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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 17, 2019—9:30 AM EDT]  Global equity markets are lower this morning.  The 

EuroStoxx 50 is down 0.7% from the last close.  In Asia, the MSCI Asia Apex 50 was down 

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

2.5% and the Shenzhen index down 3.3%.  U.S. equity index futures are signaling a higher open. 

With 454 companies having reported, the S&P 500 Q4 earnings stand at $39.39, higher than the 

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

Thus far this quarter, 75.3% of the companies reported earnings above forecast, while 18.3% 

reported earnings below forecast. 

 

Happy Friday!  Markets are down due to rising trade tensions between the U.S. and China.  Here 

are the stories we are following: 

 

Trade talks on hold: It appears the president’s attempt to bring China back to the negotiating 

table by targeting one of its key entities may have backfired.  China has expressed an 

unwillingness to resume trade talks following the ban of one of its companies.  After months of 

progress in trade negotiations the two sides are at an impasse.  Presidents Xi and Trump are 

expected to meet at the G-20 summit in Japan next month.  It is unclear whether the two will be 

able to work out their differences there, but we are optimistic that talks will resume following the 

meeting. 

 

Trump backtracks on Iran: President Trump has informed the Pentagon that he does not want 

to go to war with Iran.  The president is believed to be wary of engaging in an open-ended war 

without any provocations due to fears that it could hurt his reelection chances.  In addition, he is 

getting frustrated with the information from his advisors about Iran’s military agenda1 as he feels 

they are trying to rush the U.S. into war.  In fact, some of Iran’s aggressive behavior may have 

been due to the perception that the U.S. was planning an attack.2  As the president attempts to 

reign in the hawkish wing of his administration, we expect him to receive outside pressure from 

Iranian rivals such as Saudi Arabia and Israel.  Although we are confident that the president 

doesn’t want war, we are not sure if he feels comfortable with being perceived as weak on Iran.  

As a result, we believe there is still a small chance of an open conflict between the two countries. 

 

                                                 
1 https://www.washingtonpost.com/world/national-security/trump-frustrated-by-advisers-is-not-convinced-the-
time-is-right-to-attack-iran/2019/05/15/bbf5835e-1fbf-4035-a744-
12799213e824_story.html?utm_term=.7fb02937a92f  
2 https://www.thedailybeast.com/trump-admin-moves-fueled-irans-aggression-us-intel-says  
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May resigns: PM Theresa May has informed her party that she will step down from her position 

as party leader.  May has come under immense pressure from members of her party to step down 

after the Brexit deal she negotiated failed to make it through Parliament on three separate 

occasions.  Boris Johnson appears to be the front-runner for the job.  The current instability 

surrounding her departure and her possible replacement has added to the uncertainty over Brexit.  

As a result, the possibility of a no-deal Brexit is rising. 

 

Additional trade news: The White House announced it is going to remove Turkey from its 

Generalized System of Preferences program.  This program allows certain exports to be sent to 

the U.S. duty-free from certain developing countries.  Turkey’s removal is due to it being 

considered a developed nation.  Furthermore, the White House has also slashed tariffs on Turkish 

steel from 50% to 25%, which is more in line with other countries.  The Turkish lira fell against 

the dollar following the report, but returned as the market recognized that the decision has not 

altered the relationship between the countries. 

 

Australian elections: On Saturday, Australians will vote for their next prime minister.  The two 

leading candidates are incumbent Prime Minister Scott Morrison and Labor leader Bill Shorten.  

Currently, the polls show the race is going to be tight as most voters don’t really see a difference 

between the two candidates.  Although it is unlikely that the winner of the election will have a 

huge impact on markets, we will be watching how well third-party candidates perform.  Australia 

has had six different presidents in 10 years, all coming from either the Liberal Party or Labor 

Party.  Being one of the few countries that make voting compulsory, a huge support for third-

party candidates could pave the way for more extreme candidates.  
 

U.S. Economic Releases 
 

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

economic releases and Fed events scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

9:00 Leading Index m/m apr 0.2% 0.4% **

10:00 U. of Michigan Sentiment m/m may 97.2 97.2 **

10:00 U. of Michigan Current Conditions m/m may 112.2 112.3 **

10:00 U. of Michigan Expectations m/m may 86.8 87.4 **

10:00 U. of Michigan 1 yr Inflation m/m may 2.5% **

10:00 U. of Michigan 5-10 Yr Inflation m/m may 2.3% **

EST Speaker or event

11:15 John Williams Meets with Community Leaders President of the Federal Reserve Bank of San Francisco

13:40 Richard Clarida speaks at Fed Listens Events in Philadelphia Vice Chairman of Board of Governors of Federal Reserve

Fed speakers or events

Economic Releases

District or position

 
 

Foreign Economic News 
 

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

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

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

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

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

Japan Tertiary Industry Index m/m mar -0.4% -0.6% 0.1% ** Equity bearish, bond bullish

New Zealand BusinessNZ Manufacturing PMI m/m may 53.0 51.9 ** Equity and bond neutral

PPI output m/m may -0.5% 0.8% ** Equity bearish, bond bullish

PPI Input m/m may -0.9% 1.6% ** Equity bearish, bond bullish

EUROPE

Eurozone EU27 New Car Registraion m/m apr -0.4% -3.9% * Equity and bond neutral

Construction Output y/y mar 6.3% 5.2% *** Equity bullish, bond bearish

CPI Core y/y mar 1.3% 1.2% 1.2% *** Equity bearish, bond bullish

CPI y/y mar 1.7% 1.7% 1.7% *** Equity and bond neutral

Russia Gold and Forex Reserve w/w may 494.7 bn 491.8 bn * Equity and bond neutral

AMERICAS

Brazil FGV Inflation IGP-10 m/m may 0.7% 1.0% 0.7% *** 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) 253 252 1 Up

3-mo T-bill yield (bps) 234 234 0 Neutral

TED spread (bps) 19 18 1 Neutral

U.S. Libor/OIS spread (bps) 236 237 -1 Up

10-yr T-note (%) 2.38 2.40 -0.02 Neutral

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

EUR/USD 3-mo swap (bps) 16 17 -1 Down

Currencies Direction

dollar up Neutral

euro flat Up

yen up Neutral

pound down Neutral

franc up 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. 
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Price Prior Change Explanation

Brent $73.08 $72.62 0.63%

WTI $63.52 $62.87 1.03%  

Natural Gas $2.65 $2.64 0.34%  

Crack Spread $24.42 $24.45 -0.14%

12-mo strip crack $19.23 $19.35 -0.59%

Ethanol rack $1.45 $1.45 0.19%

Gold $1,285.91 $1,286.72 -0.06%

Silver $14.48 $14.56 -0.55%

Copper contract $273.35 $274.80 -0.53%

Corn contract 383.75$       379.00$       1.25%

Wheat contract 471.50$       467.00$       0.96%

Soybeans contract 836.25$       839.75$       -0.42%

Baltic Dry Freight 1032 1032 0

Actual Expected Difference

Crude (mb) 5.4 -1.4 6.8

Gasoline (mb) -1.1 0.5 -1.6

Distillates (mb) 0.1 -0.8 0.9

Refinery run rates (%) 1.60% -0.30% 1.90%

Natural gas (bcf) 106.0 103.0 3.0

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 region.  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 17, 2019 
 

Foreign exchange economics has become something of a backwater in economic theory.  There 

are four predominant valuation methodologies; if one were any good, the others wouldn’t exist!  

The four are purchasing power parity, real equilibrium theory, interest rate differentials and 

productivity equalization (unit labor cost equalization).   The general idea is that under flexible 

exchange rates, currency values adjust to eliminate differences between nations.  The oldest of 

the four is purchasing power parity, which assumes exchange rates move to equalize prices 

across nations.  Real equilibrium theory suggests the exchange rate adjusts to equalize real 

current account differences.  Interest rate differentials suggest the exchange rate adjusts to 

equalize interest rates, and productivity equalization normalizes unit labor costs (labor costs 

adjusted for productivity) across nations. 

 

In practice, the macro data used to calculate fair value for exchange rate models is usually not 

granular enough to capture differences between nations.  For example, with purchasing power 

parity, all goods and services in an inflation index are not tradeable and so these non-traded 

products cannot be adjusted via exchange rates.  And so, all the models tend to be useful only at 

extremes.  In other words, wide deviations from calculated fair value can offer useful signals, 

but, like all valuation models in finance, they are not helpful for timing.3  At the same time, long-

term investors can find value in such models in that they do signal when a relationship is cheap 

or rich.  This is helpful but only if (a) the investor is truly patient, and (b) something significant 

hasn’t changed.   

 

Our favorite model is purchasing power parity because long-term inflation histories are usually 

easy to access and, theoretically, inflation is a very important variable.  As we have been noting 

for some time, the dollar is expensive based on these models.  For example: 

 

                                                 
3 Or, said another way, “markets can stay stupid longer than you can stay solvent.” 
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This is a parity model for the EUR, using German inflation against U.S. inflation.  The fair value 

exchange rate is $1.3008 compared to the current rate of $1.1200.  This deviation from fair 

value, which in historical ranges is where reversals usually occur, has led to the belief that, at 

some point, the dollar will weaken.  The model also suggests that once a reversal occurs it is 

common that the exchange relationship will overshoot.  Thus, a turn in the exchange rate is an 

important event; in markets, for U.S. investors, foreign stocks and commodities are two areas 

where one can historically find outperformance. 

 

But, the Trump administration has moved to the use of tariffs to combat persistent trade deficits.  

The use of tariffs had fallen out of favor, in part because the U.S. fostered open trade, and 

because tariffs tend to be less effective under flexible exchange rates.  Why?  Because the nation 

targeted by tariffs can simply allow its currency to weaken, offsetting the price effect of the 

tariff.  For example, if China is a target for tariffs, the expected response would be CNY 

depreciation.   

 

This chart shows how tariffs have become less of a factor. 
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Sources:  U.S.International Trade Commission, St. Louis FRB, 

FRASER database, CIM  
 

As the chart shows, after the 1920s, the U.S. has steadily abandoned tariffs…until now. 

 

If the administration continues down this path of using tariffs on a widespread basis, our position 

on future dollar weakness has to be reconsidered.   Although the tariff policy may not last once 

Trump leaves office, one cannot necessarily assume that to be the case.  Of course, the U.S. 

could act against depreciation too, but that might prove difficult to stop. 

 

At some point, we expect the administration (or some future administration) to realize that tariffs 

are a poor tool for reducing the trade deficit.  Currency weakness is more effective but the most 

effective method is capital controls.  The reason the U.S. runs persistent trade deficits is because 

the dollar is the reserve currency.  If the U.S. denied access to the U.S. capital markets, then 

foreigners would have less reason to engage in policies to promote exports.  Would there be 

collateral damage from such policies?  Yes, but we may be approaching a point where 

Americans are willing to accept those side effects in order to reduce inequality and lift domestic 

wages. 

 

 

 
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 5/16/2019 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 5/16/2019 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 16, 2019 
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P/E as of 5/15/2019 = 18.6x

 
 

Based on our methodology,4 the current P/E is 18.6x, 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. 

                                                 
4 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. 


