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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 24, 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 0.6% 

from the prior close.  Chinese markets were up, with the Shanghai composite up 1.6% and the 

Shenzhen index up 1.5%.  U.S. equity index futures are signaling a higher open.  With 94 

companies having reported, the S&P 500 Q2 earnings are above expectations at $39.67 

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

2017 earnings.  Thus far this quarter, 86.2% of the companies reported earnings above forecast, 

while 6.4% reported earnings below forecast. 

 

It’s a quiet Tuesday so far.  Equity markets are rising around the world and the White House has 

been mostly dormant this morning.  Here is what we are watching: 

 

Chinese stimulus: Since the mid-1990s, China has managed its economy for high levels of 

growth.  Most of the growth until 2008 was driven by investment and exports.  Since then, 

growth has been mostly a function of domestic investment, although there is growing evidence 

that consumption is improving as well.  The key point is that China has been able to manage its 

growth by building debt.  Although Chinese officials are acutely aware that debt capacity isn’t 

infinite, they also know capacity hasn’t been reached quite yet.  In general, China tends to go 

through short cycles where it tries to slow the growth of its debt but then officials reverse course 

as the economy weakens to restore economic growth.  We all know that there will come a time 

when this process cannot continue.  At the same time, China has a mostly closed financial system 

and can still tap global financial markets for borrowing if it so chooses.  To some extent, that 

would be the beginning of the end.  So, as an informal rule, we have generally looked for China 

opening its debt markets to global investors as an indicator that we are nearing the apex of 

China’s borrowing capacity.   

 

When Chairman Xi gathered power and extended his term limits, we wondered if he was 

preparing to tackle the debt problem.  We still think he might.  But, as is often the case, humans 

tend to prefer “Augustine’s dictum.”1  In response to a slowing economy, China announced fiscal 

measures to support China’s economy.2  This fits the aforementioned pattern; CPC officials 

simply appear to have no appetite for slowing growth.  When growth slows, they react with 

policy stimulus which usually leads to higher debt levels.  Chinese equities lifted on the news. 

                                                 
1 “Lord, make me chaste, but not just yet…” 
2 https://www.reuters.com/article/us-global-markets/china-shares-hit-one-month-high-on-stimulus-hopes-bonds-
tire-idUSKBN1KE023  
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Turkey again: The Central Bank of Turkey left rates unchanged this morning, prompting a 

strong sell-off in the Turkish lira3 to new record lows.  The policy rate remains at 17.75%.  The 

fear is that President Erdogan, bolstered by last month’s election, will curtail the central bank’s 

independence and bring higher inflation.   

 

(Source: Bloomberg) 

 

Iran: Yesterday, tensions between Washington and Tehran escalated.  Not too much new has 

emerged this morning, although we do note that Turkey has indicated it won’t implement U.S. 

sanctions on Iran.4  This development bears watching.  The effectiveness of sanctions is based on 

the cooperation of foreign nations.  During America’s superpower era, the U.S. used its military 

and economic power to compel compliance.  Compliance was never perfect but, if the U.S. 

“leaned into” a sanctions regime, it could improve its effectiveness.  This influence has grown 

over the year as financial globalization improved the effectiveness of sanctions because the U.S. 

was able to “weaponize” the dollar’s reserve role.  Nations that needed access to the U.S. 

financial system were generally compelled to comply with U.S.-led sanctions.  However, if a 

border nation isn’t all that dependent on the U.S. economy or security, it could mostly ignore 

sanctions, thus undermining their effectiveness.   

 

Last year, Turkey exported $9.4 bn of goods to the U.S., while Turkey’s total exports were 

$166.0 bn, meaning the U.S. isn’t a huge factor in Turkey’s trade.  Simply put, Iran will be able 

to continue to trade with Turkey, meaning oil will “leak” into global markets through this 

conduit.  We will be watching to see if the Trump administration begins to lean on Turkey in 

light of its refusal to cooperate with Iranian sanctions.  The U.S. does have tools at its disposal.  

The administration could increase its support of the Kurds, for example.  It could refuse to sell 

                                                 
3 https://www.ft.com/content/5f389ec8-8f23-11e8-bb8f-a6a2f7bca546  
4 http://www.hurriyetdailynews.com/turkey-tells-us-delegation-it-will-not-implement-iran-sanctions-134928  

https://www.ft.com/content/5f389ec8-8f23-11e8-bb8f-a6a2f7bca546
http://www.hurriyetdailynews.com/turkey-tells-us-delegation-it-will-not-implement-iran-sanctions-134928
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Turkey arms (a deal for F-35s5 is currently under scrutiny).  However, given the fragile nature of 

Turkey’s financial system, the U.S. could prevent the World Bank or the IMF from aiding 

Turkey unless it complies with the U.S.  At the same time, if conditions in Turkey deteriorate, 

don’t be surprised to see Turkey open the floodgates for Middle Eastern refugees, allowing them 

to move into Europe, which would increase political turmoil in the EU.  There is the potential for 

things to go wrong the more the U.S. presses against Iran. 

 

U.S. Economic Releases 

 

The FHFA House Price Index came in below expectations, rising 0.2% from the prior month 

compared to the forecast rise of 0.3%.  The prior report was revised upward from 0.1% to 0.2%. 

  

 
 

The chart above shows the year-over-year change in the FHFA House Price Index.  Housing 

prices have risen 6.5% from the prior year. 

 

The table below shows the economic releases scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

9:45 Markit Manufacturing PMI m/m jul 55.1 55.4 **

9:45 Markit Services PMI m/m jul 56.3 56.5 **

9:45 Markit Composite PMI m/m jul 56.2 **

10:00 Richmond Fed Manufacturing Index m/m jul 18 20 **

Economic Releases

No speakers or events scheduled

Fed speakers or events

 
 

 

 

                                                 
5 https://www.defensenews.com/smr/nato-priorities/2018/06/21/turkey-gets-first-f-35-as-congress-put-pressure-
on-pentagon-to-stop-future-deliveries/  

https://www.defensenews.com/smr/nato-priorities/2018/06/21/turkey-gets-first-f-35-as-congress-put-pressure-on-pentagon-to-stop-future-deliveries/
https://www.defensenews.com/smr/nato-priorities/2018/06/21/turkey-gets-first-f-35-as-congress-put-pressure-on-pentagon-to-stop-future-deliveries/
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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

Japan Nikkei Japan PMI m/m jul 51.6 53.0 ** Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption w/w jul 118.9 121.5 ** Equity and bond neutral

EUROPE

Eurozone Market Eurozone Manufacturing m/m jul 54.1 54.7 54.9 ** Equity and bond neutral

Market Eurozone Services m/m jul 54.4 55.1 55.2 ** Equity and bond neutral

Market Eurozone Composite m/m jul 54.3 54.8 54.9 ** Equity and bond neutral

Germany Market Germany Manufacturing m/m jul 53.1 52.5 52.5 ** Equity and bond neutral

Market Germany Services m/m jul 55.3 55.9 55.7 ** Equity and bond bullish

Market Germany Composite m/m jul 54.5 55.0 54.9 ** Equity and bond bullish

France Market France Manufacturing m/m jul 53.1 52.5 52.5 ** Equity and bond bullish

Market France Services m/m jul 55.3 55.9 55.7 ** Equity and bond bullish

Market France Composite m/m jul 54.5 55.0 54.9 ** Equity and bond bullish

Business Confidence m/m jul 106 106 107 ** Equity and bond bullish

Manufacturing Confidence m/m jul 108 110 110 ** Equity bearish, bond bullish

Production Outlook Indicator m/m jul 10 14 13 ** Equity bearish, bond bullish

Own-Company Production m/m jul 22 22 25 ** Equity bearish, bond bullish

Business Survey Overall Demand m/m jul 6 17 ** Equity and bond bullish

U.K. CBI Trends Total Orders m/m jul 11 13 8 ** Equity bearish, bond bullish

CBI Trends Selling Prices m/m jul 13 13 15 ** Equity bearish, bond bullish

CBI Business Optimism m/m apr -3 -4 -6 ** Equity and bond neutral

AMERICAS

Canada Bloomberg Nanos Confidence m/m jul 54.3 54.2 ** Equity and bond neutral

Mexico Economic Activity Index y/y jun 2.2% 4.5% 2.1% *** 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) 234 235 -1 Up

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

TED spread (bps) 41 41 0 Neutral

U.S. Libor/OIS spread (bps) 199 199 0 Up

10-yr T-note (%) 2.88 2.89 -0.01 Up

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

EUR/USD 3-mo swap (bps) 4 2 2 Down

Currencies Direction

dollar down Neutral

euro down Neutral

yen up Neutral

pound up Neutral

franc up 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 $73.12 $73.06 0.08%

WTI $68.28 $67.89 0.57%

Natural Gas $2.73 $2.72 0.48%

Crack Spread $19.11 $19.31 -1.06%

12-mo strip crack $19.63 $19.60 0.13%

Ethanol rack $1.57 $1.57 -0.01%

Gold $1,226.10 $1,224.50 0.13%

Silver $15.49 $15.38 0.71%

Copper contract $276.80 $274.65 0.78%

Corn contract 366.75$       371.25$       -1.21% Bearish USDA Report

Wheat contract 508.50$       513.75$       -1.02%

Soybeans contract 857.75$       862.75$       -0.58%

Baltic Dry Freight 1718 1689 29

Actual Expected Difference

Crude (mb) -3.1

Gasoline (mb) -1.2

Distillates (mb) 0.6

Refinery run rates (%) 1.00%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for the West Coast and 

Southwest, with the rest of the country getting a break from the summer heat.  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.  
 

July 20, 2018 
 

Although earnings are rising, equity markets have been range-bound since February. 

 

(Source: Bloomberg) 

 

This chart shows the S&P 500; after peaking around 2870, prices have been in a range roughly 

from 2600 to 2800.  Although monetary policy tightening is partly to blame, the Fed was lifting 

rates during the period when the market was making new highs.  Instead, it appears the market 

reversal was caused by the threat of trade impediments. 
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The chart on the left shows the S&P 500 and the number of times Google Trends reports the 

popularity of the word “tariff,” with 100 being most popular and zero being no reports of the 

word getting used.  Note that when tariff chatter started to rise, the uptrend in equities stalled.  

The chart on the right shows President Trump’s approval ratings and the same Google Trends 

data.  Approval ratings bottomed in December, about the time the tax bill passed.  Approval 

ratings began to rise with the onset of tariff mentions.  Note that as tariff mentions have declined 

recently the president’s trend in approval ratings has stalled and equities (on the left chart) have 

started to rally.  Although the correlations are not perfect, overall, when remarks about tariffs are 

elevated, equities decline and the president’s approval ratings rise.  Thus, it would make sense 

for the president to keep pushing on tariffs as it’s improving his political situation.   

 

A major issue with trade policy is how the market discounts a turn to protectionism.  That is 

mostly because we haven’t seen U.S. protectionism as official policy since the 1920s. 
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This chart shows the level of duties as a percentage of all imports.  The U.S. was a high tariff 

nation, although tariffs did decline steadily until 1917.  Tariff rates rose sharply after WWI into 

the early 1930s, culminating in the Smoot-Hawley Tariffs of 1930.  Since then, tariff rates have 

steadily declined to the current low level of 1.4%.  Simply put, there is no market analyst alive 

today who was an adult working in the markets the last time we had a major increase in tariff 

rates.  And, if they were, it’s important to remember that this was under the gold standard so no 

one really has any experience in how a trade conflict will affect the world economy and financial 

markets in a floating fiat currency environment.  All we can rely on is theory.   

 

Our expectation is that tariffs will act as a supply constraint on dollars, which would be expected 

to be dollar bullish.  However, as noted above, there is no reasonable way to indicate how much 

the dollar would rise because there isn’t a historical precedent to compare.  So far, the financial 

markets appear to believe that the administration’s tariff threats are designed to prompt 

negotiations for more favorable trade terms.  Thus, the dollar’s direction has been more a 

function of U.S. monetary policy—as the Fed continues to tighten the dollar has moved higher.  

However, if sentiment toward trade turns from mere posturing to deglobalization, the dollar 

could move significantly higher.   A much stronger dollar would be very bearish for emerging 

markets and commodities and also a negative factor for developed markets as well.  It would be 

bullish for Treasuries and small cap equities. 

   
 
 

 

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 7/23/2018 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 7/23/2018 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), 
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P/E Update 
 

July 19, 2018 
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P/E as of 7/18/2018 = 18.4x

 
 

Based on our methodology,6 the current P/E is 18.4, up 0.1x from last week.  The rise in the S&P 

500 outweighed the rise in earnings, which led to a higher P/E. 
 
 
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. 

                                                 
6 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. 


