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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 8, 2018—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 0.1% from the last close.  In Asia, the MSCI Asia Apex 50 was up 0.7% 

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

the Shenzhen index down 1.9%.  U.S. equity index futures are signaling a higher open.  With 436 

companies having reported, the S&P 500 Q2 earnings are above expectations at $41.29 

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

2017 earnings.  Thus far this quarter, 80.7% of the companies reported earnings above forecast, 

while 13.8% reported earnings below forecast. 

 

Today’s trade is becalmed—there is nothing major happening in any markets thus far.  This sort 

of activity is very typical for August.  Here is what we are watching today. 

 

Trade news: The U.S. announced that $16 bn of Chinese imports will face an additional 25% 

tariff.1  The tariffs are scheduled to take effect on August 23.  There was no direct reaction from 

China.   

 

China: The reason there was no direct response from China may be due to the fact that the 

leadership of the CPC is holding its annual meetings at the Beidaihe resort.2  The meetings are 

usually held annually under strict secrecy.  Dubbed an “unofficial retreat,” the attendees, which 

often include former general secretaries, have an opportunity to meet informally and discuss 

policy.  It has been noted that Chairman Xi hasn’t been seen on the news for a few days, 

suggesting he may have gone to the resort in the first couple days of August.  Xi is expected to 

meet with Malaysian President Mahathir in mid-August, so the leadership may be on holiday for 

another week or so.   

 

The KSA vs. Canada: The recent spat between Canada and Saudi Arabia has raised one 

interesting issue.  Western colleges and universities have enjoyed an influx of foreign students.  

Often, these students are wealthy and are thus a rare breed on many campuses—a student paying 

the full advertised tuition.3  Although the data is less than complete, the latest data available 

                                                 
1 https://ustr.gov/about-us/policy-offices/press-office/press-releases/2018/august/ustr-finalizes-second-
tranche?utm_source=POLITICO.EU&utm_campaign=baedfca85a-
EMAIL_CAMPAIGN_2018_08_08_04_22&utm_medium=email&utm_term=0_10959edeb5-baedfca85a-190334489  
2https://www.google.com/maps/place/Beidaihe,+Qinhuangdao,+Hebei,+China/@40.3592483,119.1469383,8.79z/
data=!4m5!3m4!1s0x358c7f688af8445d:0x6c3a63022a947804!8m2!3d39.834596!4d119.484522  
3 https://ftalphaville.ft.com/2018/08/07/1533647855000/Saudi-Arabia-vs--Canada--the-education-angle/  
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shows 900k+ foreign students are in the U.S. out of around 20 mm total.  Here is what the top 10 

destinations look like: 

 

 
(Source: http://www.researchcghe.org/perch/resources/publications/the-uk-in-the-global-student-market.pdf ) 

 

Saudi Arabia has told its students in Canada that they should plan on leaving and going to school 

elsewhere.   

 

There are three issues to consider with regard to the KSA’s action.  First, universities are 

designed to permit free and full expression of ideas.  That characteristic has been coming under 

fire from numerous fronts and brought a rather famous response from the University of 

Chicago.4  However, if universities, fearful of losing the lucrative foreign student “inflows,” 

begin to temper their criticism of foreign policy actions by non-democratic nations, the concept 

of the university itself comes into question.  Second, for some colleges and universities, the 

foreign flows may be the difference between continuing operations and insolvency.  The number 

of colleges and universities in the U.S. is already in decline.5  Losing foreign students would 

exacerbate this trend.  Finally, foreign students have been a “stealth” way to foster capital flight.  

Sending “junior” to study in the U.S. and buying a house or condo for him to live in while at 

school has become a convenient way to build an escape pod in the West.  A drop in foreign 

students could be a negative factor in college town real estate. 

 

Will the concerns of higher education affect foreign policy?  It likely depends on the country but 

it wouldn’t be surprising, especially for smaller nations lacking other levers of influence.  The 

                                                 
4 https://news.uchicago.edu/sites/default/files/attachments/Dear_Class_of_2020_Students.pdf  
5 https://www.insidehighered.com/news/2017/07/19/number-colleges-and-universities-drops-sharply-amid-
economic-turmoil  
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KSA would probably not take these steps with the U.S. as the risks would be too great, but 

Canada is a different story. 

 

U.S. Economic Releases 

 

MBA applications fell 3.0% from the prior week.  Purchases and refinancing fell 2.0% and 4.5%, 

respectively.  The average 30-year fixed rate was unchanged from the prior week at 4.84%. 

 

There are no economic releases or Fed events scheduled for the rest of the day. 

 

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 Trade Balance m/m jul $28.05 bn $41.161 bn $38.92 bn ** Equity bearish, bond bullish

Japan BoP Current Account Balance m/m jun ¥1.176 tn ¥1.938 tn ¥1.222 tn ** Equity and bond neutral

Bank Lending Incl Trust y/y jul 2.0% 2.2% ** Equity and bond neutral

Bank Lending Ex-Trusts y/y jul 2.0% 2.1% ** Equity and bond neutral

Bankruptcies y/y jul -1.7% -2.3% ** Equity and bond neutral

Australia Home Loans m/m jun -1.1% 1.1% 0.0% ** Equity bearish, bond bullish

Investment Lending m/m jun -2.7% -0.1% ** Equity bearish, bond bullish

Owner-Occupier Loan Value m/m jun -1.0% 0.7% ** Equity bearish, bond bullish

New Zealand 2yr Inflation Expectations q/q 3q 2.0% 2.0% ** Equity and bond neutral

EUROPE

France Bank of France Industry Sentiment m/m jul 101 101 101 ** Equity and bond neutral

Russia Official Reserve Assets m/m jul 458.0 bn 456.7 bn 458.6 bn ** Equity and bond neutral

AMERICAS

Mexico Bloomerg Nanos Confidence m/m aug 55.4 54.7 *** Equity and bond neutral

Ivey Purchase Managers m/m jul 61.8 63.1 *** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 234 234 0 Up

3-mo T-bill yield (bps) 201 201 0 Neutral

TED spread (bps) 33 33 0 Neutral

U.S. Libor/OIS spread (bps) 203 203 0 Up

10-yr T-note (%) 2.98 2.97 0.01 Up

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

EUR/USD 3-mo swap (bps) 7 7 0 Down

Currencies Direction

dollar up Neutral

euro down Neutral

yen up Neutral

pound down Neutral

franc flat 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. 
 

Price Prior Change Explanation

Brent $74.46 $74.65 -0.25%

WTI $68.82 $69.17 -0.51%

Natural Gas $2.90 $2.90 0.00%

Crack Spread $19.93 $20.11 -0.92%

12-mo strip crack $19.94 $20.09 -0.72%

Ethanol rack $1.56 $1.56 -0.12%

Gold $1,210.94 $1,210.97 0.00%

Silver $15.36 $15.39 -0.17%

Copper contract $274.15 $275.20 -0.38%

Corn contract 386.25$       384.50$       0.46%

Wheat contract 593.50$       590.00$       0.59%

Soybeans contract 909.25$       905.75$       0.39%

Baltic Dry Freight 1732 1773 -41

Actual Expected Difference

Crude (mb) -3.0

Gasoline (mb) -2.0

Distillates (mb) 1.0

Refinery run rates (%) 0.30%

Natural gas (bcf) 49.0

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 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.6  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.  
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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. 

 

                                                 
6 We exclude REITS from this study. 



 

 

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

www.confluenceinvestment.com 

 6 

70

80

90

100

110

120

130

-1
2

-1
1

-1
0 -9 -8 -7 -6 -5 -4 -3 -2 -1 0 1 2 3 4 5 6 7 8 9

1
0

1
1

1
2

1
3

1
4

1
5

1
6

1
7

1
8

1
9

2
0

2
1

2
2

2
3

2
4

N
A

N
A

N
A

DISCRETIONARY ENERGY FINANCIALS

HEALTH CARE INDUSTRIALS MATERIALS

STAPLES TECHNOLOGY TELECOM

UTILITIES S&P

SECTORS AND YIELD CURVE INVERSION

Sources:  Bloomberg, Haver Economics, CIM

S
E

C
T

O
R

 I
N

D
E

X
E

S
, 

B
A

S
E

D
 T

O
 1

0
0

 A
T

 I
N

V
E

R
S

IO
N

 
 

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 8/7/2018 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 8/7/2018 close) 
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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 

8 

 

P/E Update 
 

August 2, 2018 
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P/E as of 8/1/2018 = 18.5x

 
 

Based on our methodology,7 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. 

                                                 
7 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. 


