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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 17, 2018—9:30 AM EDT]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 

was up 0.6% from the prior close.  Chinese markets were down, with the Shanghai composite 

down 1.3% and the Shenzhen index down 1.7%.  U.S. equity index futures are signaling a lower 

open.  With 464 companies having reported, the S&P 500 Q2 earnings are above expectations at 

$41.47 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. 

 

Happy Friday!  It’s a mixed market situation and somewhat less volatile than action earlier in the 

week.  Here is what we are watching today: 

 

End of quarterly earnings?  President Trump tweeted1 this morning that he is directing the 

SEC to study the costs and benefits of going to a biannual earnings reporting system.  The 

concern is that businesses have become overly focused on short-term results and thus easing the 

pressure of the earnings focus might make businesses more concerned about longer term growth.  

To some extent, this is the argument made by private equity, whose proponents often argue that 

private firms can concentrate on long-term results even if their actions harm short-term earnings.  

Of course, the flip side is that a shareholder is the owner and deserves to know how his business 

is doing.  We doubt this goes anywhere; moving to a biannual reporting structure won’t 

necessarily change the term focus because the difference between three and six months isn’t all 

that significant.  But, this tweet will dominate the news cycle at least for this morning.   

 

Turkey update: The TRY has slumped this morning, which is probably to be expected given the 

lift in the past few days.  Turkey’s financial markets will be closed next week for holiday, so 

traders are probably squaring positions.  There doesn’t appear to be much evidence of a thaw.  

Treasury Secretary Mnuchin signaled yesterday that the U.S. has prepared new measures against 

Turkey.2  President Trump’s position has clearly hardened as he indicates he won’t “pay 

anything” for the release of Pastor Brunson.3  Turkey does appear to be trying to initiate some 

                                                 
1 https://twitter.com/realDonaldTrump/status/1030416679069777921  
2 https://www.ft.com/content/ce39a2ae-a157-11e8-85da-eeb7a9ce36e4  
3 https://www.cnbc.com/2018/08/17/trump-us-will-not-pay-turkey-for-release-of-detained-american-pastor-
brunson.html  
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sort of resolution; the foreign minister stated that his nation “does not wish to have problems 

with the U.S.”4   

 

Iran sanctions: The administration is threatening to apply sanctions on all nations that buy 

Iranian oil after November 4, specifically including China.5  This threat is a major escalation of 

tensions between the U.S. and China and probably explains the rise in oil prices this morning.  In 

general, China has mostly ignored Iranian oil sanctions because it conducts business outside the 

dollar; Iran can sell to China but doesn’t receive dollars in return.  To make sanctions effective, 

the U.S. has to penalize China as if it were buying oil in dollars.  That would give the U.S. the 

power to deny China access to the U.S. banking system.  If China were to comply (which we 

view as a long shot), the pressure on Iran would be significant and would likely trigger an 

aggressive response.6  Most of Iran’s responses would be bullish for crude oil. 

   

U.S. Economic Releases 

 

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

economic releases scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 Leading Index m/m jul 0.4% 0.5% **

10:00 U. of Michigan Sentiment m/m aug 98.0 97.9 **

10:00 U. of Michigan Current Conditions m/m aug 114.4 **

10:00 U. of Michigan Expectations m/m aug 87.3 **

10:00 U. of Michigan 1 yr Inflation m/m aug 2.9% **

10:00 U. of Michigan 5-10 Yr Inflation m/m aug 2.4% **

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 

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

a paragraph below if any development merits further explanation.  

                                                 
4 https://uk.reuters.com/article/uk-turkey-currency-usa/turkey-does-not-wish-to-have-problems-with-u-s-foreign-
minister-idUKKBN1L12AJ?il=0&utm_source=POLITICO.EU&utm_campaign=ef9e266c20-
EMAIL_CAMPAIGN_2018_08_17_04_42&utm_medium=email&utm_term=0_10959edeb5-ef9e266c20-190334489  
5 https://www.wsj.com/articles/pompeo-announces-new-action-group-to-target-iran-1534445395  
6 To read our discussion of potential responses, see WGRs, Iran Sanctions and Potential Responses: Part I 
(7/30/18), Part II (8/6/18), and Part III (8/13/18). 

https://uk.reuters.com/article/uk-turkey-currency-usa/turkey-does-not-wish-to-have-problems-with-u-s-foreign-minister-idUKKBN1L12AJ?il=0&utm_source=POLITICO.EU&utm_campaign=ef9e266c20-EMAIL_CAMPAIGN_2018_08_17_04_42&utm_medium=email&utm_term=0_10959edeb5-ef9e266c20-190334489
https://uk.reuters.com/article/uk-turkey-currency-usa/turkey-does-not-wish-to-have-problems-with-u-s-foreign-minister-idUKKBN1L12AJ?il=0&utm_source=POLITICO.EU&utm_campaign=ef9e266c20-EMAIL_CAMPAIGN_2018_08_17_04_42&utm_medium=email&utm_term=0_10959edeb5-ef9e266c20-190334489
https://uk.reuters.com/article/uk-turkey-currency-usa/turkey-does-not-wish-to-have-problems-with-u-s-foreign-minister-idUKKBN1L12AJ?il=0&utm_source=POLITICO.EU&utm_campaign=ef9e266c20-EMAIL_CAMPAIGN_2018_08_17_04_42&utm_medium=email&utm_term=0_10959edeb5-ef9e266c20-190334489
https://www.wsj.com/articles/pompeo-announces-new-action-group-to-target-iran-1534445395
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_7_30_2018.pdf
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_8_6_2018.pdf
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_8_13_2018.pdf
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

New Zealand PPI Output q/q 2q 0.9% 0.2% ** Equity bullish, bond bearish

PPI Input q/q 2q 1.0% 0.6% ** Equity bullish, bond bearish

EUROPE

Eurozone CPI Core y/y jul 1.1% 1.1% 1.1% *** Equity and bond neutral

CPI y/y jul 2.1% 2.0% 2.1% *** Equity and bond neutral

ECB Current Account y/y jun 23.5 bn 22.4 bn ** Equity and bond neutral

Italy Current Account Balance m/m jun 5.135 bn 2.226 bn ** Equity bullish, bond bearish

General Government Debt m/m jun 2.323 tn 2.327 tn ** Equity and bond neutral

Russia Money Supply Narrow Def m/m aug 10.35 tn 10.25 tn ** Equity and bond neutral

AMERICAS

Canada Manufacturing Sales m/m jul 1.1% 1.4% 1.0% ** 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) 200 201 -1 Neutral

TED spread (bps) 31 30 1 Neutral

U.S. Libor/OIS spread (bps) 206 205 1 Up

10-yr T-note (%) 2.85 2.87 -0.02 Up

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

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

Currencies Direction

dollar down Neutral

euro up Neutral

yen up Neutral

pound flat 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 $72.14 $71.43 0.99% Global Uncertainty

WTI $65.85 $65.46 0.60%

Natural Gas $2.94 $2.91 0.93%

Crack Spread $19.66 $19.54 0.63%

12-mo strip crack $19.74 $19.55 0.99%

Ethanol rack $1.52 $1.52 -0.03%

Gold $1,176.41 $1,174.16 0.19%

Silver $14.63 $14.65 -0.15%

Copper contract $260.85 $261.65 -0.31%

Corn contract 381.25$       379.75$       0.39%

Wheat contract 574.25$       562.00$       2.18%

Soybeans contract 896.00$       897.00$       -0.11%

Baltic Dry Freight 1720 1727 -7

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) 33.0 26.0 7.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

with cooler temps in the Midwest and eastern regions.  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 17, 2018 
 

Last week, the Bureau of Labor Statistics released the CPI data for July.  Inflation continues to 

rise; the overall rate rose 2.9% and the closely watched core rate (the rate less food and energy) 

rose to 2.4%, the highest rate since September 2008.  Rising inflation raises policy concerns.  In 

this week’s report, we will analyze these concerns. 
 

The rise in interest rates will support the Federal Reserve tightening stance.  To determine what 

the fed funds target rate “should” be, we use the Mankiw Rule model.  The Mankiw Rule model 

attempts to determine the neutral rate for fed funds, which is a rate that is neither accommodative 

nor stimulative.  Mankiw’s model is a variation of the Taylor Rule.  The latter measures the 

neutral rate using core CPI and the difference between GDP and potential GDP, which is an 

estimate of slack in the economy.  Potential GDP cannot be directly observed, only estimated.  

To overcome this problem with potential GDP, Mankiw used the unemployment rate as a proxy 

for economic slack.  We have created four versions of the rule, one that follows the original 

construction by using the unemployment rate as a measure of slack, a second using the 

employment/population ratio, a third using involuntary part-time workers as a percentage of the 

total labor force and a fourth using yearly wage growth for non-supervisory workers.     
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Using the unemployment rate, the neutral rate is now 4.25%, up from last month’s estimate of 

4.00%, reflecting the fall in the unemployment rate and the rise in inflation.  Using the 

employment/population ratio, the neutral rate is 2.07%, up from 1.84%.  Using involuntary part-

time employment, the neutral rate is 4.00%, up from the last calculation of 3.68%.  Using wage 
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growth for non-supervisory workers, the neutral rate is 2.48%, roughly unchanged from the last 

report of 2.41%.  All the variations show a rise in the neutral rate; two of them, the traditional 

one with the unemployment rate and the rate using involuntary part-time employment, are 4.00% 

or above.  The other two calculations are showing more slack in the economy, although both still 

suggest the FOMC needs to raise rates further.  The model based on the employment/ population 

ratio suggests one more hike of 25 bps to reach neutrality and three more times to achieve that 

level for the wage growth variation.   

 

To determine the market’s projection for policy, we use the implied three-month LIBOR rate 

from the two-year deferred Eurodollar futures market.  In the past, it has been a reliable measure 

of the terminal fed funds rate. 
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The top line on the chart shows the spread between the implied LIBOR rate and the fed funds 

target.  We have placed vertical lines where the spread inverts and gray bars for recessions.  In 

the 1990s, Chair Greenspan faced two periods when the spread inverted; both times he cut rates7 

and was able to extend the expansion.  He was unable to avoid recession in 2001 despite 

aggressive cuts to fed funds, but that recession was considered to be unusually mild.  The 

Bernanke Fed did not lower rates when the spread inverted in 2006, leading to a period of 

extended policy tightness which may have increased risk to the economy. 

 

Despite the rise in inflation, the implied three-month LIBOR rate from the two-year deferred 

Eurodollar futures market did not rise; in fact the most recent reading is 2.95%, suggesting the 

FOMC should stop raising rates when the target reaches 3.00%.  That still means five rate hikes 

                                                 
7 However, the cut in 1998 was prompted more by the Long-Term Capital Management collapse that threatened 
the financial system. 
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are being discounted by the financial market.  Assuming two more this year, the Eurodollar 

futures are suggesting three hikes would be on tap for 2019.   

 

The differences in the Mankiw Rule variations mean that the projected 3.00% rate would likely 

signal recession if the proper measure of slack is either the employment/population ratio or wage 

growth variation.  On the other hand, if the true measure of slack is the unemployment rate or 

involuntary part-time variation, then the Fed is running the risk of either triggering an inflation 

problem or inflating an asset bubble.  How do we know which is the best measure of slack?  

There really is no good way to know for sure but if forced to choose we would select the wage 

growth variation as probably the best gauge.  Why?  Because overly tight labor markets should 

push wages higher and the fact that wage growth remains sluggish probably means there are 

“pockets” of workers still being drawn into the labor force.  The fact that the labor force is 

continuing to expand confirms this notion.  The argument against the wage growth variation is 

the idea that the labor market has become an oligopsony, meaning that firms have market power 

over labor and are holding down wages despite the lack of workers.  Although this is possible, 

we doubt this factor can hold down wages indefinitely.   

 

If the wage growth variation is the correct measure of slack, we are still three tightening events 

away from neutrality.  Thus, for the time being, the risk of the FOMC overtightening and 

triggering a recession is low.  Nevertheless, the danger will rise by early next year and the risks 

of recession will rise appreciably by the second half of next year, assuming the Fed continues to 

ratchet rates higher.  We continue to closely monitor this dynamic into next year.   
 
 

 

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 8/16/2018 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 8/16/2018 close) 
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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 16, 2018 
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P/E as of 8/15/2018 = 18.5x

 
 

Based on our methodology,8 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. 

                                                 
8 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. 


