
 

 

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

www.confluenceinvestment.com 

 1 

 

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 26, 2018—9:30 AM EDT]  Global equity markets are generally mixed this 

morning.  The EuroStoxx 50 is up 0.6% from the last close.  In Asia, the MSCI Asia Apex 50 

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

down 0.7% and the Shenzhen index down 0.9%.  U.S. equity index futures are signaling a lower 

open.  With 148 companies having reported, the S&P 500 Q2 earnings are above expectations at 

$39.90 compared to the $39.20 forecast for the quarter.  The forecast reflects a 19.9% increase 

from Q2 2017 earnings.  Thus far this quarter, 89.2% of the companies reported earnings above 

forecast, while 5.4% reported earnings below forecast. 

 

 A deal…sort of: President Trump and EU Commission President Juncker announced a trade 

deal has been reached.1  Equities rose, interest rates moved higher and the dollar eased as 

investors took the news as a “risk-off” event.  We were surprised by the outcome.  And, on its 

face, it looks like the EU “blinked.”  However, it should be noted that the “deal” is really nothing 

more than an opening for negotiations.  Trade negotiations usually have excruciating detail and 

that isn’t what this meeting was about.  Still, the outcome suggests the Europeans have 

concluded that the costs of a trade war are too high and they must accept some concessions.  The 

problem will be that all member states of the EU have to agree on any changes and it is very hard 

to get an agreement passed.  The recent free trade deal with Canada and the EU took years to 

finalize and Italy continues to threaten to scuttle the agreement.  But, for now, this is good news. 

 

Here are the “sort of” issues: Existing tariffs are apparently excluded from negotiations.  Thus, 

the tariff on imported light trucks will remain in place as will steel and aluminum tariffs.  

Nothing will change on agricultural trade except for soybeans, which is the only part of this trade 

that Juncker has any authority.  It should be noted that Europe was poised to buy more soybeans 

anyway because China’s trade restrictions will essentially shift global oilseed trade.  South 

America will become the primary supplier to China but the oilseeds that would have been sold to 

Europe and elsewhere will now be supplied by the U.S.  The EU already doesn’t have tariffs on 

U.S. LNG.  However, the U.S. can’t sell LNG to any nation where it doesn’t have a trade 

agreement in place.  As a result, there is an incentive for some sort of agreement on this issue 

alone.  The EU is already building regasification facilities so any concession made by Juncker on 

this issue really isn’t a concession.  We note that LNG isn’t competitive with piped gas from 

                                                 
1 https://www.washingtonpost.com/business/economy/trump-pushes-25-percent-auto-tariff-as-top-advisers-
scramble-to-stop-him/2018/07/25/f7b9af04-8f8a-11e8-8322-
b5482bf5e0f5_story.html?utm_term=.b9940dc840bf&wpisrc=nl_todayworld&wpmm=1  
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https://www.washingtonpost.com/business/economy/trump-pushes-25-percent-auto-tariff-as-top-advisers-scramble-to-stop-him/2018/07/25/f7b9af04-8f8a-11e8-8322-b5482bf5e0f5_story.html?utm_term=.b9940dc840bf&wpisrc=nl_todayworld&wpmm=1
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Russia; Juncker has been a proponent of building LNG import facilities to diversify supply 

sources but the idea that the U.S. will send lots of LNG to Europe is probably misplaced.   

 

In other words, the deal announced yesterday is much less than meets the eye.  We do note that 

Peter Navarro was nowhere to be seen in these negotiations but Larry Kudlow was involved.  We 

(and others) have noted the divide in the administration between the anti-trade wing (Navarro 

and Lighthizer) and the pro-trade wing (Kudlow and Mnuchin).  The two sides seem to rise and 

fall in influence.  It is quite possible that rising criticism from GOP congressmen toward the 

administration’s trade policy led to a return of the pro-trade wing.  But, there is no guarantee that 

this will last. 

 

Another item we are watching comes from what we would characterize as ill-advised post-

meeting comments from Juncker.  The president of the EU Commission touted a “major 

concession” from the U.S. on autos.2  It is rarely productive to suggest a “win” over President 

Trump because he seems to view the world as a zero-sum game.  Thus, a Juncker “win” means a 

Trump “loss.”  We would not be surprised to see a pushback on Juncker’s comments. 

 

ECB: The ECB held its regular meeting.  There was no change in policy.  Interest rates were 

held steady.  The central bank will stop buying bonds in December but will continue to reinvest 

maturing bonds, meaning the balance sheet will remain steady.  The ECB plans to consider 

raising rates by the summer of 2019.  The only item of note in the press conference was that 

President Draghi suggested there are no signs of accelerating inflation.  The EUR weakened 

modestly on the news; the currency rallied on yesterday’s trade news so some of the “give back” 

may simply be due to a more sober view of the aforementioned trade agreement and less about 

the ECB meeting. 

 

Pakistan elections: We haven’t spent a lot of time on this election but Imran Khan is likely to 

become the new prime minister.  As is common in emerging nations, there were widespread 

accusations of voting irregularities.  Khan is a former professional cricket player; in general, 

civilian leaders in Pakistan are constrained by the powerful military, so we have doubts that a 

new leader will foster significant changes in policy. 

 

Energy recap: U.S. crude oil inventories fell 6.1 mb compared to market expectations of a 3.1 

mb draw.   

                                                 
2 https://www.politico.com/story/2018/07/25/trump-juncker-trade-concession-tariffs-1661543  

https://www.politico.com/story/2018/07/25/trump-juncker-trade-concession-tariffs-1661543
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This chart shows current crude oil inventories, both over the long term and the last decade.  We 

have added the estimated level of lease stocks to maintain the consistency of the data.  As the 

chart shows, inventories remain historically high but have declined significantly since March 

2017.  We would consider the overhang closed if stocks fall under 400 mb.  This week’s decline 

occurred because of a decline in imports which offset another unexpected drop in refinery 

operations.  The slower refining activity led to a drop in gasoline stocks.  We would expect a 

rebound in refining activity next week which will probably bring a drop in oil inventories.   

 

As the seasonal chart below shows, inventories are well into the seasonal withdrawal period.  

This week’s drop in stocks was consistent with seasonal patterns.  If the usual seasonal pattern 

plays out, mid-September inventories will be 399 mb. 

 

 
(Source: DOE, CIM) 

 



 

 

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

www.confluenceinvestment.com 

 4 

320

360

400

440

480

520

560

600

20 30 40 50 60 70 80 90 100 110

WTI

O
IL

 I
N

V
E

N
T

O
R

IE
S

OIL INVENTORIES AND PRICES

(from 2012 to the present)

Sources:  Haver Analytics, CIM

1.0

1.1

1.2

1.3

1.4

1.5

20 40 60 80 100 120

WTI

E
U

R

OIL PRICES & THE EURO
(From 2012 to the present)

Sources:  Haver Analytics, CIM

 

Based on inventories alone, oil prices are near the fair value price of $72.65.  Meanwhile, the 

EUR/WTI model generates a fair value of $61.05.  Together (which is a more sound 

methodology), fair value is $64.69, meaning that current prices are above fair value.  Currently, 

the oil market is dealing with divergent fundamental factors.  Falling oil inventories are 

fundamentally bullish but the stronger dollar is a bearish factor.  It should be noted that a 399 mb 

number by September would put the oil inventory/WTI model in the high $80s per barrel.  

Although dollar strength could dampen that price action, oil prices should remain elevated.   

 

Saudi suspension: Saudi Arabia has temporarily suspended oil shipments through the Bab-el-

Mandeb Strait in the southern part of the Red Sea.  According to reports,3 two tankers owned by 

the Saudi National Shipping Company were attacked by Houthi forces.  The tankers suffered 

minor damage.  The Bab-el-Mandeb Strait is one of the global oil chokepoints.  About 4.8 mbpd 

of oil and product flow move through this strait daily, which makes it the fourth most trafficked 

of the listed chokepoints.  Thus, this action is important but it is probably (a) temporary, and (b) 

likely offset by other flows.  We note that Brent crude oil prices rose this morning but there was 

little effect on WTI. 

 

                                                 
3 https://www.ft.com/content/f0858962-9005-11e8-b639-7680cedcc421  

https://www.ft.com/content/f0858962-9005-11e8-b639-7680cedcc421
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(Source: EIA) 

 

U.S. Economic Releases 
 

Initial jobless claims in above expectations at 217k compared to the forecast of 215k.  The prior 

report was revised upward from 207k to 208k. 
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The chart above shows the four-week moving average for initial claims.  The four week moving 

average fell from 221k to 218k. 

 

June durable goods orders came in below expectations, rising 0.1% from the prior month 

compared to the forecast gain of 0.3%.  The prior report’s loss was revised from 0.4% to 0.3%.  

Durables ex-transportation came in below expectations, rising 0.4% from the prior month 
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compared to the forecast gain of 0.5%.  The prior report was revised from unchanged to a gain of 

0.3%.  Capital goods orders non-defense ex-air came in above expectations, rising 0.6% from the 

prior month compared to the forecast gain of 0.5%.  The prior month’s gain of 0.3% was revised 

to 0.7%.  Capital goods shipments non-defense ex-air came in above expectations, rising 1.0% 

from the prior month compared to the forecast rise of 0.4%.  
 

 
 

The chart above shows the annual change in new durable goods orders and shipments.  Annually, 

new orders rose by 3.2%, shipments rose by 7.7%, unfilled orders rose by 3.6% and inventories 

rose by 4.6%. 

 

The advance goods trade deficit came in wider than expected at $68.3 bn compared to the 

forecast of $67.0 bn.  
 

 
 

The chart above shows the trade balance of goods and the advance trade balance. 



 

 

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

www.confluenceinvestment.com 

 7 

Wholesale inventories came in below expectations, remaining unchanged from the prior month 

compared to the forecast gain of 0.3%.  The prior report was revised downward from 0.6% to 

0.4%.  Retail inventories remained unchanged from the prior month.  

 

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

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m jun 58.8 **

11:00 Kansas City Fed Manufacturing Activity m/m jun 28 28 **

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 Swift Global Payments CNY m/m jun 1.8% 1.9% ** Equity and bond neutral

Japan Japan buying foreign bonds m/m jul -¥209.2 bn -¥5.6 bn * Equity and bond neutral

Japan buying foreign stocks m/m jul ¥173.5 bn ¥601.4 bn * Equity and bond neutral

Foreign buying Japan bonds m/m jul ¥69.2 bn ¥653.6 bn * Equity and bond neutral

Foreign buying Japan stocks m/m jul ¥151.9 bn ¥273.0 bn * Equity and bond neutral

PPI Services m/m jun 1.2% 1.0% 1.0% ** Equity bearish, bond bearish

Australia Import Price Index m/m 2q 3.2% 2.1% 1.9% ** Equity and bond neutral

Export Price Index m/m 2q 1.9% 4.9% -1.3% ** Equity bullish, bond bearish

EUROPE

Germany GfK Consumer Confidence m/m jul 10.6 10.7 10.7 *** Equity and bond neutral

France Consumer Confidence m/m jul 97 97 98 *** Equity and bond neutral

Italy Manufacturing Confidence m/m jul 106.9 106.9 106.5 ** Equity and bond neutral

Consumer Confidence Index m/m jul 116.3 116.2 116.0 *** Equity bullish, bond bearish

Economic Sentiment m/m jul 105.4 105.4 *** Equity and bond neutral

Hourly Wages m/m jun 0.9% 0.2% ** Equity and bond neutral

AMERICAS

Mexico Retail Sales m/m may 1.0% -1.1% 0.5% ** Equity bullish, bond bearish

Brazil Federal Debt Total y/y jun 3754 bn 3717 bn ** 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) 195 196 -1 Neutral

TED spread (bps) 38 38 0 Neutral

U.S. Libor/OIS spread (bps) 201 200 1 Up

10-yr T-note (%) 2.96 2.98 -0.02 Up

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

EUR/USD 3-mo swap (bps) 4 3 1 Down

Currencies Direction

dollar down Neutral

euro down Neutral

yen up Neutral

pound flat Neutral

franc down Neutral

Central Bank Action Current Prior Expected

ECB Marginal Lending Facility Rate 0.250% 0.250% 0.250% On forecast

ECB Deposit Facility Rate -0.400% -0.400% -0.400% On forecast

ECB Main Refinancing Rate 0.000% 0.000% 0.000% 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 $74.33 $73.93 0.54%

WTI $69.32 $69.30 0.03%

Natural Gas $2.79 $2.78 0.68%

Crack Spread $19.77 $19.27 2.63%

12-mo strip crack $20.21 $19.93 1.39%

Ethanol rack $1.57 $1.57 -0.06%

Gold $1,228.15 $1,231.63 -0.28%

Silver $15.54 $15.61 -0.45%

Copper contract $282.00 $281.75 0.09%

Corn contract 378.25$       373.25$       1.34% Weather Conditions

Wheat contract 549.50$       542.75$       1.24%

Soybeans contract 892.50$       875.75$       1.91%

Baltic Dry Freight 1772 1774 -2

Actual Expected Difference

Crude (mb) -6.1 -3.1 -3.0

Gasoline (mb) -2.3 -1.2 -1.1

Distillates (mb) -0.1 0.6 -0.7

Refinery run rates (%) -0.50% 1.00% -1.5%

Natural gas (bcf) 46.0

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 the eastern half 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 

 9 

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. 

 

0

10

20

30

40

50

60

1825 1850 1875 1900 1925 1950 1975 2000

U.S. IMPORT DUTIES

D
U

T
IE

S
 A

S
 A

 %
 O

F
 A

L
L

 I
M

P
O

R
T

S

Sources:  U.S.International Trade Commission, St. Louis FRB,

FRASER database, CIM  



 

 

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

www.confluenceinvestment.com 

 11 

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 7/25/2018 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 7/25/2018 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 26, 2018 
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P/E as of 7/25/2018 = 18.5x

 
 

Based on our methodology,4 the current P/E is 18.5, 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. 

                                                 
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. 


