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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.  We added a few 

new titles recently! 
 

[Posted: July 2, 2018—9:30 AM EDT]  Global equity markets are lower this morning.  The 

EuroStoxx 50 is down 0.6% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.7% from the prior close.  Chinese markets were down, with the Shanghai composite down 

2.5% and the Shenzhen index down 1.6%.  U.S. equity index futures are signaling a lower open.   

 

It’s the first day of Q3!  So far, it’s not an auspicious start.  We did celebrate “Bobby Bonilla 

Day” yesterday, one of our favorite holidays.1  There is lots of news this morning.  Let’s dig in: 

 

Mexican elections: As expected, Lopez Obrador, otherwise known as AMLO, easily won 

Sunday’s election, taking an estimated 53% of the vote.  All of his competitors have conceded 

defeat.  In addition, it appears he will have a majority in the legislature.  There is great fear 

among the business class in Mexico.  AMLO ran on an anti-corruption platform with a clear bias 

for the poor of Mexico.  In some respects, AMLO is a bit like President Obama; many in Mexico 

are pinning their hopes and dreams on the new president with expectations that are sure to 

disappoint.  We do expect him to negotiate a hardline with the Trump administration over 

NAFTA, but AMLO has not indicated he wants to end the free trade agreement.  The peso has 

weakened on the news. 

 

Trade: First, on Friday, $34 bn of sanctions on Chinese goods are set to be implemented with 

expected retaliation.  Second, the president is expressing his disappointment with firms that have 

announced job shifts in response to the foreign retaliation.2  This is additional evidence that 

Trump’s trade policy is nationalist in design.  It’s all about jobs and economic activity here 

rather than elsewhere.  While that’s good for American jobs, it almost certainly won’t be good 

                                                 
1 In 1999, after the Mets released Bonilla, they owed him $5.9 mm.  Rather than pay him the money, they 
negotiated a deal where he would be paid $1,193,248.20 per year, starting on July 1, 2011, with continuing 
payments each July 1st until 2035 (when Bonilla will be 72 years old).  That amount assumed an 8% return on 
investment on the original $5.9 mm.  However, the reason the Mets negotiated the deal was that the Wilpon 
family, the owners of the Mets, were investors with Bernie Madoff, who, at the time, was returning 12% to 15% 
per year with an eerie lack of volatility.  The owners figured they could put the money with Madoff and earn the 
spread over the 8%.  Of course, things didn’t work out that way but Bonilla still gets his money each year. 
http://www.espn.com/mlb/story/_/id/16650867/why-mets-pay-bobby-bonilla-119-million-today-every-july-1-
2035  
2  https://www.politico.com/story/2018/07/01/trump-harley-davidson-689614  
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for American earnings.  Axios3 is reporting the administration has drafted a bill that would 

essentially give complete trade authority to the White House.  In some respects, this leaked 

report is how this administration negotiates.  It starts with an outrageous position and retreats 

back to what it wanted all along.  By all accounts, the chance that this bill would get passed is 

nil.  However, given current conditions in Congress, it isn’t clear whether the leadership is up for 

taking on the social media attacks the president can make.   

 

There are three takeaways from this report.  First, although this bill is unlikely to become law, 

the “dead on arrival” statements are probably incorrect.  Second, this bill is further evidence of 

the anti-globalist core of this administration.  Third, even if the bill fails, the president can run on 

it in 2020; there isn’t really much difference between the left- and right-wing populists regarding 

trade and this trade position could cause even broader splits within the Democrat Party.  So, even 

if the bill fails to gain traction, it may have political value. 

 

As we noted last week, the president is already weakening the WTO by refusing to approve 

appellate judges who handle trade dispute appeals.  In September, an appellate judge is expected 

to retire and once he does so the body won’t have a quorum, therefore disputes cannot be 

appealed.4  So, by continuing to veto judges, the administration is effectively rendering the WTO 

into irrelevance.   

 

Central bank notes: A couple of items here.  First, the Fed is finding that managing reserves 

while paying interest on them and removing them at the same time is causing some degree of 

turmoil in the short-term interest rate markets.5  This may lead the Fed to keep the balance sheet 

higher than expected and end the reduction of the balance sheet sooner than expected.  Second, 

the administration’s director of the National Economic Council, Larry Kudlow, made a 

statement6 late last week suggesting the Fed shouldn’t raise rates too quickly because growth 

doesn’t cause inflation.  This positon is classic supply-side economics; this school assumes that 

supply will always expand to meet demand if conditions are right.  In other words, in a 

deregulated and globalized economy with low tax rates, supply will always increase to meet 

demand and therefore monetary policy should only tighten on clear evidence of overheating 

(which should be addressed with more supply expansion).  The important takeaway from his 

comment is that the administration is skirting close to breaking the “Rubin consensus” that 

administrations should not comment on monetary policy.  We believe a major risk factor is that 

the Trump administration could adopt the Nixon playbook of managing the Fed, which set the 

stage for the inflation of the 1970s.   

 

Oil: President Trump has asked the Saudis to boost output to lower oil prices.  Over the 

weekend, we heard from relatives and neighbors asking us, “Why are gasoline prices so high?”  

We indicated that the combination of strong demand, falling supply in Iran, Libya and Venezuela 

and the lack of adequate pipeline capacity in Texas are all conspiring to raise prices.  The 

                                                 
3 https://www.axios.com/trump-trade-war-leaked-bill-world-trade-organization-united-states-d51278d2-0516-
4def-a4d3-ed676f4e0f83.html  
4 https://www.politico.eu/article/wto-donald-trump-protectionism-brussels-fears-trump-wants-the-wto-to-fail/  
5 https://www.wsj.com/articles/fed-faces-decisions-on-shrinking-its-huge-bond-portfolio-1530466910  
6 http://thehill.com/policy/finance/394810-kudlow-fed-should-move-very-slowly-on-rate-hikes  

https://www.axios.com/trump-trade-war-leaked-bill-world-trade-organization-united-states-d51278d2-0516-4def-a4d3-ed676f4e0f83.html
https://www.axios.com/trump-trade-war-leaked-bill-world-trade-organization-united-states-d51278d2-0516-4def-a4d3-ed676f4e0f83.html
https://www.politico.eu/article/wto-donald-trump-protectionism-brussels-fears-trump-wants-the-wto-to-fail/
https://www.wsj.com/articles/fed-faces-decisions-on-shrinking-its-huge-bond-portfolio-1530466910
http://thehill.com/policy/finance/394810-kudlow-fed-should-move-very-slowly-on-rate-hikes
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response was that no one cared…they just want gasoline prices to decline.  So, the president is 

leaning on the kingdom to help.  Although there are some doubts as to whether the president 

really did ask,7 we have no doubt that Trump, like nearly all American presidents (G.W. Bush 

was perhaps an exception), wants lower gasoline prices. 

 

German drama: The head of the CSU and the government’s interior minister, Horst Seehofer, is 

threatening to resign.  He is expected to meet with the chancellor today to see if a compromise 

can be met.  If he does resign and the CSU pulls out of the government, it could fall, bringing 

new elections and probably the end of Merkel’s political career.  It is possible that Merkel could 

simply replace Seehofer, but a CSU exit will almost certainly trigger a crisis.  A fall of the 

Merkel government would be a bearish event for the EUR. 

 

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

9:45 Markit US Manufacturing PMI m/m jun 54.7 54.6 ***

10:00 Construction Spending m/m jun 0.5% 1.8% ***

10:00 ISM Manufacturing m/m jun 58.5 58.7 **

10:00 ISM Employment m/m jun 56.3 **

10:00 ISM Prices Paid m/m jun 74.8 79.5 **

10:00 ISM New Orders m/m jun 63.7 **

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.  
 

                                                 
7 http://fortune.com/2018/07/01/white-house-trump-tweet-saudi-arabia-oil/  

http://fortune.com/2018/07/01/white-house-trump-tweet-saudi-arabia-oil/
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Nikkei Japan PMI m/m jun 53.0 53.1 ** Equity and bond neutral

Vehicle Sales m/m jun -7.3% -0.6% ** Equity bearish, bond bullish

China Caixin China PMI Mfg m/m jun 51.0 51.1 51.1 ** Equity and bond neutral

India Nikkei India PMI Mfg m/m jun 53.1 51.2 ** Equity and bond neutral

Australia AiG Perf of Manufacturing Index m/m jun 57.4 57.5 ** Equity and bond neutral

Melbourne Institute Inflation m/m jun 0.0% 0.0% ** Equity and bond neutral

EUROPE

Eurozone Unemployment Rate m/m jun 8.4% 8.5% 8.5% *** Equity bullish, bond bearish

Markit Eurozone Manufacturing m/m jun 54.9 55.0 55.0 ** Equity and bond neutral

Italy Markit/ADACI Italy Manufacturing m/m jun 53.3 52.7 52.5 ** Equity bullish, bond bearish

Unemployment Rate m/m jun 10.7% 11.2% 11.1% *** Equity bullish, bond bearish

U.K. Markit UK PMI Manufacturing m/m jun 54.4 54.4 54.0 ** Equity and bond neutral

Switzerland Retail Sales Real m/m may -0.1% 2.2% 1.4% ** Equity bearish, bond bullish

PMI Manufacturing y/y jun 61.6 62.4 61.0 ** Equity bullish, bond bearish

Russia Markit Russia PMI Mfg m/m jun 49.5 49.8 50.5 ** Equity bearish, bond bullish

AMERICAS

Canada Industrial Product Price y/y may 1.0% 0.5% 0.9% ** Equity and bond neutral

Raw Materials Price Index m/m may 3.8% 0.7% 2.7% ** Equity bullish, bond bearish

GDP y/y may 2.5% 2.9% 2.5% *** Equity and bond neutral

Brazil National Unemployment Rate m/m may 12.7% 12.9% 12.6% *** Equity and bond neutral

Net Debt of GDP y/y may 51.3% 51.9% 51.4% *** 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. 
 

Today Prior Change Trend

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

3-mo T-bill yield (bps) 188 188 0 Neutral

TED spread (bps) 46 45 1 Neutral

U.S. Libor/OIS spread (bps) 194 194 0 Up

10-yr T-note (%) 2.83 2.86 -0.03 Up

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

EUR/USD 3-mo swap (bps) 5 6 -1 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. 
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Price Prior Change Explanation

Brent $78.87 $79.23 -0.45%

WTI $74.08 $74.15 -0.09%

Natural Gas $2.89 $2.92 -1.03%

Crack Spread $16.50 $16.82 -1.91%

12-mo strip crack $19.68 $19.77 -0.46%

Ethanol rack $1.58 $1.58 0.07%

Gold $1,248.95 $1,252.60 -0.29%

Silver $15.96 $16.12 -0.97%

Copper contract $294.90 $296.60 -0.57%

Corn contract 370.75$       371.25$       -0.13%

Wheat contract 505.50$       501.25$       0.85%

Soybeans contract 881.25$       880.00$       0.14%

Baltic Dry Freight 1385 1329 56

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for most of the country.  

There are no tropical storms 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.  
 

June 29, 2018 
 

With the recent narrowing of the yield curve, we have been receiving a number of questions 

about the impact of inversion.  Defined, yield curve inversion is when short-duration interest 

rates rise above long-duration interest rates.  The yield curve is arguably the single best indicator 

of recession.  Therefore, with various calculations of the yield curve narrowing, we want to 

examine the impact of inversion. 

 

The first problem one confronts during this analysis is defining which rate spread constitutes the 

most appropriate yield curve to monitor.  The Conference Board, in its calculation of leading 

economic indicators, uses the 10-year T-note yield less fed funds.  This spread compares a 

market yield (the 10-year T-note) with a policy rate (fed funds); given that the latter is mostly in 

control of the Federal Reserve, this measure of the yield curve is the clearest indication of policy 

intentions.  In other words, when the FOMC allows the policy rate to exceed long-duration 

yields, it clearly believes that the threat of inflation outweighs the potential costs of recession.  

The problem with this yield curve is that one part of it is directly under the control of 

policymakers and thus can be manipulated.  The other popular measure is the 10-year T-note less 

the two-year T-note.  Because the rates are mostly set by the market, this spread represents the 

market’s estimate of the potential of recession.   
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The above graphs show both of the aforementioned yield curves.  Recessions are shown by gray 

bars; the red vertical lines indicate the month of yield curve inversion prior to a recession.  We 

have a longer history for fed funds compared to the two-year T-note, but the results are similar.  

The fed funds version inverts, on average, 14 months before the onset of recession.  The shortest 

lead was nine months, while the longest was 20 months.  For the two-year T-note version, the 

average from inversion to recession was 15 months, with the shortest lead at 10 months and the 

longest at 18 months.  The fed funds version did produce two false positives, in 1966 and 1998, 
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while the two-year T-note version had one, in 2006.  But, as business cycle indicators go, either 

version of the yield curve is very reliable and gives sufficient warning. 

 

So, if the yield curve inverts, what should investors do? 
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These two charts show equities (the S&P 500) and long-duration bonds (10-year T-notes total 

return index), indexed to the yield curve inversion (shown as a vertical line on the chart).  We 

looked at the data 12 months before the inversion and 24 months after the inversion.  We also 

calculated the average for the seven events.  The data show that these financial markets don’t 

always treat inversions as bearish.  Under low inflation conditions, long-duration interest rates 

tend to perform well.  Equities decline about 10% or less after inversion the majority of the time; 

however, in three cases, they actually continued to rise.  Furthermore, during the 2005 inversion 

the real bear market didn’t start until two years after the yield curve turned negative. 

 

We are paying very close attention to the yield curve but it should be noted that it may take a few 

months before equity markets peak even after inversion takes place.  Thus, investors should not 

necessarily exit equities but should be prepared to reduce exposure.  On the other hand, inversion 

is a reasonably reliable signal that extending duration in fixed income should be considered.    

   
 

 

 

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.  



 

 

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

www.confluenceinvestment.com 

 8 

Data Section 

 

U.S. Equity Markets – (as of 6/29/2018 close) 

 

-10.0% 0.0% 10.0% 20.0%

Consumer Staples
Telecom

Industrials
Financials
Materials

Utilities
Health Care

S&P 500
Energy

Technology
Consumer Discretionary

YTD Total Return

-1.0% -0.5% 0.0% 0.5% 1.0%

Telecom

Consumer Staples

Financials

Technology

S&P 500

Utilities

Health Care

Consumer Discretionary

Industrials

Materials

Energy

Prior Trading Day Total Return

 
(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 6/29/2018 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 
 

June 28, 2018 
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P/E as of 6/27/2018 = 19.2x

 
 

Based on our methodology,8 the current P/E is 19.2x, 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. 

                                                 
8 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 (Q3, Q4 and Q1) and one estimate Q2). 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. 


