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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 15, 2018—9:30 AM EDT]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 1.1% 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 2.1% and the Shenzhen index down 2.1%.  U.S. equity index futures are signaling a lower 

open.  With 459 companies having reported, the S&P 500 Q2 earnings are above expectations at 

$41.43 compared to the $39.20 forecast for the quarter.  The forecast reflects a 19.9% increase 

from Q2 2017 earnings.  Thus far this quarter, 81.0% of the companies reported earnings above 

forecast, while 13.5% reported earnings below forecast. 

 

Risk-off has returned with a vengeance this morning.  Despite a continued lift in the Turkish lira 

(TRY), global equity markets are lower.  Some of this decline is being driven by a stronger 

dollar and cratering commodity prices.  Here is what we are watching today: 

 

Contagion fears:1 The current weakness in emerging markets has raised fears that another 1997 

is looming.  In 1997, the Asian Economic Crisis, which started in Thailand, spread throughout 

Asia and into South America.  It even led to the Russian Debt Default in 1998.  Our position is 

that another event of similar magnitude isn’t likely because most emerging economies now use 

floating exchange rates.  In the late 1990s, most emerging economies used fixed exchange rates 

that gave emerging market borrowers confidence that they could borrow in hard currencies at 

lower interest rates without fear that debt service costs would rise due to currency weakness.  

Unfortunately, the pegs were not sustainable and debt service costs soared when the currencies 

reset, forcing a whole series of countries to go to the IMF for support.   

 

To compare the 1997 situation, we will use Indonesia as an example.  First, in 1997, the rupiah 

was overvalued. 

 

                                                 
1 https://www.wsj.com/articles/plunging-turkish-lira-indian-rupee-raise-specter-of-contagion-1534252079  

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.wsj.com/articles/plunging-turkish-lira-indian-rupee-raise-specter-of-contagion-1534252079
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Indonesia Purchase Parity Model

 
 

This chart shows a purchasing power parity model for the Indonesian rupiah; parity is based on 

relative inflation rates between Indonesia and the U.S.  The currency is quoted in rupiah/USD, 

which means a higher number indicates a weaker currency.  Before the crisis, the exchange rate 

was fixed at roughly 2,500 per dollar.  The parity rate was closer to 3,800 per dollar.  When the 

crisis hit, the country allowed its currency to float; it depreciated rapidly, hitting 14,000 before 

settling in around 8,000.  Because currencies are so basic to the functioning of an economy and 

are difficult to value, there is often a tendency to overshoot parity during a crisis.  Although this 

hurts initially, the currency weakness does tend to improve export competitiveness and sow the 

seeds of recovery.  And, that’s what we saw with Indonesia.    
 

 
 

This chart shows Indonesia’s current account as a percentage of GDP and the exchange rate.  

Immediately after the currency collapse, the current account swung into surplus and remained in 
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surplus until 2012.  The currency has steadily weakened since the country began running current 

account deficits.  Because the currency floats, Indonesia avoids the discrete drops in the 

exchange rate that we saw in 1997.  In addition, Indonesian borrowers who want to take out 

loans in hard currency have a better idea of their funding costs because the weaker exchange rate 

that coincided with the current account deficit offers a more accurate picture of future borrowing 

costs. 

 

Although the use of floating exchange rates should prevent the discrete collapses that 

characterized the 1997 Asian Economic Crisis, it doesn’t mean that problems won’t develop.  

We note that Indonesia unexpectedly raised rates 25 bps to 5.25% overnight in a bid to stabilize 

the currency.  Fears of broader emerging market weakness, triggered by the stronger dollar, trade 

concerns and Fed tightening, are legitimate concerns.  But, we don’t expect a repeat of 1997; if 

we are correct in this assessment, we shouldn’t see the sudden collapses in exchange rates that 

we saw during that earlier event.  That doesn’t mean we won’t see further pressure, but the 

“glide path” lower should be more manageable. 

 

Turkey: The TRY did rebound overnight after the Erdogan administration halved the limit on 

total forex swaps to 25% of banks’ shareholder equity.  Although this won’t stop Turkish citizens 

who want to protect their liquidity from buying dollars, it will reduce the ability of professional 

investors to short the currency with leverage to gain from further weakness.   
 

(Source: Bloomberg) 
 

As this chart shows, the TRY bounced overnight.  We doubt this action can be maintained but it 

does appear the shorts are worried about a recovery; in other words, if Turkey releases the pastor 
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or boosts interest rates, the shorts could be caught.  Thus, we are seeing what should be described 

as skittish market action.   

   

U.S. Economic Releases 
 

MBA mortgage applications fell 2.0% from the prior week.  Purchases fell 3.3% from the prior 

week, while refinancing remained relatively unchanged.  The average 30-year fixed rated fell by 

3 bps, from 4.84% to 4.81%. 

 

Empire manufacturing came in above expectations at 25.6 compared to the forecast of 22.6.  
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The chart above shows the six-month moving average of the Empire State Business Conditions 

Index.  Currently, the six-month moving average is 21.9. 

 

Advance retail sales came in above expectations, rising 0.5% from the prior month compared to 

the forecast of 0.1%.  The prior month’s report was revised downward from 0.5% to 0.2%.  

Retail sales ex-auto came in above expectations, rising 0.6% from the prior month compared to 

the forecast of 0.3%.  The prior report’s gain was revised downward from 0.4% to 0.2%.  Retail 

sales ex-auto and gasoline came in above expectations, rising 0.6% from the prior month 

compared to the forecast of 0.4%.  The prior report was revised downward from 0.3% to 0.2%.  

The retail sales control group came in above expectations, rising 0.5% from the prior month 

compared to the forecast of 0.4%.  The prior month’s report was revised downward from 

unchanged to a decline of 0.1%.   
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The chart above shows the year-over-year change of retail sales and core retail sales.  Annually, 

retail sales and core retail sales rose 5.5% and 6.4%, respectively. 

 

Non-farm productivity came in above expectations, rising 2.9% from the prior quarter compared 

to the forecast gain of 2.4%.  The prior report’s gain was revised downward from 0.4% to 0.3%.  

Unit labor costs came in below expectations, falling 0.9% from the prior quarter compared to the 

forecast of remaining unchanged.  The prior report’s gain of 2.9% was revised upward to 3.4%.  
 

 
 

The chart above shows yearly changes in unit labor costs.   
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Industrial production from July came in weaker than forecast, rising 0.1% compared to the 

forecast rise of 0.3%.  The prior report was revised upward from 0.6% to 1.0%.  Capacity 

utilization was 78.1%, a bit below the 78.2% expected.  There was an upward revision to the 

previous report, with the update showing utilization at 78.0% compared to the 78.1% initially 

reported. 
 

 
 

The chart above shows the Industrial Production Index levels.  The current reading is 180.0, the 

highest on record. 

 

The table below lists the economic releases scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 Business Inventories m/m jul 0.1% 0.4% **

10:00 NANB Housing Market Index m/m jul 67 68 **

16:00 Total Net TIC Flows m/m jul $69.9 bn **

16:00 Net Long-Term TIC Flows m/m jul $45.6 bn **

Economic Releases

No speakers or events scheduled

Fed speakers or events

 
 

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.  
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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 New Home Prices m/m jul 1.2% 1.1% *** Equity and bond neutral

Australia Westpac Consumer Confidence m/m jul -2.3% 3.9% ** Equity and bond neutral

Wage Price Index m/m jun 2.1% 2.1% 2.1% *** Equity and bond neutral

New Zealand REINZ House Sales y/y jul 0.7% -1.6% ** Equity and bond neutral

EUROPE

U.K. PPI Input y/y jul 10.9% 10.2% 10.3% ** Equity bearish, bond bullish

PPI Output y/y jul 0.0% 0.1% 0.2% ** Equity and bond neutral

PPI Output Core y/y jul 2.2% 2.1% 2.1% ** Equity and bond neutral

CPI y/y jul 2.5% 2.4% 2.5% *** Equity and bond neutral

CPI Core y/y jul 1.9% 1.9% 1.9% *** Equity and bond neutral

House Price Index y/y jun 3.0% 3.0% 2.0% ** Equity bullish, bond bearish

AMERICAS

Canada Teranet/ National Bank HPI m/m jul 1.8% 2.9% ** Equity and bond neutral

Mexico Formal Job Creation Total m/m jul 54.7k -13.5k ** Equity and bond neutral

Brazil Economic Activity y/y jun 1.8% -2.9% 1.8% *** 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) 231 232 -1 Up

3-mo T-bill yield (bps) 203 203 0 Neutral

TED spread (bps) 28 29 -1 Neutral

U.S. Libor/OIS spread (bps) 205 204 1 Up

10-yr T-note (%) 2.87 2.90 -0.03 Up

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

EUR/USD 3-mo swap (bps) 11 11 0 Down

Currencies Direction

dollar up Neutral

euro down Neutral

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. 
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Price Prior Change Explanation

Brent $71.81 $72.46 -0.90% Bearish API report

WTI $66.22 $67.04 -1.22%

Natural Gas $2.95 $2.96 -0.37%

Crack Spread $20.21 $19.72 2.48%

12-mo strip crack $19.84 $19.69 0.78%

Ethanol rack $1.52 $1.52 -0.03%

Gold $1,185.25 $1,194.09 -0.74%

Silver $14.83 $15.06 -1.53%

Copper contract $261.40 $268.20 -2.54%

Corn contract 374.00$       376.50$       -0.66%

Wheat contract 556.75$       561.25$       -0.80%

Soybeans contract 873.75$       879.75$       -0.68%

Baltic Dry Freight 1725 1709 16

Actual Expected Difference

Crude (mb) -2.5

Gasoline (mb) -0.5

Distillates (mb) 1.0

Refinery run rates (%) -0.20%

Natural gas (bcf) 26.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

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 is a tropical depression developing in the middle of the Atlantic Ocean but, at this point, it 

is unlikely it will make landfall.
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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 8/14/2018 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 8/14/2018 close) 
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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 
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P/E as of 8/8/2018 = 18.5x

 
 

Based on our methodology,2 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. 

                                                 
2 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. 


