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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 7, 2018—9:30 AM EDT]  Global equity markets are higher this morning.  The 

EuroStoxx 50 is up 0.8% from the last close.  In Asia, the MSCI Asia Apex 50 was up 0.9% 

from the prior close.  Chinese markets were up, with the Shanghai composite up 2.7% and the 

Shenzhen index up 2.8%.  U.S. equity index futures are signaling a higher open.  With 420 

companies having reported, the S&P 500 Q2 earnings are above expectations at $41.30 

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

2017 earnings.  Thus far this quarter, 81.9% of the companies reported earnings above forecast, 

while 12.6% reported earnings below forecast. 

 

We are seeing some risk-on behavior this morning; global equities are moving higher, the dollar 

is a bit weaker, precious metals are stronger and Treasury rates are rising.  Here is what we are 

watching today. 

 

Primaries today: The media will be mostly focused on primaries being held in numerous states.  

There will be lots of commentary on who wins.  The prediction markets are currently putting the 

odds of Democratic Party control of the House at 65%.1  The same market puts the odds of the 

Senate remaining with the GOP at 74%,2 meaning a divided government is the most likely 

outcome in November.  That outcome would indicate no meaningful legislation will be passed in 

the second half of the president’s term.   

 

The twilight of Abenomics?  There is growing evidence that the BOJ is giving up on pushing 

inflation higher, concluding that the costs of policy to the financial system are outweighing the 

benefits.3  In fact, according to Reuters,4 the BOJ considered raising rates twice over the past 

year.  On a parity basis, the JPY is deeply undervalued; fair value, based on relative inflation 

rates, is around ¥58/$.  Japan’s ultimate problem is oversaving in the corporate sector.  There is 

little investment opportunity in Japan but the political system is holding onto the same policies 

that led to the Japanese miracle—suppressing household consumption, building domestic saving 

in the corporate sector and using that saving for investment.  When the investment isn’t there, the 

country has to either (a) run offsetting fiscal deficits, or (b) run current account surpluses.  Of 

course, ending the policy would make the most sense as giving more money to the household 

sector to lift consumption would do wonders for Japan…as it would for China. 

                                                 
1 https://www.predictit.org/Market/2704/Which-party-will-control-the-House-after-2018-midterms  
2 https://www.predictit.org/Market/2703/Which-party-will-control-the-Senate-after-2018-midterms  
3 https://www.reuters.com/article/us-japan-economy-boj-policy-insight/bojs-architect-of-shock-and-awe-plots-
retreat-from-stimulus-idUSKBN1KR0TA?feedType=RSS&feedName=businessNews  
4 Ibid. 
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Iranian sanctions: The first round of sanctions is now in place.  The EU is making brave sounds 

about refusing to cooperate but the trade-off between having access to the U.S. financial system 

or doing business with Iran will clearly favor the U.S.  China, on the other hand, will likely not 

cooperate.  We expect China to continue to do business with Iran and buy its oil even when the 

next round of sanctions, which specifically affects oil exports, goes into effect in November.  We 

are starting to see countries trading with Iran to conduct business in countertrade, which is an 

international economics concept similar to bartering.5  Instead of paying for goods in dollars, 

nations trade goods for goods.  During the Cold War, firms in Europe and the U.S. would 

sometimes trade with Eastern Bloc nations using countertrade.  Although possible, bartering is a 

less efficient way of doing business for two reasons.  First, it isn’t always possible to find goods 

that meet reciprocal needs.  Second, it is harder to make intertemporal decisions, something that 

money makes easier.  We would also expect China to offer to buy Iranian oil with CNY; this, of 

course, will limit Iran’s choices for reserve purposes.  There are fewer Chinese financial assets to 

purchase and Iran will be mostly forced to buy Chinese goods.  The other major problem is 

insurance.  Most of the marine insurance is provided by Western firms who will probably abide 

by sanctions.  Thus, buyers of Iranian crude oil may not be able to insure the cargos, which will 

almost certainly curtail sales. 

 

There are reports that Iranians are hoarding gold, a normal response given the recent weakness in 

the Iranian rial.6  As is often the case, the poor in Iran are being hurt the most.  The less fortunate 

tend to spend more of their income on necessities, which are rising in price.7  For now, although 

we are seeing increasing unrest, the regime appears in control.  But, pressures are rising. 

 

Turkey: Turkish 10-year sovereigns rose over 20% overnight, although yields did ease later in 

the day.  Here is a chart of yields for this debt over the past five years. 

 

(Source: Bloomberg) 

 

                                                 
5 https://www.wsj.com/articles/iran-and-its-oil-buyers-prepare-for-return-of-u-s-sanctions-1533553200  
6 https://www.wsj.com/articles/iranians-hoard-gold-ahead-of-u-s-sanctions-1533466801  
7 https://www.ft.com/content/d0e17cac-94dc-11e8-b747-fb1e803ee64e  

https://www.wsj.com/articles/iran-and-its-oil-buyers-prepare-for-return-of-u-s-sanctions-1533553200
https://www.wsj.com/articles/iranians-hoard-gold-ahead-of-u-s-sanctions-1533466801
https://www.ft.com/content/d0e17cac-94dc-11e8-b747-fb1e803ee64e
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The Turkish lira remains under pressure as well. 

 

(Source: Bloomberg) 

 

It is possible that if the U.S. and Turkey come to some sort of agreement to ease tensions, 

Turkish assets may enjoy a short recovery.  However, underlying problems of high inflation and 

the lack of political will to adopt austerity will prevent a sustainable lift in Turkish assets. 

 

Sweden buys Patriots: Sweden announced last week that it will buy a $1.0 bn Patriot missile 

system from the U.S.8  Sweden is not an official member of NATO but does have close ties to 

the alliance.  Growing concerns about Russian aggression have prompted the country to consider 

the anti-ballistic missile system as its current systems cannot stop a ballistic missile attack.  As 

the U.S. pulls back from defending Europe and Russian aggression increases, European nations 

face the need to defend themselves.  This is an example of that situation.   

 

The U.K.: Trade Secretary Liam Fox warned over the weekend that the likelihood of a no-deal 

Brexit is increasing, mostly due to the “intransigence” of EU negotiators.9  Fox puts the odds at 

60/40 favoring a no-deal severing of ties.  A no-deal Brexit would likely be quite bearish for the 

GBP.   

 

 

 

 

                                                 
8 https://www.reuters.com/article/us-sweden-defence/sweden-to-sign-1-billion-patriot-missile-deal-this-week-
report-idUSKBN1KM59N  
9 https://www.ft.com/content/cab3dcee-9897-11e8-9702-
5946bae86e6d?emailId=5b67ca5dc4eb730004d09c31&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  

https://www.reuters.com/article/us-sweden-defence/sweden-to-sign-1-billion-patriot-missile-deal-this-week-report-idUSKBN1KM59N
https://www.reuters.com/article/us-sweden-defence/sweden-to-sign-1-billion-patriot-missile-deal-this-week-report-idUSKBN1KM59N
https://www.ft.com/content/cab3dcee-9897-11e8-9702-5946bae86e6d?emailId=5b67ca5dc4eb730004d09c31&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/cab3dcee-9897-11e8-9702-5946bae86e6d?emailId=5b67ca5dc4eb730004d09c31&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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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 JOLTS Job Openings m/m jul 56.2 56.2 **

15:00 Consumer Credit m/m jul 55.9 **

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.  
 

Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Foreign Reserves m/m jul $3.118 bn $3.112 bn $3.107 bn ** Equity and bond neutral

Japan Household Spending m/m jun -1.2% -3.9% -1.4% ** Equity and bond neutral

Official Reserve Assets m/m jul $1.256 bn $1.259 bn ** Equity and bond neutral

Labor Cash Earnings m/m jun 3.6% 2.1% 1.7% ** Equity bullish, bond bearish

Real Cash Earnings m/m jun 2.8% 1.3% 0.9% ** Equity bullish, bond bearish

Leading Index CI m/m jul 105.2 106.9 105.3 ** Equity and bond neutral

Coincident Indicator m/m jul 116.3 116.8 116.2 ** Equity and bond neutral

Australia AiG Performance of Construction Index m/m jul 52.0 50.6 ** Equity bullish, bond bearish

ANZ Roy Morgan Weekly Consumption m/m jul 118.9 119.8 ** Equity and bond neutral

EUROPE

Germany Trade Balance m/m jun 21.8 bn 20.9 bn 19.7 bn ** Equity bullish, bond bearish

Current Account Balance m/m jul 26.2 bn 12.6 bn 21.0 bn ** Equity bullish, bond bearish

Industrial Production y/y jul 2.5% 3.1% 3.0% ** Equity and bond neutral

France Trade Balance m/m jun -6.248 bn -6.002 bn -5.520 bn ** Equity bearish, bond bullish

Current Account Balance m/m jun -2.3 bn -2.9 bn ** Equity and bond neutral

Switzerland UBS Real Estate Bubble Index y/y jul 1.00 1.10 ** Equity and bond neutral

Foreign Currency Reserves m/m jul 749.7 bn 748.5 bn ** Equity and bond neutral

Russia CPI m/m jul 2.5% 2.3% 2.6% *** Equity and bond neutral

CPI Core m/m jul 2.4% 2.3% 2.5% *** Equity and bond neutral

AMERICAS

Mexico Gross Fixed Investment m/m may 0.9% 10.5% 1.6% *** Equity bearish, bond bullish  
 

The chart below shows China’s FX reserves.  Although the increase last month by itself isn’t all 

that significant, it is important that reserves rose even with the exchange rate being guided lower.  

The fact that reserves rose suggests that the PBOC was able to keep the CNY from depreciating 

through guidance and jawboning and wasn’t forced to use reserves to prop up the value of the 

currency.   
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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) 200 199 1 Neutral

TED spread (bps) 34 35 -1 Neutral

U.S. Libor/OIS spread (bps) 203 202 1 Up

10-yr T-note (%) 2.95 2.94 0.01 Up

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

EUR/USD 3-mo swap (bps) 6 6 0 Down

Currencies Direction

dollar down Neutral

euro up Neutral

yen up Neutral

pound up Neutral

franc up Neutral

Central Bank Action Current Prior Expected

RBA Cash Rate Target 1.500% 1.500% 1.500% On forecast  
 

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 $74.80 $73.75 1.42% US restarting sanctions on Iran

WTI $69.70 $69.01 1.00%

Natural Gas $2.87 $2.86 0.17%

Crack Spread $19.47 $18.76 3.76%

12-mo strip crack $19.83 $19.42 2.14%

Ethanol rack $1.57 $1.57 -0.22%

Gold $1,214.03 $1,207.64 0.53%

Silver $15.45 $15.29 1.02%

Copper contract $275.65 $273.15 0.92%

Corn contract 387.50$       385.25$       0.58%

Wheat contract 606.50$       597.25$       1.55%

Soybeans contract 903.00$       893.50$       1.06%

Baltic Dry Freight 1773 1773 0

Actual Expected Difference

Crude (mb) -3.0

Gasoline (mb) -2.0

Distillates (mb) 1.0

Refinery run rates (%) 0.30%

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

tropical disturbances 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 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.10  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. 

 

                                                 
10 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 8/6/2018 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 8/6/2018 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), 



 

 

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

www.confluenceinvestment.com 

10 

 

P/E Update 
 

August 2, 2018 
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P/E as of 8/1/2018 = 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. 


