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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 5, 2018—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 1.3% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.4% from the prior close.  Chinese markets were down, with the Shanghai composite down 

0.9% and the Shenzhen index down 2.2%.  U.S. equity index futures are signaling a higher open.   

 

Welcome back!  Here is what we are watching this morning: 

 

On trade, it’s good news and bad news:  The good news first…German automakers met with 

Richard Grenell, the U.S. Ambassador to Germany, and reaffirmed their support for zero tariffs 

on EU/U.S. auto trade.1  The German automakers also indicated they would maintain their 

investments in the U.S. if tariff increases were averted.   The EU, as expected, is following 

Germany’s lead.2  This change in Europe’s stance does suggest that U.S. pressure might lead to 

policy changes, which is the political establishment’s hope.  In light of U.S. trade pressure, China 

is wooing Europe to join an anti-U.S. alliance on trade.  Thankfully, so far, the EU sees the folly 

of China’s offer and has demurred.3  The news on auto trade has lifted risk assets this morning. 

Now, the bad news…at midnight, the U.S. is planning to implement tariffs on $34 bn of Chinese 

goods.  China is expected to retaliate in kind.4  At worst, the Chinese tariffs could be the opening 

salvo in a significant trade war. 

 

Oil talk:  Over the holiday, President Trump reiterated his call for OPEC (read:  Saudi Arabia) 

to increase oil production in an effort to lower oil prices.  In fact, the tweet was blunt—we are 

paying for your defense so bring down gasoline prices.5  In reality, there isn’t a whole lot more 

OPEC can do to lower oil prices.  Falling production in Libya, Venezuela and Nigeria are 

curtailing supply.  The U.S. sanctions on Iran will simply exacerbate the problem.  The U.S. 

might be expected to fill the global gap and is working to do so.  But, pipeline constraints in west 

Texas are limiting the supply that can be made available for export.  That pipeline problem won’t 

be resolved for about a year.  The president correctly understands that rising gasoline prices will 

be unpopular with his populist base.  The key unknown is this—are the tweets simply jawboning, 

so even if prices stay high, voters will still credit him for trying to bring down prices?  Or, do 

voters really want lower prices or else?  If it’s the latter, the president may have only one tool 

                                                 
1 https://www.ft.com/content/77d1671c-7fa6-11e8-bc55-50daf11b720d  
2 https://www.ft.com/content/87bf0aa0-7ed2-11e8-8e67-1e1a0846c475  
3 https://www.reuters.com/article/us-usa-trade-china-eu-exclusive/exclusive-china-presses-europe-for-anti-us-
alliance-on-trade-idUSKBN1JT1KT  
4 https://www.wsj.com/articles/u-s-will-shoot-itself-in-the-foot-if-it-pulls-the-tariff-trigger-china-says-1530767200  
5 https://www.ft.com/content/6168aae0-7fd2-11e8-8e67-1e1a0846c475  
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left, which is an SPR release.  However, the risk is that if the SPR release fails to lower prices, 

there are no other policies available to lower prices in the short run.  In other words, the threat of 

an SPR release might be more powerful than the actual announcement.  After all, if the market 

believes that shortages do exist, adding oil from the SPR could very likely trigger hoarding, 

leading to a condition where inventories rise at the commercial level but prices rise as well.  For 

the most part, the greatest threat for higher oil prices is in the summer.  When demand falls after 

Labor Day, price pressures will likely ease. 

 

Iran:  Iran has threatened to reduce its cooperation with the IAEA, the body that determines if 

Iran is meeting its obligations with the nuclear deal.6  Reducing cooperation would likely end the 

treaty because without inspections, the fear that Iran is secretly enriching uranium would 

undermine trust.  The commander of the al Quds Force of the Iranian Revolutionary Guard 

Corps, the infamous Qassem Solaimani, indicated that his nation would block the Strait of 

Hormuz if the U.S. stops Iranian oil sales.7   This is a serious threat; casual calculation suggests 

that about 30% of world oil exports pass through this chokepoint.  Most of the oil goes to the Far 

East.  The U.S. can prevent Iran from blocking the strait permanently, but it would involve 

military action.  It should be noted that Gulf producers, cognizant of this threat, have increased 

pipeline capacity to avoid the strait.  Still, a blockade, or a serious threat of one, will lead to oil 

hoarding and drive prices higher.   

 

ECB:  Hawks on the ECB indicated today that interest rates may rise sooner than President 

Draghi suggested in the bank’s last meeting.  Although we doubt that the ECB will move rates 

higher anytime soon, the report has boosted the EUR this morning.   

 

Novichok returns:  Two British citizens, Charlie Rowley and Dawn Sturgess, have reportedly 

been stricken by Novichok, the nerve agent used against a former Russia spy four months ago.8  

It is possible that this poisoning was accidental; the couple had visited a botanical garden that the 

Russian spy and his daughter had visited during the previous attack.  It doesn’t appear that 

Rowley and Strugess are spies, so what this event may prove is that it is difficult to 

decontaminate an area after Novichok is used.   

 

U.S. Economic Releases 

 

The May Challenger job cuts report rose by 19.6% from the prior year.  The index measures the 

number of announced job cuts by employers, which is a proxy for future layoffs but does not 

necessarily indicate the state of current layoffs. 

 

ADP employment change came in below expectations at 177k compared to the forecast of 190k.  

The prior report was revised upward from 178k to 189k.  

                                                 
6 https://www.reuters.com/article/us-iran-oil-sanctions/iran-threatens-to-cut-cooperation-with-nuclear-body-
after-trump-move-idUSKBN1JU1E9  
7 https://gulfnews.com/news/mena/iran/iran-threatens-to-block-strait-of-hormuz-1.2246857  
8 https://www.nytimes.com/2018/07/04/world/europe/salisbury-poison-skripal-
amesbury.html?emc=edit_mbe_20180705&nl=morning-briefing-europe&nlid=567726720180705&te=1  

https://www.reuters.com/article/us-iran-oil-sanctions/iran-threatens-to-cut-cooperation-with-nuclear-body-after-trump-move-idUSKBN1JU1E9
https://www.reuters.com/article/us-iran-oil-sanctions/iran-threatens-to-cut-cooperation-with-nuclear-body-after-trump-move-idUSKBN1JU1E9
https://gulfnews.com/news/mena/iran/iran-threatens-to-block-strait-of-hormuz-1.2246857
https://www.nytimes.com/2018/07/04/world/europe/salisbury-poison-skripal-amesbury.html?emc=edit_mbe_20180705&nl=morning-briefing-europe&nlid=567726720180705&te=1
https://www.nytimes.com/2018/07/04/world/europe/salisbury-poison-skripal-amesbury.html?emc=edit_mbe_20180705&nl=morning-briefing-europe&nlid=567726720180705&te=1
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 The chart above shows the change in ADP employment and private payrolls.  A high ADP 

employment change number signals a strong BLS non-farm payroll report for Friday. 

 

Initial jobless claims came in above expectations at 231k compared to the forecast of 225k. The 

prior report was revised upward from 227k to 228k. 
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The chart above shows four-week moving average for initial jobless claims. The four-week 

moving average rose from 222.25k to 224.50k. 
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The table below lists the economic releases scheduled for the rest of the day.  

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m jul 57.3 **

9:45 Markit US Services PMI m/m jun 56.5 56.5 **

9:45 Markit US Composite PMI m/m jun 56.0 **

10:00 ISM Non-Manf. Composite m/m jun 58.3 58.6 **

EST Speaker or event

14:00 FOMC Meeting Minutes Federal Reserve Board

District or position

Economic Releases

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

Japan Japan Buying Foreign Bonds m/m jun -¥293.4 bn ¥27.4 bn * Equity and bond neutral

Japan Buying Foreign Stocks m/m jun ¥984.9 bn ¥97.5 bn * Equity and bond neutral

Foreign Buying Japan Bonds m/m jun ¥951.2 bn -¥862.1 bn * Equity and bond neutral

Foreign Buying Japan Stocks m/m jun -¥299.8 bn -¥483.5 bn * Equity and bond neutral

India Nikkei India PMI Services m/m jun 52.6 49.6 ** Equity bullish, bond bearish

Nikkei India PMI Composite m/m jun 53.3 50.4 ** Equity bullish, bond bearish

EUROPE

Eurozone Markit Eurozone Retail PMI m/m jun 51.8 51.7 ** Equity and bond neutral

Germany Factory Orders m/m jun 1.4% 1.7% 1.6% ** Equity and bond neutral

Markit Germany Construction PMI m/m jun 53.0 53.9 ** Equity and bond neutral

Markit Germany Retail PMI m/m jun 57.1 55.5 ** Equity bullish, bond bearish

Italy Markit Italy Retail PMI m/m jun 48.5 47.3 ** Equity bearish, bond bullish

U.K. New Car Registrations y/y jun -3.5% 3.4% ** Equity bearish, bond bullish

Switzerland CPI y/y jun 1.1% 1.0% 1.1% *** Equity and bond neutral

CPI EU Harmonized y/y jun 0.9% 1.0% *** Equity and bond neutral

Russia Light Vehicle Car Sales y/y jun 11.0% 18.0% 16.0% * Equity bearish, bond bullish

AMERICAS

Brazil Industrial Production y/y may $3.097 bn $2.717 bn $2.851 bn *** Equity bullish, bond bearish

Markit Brazil PMI Composite m/m may 47.0 49.7 ** Equity bearish, bond bullish

Markit Brazil PMI Services m/m may 47.0 49.5 ** Equity bearish, bond bullish  
 

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) 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. 
 

Price Prior Change Explanation

Brent $78.34 $78.24 0.13% Supply Pessimism

WTI $74.52 $74.14 0.51%

Natural Gas $2.84 $2.87 -0.98%

Crack Spread $15.81 $15.93 -0.75%

12-mo strip crack $19.77 $19.95 -0.90%

Ethanol rack $1.58 $1.58 0.00%

Gold $1,253.42 $1,254.99 -0.13%

Silver $15.97 $16.08 -0.71%

Copper contract $286.45 $291.70 -1.80%

Corn contract 364.25$       359.00$       1.46%

Wheat contract 491.00$       480.25$       2.24%

Soybeans contract 864.25$       869.50$       -0.60%

Baltic Dry Freight 1567 1476 91

Actual Expected Difference

Crude (mb) -5.0

Gasoline (mb) -0.5

Distillates (mb) -0.5

Refinery run rates (%) 0.05%

Natural gas (bcf) 77.0

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.  

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.  
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Data Section 

 

U.S. Equity Markets – (as of 7/3/2018 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

-2.0% -1.0% 0.0% 1.0% 2.0%

Technology

Financials

Consumer Discretionary

S&P 500

Industrials

Materials

Consumer Staples

Health Care

Utilities

Energy

Telecom

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 7/3/2018 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 5, 2018 
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P/E as of 7/4/2018 = 18.1x

 
 

Based on our methodology,9 the current P/E is 18.1, -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. 

                                                 
9 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. 


