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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 22, 2018—9:30 AM EDT]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is up 0.5% from the last close.  In Asia, the MSCI Asia Apex 50 was up 0.9% 

from the prior close.  Chinese markets were down, with the Shanghai composite down 0.7% and 

the Shenzhen index down 1.1%.  U.S. equity index futures are signaling a lower open.   

 

We are seeing a bit of risk-off this morning on the big political stories from yesterday.  However, 

the emphasis is on “bit”; equity weakness isn’t excessive, the dollar is modestly weaker, gold is 

higher but not by a lot and Treasury yields are down but no panic has ensued.  So, let’s dig in: 

 

The political news: As has been well documented, Paul Manafort1 and Michael Cohen2 were 

convicted yesterday.  The former was by a jury, while the latter plead guilty.  The basic charges 

were fraud.  We have received market-related questions about these events.  Here is our initial 

take: 
 

1. Equities: We expect the equity market to take the news in stride.  Clearly, political 

turmoil affects sentiment and thus we could easily see further pressure on P/E multiples.  

However, earnings remain robust, the economy is strong and, in what may be the most 

important factor, the tax cut benefits are probably already in place.  Although the 

likelihood of further initiatives being passed by this administration is low, those odds 

were already depressed.  As we have noted before, the most powerful period for a new 

president is the first 18 months.  After that, midterms loom and political capital has been 

exhausted.  In addition, if the president faces mounting legal woes, the momentum on 

trade talks could wane which would be bullish for equities.  As we have shown before, 

equities were on their way to “melt up” territory in January when the president turned his 

attention to trade and the P/E has declined since then.  A lessening of trade tensions 

would likely be bullish for equities, especially large caps.  Our expectation—neutral. 

2. Debt: Treasuries will benefit from any flight-to-safety buying.  Legal distractions will 

likely reduce the White House’s focus on monetary policy tightening.  Our 

expectation—bullish. 
3. Dollar: This is an area where the most impact is possible.  The dollar, on a purchasing 

power parity basis, is overvalued.  Tightening Fed policy has played a role in boosting 

the greenback but the potential for trade impediments is the primary reason for the bullish 

                                                 
1 https://www.ft.com/content/14dc40c4-a22d-11e8-85da-eeb7a9ce36e4?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
2 https://www.ft.com/content/5de0b3fc-a5a4-11e8-8ecf-a7ae1beff35b?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
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tone of the dollar.  After all, if the reserve currency nation restricts trade, other nations 

must go to ever greater lengths to gain access to the U.S. market.  The most likely way to 

do so is to support a weaker currency, boosting the dollar.  Furthermore, exchange rates, 

in some ways, reflect sentiment.  We note that the correlation between consumer 

sentiment and the dollar is very high since the late 1990s. 

 

 
 

This chart shows the JP Morgan dollar index and the University of Michigan index of 

consumer sentiment.  Since 1997, the two series are highly correlated with a two-year 

lag.  Thus, if political turmoil begins to weigh on sentiment, it would probably put 

pressure on the dollar.  Our expectation—dollar bearish, which would be bullish for 

commodities, gold and foreign equities. 

 

The political outlook: Yesterday’s news is damaging for the president but it hasn’t reached the 

level of critical quite yet.  The news highlights the importance of the midterm elections.  If the 

Democrats take the House, we would expect a drive to bring articles of impeachment against 

Trump.  As we saw with President Clinton in the late 1990s, that effort will likely fail in the 

Senate.  Even if the Democrats experience a major wave and take control of the Senate, it seems 

highly improbable that the threshold of 67 votes to remove the president would be met.   

 

However, as we have noted above, the distraction level will be elevated.  That doesn’t mean that 

everything else would necessarily stop; President Nixon was able to come to the aid of Israel 

during the 1973 Yom Kippur War while in the midst of the Watergate investigation.  

Nevertheless, it will be hard to maintain focus on other issues.  One subject we will be 

monitoring, especially if conditions deteriorate, is the power within the cabinet.  For example, if 

the Mnuchin/Kudlow wing of the administration gains power during the turmoil and 
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overshadows the Lighthizer/Navarro wing, then the tenor of the trade conflict would likely 

moderate.  Our inclination is that Mnuchin will gain power and thus the trade conflict would be 

reduced.  Overall, as noted above, we look for increased political distraction; by itself, that 

won’t be enough to derail equities but it could put downward pressure on the dollar. 

 

Another factor worth noting is that despite talk of Russian collusion the administration and 

Congress continue to target Russia for additional sanctions.  Earlier in the month, the 

administration applied additional sanctions on Russia over the U.K. poisoning.3  Yesterday, the 

administration added new sanctions for violating sanctions on North Korea.4  And, after we 

learned yesterday that Russia has hacked various right-wing think tanks, the Senate is preparing 

further sanctions.5  So far, it would be difficult to make a strong case for Russian favoritism, at 

least given these actions. 

 

Trade: Progress on NAFTA continues as reports suggest that a “handshake deal” could be struck 

with Mexico by tomorrow.6  Talks on auto tariffs appear to be facing delays; as we noted earlier 

this month, the EU is expected to stall discussions into the midterms, likely hoping that more 

important issues will occupy the U.S. and thus allow the status quo to continue.7  Meanwhile, 

China and U.S. negotiators continue to talk but neither side appears optimistic about an 

agreement.8 

 

Monetary policy: The Fed minutes will be released later today (see below).  We also note 

another report indicating that the BOJ is moving to end its aggressive easing stance.9 

     

U.S. Economic Releases 
 

MBA mortgage applications rose 4.2% from the prior week.  Purchases and refinancing are up 

2.9% and 6.0%, respectively.  The average 30-year fixed rate mortgage remained unchanged 

from the prior week at 4.8%. 

 

The table below shows the economic releases and Fed speaker events scheduled for the rest of 

the day. 

 

                                                 
3 https://www.ft.com/content/0d1d64dc-9b41-11e8-ab77-
f854c65a4465?emailId=5b7cdea30b4eba00040e5254&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
4 https://www.nytimes.com/2018/08/21/us/politics/new-us-sanctions-target-russia-for-defying-rules-on-north-
korea.html?emc=edit_mbe_20180822&nl=morning-briefing-
europe&nlid=5677267mbe_20180822&rref=collection%2Fsectioncollection%2Fpolitics&te=1  
5 https://www.nytimes.com/2018/08/21/us/politics/russia-sanctions-microsoft-
hacking.html?emc=edit_mbe_20180822&nl=morning-briefing-europe&nlid=567726720180822&te=1  
6 https://www.politico.com/story/2018/08/21/trump-nafta-mexico-746332  
7 https://www.wsj.com/articles/trump-auto-tariff-timetable-likely-to-slip-amid-europe-nafta-talks-1534853144  
8 https://www.ft.com/content/cea76a70-a510-11e8-8ecf-a7ae1beff35b  
9 https://www.reuters.com/article/us-japan-economy-boj/japan-central-bank-may-dial-back-stimulus-before-
price-goal-met-ex-boj-ishida-idUSKCN1L707U  

https://www.ft.com/content/0d1d64dc-9b41-11e8-ab77-f854c65a4465?emailId=5b7cdea30b4eba00040e5254&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/0d1d64dc-9b41-11e8-ab77-f854c65a4465?emailId=5b7cdea30b4eba00040e5254&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.nytimes.com/2018/08/21/us/politics/new-us-sanctions-target-russia-for-defying-rules-on-north-korea.html?emc=edit_mbe_20180822&nl=morning-briefing-europe&nlid=5677267mbe_20180822&rref=collection%2Fsectioncollection%2Fpolitics&te=1
https://www.nytimes.com/2018/08/21/us/politics/new-us-sanctions-target-russia-for-defying-rules-on-north-korea.html?emc=edit_mbe_20180822&nl=morning-briefing-europe&nlid=5677267mbe_20180822&rref=collection%2Fsectioncollection%2Fpolitics&te=1
https://www.nytimes.com/2018/08/21/us/politics/new-us-sanctions-target-russia-for-defying-rules-on-north-korea.html?emc=edit_mbe_20180822&nl=morning-briefing-europe&nlid=5677267mbe_20180822&rref=collection%2Fsectioncollection%2Fpolitics&te=1
https://www.nytimes.com/2018/08/21/us/politics/russia-sanctions-microsoft-hacking.html?emc=edit_mbe_20180822&nl=morning-briefing-europe&nlid=567726720180822&te=1
https://www.nytimes.com/2018/08/21/us/politics/russia-sanctions-microsoft-hacking.html?emc=edit_mbe_20180822&nl=morning-briefing-europe&nlid=567726720180822&te=1
https://www.politico.com/story/2018/08/21/trump-nafta-mexico-746332
https://www.wsj.com/articles/trump-auto-tariff-timetable-likely-to-slip-amid-europe-nafta-talks-1534853144
https://www.ft.com/content/cea76a70-a510-11e8-8ecf-a7ae1beff35b
https://www.reuters.com/article/us-japan-economy-boj/japan-central-bank-may-dial-back-stimulus-before-price-goal-met-ex-boj-ishida-idUSKCN1L707U
https://www.reuters.com/article/us-japan-economy-boj/japan-central-bank-may-dial-back-stimulus-before-price-goal-met-ex-boj-ishida-idUSKCN1L707U
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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 

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 All Industry Activity m/m jul -0.8% 0.1% -0.8% ** Equity and bond neutral

Australia Westpac Leading Index m/m aug 0.0% 0.0% ** Equity and bond neutral

Skilled Vacancies m/m aug 0.2% -0.1% ** Equity and bond neutral

Construction Work Done m/m aug 1.6% 0.2% 0.8% ** Equity bullish, bond bearish

New Zealand Retail Sales ex Inflation m/m 2q 1.1% 0.1% 0.3% ** Equity bullish, bond bearish

AMERICAS

Mexico Internation Reserves Weekly y/y jul $173.329 bn $173.351 bn ** Equity and bond neutral

Canada Wholesale Trade Sales m/m jun -0.8% 1.2% 0.7% ** 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) 231 231 0 Up

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

TED spread (bps) 28 28 0 Neutral

U.S. Libor/OIS spread (bps) 207 206 1 Up

10-yr T-note (%) 2.84 2.83 0.01 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 down Neutral

pound flat Neutral

franc flat Neutral  
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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 $73.92 $72.63 1.78% Bullish API report

WTI $67.01 $65.84 1.78%

Natural Gas $2.97 $2.98 -0.30%

Crack Spread $17.70 $17.46 1.37%

12-mo strip crack $20.25 $20.07 0.93%

Ethanol rack $1.50 $1.50 -0.02%

Gold $1,197.19 $1,195.99 0.10%

Silver $14.81 $14.79 0.18%

Copper contract $269.55 $271.15 -0.59%

Corn contract 372.00$       374.25$       -0.60%

Wheat contract 541.50$       547.75$       -1.14%

Soybeans contract 881.75$       886.00$       -0.48%

Baltic Dry Freight 1736 1727 9

Actual Expected Difference

Crude (mb) -2.0

Gasoline (mb) -1.0

Distillates (mb) 1.5

Refinery run rates (%) 1.50%

Natural gas (bcf) 50.0

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 western region.  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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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 rates10 

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 

                                                 
10 However, the cut in 1998 was prompted more by the Long-Term Capital Management collapse that threatened 
the financial system. 



 

 

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

www.confluenceinvestment.com 

 8 

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 8/21/2018 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 8/21/2018 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,11 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. 

                                                 
11 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. 


