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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 6, 2018—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 0.3% from the last close.  In Asia, the MSCI Asia Apex 50 was up 0.3% 

from the prior close.  Chinese markets were down, with the Shanghai composite down 1.3% and 

the Shenzhen index down 2.1%.  U.S. equity index futures are signaling a higher open.  With 406 

companies having reported, the S&P 500 Q2 earnings are above expectations at $40.69 

compared to the $39.20 forecast for the quarter.  The forecast reflects a 19.9% increase from Q2 

2017 earnings.  Thus far this quarter, 81.5% of the companies reported earnings above forecast, 

while 13.3% reported earnings below forecast. 

 

Markets are rather quiet this morning, a reflection of the “dog days” of summer.  However, there 

was a lot of news over the weekend.  Let’s dig in: 

 

Trade talks: China indicated it is preparing for a protracted trade war.1  In a new turn, Chinese 

state media pointedly blamed President Trump for the trade war and indicated it won’t back 

down.2  This comes after the president tweeted a thread where he suggested that tariffs are 

working.3  As we have noted before, there are really no winners in a trade war but prevailing in a 

trade war is more about how much pain one can accept.  China appears to be betting that an 

authoritarian system can bear a greater burden than a democracy.  This belief is common among 

authoritarian supporters because democracies can be so divided.  However, those divisions have 

historically melted away when an external threat refocuses the electorate.  In addition, it might 

be a mistake to overestimate the CPC’s ability to rally the population to suffer through a trade 

war.  Although authoritarian regimes appear to outsiders as monoliths of stability, history shows 

they can collapse with frightening speed.4  We note a recent report in the FT5 suggesting that Xi 

may be cracking under the strain as evidence that China may not be able to resist U.S. pressure to 

the degree as expected.  The PBOC reinstated a 20% reserve requirement on yuan forwards,6 

effectively boosting the price of shorting the currency.  Although this action did stabilize the 

                                                 
1 https://www.reuters.com/article/us-usa-trade-china/trumps-trade-extortion-wont-work-china-state-media-says-
idUSKBN1KR096  
2 https://www.youtube.com/watch?v=nvlTJrNJ5lA  
3 https://www.reuters.com/article/us-usa-trade-china-trump/trump-says-tariffs-are-working-u-s-and-china-are-
talking-idUSKBN1KP0P7 and https://www.ft.com/content/a0fdaa32-986b-11e8-ab77-
f854c65a4465?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56  
4 The fall of the Shah of Iran and the collapse of Ceausescu in Romania in 1989 are two examples. 
5 https://www.ft.com/content/bf0227a2-96e4-11e8-b67b-b8205561c3fe  
6 https://www.bloomberg.com/news/articles/2018-08-03/china-steps-in-to-support-yuan-with-forward-reserve-
requirement  
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currency, the act itself shows a growing degree of concern.  China knows that depreciation will 

reduce the impact of U.S. tariffs.  However, a rapid decline in the CNY will also trigger capital 

flight and increase financial market risk.  After all, when a nation engages in policies to prevent a 

currency from weakening, it is a clear signal that it believes the currency will weaken further in 

the absence of such measures.  Such moves are perhaps justifiable if one believes the pressures 

are short-term in nature.  But, if the pressures are structural, the actions won’t work. 

 

A drone attack: Over the weekend there was an assassination attempt against Venezuelan 

President Maduro via drone strike.7  The optics of the attack were not favorable.8  As the drone 

flew over a military parade where Maduro was reviewing the troops and making a speech, the 

soldiers on parade scattered and the generals surrounding Maduro looked to be protecting 

themselves first.  Although Venezuela blamed foreigners, it appears the attack came from 

dissident elements in the Venezuelan military. 

 

Saudi Arabia: The dominating news report is a diplomatic spat between Canada and the 

Kingdom of Saudi Arabia (KSA).  The Canadian foreign minister called for the release of 

dissident women’s rights activists who are being detained.  The KSA reacted strongly, expelling 

Canada’s ambassador and freezing trade.9  This appears to be a rather strong reaction to a normal 

complaint and perhaps is a reflection of the inexperience of the crown prince.  Oil prices jumped 

on reports that Saudi oil output unexpectedly declined.10  It is unclear what caused the shortfall 

but it does raise questions about the KSA’s ability to boost oil production and is bullish for oil 

prices.  Additionally, there are reports that the KSA, with U.S. support, paid elements of al 

Qaeda to vacate areas11 in Yemen.  This looks to us like the Houthis are the focus of the war in 

Yemen.  Al Qaeda has generally supported the Houthis even though they are regarded as Shiite; 

the Saudis likely believe that this support isn’t deep and are therefore trying to exploit the 

division.  Of course, history shows that making deals with al Qaeda is fraught with risk.  After 

all, al Qaeda was an element of the jihadist resistance to the Soviets in Afghanistan.  Although 

the jihadists were instrumental in defeating the communists there, al Qaeda was behind the 

attacks on 9/11.  There are reports that the KSA was considering an invasion of Qatar in 2017.  

According to these reports, then SoS Tillerson opposed the invasion and the KSA and the UAE 

joined efforts to get Tillerson removed.12 

 

                                                 
7 https://www.bbc.com/news/world-latin-america-45077057 and 
https://www.nytimes.com/2018/08/05/world/americas/venezuela-drone-attack-nicolas-
maduro.html?emc=edit_mbe_20180806&nl=morning-briefing-europe&nlid=567726720180806&te=1  
8 https://mobile.reuters.com/article/amp/idUSKBN1KQ0KL?__twitter_impression=true  
9 https://www.bbc.com/news/world-middle-east-45079682 and https://www.ft.com/content/44f94cde-9927-
11e8-9702-5946bae86e6d  
10 https://www.marketwatch.com/story/reports-of-surprise-drop-in-saudi-output-send-oil-prices-climbing-2018-
08-06  
11 https://www.apnews.com/f38788a561d74ca78c77cb43612d50da/Yemen:-US-allies-don't-defeat-al-Qaida-but-
pay-it-to-go-away  
12 https://theintercept.com/2018/08/01/rex-tillerson-qatar-saudi-uae/  
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https://mobile.reuters.com/article/amp/idUSKBN1KQ0KL?__twitter_impression=true
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Iran: The first phase of sanctions against Iran go into effect today,13 although there does appear 

to be less unity compared to earlier sanctions efforts.14  We note that Iran held war games last 

week in the Persian Gulf and simulated a “swarming” attack.15  However, we are hearing reports 

suggesting there are backchannel talks going on between Iran and the U.S.16  It would not shock 

us if President Trump wants another summit meeting similar to the North Korean event.  It has 

been well documented that North Korea is still working on missiles and nuclear weapons so even 

a summit meeting might not change conditions very much.  But, Iran should be willing to engage 

in talks if for nothing more than to delay further sanctions until the November mid-terms with 

the hope that the GOP loses its grip on Congress and the president is subjected to constant 

investigations by the House.  In reality, the U.S. doesn’t want a hot war in Iran.  It’s not clear 

what the objectives would be and there is no guarantee that regime change would actually 

improve anything.   

 

Germany: We are noting two developments.  First, Germany is considering bringing back what 

is effectively a draft, although it would allow for some to perform national service instead of a 

stint in the military.17  However, of greater concern is that Germany is also pondering whether it 

needs its own nuclear deterrent.18  One of the key elements of American foreign policy has been 

increasingly forgotten—NATO was more about the U.S. providing security for Western Europe 

because the Europeans couldn’t get along and had triggered two world wars.  Although 

American presidents have consistently asked for more defense spending from Europe, in reality, 

they never wanted too much because the Europeans may not listen to U.S. policy directives if 

they had formidable militaries.  However, due to intergenerational forgetfulness,19 the U.S. 

appears to be promoting the rearming of Europe.  That just doesn’t seem like a good idea. 

   

U.S. Economic Releases 

 

There are no economic releases or Fed events scheduled for today. 
 

 

                                                 
13 https://www.axios.com/trump-administration-iran-sanctions-nuclear-deal-d1eb8331-4334-4c7f-bb64-
f096b6c6b26a.html  
14 https://www.tagesspiegel.de/politik/us-thinktank-chef-dubowitz-ruhani-ist-nicht-
moderat/22865024.html?utm_source=POLITICO.EU&utm_campaign=b936ceb93b-
EMAIL_CAMPAIGN_2018_08_06_04_22&utm_medium=email&utm_term=0_10959edeb5-b936ceb93b-
190334489  
15 We have been discussing this issue in the most recent WGRs.  This week’s report will focus on the Strait of 
Hormuz. 
16 https://twitter.com/SinaToossi/status/1026115159801176064  
17 https://www.bild.de/politik/inland/wehrpflicht/bundeswehr-debatte-
56552610.bild.html?utm_source=POLITICO.EU&utm_campaign=b936ceb93b-
EMAIL_CAMPAIGN_2018_08_06_04_22&utm_medium=email&utm_term=0_10959edeb5-b936ceb93b-
190334489  
18 https://www.ft.com/content/de7fcc78-964f-11e8-95f8-
8640db9060a7?utm_source=POLITICO.EU&utm_campaign=b936ceb93b-
EMAIL_CAMPAIGN_2018_08_06_04_22&utm_medium=email&utm_term=0_10959edeb5-b936ceb93b-
190334489  
19 https://www.nationalww2museum.org/war/wwii-veteran-statistics  
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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

China BoP Current Account Balance m/m 2q $5.8 bn -$34.1 bn ** Equity bullish, bond bearish

Australia Melbourne Institute Inflation m/m jul 0.1% 0.0% ** Equity and bond neutral

ANZ Job Advertisements m/m jul 1.5% -1.7% ** Equity bullish, bond bearish

New Zealand ANZ Commodity Price m/m jul -3.2% 1.0% ** Equity bearish, bond bearish

EUROPE

Eurozone Sentix Investor Confidence y/y aug 14.7 12.1 13.4 ** Equity bullish, bond bearish

Germany Factory orders m/m jun -4.0% 2.6% -0.5% ** Equity bearish, bond bearish

Markit Germant Construction m/m jul 50.0 53.0 ** Equity and bond neutral

U.K. New Car Registrations y/y jul 1.2% -3.5% ** Equity and bond neutral

Switzerland Total Sight Deposits CHF m/m aug 575.9 bn 576.4 bn ** Equity and bond neutral

Domestic Sight Deposits CHF m/m aug 476.2 bn 476.5 bn ** Equity and bond neutral

Russia Light Vehicle Car Sales y/y jul 11.0% 11.0% 11.0% ** 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) 234 234 0 Up

3-mo T-bill yield (bps) 197 197 0 Neutral

TED spread (bps) 38 37 1 Neutral

U.S. Libor/OIS spread (bps) 202 202 0 Up

10-yr T-note (%) 2.96 2.95 0.01 Up

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

EUR/USD 3-mo swap (bps) 6 7 -1 Down

Currencies Direction

dollar up Neutral

euro down Neutral

yen down Neutral

pound down Neutral

franc down Neutral  
 

Commodity Markets 
 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 
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Price Prior Change Explanation

Brent $73.93 $73.21 0.98% Saudi Arabia curbs production

WTI $69.37 $68.49 1.28%

Natural Gas $2.83 $2.85 -0.74%

Crack Spread $18.87 $19.12 -1.33%

12-mo strip crack $19.57 $19.58 -0.05%

Ethanol rack $1.57 $1.57 0.10%

Gold $1,208.71 $1,214.90 -0.51%

Silver $15.31 $15.42 -0.73%

Copper contract $272.05 $276.35 -1.56%

Corn contract 384.50$       384.25$       0.07%

Wheat contract 581.75$       579.75$       0.34%

Soybeans contract 895.25$       902.25$       -0.78%

Baltic Dry Freight 1773 1756 17

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 South.  Precipitation is expected for most of the country.  There are no 

tropical disturbances expected over the next 48 hours.  



 

 

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

www.confluenceinvestment.com 

 6 

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 3, 2018 
 

At the end of June, we published a study of how the equity and bond markets reacted to the 

inversion of the yield curve.  This week’s report takes that inversion data and compares it to how 

the 10 sectors of the S&P 500 perform.20  For this report, we will use the two-year/10-year 

Treasury spread as our yield curve variation; although this alternative has a shorter history than 

the fed funds/10-year Treasury spread, data on the 10 sectors we will analyze begins in 1988.  

Thus, the two-year/10-year Treasury spread will offer enough history to analyze the behavior of 

the sectors. 

 

For reference, this is the two-year/10-year Treasury spread.  

 

-3
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10-YEAR T-NOTE/2-YEART-NOTE

 YIELD CURVE

Sources:  Haver Analytics, StL FRB, CIM  
 

The gray bars show recession and the red vertical lines are placed where the yield curve inverts.  

On average, it takes 15-months from inversion to recession, with the range being 10 to 18 

months.   

 

The sector data only covers the last three recessions.  We have taken each inversion and index 

the 10 sectors to the inversion, tracking the data one year before the inversion and two years 

after.  The chart below averages the three events. 

 

                                                 
20 We exclude REITS from this study. 
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We have placed vertical lines at the point of inversion at one year and two years from inversion.  

As we noted earlier, the overall S&P 500 tends to avoid an outright decline until the recession 

starts.  The best sectors are Health Care, Consumer Staples and Energy.  Materials and 

Industrials tend to hold up.  The worst performing sectors are Technology, Telecom and 

Financials, although Financials performed rather well in the 2000 inversion.  Thus, there are no 

huge surprises here.  Health Care and Consumer Staples are defensive sectors.  In all three cases, 

oil prices were rising into the inversions and thus supported energy equities.  The 2000 inversion 

and subsequent recession also ushered in a major decline in Technology and Telecom and these 

sectors were generally weak during the other two events.  Finance fell hard in the 1989 and 2006 

inversions. 

 

This tells us that when the next inversion occurs, investors should consider positions in Health 

Care, Consumer Staples and Energy, with underweights in Technology and Telecom.  

Obviously, each cycle has its own unique characteristics, but history does offer some insight into 

potential market behavior.     
 

 

 

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 8/3/2018 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 8/3/2018 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 2, 2018 
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Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 8/1/2018 = 18.5x

 
 

Based on our methodology,21 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. 

                                                 
21 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. 


