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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 20, 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 

0.5% from the prior close.  Chinese markets were down, with the Shanghai composite down 

0.4% and the Shenzhen index down 0.8%.  U.S. equity index futures are signaling a lower open. 

With 459 companies having reported, the S&P 500 Q4 earnings stand at $39.43, higher than the 

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

Thus far this quarter, 75.6% of the companies reported earnings above forecast, while 18.1% 

reported earnings below forecast. 

 

Happy Monday!  U.S. equity futures rolled over in the early morning hours on trade concerns.  

Tensions with Iran increase.  Here is what we are watching: 

 

China trade: Positions appear to be hardening, but the tariffs are becoming less of an issue and 

the restrictions on Huawei (002502, CNY 3.63) are becoming the more critical point.  Over the 

weekend, U.S. spymasters held meetings with tech executives to discuss the dangers of dealing 

with Huawei.1  Reports that tech firms were starting to suspend business with Huawei took 

equities lower overnight.2  Tensions with the company are starting to affect trade talks; both 

sides do not appear in a hurry to meet again.3 

 

Rising tensions with China pose broader issues for markets.  We have heard numerous 

commentators suggest that a new “cold war” is looming between the two nations.  This is 

probably the wrong analogy.  The geopolitical rivalry between the U.S. and Soviet Union didn’t 

have a significant economic element to it.  There wasn’t much trade between the U.S. and the 

U.S.S.R. before WWII; because of this lack of economic ties, the policy of isolating the 

communist bloc was rather easy.  However, this is not the case between the U.S. and China.  

Because China used the U.S. hegemonic trading system (accepted the dollar as reserve currency, 

operated in WTO), American and Chinese economic ties are rather deep.  A better historic 

analogy is the U.K. and Germany before WWI.  The former saw the latter as a rising power that 

                                                 
1 https://www.ft.com/content/dde4f848-78ed-11e9-be7d-
6d846537acab?emailId=5ce231d11cbd1e0004e11456&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 
2 https://www.reuters.com/article/us-huawei-tech-alphabet-exclusive/exclusive-google-suspends-some-business-
with-huawei-after-trump-blacklist-source-idUSKCN1SP0NB 
3 https://www.cnbc.com/2019/05/17/us-china-trade-talks-have-stalled-sources.html ; 
https://www.reuters.com/article/us-usa-trade-china/chinas-tough-rhetoric-leaves-trade-talks-with-u-s-in-limbo-
idUSKCN1SN207 ; https://www.scmp.com/news/china/diplomacy/article/3010793/china-no-rush-another-trade-
war-talks-trip-us-treasury 
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it needed to contain, while the latter saw the former as trying to constrain its development.  There 

is an apocryphal story that at the onset of the war, British insurance companies complained to the 

Admiralty that the Royal Navy was sinking German ships that they had insured.  Isolating the 

communist bloc during the Cold War didn’t adversely affect most of the Free World economy, 

but trying to isolate China will have serious ramifications on the global economy.  The 

seriousness depends on how far it goes.  We note a high level of bipartisanship in Congress 

toward the administration’s China policy.  There is the potential that the markets are 

underestimating the impact of the economic war with China.  And, as the WWI experience 

showed, economic ties might lead to geopolitical calculations and increase the odds of conflict.4 

 

Meanwhile, the rising tensions with China are leading the U.S. to make peace in other trade 

venues.  This factor could help other markets, mostly Canada and Mexico.5 

 

The Iran issue: It appears there are divisions within the Trump government on this issue.  The 

president has little interest in armed conflict with Iran, but that can’t be said for his secretary of 

state or his national security director.  However, we note that the president warned Iran not to 

attack6 the U.S., suggesting it would be the “end of Iran.”7  We doubt that either side wants a full 

conflict; in fact, such a war would be out of character for Iran, which tends to prefer less full 

wars.  But, the potential for miscalculation is elevated, and supporting oil prices. 

 

OPEC: Although there is clear reluctance on the part of the Saudis, it does appear that the cartel 

is leaning toward boosting output in June.  Several producers, notably Venezuela and Iran, are 

unable to meet their quotas and the rest of the group may increase output to offset these losses.  

Saudi Arabia would likely want to see higher prices but the Russians, due to their pricing 

structure, are keen to lift output.  We would look for a modest increase at mid-year.8 

 

Elections: The biggest surprise was in Australia, where the Conservative incumbent 

outperformed the polls and won election.9  It appears PM Modi will hold serve in India.10  And, a 

political scandal will bring new elections in Austria.11 

 

 

                                                 
4 https://www.scmp.com/news/china/military/article/3010897/us-sends-another-warship-test-beijings-claim-
disputed-south 
5 https://www.wsj.com/articles/u-s-seeks-to-resolve-other-trade-disputes-amid-china-impasse-
11558132965?mod=hp_lead_pos1 
6 https://www.ft.com/content/ecb224ce-7a6c-11e9-81d2-
f785092ab560?emailId=5ce231d11cbd1e0004e11456&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 
7 https://www.ft.com/content/25d906e4-7a92-11e9-81d2-
f785092ab560?emailId=5ce231d11cbd1e0004e11456&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 
8 https://www.nytimes.com/reuters/2019/05/19/business/19reuters-oil-opec-
scenarios.html?searchResultPosition=6 
9 https://www.ft.com/content/599112c2-79fe-11e9-81d2-
f785092ab560?emailId=5ce231d11cbd1e0004e11456&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 
10 https://www.ft.com/content/8c856278-7a44-11e9-81d2-
f785092ab560?emailId=5ce231d11cbd1e0004e11456&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 
11 https://www.ft.com/content/64c8786c-795c-11e9-81d2-
f785092ab560?emailId=5ce231d11cbd1e0004e11456&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 
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https://www.ft.com/content/8c856278-7a44-11e9-81d2-f785092ab560?emailId=5ce231d11cbd1e0004e11456&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/8c856278-7a44-11e9-81d2-f785092ab560?emailId=5ce231d11cbd1e0004e11456&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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U.S. Economic Releases 
 

The Chicago Fed National Activity Index came in worse than expectations at -0.45 compared to 

the forecast of -0.20.  The prior report’s loss was revised upward from -0.15 to +0.05.  The chart 

below shows the data; we smooth it with a six-month moving average.  The average fell sharply 

from the prior month but remains well above the recession indicator.  This index, which is a 

broad-based monitor of the economy, suggests the U.S. economy is growing a bit below its long-

run trend and is starting to lose momentum.   
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The table below lists the Fed events scheduled for the rest of the day. 
 

EST Speaker or event

13:00 Richard Clarida speaks at Fed Listens Events in Minneapolis Vice Chairman of Board of Governors of Federal Reserve

13:00 John Williams speaks to Bronx Bankers Breakfast President of the Federal Reserve Bank of San Francisco

19:00 Jerome Powell Speas at Atlanta Fed Financial Markets Conf. Chairman of Board of Governors of Federal Reserve

Fed speakers or events

Economic Releases

District or position

 No economic releases today

 
 

Foreign Economic News 
 

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

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

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

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

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

change over time as economic circumstances change.  Additionally, for ease of reading, we have 
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also color-coded the market impact section, which indicates the effect on the foreign market.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 

following closely for possible complications and green indicates neutral conditions.  We will add 

a paragraph below if any development merits further explanation.  
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China FX Net Settlement m/m apr -53.1 bn -16.6 bn ** Equity and bond neutral

Japan GDP m/m 1q 0.5% 0.5% -0.1% *** Equity bullish, bond bearish

Industrial Production m/m 1q -4.3% -4.6% *** Equity and bond neutral

Capacity Utilization m/m 1q -0.4% 1.0% ** Equity bearish, bond bullish

New Zealand Performance Services Index m/m apr 51.8 52.9 ** Equity and bond neutral

EUROPE

Eurozone ECB Current Account SA m/m mar 24.7 bn 26.8 bn * Equity and bond neutral

Germany PPI y/y apr 2.5% 2.4% 2.4% ** Equity and bond neutral

Italy Current Account Balance m/m mar 4.040 bn 3.253 bn ** Equity bullish, bond bearish

UK Rightmove House Prices y/y may 0.1% -0.1% ** Equity and bond neutral

Switzerland Total Sight Deposits CHF w/w may 578.3 bn 578.1 bn * Equity and bond neutral

Domestic Sight Deposits CHF w/w may 487.2 bn 484.3 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) 252 252 0 Up

3-mo T-bill yield (bps) 233 233 0 Neutral

TED spread (bps) 19 19 0 Neutral

U.S. Libor/OIS spread (bps) 237 237 0 Up

10-yr T-note (%) 2.39 2.39 0.00 Neutral

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

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

Currencies Direction

dollar down Neutral

euro flat Up

yen up Neutral

pound up Neutral

franc down Neutral  
 

Commodity Markets 
 

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

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

Brent $72.57 $72.21 0.50%

WTI $62.92 $62.76 0.25%  

Natural Gas $2.69 $2.63 2.36%  

Crack Spread $23.69 $23.72 -0.15%

12-mo strip crack $18.92 $18.87 0.26%

Ethanol rack $1.47 $1.46 0.33%

Gold $1,276.43 $1,277.53 -0.09%

Silver $14.42 $14.40 0.13%

Copper contract $271.55 $273.85 -0.84%

Corn contract 389.50$       383.25$       1.63%

Wheat contract 474.75$       465.00$       2.10%

Soybeans contract 832.25$       821.75$       1.28%

Baltic Dry Freight 1040 1032 8

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

warmer temps for the rest of the country.  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.12  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: 

 

                                                 
12 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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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 5/17/2019 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 5/17/2019 close) 
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Cash

US Government Bond
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Emerging Markets (local currency)

Commodities

US Corporate Bond

US High Yield
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Mid Cap
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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 16, 2019 

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM TRAILING P/E

P
/E

Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

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

 
 

Based on our methodology,13 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. 
 

                                                 
13 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. 


