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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: August 13, 2018—9:30 AM EDT]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.6% from the last close.  In Asia, the MSCI Asia Apex 50 

was down 1.6% from the prior close.  Chinese markets were mixed, with the Shanghai composite 

down 0.3% and the Shenzhen index up 0.3%.  U.S. equity index futures are signaling a flat open.  

With 455 companies having reported, the S&P 500 Q2 earnings are above expectations at $41.39 

compared to the $39.20 forecast for the quarter.  The forecast reflects a 19.9% increase from Q2 

2017 earnings.  Thus far this quarter, 81.1% of the companies reported earnings above forecast, 

while 13.7% reported earnings below forecast. 

 

U.S. equity futures have grinded to unchanged, while global equity markets remain weak.  The 

dollar is higher which is putting downward pressure on commodity markets.  Treasuries are 

mostly steady.  Here is what we are watching: 

 

Talking Turkey: The Erdogan government announced a series of measures this morning that 

have clearly underwhelmed the financial markets.1 

 

 
(Source: Bloomberg) 

 

                                                 
1 https://www.reuters.com/article/us-turkey-currency/turkish-lira-pulls-back-from-record-low-after-central-bank-
frees-up-liquidity-idUSKBN1KY0H5  
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Above is the three-day chart of the Turkish lira (TRY).  It did decline below the psychologically 

important TRY 7.0 level, then bounced and is currently moving sideways.  However, it should be 

noted that the announced measures have not worked to boost the currency.  The announced 

actions so far have included reduced reserve requirements for banks, as if the problem is being 

caused by lack of liquidity.   

 

As the chart below shows, the TRY is in a freefall.  There are really two paths the country could 

take to stop what Turkey is experiencing: 

 

 
(Source: Bloomberg) 

 

The orthodox plan is austerity.  The central bank raises the overnight rate 500 bps to squeeze the 

shorts, and fiscal spending is cut dramatically.  The subsequent drop in economic growth and the 

already weak currency usually leads to a rapid reversal in the current account deficit to stop the 

decline.  The cost is usually a deep economic recession. 

 

The heterodox alternative is twofold.  One path is to effectively abandon the TRY and replace it 

with a currency board that issues TRY with a tie to dollars held in reserve.2  Currency boards are 

effective in ending these currency routs at the cost of losing monetary sovereignty.  Depending 

on which nation the currency board tracks (it is usually the dollar but could be the EUR), the 

monetary policy of Turkey would become indistinguishable from the monetary policy of the 

targeted currency used by the currency board.  For the most part, authoritarian rulers are loath to 

give up sovereignty so this option isn’t likely.  The other option would be capital controls, which 

                                                 
2 https://www.wsj.com/articles/erdogan-can-save-the-turkish-lira-1534110387  
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is more likely.  We would look for Erdogan to limit outflows through legislative measures.  

Given that Turkey’s foreign denominated debt is about 30% of GDP, debt service could become 

problematic and this has led to weakness in European banks and rising sovereign yields in 

periphery Eurozone countries.  The chart below shows the rise in Italian 10-year yields. 

 

 
(Source: Bloomberg) 

 

The best argument for capital controls is that history tends to show that the driving force behind 

currency weakness usually comes from the citizens of the beleaguered nation.  The citizens of 

the country in trouble have the best knowledge of actual conditions in the country.  As citizens 

begin to realize the government is resisting orthodoxy, they move quickly to acquire hard 

currencies, exacerbating the depreciation in the local currency.  Capital controls can slow this 

process.3  We note that the finance minister (and Erdogan’s son-in-law) has warned Turks not to 

liquidate foreign currency accounts; the temptation to do so is that Turkey might seize these 

accounts to service foreign debt.   

 

Our expectation is that Turkey will likely go the heterodox route and implement capital controls.  

At the same time, look for the Turkish leader to try to work out some sort of face-saving 

arrangement to get U.S. sanctions relief.  That will be tricky for Erdogan; he has already played 

the “we can make new friends” card that worked so well during the Cold War.4  Turkey, a key 

state in containing the Soviet Union, has fewer options that matter today.  Yes, Turkey could 

reach out to Moscow for help but Russia is already in trouble.  Iran might be helpful, too, but 

Ankara is wary of Iran’s power projection in the region.  China could be accommodating but will 

extract onerous terms.  In the end, Turkey will have to make a deal with President Trump.  

Unfortunately, much damage has been done.  Even if Andrew Brunson is released immediately 

                                                 
3 https://apnews.com/fb982fad4cfa49dd865ca4141b4d2226/Turkey's-finance-chief:-Action-plan-ready-to-ease-
markets  
4 https://www.ft.com/content/12877668-9e4f-11e8-85da-eeb7a9ce36e4?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  

https://apnews.com/fb982fad4cfa49dd865ca4141b4d2226/Turkey's-finance-chief:-Action-plan-ready-to-ease-markets
https://apnews.com/fb982fad4cfa49dd865ca4141b4d2226/Turkey's-finance-chief:-Action-plan-ready-to-ease-markets
https://www.ft.com/content/12877668-9e4f-11e8-85da-eeb7a9ce36e4?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/12877668-9e4f-11e8-85da-eeb7a9ce36e4?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
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without conditions, faith in Turkey’s economic policy has been shattered and will take a long 

time to restore, even if the U.S. lowers sanctions pressure.    

 

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

Mortgage Delinquencies q/q 2q 4.6% **

MBA Mortgage Foreclosures q/q 2q 1.2% **

EST Speaker or event

11:00 New York Fed to Release Q2 2018 Household Debt

District or position

Economic Releases

Fed speakers or events

New York Federal Reserve  
 

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

New Zealand Performance Services Index y/y jul 55.1 52.8 ** Equity and bond neutral

Food Prices m/m jul 0.7% 0.5% *** Equity bullish, bond bearish

EUROPE

Italy CPI EU Harmonized m/m jun 1.9% 1.9% 1.9% *** Equity and bond neutral

Switzerland Total Sight Deposits m/m aug 576.1 bn 575.9 bn * Equity and bond neutral

Domestic Sight Deposits m/m aug 473.4 bn 476.2 bn * Equity and bond neutral

AMERICAS

Canada Net Change in Employment m/m jul 54.1k 31.8k 17.0k ** Equity bullish, bond bearish

Unemployment Rate m/m jul 5.8% 6.0% 5.9% *** Equity and bond neutral

Hourly Earnings Permanent Employment m/m jul 3.0% 3.5% 3.6% *** Equity and bond neutral

Mexico Industrial Production y/y jun 0.2% 0.3% 0.2% *** Equity and bond neutral

Nominal Wages m/m jul 5.7% 5.6% *** Equity and bond neutral

Brazil Retail Sales m/m jun 1.5% 2.7% 2.4% ** Equity bearish, bond bullish

Retail Sales Broad m/m jun 3.7% 2.2% 3.1% ** Equity bullish, bond bearish  
 

Financial Markets 

 

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

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

a certain move merits further explanation. 
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Today Prior Change Trend

3-mo Libor yield (bps) 234 234 0 Up

3-mo T-bill yield (bps) 200 201 -1 Neutral

TED spread (bps) 34 33 1 Neutral

U.S. Libor/OIS spread (bps) 204 204 0 Up

10-yr T-note (%) 2.90 2.93 -0.03 Up

Euribor/OIS spread (bps) -32 -32 0 Neutral

EUR/USD 3-mo swap (bps) 9 7 2 Down

Currencies Direction

dollar up Neutral

euro down Neutral

yen up Neutral

pound flat Neutral

franc flat Neutral  
 

Commodity Markets 
 

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

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

Price Prior Change Explanation

Brent $72.27 $72.07 0.28%

WTI $66.91 $66.81 0.15%

Natural Gas $2.95 $2.96 -0.30%

Crack Spread $19.15 $18.75 2.10%

12-mo strip crack $19.25 $18.99 1.38%

Ethanol rack $1.54 $1.54 -0.14%

Gold $1,210.17 $1,212.47 -0.19%

Silver $15.36 $15.44 -0.52%

Copper contract $274.70 $276.55 -0.67%

Corn contract 382.50$       382.75$       -0.07%

Wheat contract 585.50$       586.50$       -0.17%

Soybeans contract 900.25$       904.00$       -0.41%

Baltic Dry Freight 1694 1704 -10

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show cooler to normal temperatures for most of the country, 

with warmer temps on both of the coasts.  Precipitation is expected for most of the country.   

There are no tropical disturbances expected over the next 48 hours.
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Asset Allocation Weekly Comment 
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.  
 

August 10, 2018 
 

Last year, we introduced an indicator of the basic health of the economy and added it to the 

many charts we monitor to gauge market conditions.  The indicator is constructed with 

commodity prices, initial claims and consumer confidence.  The thesis behind this indicator is 

that these three components should offer a simple and clear picture of the economy; in other 

words, rising initial claims coupled with falling commodity prices and consumer confidence is a 

warning that a downturn may be imminent.  The opposite condition should support further 

economic recovery.  In this report, we will update the indicator with the July data. 
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This chart shows the results of the indicator and the S&P 500 since 1995.  The updated chart 

shows that the economy is doing quite well.  We have placed vertical lines at certain points when 

the indicator falls below zero.  Although it works fairly well as a signal that equities are turning 

lower, there is a lag.  In other words, by the time this indicator suggests the economy is in 

trouble, the recession is likely near or underway and the equity markets have already begun their 

decline. 
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To make the indicator more sensitive, we took the 18-month change and put the signal threshold 

at -1.0.  This provides an earlier bearish signal and also eliminates the false positives that the 

zero threshold generates.  Notwithstanding, we will pay close attention when the 18-month 

change approaches zero.   

 

What does the indicator say now?  The economy is healthy and currently supportive for equity 

markets, although the second chart does show that momentum is starting to slow, albeit from a 

very high level of activity.  The second chart shows that the indicator is still comfortably above 

the point of concern.  Thus, for now, there is no economic evidence to support a major 

correction; if one is to occur, it will mostly likely be generated by a geopolitical event. 

 

 

 
 

 

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 8/10/2018 close) 
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(Source: Bloomberg) 

 

These S&P 500 and sector return charts are designed to provide the reader with an easy overview 

of the year-to-date and prior trading day total return.  Sectors are ranked by total return; green 

indicating positive and red indicating negative return, along with the overall S&P 500 in black. 

 

Asset Class Performance – (as of 8/10/2018 close) 
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Emerging Markets ($)

Emerging Markets (local currency)

Commodities

US Corporate Bond

Foreign Developed ($)

US Government Bond

Cash

US High Yield

Real Estate

Foreign Developed (local currency)

Mid Cap

Large Cap

Small Cap

YTD Asset Class Total Return

Source: Bloomberg

  
 

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. 

 

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), 
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P/E Update 
 

August 9, 2018 
 

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 8/8/2018 = 18.5x

 
 

Based on our methodology,5 the current P/E is 18.5, 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. 

                                                 
5 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 (Q4 and Q1) and two estimates (Q2 and Q3). 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. 


