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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 16, 2018—9:30 AM EDT]  Global equity markets are generally mixed this 

morning.  The EuroStoxx 50 is up 0.5% from the last close.  In Asia, the MSCI Asia Apex 50 

was down 0.9% from the prior close.  Chinese markets were down, with the Shanghai composite 

down 0.7% and the Shenzhen index down 1.0%.  U.S. equity index futures are signaling a higher 

open.  With 461 companies having reported, the S&P 500 Q2 earnings are above expectations at 

$41.44 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 13.4% reported earnings below forecast. 

 

A bit of risk-on has returned this morning.  Trade hopes appear to be the key reason.  The dollar 

is a bit weaker, while equities and commodities are higher as are Treasury yields.  Here is what 

we are watching today: 

 

China trade talks: China is sending the Commerce Ministry’s Vice Minister Wang Shouwen to 

Washington for what are being described as “low level” trade talks.1  China announced measures 

to liberalize foreign participation in its finance sector in a bid to find allies among U.S. financial 

firms.  The U.S. side will be represented by David Malpass, the undersecretary for international 

affairs at the Treasury.  Given the low profile of these talks, we would be surprised if much 

comes from them, but the fact that talks are occurring at all is being taken optimistically. 

 

The Italian bridge problem: Last week, a span in Italy collapsed; reports vary but there may be 

as many as 40 fatalities.  This tragedy is rapidly becoming a political problem for the Five-Star 

Movement, the left-wing populist party in the governing coalition.  According to reports, leaders 

in the party strongly opposed plans to refurbish and upgrade the bridge, apparently for 

environmental reasons.2  The party described safety fears about the bridge as “children’s tales.”3  

In the wake of the bridge’s collapse, Five-Star leaders are scrambling to contain the damage.  

                                                 
1 https://www.ft.com/content/98157b42-a0fa-11e8-85da-eeb7a9ce36e4 and https://www.wsj.com/articles/u-s-
china-to-resume-trade-talks-as-tariffs-bite-1534395737  
2 https://www.politico.eu/article/five-looming-problems-for-italys-populist-government-s-5star-movement-far-
right-league-matteo-salvini/?utm_source=POLITICO.EU&utm_campaign=87fdb54007-
EMAIL_CAMPAIGN_2018_08_16_04_34&utm_medium=email&utm_term=0_10959edeb5-87fdb54007-190334489  
(see point #2). 
3 https://www.politico.eu/pro/giuseppe-conte-danilo-toninelli-5stars-italy-under-fire-after-genoa-bridge-collapse/ 
(paywall) and https://www.nytimes.com/2018/08/15/world/europe/italy-genoa-bridge-
collapse.html?emc=edit_mbe_20180816&nl=morning-briefing-
europe&nlid=5677267mbe_20180816&rref=collection%2Fsectioncollection%2Fworld&te=1  
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https://www.nytimes.com/2018/08/15/world/europe/italy-genoa-bridge-collapse.html?emc=edit_mbe_20180816&nl=morning-briefing-europe&nlid=5677267mbe_20180816&rref=collection%2Fsectioncollection%2Fworld&te=1
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The League, the right-wing populist party in the coalition, is a strong supporter of infrastructure 

projects and will likely use the event to further marginalize its coalition partner.  If the scandal 

broadens, it would not be a huge shock to see Berlusconi’s party try to crack the coalition which 

would further move the government to the right. 

 

Turkey update: Turkey was able to secure $15 bn of direct foreign investment from Qatar.4  

Although helpful, it won’t be nearly enough to bail out Turkey.  Unfortunately, by supporting the 

Muslim Brotherhood and opposing the blockade on Qatar, Turkey probably won’t be getting any 

help from the other Gulf States.  The U.S. is showing no signs of backing down; VP Pence 

warned of additional measures if Turkey doesn’t release Andrew Brunson.5  And, the U.S. has 

indicated the steel tariffs will remain even if Brunson is freed6 (which begs the question as to 

why Erdogan would release Brunson if he doesn’t get anything in return). 

 

For some perspective, we built a purchasing power parity model for the TRY.  Here is a chart of 

the results. 
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Purchasing power parity values exchange rates based on relative inflation; the idea is that in a 

higher inflation nation, the exchange rate will depreciate to make prices equal.  It is far from 

perfect as a valuation model because not all goods are tradeable and completely harmonized 

inflation indices are not really available.  But, at extremes, it is a useful tool.  We are using the 

                                                 
4 https://www.ft.com/content/7400fac2-a0a2-11e8-85da-eeb7a9ce36e4 and 
https://www.nytimes.com/2018/08/15/world/europe/turkey-andrew-brunson-
tariffs.html?action=click&contentCollection=world&contentPlacement=8&emc=edit_mbe_20180816&module=pac
kage&nl=morning-briefing-europe&nlid=5677267riefing-
europe&pgtype=sectionfront&region=rank&rref=collection%2Fsectioncollection%2Fworld&te=1&version=highligh
ts  
5 https://www.ft.com/content/9464d4ae-a125-11e8-85da-eeb7a9ce36e4  
6 https://www.reuters.com/article/us-turkey-usa-tariffs/u-s-tariffs-to-stay-on-turkey-qatar-offers-ankara-aid-
idUSKBN1L00BI?il=0  

https://www.ft.com/content/7400fac2-a0a2-11e8-85da-eeb7a9ce36e4
https://www.nytimes.com/2018/08/15/world/europe/turkey-andrew-brunson-tariffs.html?action=click&contentCollection=world&contentPlacement=8&emc=edit_mbe_20180816&module=package&nl=morning-briefing-europe&nlid=5677267riefing-europe&pgtype=sectionfront&region=rank&rref=collection%2Fsectioncollection%2Fworld&te=1&version=highlights
https://www.nytimes.com/2018/08/15/world/europe/turkey-andrew-brunson-tariffs.html?action=click&contentCollection=world&contentPlacement=8&emc=edit_mbe_20180816&module=package&nl=morning-briefing-europe&nlid=5677267riefing-europe&pgtype=sectionfront&region=rank&rref=collection%2Fsectioncollection%2Fworld&te=1&version=highlights
https://www.nytimes.com/2018/08/15/world/europe/turkey-andrew-brunson-tariffs.html?action=click&contentCollection=world&contentPlacement=8&emc=edit_mbe_20180816&module=package&nl=morning-briefing-europe&nlid=5677267riefing-europe&pgtype=sectionfront&region=rank&rref=collection%2Fsectioncollection%2Fworld&te=1&version=highlights
https://www.nytimes.com/2018/08/15/world/europe/turkey-andrew-brunson-tariffs.html?action=click&contentCollection=world&contentPlacement=8&emc=edit_mbe_20180816&module=package&nl=morning-briefing-europe&nlid=5677267riefing-europe&pgtype=sectionfront&region=rank&rref=collection%2Fsectioncollection%2Fworld&te=1&version=highlights
https://www.nytimes.com/2018/08/15/world/europe/turkey-andrew-brunson-tariffs.html?action=click&contentCollection=world&contentPlacement=8&emc=edit_mbe_20180816&module=package&nl=morning-briefing-europe&nlid=5677267riefing-europe&pgtype=sectionfront&region=rank&rref=collection%2Fsectioncollection%2Fworld&te=1&version=highlights
https://www.ft.com/content/9464d4ae-a125-11e8-85da-eeb7a9ce36e4
https://www.reuters.com/article/us-turkey-usa-tariffs/u-s-tariffs-to-stay-on-turkey-qatar-offers-ankara-aid-idUSKBN1L00BI?il=0
https://www.reuters.com/article/us-turkey-usa-tariffs/u-s-tariffs-to-stay-on-turkey-qatar-offers-ankara-aid-idUSKBN1L00BI?il=0
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monthly average exchange rate in this model.  At present, the current exchange rate is nearly six 

standard errors from parity, meaning the TRY is incredibly cheap.  Once this crisis passes, 

Turkey’s exports will be very competitive…if they can avoid permanent trade impediments. 

 

More on the BOJ: A former BOJ member told Reuters that the central bank may allow the 10-

year JGB yield to rise up to 40 bps, in effect, creating a platform for “stealth” rate hikes.7  Hideo 

Hayakawa indicated the bank would let rates rise as long as it doesn’t trigger an unwelcome 

appreciation of the JPY.  That is probably not possible; the yen is deeply undervalued and any 

sign of tightening, especially of this magnitude, would likely trigger a jump in the exchange rate. 

 

China returning to form: Since the Great Financial Crisis, China has been dealing with 

oppositional policy goals.  On the one hand, it wants to tame its massive debt situation, which 

was caused by maintaining growth after global export markets weakened in the aftermath of the 

crisis.  At the same time, it wants to maintain high growth rates.  Addressing one problem 

exacerbates the other so we have tended to see moves to reduce debt until growth slows and then 

the government fosters additional investment spending (adding to the debt) to lift growth back to 

target.  According to Reuters, China is at it again, addressing weakening growth by increasing 

infrastructure investment.8  This will alleviate the immediate growth problem at the cost of 

worsening the debt problem. 

 

Wonder where the tax cuts are going?  So did we.  Apparently, we are dining out. 

 

 

                                                 
7 https://www.nasdaq.com/article/japan-cbank-may-tolerate-yield-rises-to-around-04-pct--exboj-executive-
20180816-00030  
8 https://www.reuters.com/article/us-china-economy-projects/china-nearly-quadruples-infrastructure-approvals-
in-july-idUSKBN1L106N  

https://www.nasdaq.com/article/japan-cbank-may-tolerate-yield-rises-to-around-04-pct--exboj-executive-20180816-00030
https://www.nasdaq.com/article/japan-cbank-may-tolerate-yield-rises-to-around-04-pct--exboj-executive-20180816-00030
https://www.reuters.com/article/us-china-economy-projects/china-nearly-quadruples-infrastructure-approvals-in-july-idUSKBN1L106N
https://www.reuters.com/article/us-china-economy-projects/china-nearly-quadruples-infrastructure-approvals-in-july-idUSKBN1L106N
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This chart shows retail sales at restaurants.  At the beginning of the year, sales were rising 1.4% 

per year.  In June, they were up 9.5%.  And, we aren’t spending it at fast food restaurants, either.  

Full service restaurant sales are up 13.6%. 

 

 
 

Energy recap: U.S. crude oil inventories unexpectedly rose 6.8 mb compared to market 

expectations of a 2.5 mb draw.   
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This chart shows current crude oil inventories, both over the long term and the last decade.  We 

have added the estimated level of lease stocks to maintain the consistency of the data.  As the 

chart shows, inventories remain historically high but have declined significantly since March 

2017.  We would consider the overhang closed if stocks fall under 400 mb.  This week’s increase 

in inventories was quite unexpected, especially given that refinery utilization jumped to 98.1% of 

capacity, up from 96.6% last week.  Oil imports rose sharply, to 9.0 mbpd, up over 1.0 mbpd 

from the prior week.  And, oil exports fell modestly as well.  We do note that U.S. production 

rose 0.4 mbpd to 10.9 mbpd.     
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As the seasonal chart below shows, inventories are late in the seasonal withdrawal period.  This 

week’s rise in stocks was obviously inconsistent with seasonal patterns.  If the usual seasonal 

pattern plays out, mid-September inventories will be 407 mb. 

 

 
(Source: DOE, CIM) 
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Based on inventories alone, oil prices are near the fair value price of $69.50.  Meanwhile, the 

EUR/WTI model generates a fair value of $57.34.  Together (which is a more sound 

methodology), fair value is $61.08, meaning that current prices are well above fair value.  The 

combination of a stronger dollar and unexpectedly high crude oil inventories is bearish.  We 

were rather surprised by this week’s build but it may be due to unusually low stockpiles at the 

delivery hub in Cushing, OK.  Stocks at the hub fell to 21.8 mb last week, an unusually low 

level. 

 

   

There have been discussions in the media about these low stocks causing potential delivery 

problems.  The tanks cannot be completely drained without causing problems; the DOE 

estimates that 15.0 mb is probably the working minimum.  Thus, the jump in imports may be 

designed to address this shortfall at Cushing and thus isn’t really a build in inventory for 

immediate use.  We will be watching this in the coming weeks to see if imports remain elevated 

to boost Cushing stocks. 

   

U.S. Economic Releases 
 

Initial jobless claims came in below expectations at 212k compared to the forecast of 215k.  The 

prior week’s report was revised upward from 213k to 214k. 
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The chart above shows the four-week moving average for initial claims.  The four-week moving 

average increased from 214.50k to 215.50k. 

 

The August Philadelphia FRB Business Outlook Index came in weaker than forecast, at 11.9 

compared to estimates of 22.0.   
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We smooth the data on the above chart with a six-month moving average.  The current reading is 

near cycle highs and is well above the recession signal of -10.  What makes this index important 

is that it is measuring business sentiment for the Mid-Atlantic region, where the Fed governors 

work and mostly live, at least part of the time.  No matter how data-sensitive one is, the 

economic activity that one observes directly will tend to affect one’s outlook.  Thus, a robust 

local economy in the Mid-Atlantic region could lead Fed governors to lean hawkish even if the 

rest of the nation’s economy is less robust.   
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July housing starts came in well below expectations at an annual rate of 1.168 mm units 

compared to expectations of 1.260 mm units.  The prior report was revised downward from 

1.168 mm to 1.158mm.  Permits were slightly above forecast at an annual rate of 1.311 mm units 

compared to the forecast of 1.310 mm units.  The prior report was revised upward from 1.273 

mm to 1.292 mm.  

 

 
 

The chart above shows the level of starts for both multi-family and single-family starts.  Single-

family housing starts rose 2.7% from the prior year, while multi-family homes fell 11.1%.  

Housing starts in the Northeast and West fell 18.5% and 10.9%, respectively, whereas housing 

starts in the South and Midwest rose 4.1% and 7.5%, respectively.  

 

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

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Economic Expectations m/m aug 53.5 **

9:45 Bloomberg Consumer Comfort m/m aug 59.3 **

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.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 
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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 Trade Balance m/m jul -¥231.2 bn ¥721.4 bn -¥41.2 bn ** Equity bearish, bond bullish

Japan buying foreign bonds m/m aug ¥123.9 bn ¥1.171 tn * Equity and bond neutral

Japan buying foreign stocks m/m aug ¥181.7 bn ¥0.505 tn * Equity and bond neutral

Foreign buying Japan bonds m/m aug -¥58.9 bn -¥0.225 bn * Equity and bond neutral

Foreign buying Japan stocks m/m aug -¥107.1 bn -¥661.5 bn * Equity and bond neutral

Australia Consumet Inflation Expectations m/m jul 4.0% 3.9% *** Equity and bond neutral

Employment Change m/m jul -3.9k 50.9k 15.0k ** Equity bearish, bond bullish

Unemployment Rate m/m jul 5.3% 5.4% 5.4% *** Equity bullish, bond bearish

Full Time Employment Change m/m jul 19.3k 41.2k ** Equity and bond neutral

Participation Rate m/m jul 65.5% 65.7% 65.7% ** Equity bearish, bond bullish

New Zealand Non Resident Bond Holdings m/m jul 58.7% 58.1% ** Equity and bond neutral

EUROPE

Eurozone Trade Balance y/y jul 16.7 bn 16.9 bn 16.9 bn ** Equity and bond neutral

Germany Wholesale Price Index y/y jul 3.5% 3.4% ** Equity and bond neutral

U.K. Retail Sales ex Auto Fuel y/y jul 3.7% 3.0% 2.8% ** Equity bullish, bond bearish

Retail Sales inc Auto Fuel y/y jul 3.5% 2.9% 2.9% ** Equity bullish, bond bearish

Russia Industrial Production y/y jul 3.9% 2.2% 2.6% *** Equity bullish, bond bearish

AMERICAS

Canada Existing Home Sales m/m jul 1.9% 4.1% ** 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) 232 231 1 Up

3-mo T-bill yield (bps) 202 202 0 Neutral

TED spread (bps) 30 29 1 Neutral

U.S. Libor/OIS spread (bps) 205 205 0 Up

10-yr T-note (%) 2.88 2.86 0.02 Up

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

EUR/USD 3-mo swap (bps) 9 10 -1 Down

Currencies Direction

dollar down Neutral

euro up Neutral

yen down Neutral

pound down 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. 
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Price Prior Change Explanation

Brent $70.84 $70.76 0.11%

WTI $64.97 $65.01 -0.06%

Natural Gas $2.94 $2.94 -0.17%

Crack Spread $19.84 $20.18 -1.70%

12-mo strip crack $19.60 $19.79 -0.98%

Ethanol rack $1.52 $1.52 -0.14%

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) 6.8 -2.5 9.3

Gasoline (mb) -0.7 -0.5 -0.2

Distillates (mb) 3.6 1.0 2.6

Refinery run rates (%) 1.50% -0.20% 1.70%

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.   

Tropical Storm Ernesto has developed in the middle of the Atlantic Ocean but, at this point, is 

unlikely to 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 8/15/2018 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 8/15/2018 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 16, 2018 
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P/E as of 8/15/2018 = 18.5x

 
 

Based on our methodology,9 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. 

                                                 
9 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. 


