-are-unhappy-with-their-democracy-can-
cyril-ramaphosa-fix-it/2019/05/06/02040e64-6b95-11e9-bbe7-
1c798fb80536_story.html?utm_term=.414c84feb1f2&wpisrc=nl_todayworld&wpmm=1 
18 https://www.ft.com/content/bc808a1e-7082-11e9-bf5c-6eeb837566c5?utm_source=GPF+-
+Paid+Newsletter&utm_campaign=bcd713cb9f-
EMAIL_CAMPAIGN_2019_05_07_03_13&utm_medium=email&utm_term=0_72b76c0285-bcd713cb9f-240037177 
19 https://www.reuters.com/article/us-china-military-carrier-exclusive/exclusive-analysts-images-show-
construction-on-chinas-third-and-largest-aircraft-carrier-idUSKCN1SD0CP 
20 https://finance.yahoo.com/news/hackers-steal-41-million-worth-052132540.html 
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https://www.ft.com/content/bc808a1e-7082-11e9-bf5c-6eeb837566c5?utm_source=GPF+-+Paid+Newsletter&utm_campaign=bcd713cb9f-EMAIL_CAMPAIGN_2019_05_07_03_13&utm_medium=email&utm_term=0_72b76c0285-bcd713cb9f-240037177
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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 Trade Balance m/m apr $13.840 bn $32.640 bn $34.560 bn ** Equity bearish, bond bullish

Japan Monetary Base y/y apr 3.1% 3.8% 3.2% * Equity and bond neutral

Nikkei Japan PMI Composite m/m apr 50.8 50.4 ** Equity and bond neutral

Nikkei Japan PMI Services m/m apr 51.8 52.0 ** Equity and bond neutral

EUROPE

Germany Industrial Production y/y apr -0.9% -0.4% -2.6% *** Equity bearish, bond bullish

UK Halifax House Prices m/m apr 1.1% -1.6% 0.1% ** Equity bullish, bond bearish

Switzerland Unemployment Rate m/m apr 2.4% 2.5% 2.4% *** Equity and bond neutral

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

Russia Money Supply Narrow Def w/w apr -4.1% -3.4% ** Equity and bond neutral

Wellbeing Fund m/m apr $59.0 bn $59.1 bn ** Equity and bond neutral

AMERICAS

Mexico Gross Fixed Investment m/m apr -1.9% 1.6% -2.5% ** Equity bearish, bond bullish

Vehicle Production m/m may 299707 346873 * Equity and bond neutral

Vehicle Exports m/m apr 284471 323631 * Equity and bond neutral

International Reserves Weekly m/m apr $176.696 bn $176.661 bn * Equity and bond neutral  
 

Financial Markets 
 

The table below highlights some of the indicators that we follow on a daily basis.  Again, the 

color coding is similar to the foreign news description above.  We will add a paragraph below if 

a certain move merits further explanation. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 256 257 -1 Up

3-mo T-bill yield (bps) 237 237 0 Neutral

TED spread (bps) 19 20 -1 Neutral

U.S. Libor/OIS spread (bps) 238 238 0 Up

10-yr T-note (%) 2.43 2.46 -0.03 Neutral

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

EUR/USD 3-mo swap (bps) 14 16 -2 Down

Currencies Direction

dollar down Neutral

euro up Up

yen up Neutral

pound down Neutral

franc up Neutral

Central Bank Action Current Prior Expected

RBNZ Official Cash Rate 1.500% 1.750% 1.500% On forecast  



 

 

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

www.confluenceinvestment.com 

 5 

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 $69.57 $69.88 -0.44%

WTI $61.20 $61.40 -0.33%  

Natural Gas $2.54 $2.54 0.16%  

Crack Spread $21.66 $21.63 0.13%

12-mo strip crack $17.93 $18.08 -0.85%

Ethanol rack $1.45 $1.46 -0.08%

Gold $1,289.47 $1,284.43 0.39%

Silver $14.91 $14.91 0.02%

Copper contract $277.15 $278.55 -0.50%

Corn contract 367.25$       366.50$       0.20%

Wheat contract 439.75$       439.50$       0.06%

Soybeans contract 833.25$       830.75$       0.30%

Baltic Dry Freight 936 985 -49

Actual Expected Difference

Crude (mb) 2.5

Gasoline (mb) -1.0

Distillates (mb) -0.5

Refinery run rates (%) -0.90%

Natural gas (bcf) 86.0

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 northwestern 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 5/7/2019 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 5/7/2019 close) 
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Cash
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Emerging Markets ($)
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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,21 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. 

                                                 
21 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. 


