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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 20, 2018—9:30 AM EDT]  Global equity markets are generally higher this 

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

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

1.1% and the Shenzhen index up 0.6%.  U.S. equity index futures are signaling a higher open.  

With 468 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, 81.2% of the companies reported earnings above forecast, 

while 13.5% reported earnings below forecast. 

 

It’s Monday…back to the salt mines!  It’s a “green” day so far this morning—equities are higher, 

but so are longer duration Treasury prices and beleaguered metals are even bouncing a bit higher.  

The dollar is a bit lower.  Here is what we are watching today: 

 

Turkey update: The TRY is lower this morning despite news that the country has set up a 

currency swap line with Qatar.1  Turkey’s financial markets will be closed this week for holiday.  

There doesn’t appear to be much evidence of a thaw between Ankara and Washington.  

According to reports, Turkey has offered to release Pastor Brunson in return for the U.S. 

dropping the investigation into state-owned Halkbank, which has been fined for violating 

sanctions with Iran.2  The Trump administration’s position is becoming clear—the U.S. doesn’t 

intend to give Turkey anything for releasing Brunson.3  This puts Turkey and President Erdogan 

in a tough spot as Turkey will need U.S. help to extricate itself from a difficult economic 

position.  The U.S. appears ready to force Turkey to back down and lose face, something that 

Erdogan will try desperately to avoid.  This suggests to us that although the TRY is very cheap, it 

may take a while before Turkey becomes an attractive investment venue.  At the same time, we 

do note that the credit rating agencies have downgraded Turkey.4  Since they often make this 

type of move when all the bad news is known, paradoxically, this could be a good sign. 

 

Oh, woe, Venezuela: The Maduro government administration is taking some steps to manage 

the nearly unmanageable situation of hyperinflation.  Today, the country is releasing a new 

currency, the “sovereign bolivar,” which has lopped off five zeros (instead of the three 

                                                 
1 https://www.reuters.com/article/us-turkey-currency-qatar/qatar-and-turkey-central-banks-sign-swap-
agreement-qatar-central-bank-idUSKCN1L40NS  
2 https://www.wsj.com/articles/u-s-rebuffs-effort-to-tether-bank-fine-to-pastors-release-1534721674  
3 https://www.cnbc.com/2018/08/17/trump-us-will-not-pay-turkey-for-release-of-detained-american-pastor-
brunson.html  
4 https://www.ft.com/content/ba68708a-a22d-11e8-85da-eeb7a9ce36e4  
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announced earlier).5  This is a fairly common tactic, often seen in South America.  It really never 

works by itself.  The new currency will be tied to the state-issued cryptocurrency, called the 

“petro,”6 which has had a checkered history.  Maduro also announced the Orinoco Basin oil 

reserves will be transferred to the central bank and will be included in the country’s foreign 

reserves. 
 

 
 

Official reserves plus gold are approaching $7.5 bn; although, in theory, a country can add any 

assets to foreign reserves, the key issue is liquidity.  Those oil reserves are not liquid and the 

fastest way to make them liquid would be to allow foreign firms to move in and develop them.  

That isn’t likely.  In response to this news, Venezuelans spent the weekend converting their 

bolivars to stuff.  Maduro did announce a 3,000% increase in the minimum wage but didn’t set a 

start date.  The longer he waits (in a nation with 1,000,000% inflation,7 waiting is deadly), the 

less impact it will have.8  Another indication of how bad things have gotten is that the U.S. Navy 

has sent the USNS Comfort, a hospital ship, to the coast of Colombia to assist that country with 

the crush of refugees coming from Venezuela.9  Finally, as we reported last week, Maduro did 

confirm that gasoline prices will be allowed to rise to market levels.10  This decision is perhaps 

                                                 
5 https://www.ft.com/content/3edcdf1a-90fc-11e8-b639-
7680cedcc421?emailId=5b7a439a87c35600041c545b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 and 
https://www.wsj.com/articles/venezuela-devalues-currency-and-hikes-wages-stoking-fears-about-instability-
1534629512  
6 https://ftalphaville.ft.com/2018/03/07/1520419383000/About-that-Petro/  
7 https://www.washingtonpost.com/opinions/venezuelas-inflation-will-hit-1-million-percent-thanks-
socialism/2018/07/27/44b5ac16-91e0-11e8-b769-e3fff17f0689_story.html?utm_term=.9750b01b7c2e  
8 https://apnews.com/04c33db9752f4d8ba62346f32701bc6c/Venezuelans-jittery-ahead-of-sudden-economic-
reforms  
9 https://www.navytimes.com/news/your-navy/2018/08/19/us-to-send-navy-hospital-ship-to-colombia-amid-
refugee-crisis/  
10 https://www.dw.com/en/inflation-wracked-venezuela-forced-to-end-cheap-oil-and-gas/a-45121732  

https://www.ft.com/content/3edcdf1a-90fc-11e8-b639-7680cedcc421?emailId=5b7a439a87c35600041c545b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/3edcdf1a-90fc-11e8-b639-7680cedcc421?emailId=5b7a439a87c35600041c545b&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/venezuela-devalues-currency-and-hikes-wages-stoking-fears-about-instability-1534629512
https://www.wsj.com/articles/venezuela-devalues-currency-and-hikes-wages-stoking-fears-about-instability-1534629512
https://ftalphaville.ft.com/2018/03/07/1520419383000/About-that-Petro/
https://www.washingtonpost.com/opinions/venezuelas-inflation-will-hit-1-million-percent-thanks-socialism/2018/07/27/44b5ac16-91e0-11e8-b769-e3fff17f0689_story.html?utm_term=.9750b01b7c2e
https://www.washingtonpost.com/opinions/venezuelas-inflation-will-hit-1-million-percent-thanks-socialism/2018/07/27/44b5ac16-91e0-11e8-b769-e3fff17f0689_story.html?utm_term=.9750b01b7c2e
https://apnews.com/04c33db9752f4d8ba62346f32701bc6c/Venezuelans-jittery-ahead-of-sudden-economic-reforms
https://apnews.com/04c33db9752f4d8ba62346f32701bc6c/Venezuelans-jittery-ahead-of-sudden-economic-reforms
https://www.navytimes.com/news/your-navy/2018/08/19/us-to-send-navy-hospital-ship-to-colombia-amid-refugee-crisis/
https://www.navytimes.com/news/your-navy/2018/08/19/us-to-send-navy-hospital-ship-to-colombia-amid-refugee-crisis/
https://www.dw.com/en/inflation-wracked-venezuela-forced-to-end-cheap-oil-and-gas/a-45121732
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the most politically risky one he has made and indicates the degree to which conditions have 

deteriorated.  

 

Trade update: One of the “known/unknowns” is what is the eventual goal of the Trump 

administration’s trade policy?  Is the goal to scare foreign nations to the negotiating table to get 

better deals or is the president bent on making the U.S. an autarky?  Evidence for either position 

is available.  Comments coming from China, for example, suggest that the CPC has concluded 

that the U.S. goal for American/Chinese trade policy is containment.11  At the same time, there is 

growing talk that the U.S. and China will reach some sort of agreement by November.12  And, 

there are reports that negotiations between the U.S. and Mexico are approaching an agreement as 

well,13 although it may just be a bilateral agreement as Canada hasn’t been privy to these talks.  

Still, if the administration’s trade rhetoric is designed to force negotiations and it is working, we 

would look for a pop in equities.  Equity indices have been marking time since peaking earlier 

this year, despite robust earnings.  We have seen a drop in earnings multiples, which we believe 

is mostly due to worries over trade.  If the Trump administration is really just trying to change 

global trading arrangements and not trying to destroy them, such an outcome should be a huge 

relief for investors. 

 

Jackson Hole: The KC FRB will hold its annual meetings near the majestic Grand Tetons in 

Wyoming in the town of Jackson Hole.  The full roster of speakers will be announced later in the 

week but Chair Powell is scheduled to speak on Friday.  Previous Fed chairs have used this 

venue to make important policy announcements.  We don’t expect this from Powell, but we 

would expect confirmation that the current path of policy will remain in place.   

    

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

10:00 Existing Home Sales m/m jul 5.41 mn 5.38 mn **

10:00 Existing Home Sales m/m jul 0.6% 0.4% **

EST Speaker or event

14:00 FOMC Meeting Minutes Federal Reserve Board

District or position

Economic Releases

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 

                                                 
11 https://www.bloomberg.com/news/articles/2018-08-17/china-unsure-of-how-to-handle-trump-braces-for-new-
cold-war  
12 https://www.wsj.com/articles/u-s-china-plot-road-map-to-resolve-trade-dispute-by-november-1534528756  
13 https://www.reuters.com/article/us-trade-nafta-hassett/white-house-adviser-says-trade-deal-with-mexico-very-
very-close-idUSKBN1L221J?feedType=RSS&feedName=topNews  

https://www.bloomberg.com/news/articles/2018-08-17/china-unsure-of-how-to-handle-trump-braces-for-new-cold-war
https://www.bloomberg.com/news/articles/2018-08-17/china-unsure-of-how-to-handle-trump-braces-for-new-cold-war
https://www.wsj.com/articles/u-s-china-plot-road-map-to-resolve-trade-dispute-by-november-1534528756
https://www.reuters.com/article/us-trade-nafta-hassett/white-house-adviser-says-trade-deal-with-mexico-very-very-close-idUSKBN1L221J?feedType=RSS&feedName=topNews
https://www.reuters.com/article/us-trade-nafta-hassett/white-house-adviser-says-trade-deal-with-mexico-very-very-close-idUSKBN1L221J?feedType=RSS&feedName=topNews
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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

Japan Convenience Store Sales y/y jul 0.1% 1.1% ** Equity bearish, bond bullish

EUROPE

Eurozone Construction Output y/y jun 2.6% 1.8% *** Equity bullish, bond bearish

Germany PPI y/y jul 3.0% 3.0% 3.0% *** Equity and bond neutral

U.K. Rightmove House Price y/y aug 1.1% 1.4% * Equity and bond neutral

Switzerland Total Sight Deposits y/y aug 576.7 bn 576.1 bn * Equity and bond neutral

Domestic Sight Deposits y/y aug 472.6 bn 473.4 bn * Equity and bond neutral

AMERICAS

Mexico CPI y/y jul 3.0% 2.5% 2.5% *** Equity bearish, bond bullish  
 

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) 200 200 0 Neutral

TED spread (bps) 31 32 -1 Neutral

U.S. Libor/OIS spread (bps) 206 206 0 Up

10-yr T-note (%) 2.86 2.86 0.00 Up

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

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

Currencies Direction

dollar up Neutral

euro down Neutral

yen down Neutral

pound up 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 $72.08 $71.83 0.35%

WTI $65.91 $65.91 0.00%

Natural Gas $2.91 $2.95 -1.15%

Crack Spread $18.94 $18.84 0.50%

12-mo strip crack $19.45 $19.30 0.77%

Ethanol rack $1.51 $1.51 -0.24%

Gold $1,187.14 $1,184.25 0.24%

Silver $14.71 $14.80 -0.62%

Copper contract $269.25 $264.75 1.70%

Corn contract 378.50$       378.75$       -0.07%

Wheat contract 573.00$       579.75$       -1.16%

Soybeans contract 902.75$       892.75$       1.12%

Baltic Dry Freight 1723 1720 3

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

with cooler temps in the state of Washington and the surrounding areas.  There is no tropical 

cyclone activity 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 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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MANKIW WITH UNEMPLOYMENT RATE = 4.25%

MANKIW WITH WAGES = 2.48%

Sources:  Greg Mankiw, Haver Analytics, CIM
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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 rates14 

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 

                                                 
14 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.  



 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 9 

Data Section 

 

U.S. Equity Markets – (as of 8/17/2018 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 8/17/2018 close) 
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Emerging Markets ($)

Emerging Markets (local currency)

Commodities

Foreign Developed ($)

US Corporate Bond

US Government Bond

Cash

Foreign Developed (local currency)

US High Yield

Real Estate

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 16, 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 8/15/2018 = 18.5x

 
 

Based on our methodology,15 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. 

                                                 
15 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. 


