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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: July 10, 2018—9:30 AM EDT]  Global equity markets are generally higher this 

morning. The EuroStoxx 50 is up 0.2% from the last close. In Asia, the MSCI Asia Apex 50 

closed down 0.1% from the prior close. Chinese markets were up, with the Shanghai composite 

up 0.4% and the Shenzhen index also up 0.7%. U.S. equity index futures are signaling a higher 

open.   

 

Leadership challenge in the U.K.? Yesterday’s resignations of both Boris Johnson and David 

Davis have raised concerns of a possible Tory leadership challenge against U.K. Prime Minister 

Theresa May. Tory Eurosceptics have criticized PM May’s handling of Brexit negotiations for 

not doing enough to cut ties between the U.K. and Europe. Although the Eurosceptics have 

enough support to muster a challenge, they are expected to struggle to get the votes needed to 

oust May. At this point, it may be in May’s best interests to force a leadership election while she 

still has the leverage. A win in the election would ensure she remains in power for the remainder 

of negotiations as the rules stipulate the leadership cannot be challenged for another 12 months. 

Negotiations are expected to finish in March 2019.    

 

Trump goes to Europe: Today, the president is expected to land in Brussels for the NATO 

Summit. He is expected to chide NATO members for not spending enough on defense. 

According to NATO guidelines, each country should spend 2% of GDP on defense expenditures; 

currently, only four countries exceed that guideline.1 Preempting President Trump’s visit, 

European Council President Donald Tusk stated that Europe spends more than Russia and as 

much as China on defense. Markets will pay close attention to how President Trump treats his 

European counterparts as the U.S.-European alliance seems to be on shaky ground after his 

outburst during the G-7 summit. Furthermore, there is growing speculation that the president 

favors building closer relations with Russia as opposed to Europe, whereas others believe the 

president is using defense spending as leverage in U.S. trade negotiations.  

 

Supreme Court choice: Yesterday, President Trump nominated Brett Kavanaugh to fill the 

Supreme Court seat vacated by Anthony Kennedy’s retirement. If confirmed, many believe 

Kavanaugh will make the Supreme Court the most conservative in decades.2 Although Kennedy 

is viewed as moderate, he generally favored conservative causes. This can be seen in the latest 

Supreme Court rulings in which Kennedy voted against government unions and in favor of the 

                                                 
1 https://www.washingtonpost.com/news/fact-checker/wp/2016/03/30/trumps-claim-that-the-u-s-pays-the-lions-
share-for-nato/?noredirect=on&utm_term=.e0e42bb04557  
2 https://fivethirtyeight.com/features/justice-kennedy-wasnt-a-moderate/  
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president’s travel ban. Moreover, Kavanaugh’s place on the Supreme Court would be significant 

as his nomination could also impact Mueller’s Russia investigation. In the past, Kavanaugh has 

argued that sitting presidents should effectively be given immunity from prosecution and 

questioning while in office, stating it could cripple the federal government.3 Democrats are 

expected to push for the confirmation hearing to occur after the mid-terms, but that is unlikely to 

happen. 

 

Erdogan appointee: Yesterday, Turkish President Recep Tayyip Erdogan appointed his son-in-

law, Berat Albarak, to lead the Treasury and Finance ministries. Fears that the independence of 

the central bank is in jeopardy as well as pessimism about the health of the Turkish economy led 

to a sharp sell-off in the Turkish lira. There has been growing speculation that President Erdogan 

might pressure the central bank to lower rates despite the Turkish economy showing signs of 

overheating. The chart below shows the immediate market reaction to the news. We will 

continue to monitor this situation closely. 

    

 
(Source: Bloomberg) 

 

U.S. Economic Releases 

 

There were no economic releases prior to the publication of this report.  The table below shows 

the economic releases published for the rest of the day.  

 

EDT Indicator Expected Prior Rating

10:00 JOLTS Job Openings m/m may 6620 6698 **

EST Speaker or event

16:30 John Williams Speaks with Community Leaders in Brooklyn President of the Federal Reserve Bank of San Francisco

District or position

Economic Releases

Fed speakers or events

 

                                                 
3 https://www.ft.com/content/f05b46bc-83de-11e8-96dd-fa565ec55929  

https://www.ft.com/content/f05b46bc-83de-11e8-96dd-fa565ec55929


 

 

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

www.confluenceinvestment.com 

 3 

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 PPI m/m jun 4.7% 4.1% 4.5% ** Equity bearish, bond bullish

CPI m/m jun 1.9% 1.8% 1.9% *** Equity and bond neutral

Japan Money Stock M3 m/m jun 2.7% 2.7% 2.7% ** Equity and bond neutral

Money Stock M2 m/m jun 3.2% 3.2% 3.2% ** Equity and bond neutral

Machine Tool Orders y/y jun 11.4% 14.9% ** Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption m/m jul 120.1 120.4 ** Equity and bond neutral

NAB Business Conditions m/m jun 15 15 ** Equity and bond neutral

NAB Business Confidence m/m jun 6 6 ** Equity and bond neutral

New Zealand ANZ Truckometer Heavy m/m jun -1.5% 3.0% ** Equity and bond neutral

Card Spending Retail m/m jun 0.8% 0.4% 0.5% ** Equity bullish, bond bearish

Card Spending Total m/m jun 0.4% 0.5% ** Equity bullish, bond bearish

EUROPE

Eurozone ZEW Survey Expectations m/m jun -18.7 -12.6 ** Equity bearish, bond bullish

Germany ZEW Survey Current Sitaution m/m may 72.4 80.6 78.1 ** Equity bearish, bond bullish

ZEW Survey Expectations m/m may -24.7 -16.1 -18.9 ** Equity bearish, bond bullish

Italy Industrial Production m/m may 2.1% 1.9% 2.8% ** Equity bearish, bond bullish

France Industrial Production m/m jul -0.9% 2.1% 0.4% ** Equity bearish, bond bullish

Manufacturing Production y/y jun -0.7% 3.0% 0.8% *** Equity bearish, bond bullish

U.K. Trade Balance m/m may -2790 -5280 -3400 *** Equity bullish, bond bearish

Industrial Production y/y may 0.8% 1.8% 1.9% * Equity bearish, bond bullish

Manufacturing Production m/m may 1.1% 1.4% 1.9% * Equity bearish, bond bullish

Construction Output y/y jun 1.6% -3.3% -1.6% * Equity and bond neutral

GDP m/m may 0.3% 0.2% 0.3% ** Equity and bond neutral

AMERICAS

Mexico CPI y/y jun 4.7% 4.5% 4.6% *** Equity and bond neutral

Canada Bloomberg Nanos Confidence m/m jul 54.5 54.9 *** 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) 233 234 -1 Up

3-mo T-bill yield (bps) 194 193 1 Neutral

TED spread (bps) 40 41 -1 Neutral

U.S. Libor/OIS spread (bps) 196 195 1 Up

10-yr T-note (%) 2.87 2.86 0.01 Up

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

EUR/USD 3-mo swap (bps) 5 7 -2 Down

Currencies Direction

dollar up Down

euro down Up

yen down Up

pound down Up

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. 
 

Price Prior Change Explanation

Brent $79.04 $78.07 1.24% Excessive Demand

WTI $74.26 $73.85 0.56%

Natural Gas $2.81 $2.83 -0.67%

Crack Spread $17.52 $17.05 2.78%

12-mo strip crack $20.08 $19.85 1.15%

Ethanol rack $1.58 $1.59 -0.33%

Gold $1,249.76 $1,257.69 -0.63%

Silver $15.93 $16.12 -1.15%

Copper contract $282.15 $285.00 -1.00%

Corn contract 364.50$       367.00$       -0.68%

Wheat contract 500.00$       508.00$       -1.57%

Soybeans contract 870.00$       872.00$       -0.23%

Baltic Dry Freight 1609 1622 -13

Actual Expected Difference

Crude (mb) -3.9

Gasoline (mb) -1.0

Distillates (mb) 1.0

Refinery run rates (%) 0.10%

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.  

Tropical Storm Chris has developed in the Atlantic along the eastern coast near the Carolinas. It 

is expected to move northward and away from the coast. 



 

 

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

www.confluenceinvestment.com 

 5 

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.  
 

July 6, 2018 
 

Over the past quarter, emerging market equities have weakened; the primary culprit was a 

strengthening dollar, although concerns about softer non-U.S. growth likely played a role as 

well.  The dollar’s strength appears to be caused by one of two factors.  The first possibility is 

interest rate differentials, which are partly due to the differences in economic growth.  The 

second possibility is that the potential of a trade conflict, which would likely reduce the global 

supply of dollars, is leading to the appreciation of the greenback.   

 

The problem is that relative growth rates suggest the dollar is still somewhat overvalued. 
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EURO FAIR VALUE = 1.3020

Sources:  Haver Analytics, CIM  
 

This chart shows a model using the OECD’s leading indicators for Germany and the U.S.  

Converting the estimated D-mark forecast to euros indicates a fair value of $1.3020.  Since 

relative growth rates drive the interest rate differences, it suggests it is less likely that interest 

rate differences are pushing the dollar higher.  In other words, it is obvious that U.S. interest 

rates exceed European rates but the exchange rate has already adjusted.  At the same time, if the 

financial markets expect further monetary policy tightening from the Federal Reserve, the 

elevated value of the dollar might be justified. 

 

On the other hand, the impact of trade restrictions is different.  The U.S. has built a global 

trading system that was designed for steady declines in trade impediments.  From GATT to the 

WTO, the U.S. has fostered this system by consistently lowering tariffs and allowing nations to 

run trade surpluses with the U.S.  This wasn’t a flaw in the system; a reserve currency in a fiat 
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currency regime essentially forces the U.S. to supply dollars to the world to facilitate trade.  The 

persistent trade deficit does impose costs on the U.S. economy but American political leadership, 

up until now, was willing to absorb those costs to maintain American hegemony.   

 

At this juncture, it is unclear if the administration intends to completely upend the postwar 

trading system or if its actions are designed to improve America’s bargaining position.  Either 

outcome is possible.  If it turns out that the former is the goal, the dollar is likely to continue to 

appreciate, perhaps reaching historic highs.  If the latter is the goal, then the dollar may be 

vulnerable to a pullback.   
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This chart shows the relative performance of U.S. equities and emerging market equities; a rising 

blue line indicates emerging equities are outperforming emerging market equities.  The red line 

shows the JPM dollar index; the two series are inversely correlated at the 77.5% level, which 

means a stronger dollar leads to U.S. outperformance.  That finding is consistent with what has 

occurred over the past quarter. 

 

However, there is evidence to suggest the recent U.S. outperformance is excessive.  The chart 

below shows a regression model of the relative performance of equities with the dollar index as 

the explanatory variable.  The lower line in the chart show shows the deviation from fair value.  

Since 2010, emerging markets have generally underperformed relative to the dollar.  This could 

be due to a general avoidance of risk since the Great Financial Crisis but current levels are nearly 

a full standard error below fair value.   
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This analysis suggests that emerging markets are undervalued even in the face of recent dollar 

strength.  If the dollar pulls back, either because the Trump trade policy is posturing or the 

FOMC signals some moderation in its tightening path, emerging markets could recover.  In any 

case, they are attractive at current levels, although recovery will likely need a sign of policy 

restraint either on trade or the monetary front.    

   
 
 

 

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 7/9/2018 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 7/9/2018 close) 
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Emerging Markets ($)
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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 
 

July 5, 2018 
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P/E as of 7/4/2018 = 18.1x

 
 

Based on our methodology,4 the current P/E is 18.1, down 1.1x from last week.  As we move 

into Q3, the impact of rising earnings is depressing the multiple. 
 
 
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. 

                                                 
4 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. 


