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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: June 11, 2018—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 0.5% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 0.3% 

from the prior close.  Chinese markets were down, with the Shanghai composite down 0.5% and 

the Shenzhen index down 0.6%.  U.S. equity index futures are signaling a flat open.   

 

Happy Monday!  It’s going to be a busy week.  The Federal Reserve meets this week.  The 

president is having his historic meeting with Kim Jong-un.  On Friday, we are expecting details 

on the steel and aluminum tariffs.  Here is what’s happening today: 

 

Kim and Trump in Singapore: Early comments from SOS Pompeo were very positive.  We 

don’t expect a substantive deal to emerge from this first meeting but we would look for this 

summit to kick off a series of negotiations.  As we have noted before, the U.S. is moving down a 

path to reduce America’s global obligations (see G-7 to follow), so if President Trump can 

ensure the U.S. won’t be attacked in return for easing sanctions then a deal is likely.  Both Japan1 

and China2 are concerned they are going to be left on their own.  The Koreas have a longstanding 

desire to become independent from all outside powers.  Kim is likely using the summit to 

increase his power at home.3  The outside powers would prefer to have some degree of influence, 

if not domination, over the peninsula.  So, there are lots of conflicting narratives among North 

Korea, the U.S. and surrounding powers.  Our expectation is that the talks will be friendly, there 

will be more talks to come and the region will become increasingly nervous. 

 

The G-7: As we expected, the meeting was difficult.4  Although initially agreeing to it, President 

Trump decided not to sign the communiqué following Canadian President Trudeau’s criticism of 

the American president.  Ultimately, as we noted last week, the U.S. has been moving to change 

the way it exercises hegemony, perhaps on the way to giving it up all together.  The other six 

nations in the G-7 have become accustomed to how the U.S. has managed the world since WWII 

and would prefer to maintain the status quo.   

                                                 
1 https://www.npr.org/2018/06/07/617146338/trump-meets-with-japanese-prime-minister-ahead-of-north-
korea-summit  
2 https://www.nytimes.com/2018/06/10/world/asia/trump-kim-korea-china.html  
3 https://www.washingtonpost.com/world/asia_pacific/for-kim-jong-un-meeting-trump-is-about-cementing-
power-at-home/2018/06/08/5fef0720-6832-11e8-a335-
c4503d041eaf_story.html?utm_term=.91b8b9aebf15&wpisrc=nl_todayworld&wpmm=1  
4 https://www.ft.com/content/89eecb5c-6c9f-11e8-852d-d8b934ff5ffa?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56 and https://www.ft.com/content/8e9d3a30-6ca9-11e8-852d-
d8b934ff5ffa?wpisrc=nl_todayworld&wpmm=1  
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The chart below shows how the Eurozone and Germany have become net current account surplus 

areas, essentially absorbing demand from abroad (read: U.S.).  Prior to the creation of the 

Eurozone, Germany was less able to expand its currency account surplus because the D-mark 

would appreciate, reducing its export competitiveness.  The creation of the Eurozone effectively 

reduced the exchange rate (the broader currency appreciated less than the D-mark would have 

done on its own), making Germany an export powerhouse.  As the chart shows, Germany’s 

current account surplus to GDP is nearly 7%; even more insidious, German-inspired fiscal and 

monetary rules have forced the Eurozone to adopt German policies, making the entire Eurozone 

Germany writ large.   

 

 
 

The world looks similar. 

 

 
 

The blue line on the chart shows the Dallas FRB world trade indices (world less U.S.) along with 

U.S. household (and non-profits) debt to GDP ratio.  Note that to foster global trade growth, the 
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U.S. economy was forced to take on larger levels of debt.  This is because the reserve currency 

role requires the U.S. to act as global importer of last resort.   

 

Simply put, the role of providing the reserve currency has distorted the U.S. economy.  Although 

we have serious reservations with President Trump’s continued focus on tariffs as a way of 

addressing the distortion, the distortion is real and it is partly to blame for American inequality 

and loss of jobs.   

 

Bloomberg’s Tom Keene recently conducted an interesting interview with Robert Kaplan on the 

topic of American hegemony.  Kaplan, a prolific writer on foreign affairs, holds views similar to 

Samuel Huntington.  In the aforementioned podcast,5 Kaplan argues that the period of the last 70 

years has been an anomaly.  The duopoly of power exhibited by the U.S. and U.S.S.R. was 

unusual in world history and a more regional, contentious “great game” world is more consistent 

with world history.  We tend to agree. 

 

The Shanghai Cooperation Organization (SCO) meeting: While the G-7 was imploding, the 

SCO6 was having an uneventful gathering in Qingdao.  This group includes China, Russia, the 

“Stans,” India and Pakistan, with numerous observer states, including Iran.  The group agreed to 

support the WTO and the Iran nuclear deal.  In the long run, we would not expect this group to 

hold together.  Our view is that China is using the SCO to promote its domination of the 

Eurasian landmass, a move that will be strongly opposed by both India and Russia.  Of course, 

Russia will probably be unable to resist China’s encroachment due to its abysmal demographics, 

but India will be a much more formidable impediment to China’s aims.  Still, the parallels 

between the G-7 and the SCO paint the world democracies in an unfavorable light. 

 

Iraq election turmoil: A fire destroyed a warehouse containing ballots from recent elections.7  

The ballots were being held to facilitate a full manual recount in an election plagued by voter 

fraud allegations.8  It is unclear how the Iraqi government will handle this development.  A new 

vote is possible, although Moqtada al-Sadr, the highest vote winner, will surely protest another 

election.  We note that oil prices are lower this morning due to reports of rising Russian output; 

however, the oil markets do have to take rising geopolitical risk into account and this news from 

Iraq is simply more evidence of stress. 

 

Bitcoin tumbles: Reports that a South Korean cryptocurrency exchange was hacked9 pushed 

bitcoin lower overnight.  As the chart below shows, bitcoin remains well off its highs.  The 

hacking news can be seen at the far right-hand of the chart.   

 

                                                 
5 https://www.pastimeapp.com/pod/Bloomberg-Surveillance  
6 https://www.ft.com/content/5d5e4244-6c85-11e8-92d3-6c13e5c92914?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
7 https://www.washingtonpost.com/world/middle_east/fire-engulfs-warehouse-storing-iraq-election-ballots-in-
latest-setback-for-troubled-vote/2018/06/10/9fcae9b8-6cbf-11e8-9ab5-
d31a80fd1a05_story.html?utm_term=.58e0308e8376&wpisrc=nl_todayworld&wpmm=1  
8 https://www.washingtonpost.com/world/during-wait-for-iraqi-election-results-foreign-states-scramble-for-
influence/2018/05/17/a1d111d0-59da-11e8-9889-07bcc1327f4b_story.html?utm_term=.e1c1fa39c09a  
9 http://money.cnn.com/2018/06/11/investing/coinrail-hack-bitcoin-exchange/index.html  

https://www.pastimeapp.com/pod/Bloomberg-Surveillance
https://www.ft.com/content/5d5e4244-6c85-11e8-92d3-6c13e5c92914?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/5d5e4244-6c85-11e8-92d3-6c13e5c92914?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.washingtonpost.com/world/middle_east/fire-engulfs-warehouse-storing-iraq-election-ballots-in-latest-setback-for-troubled-vote/2018/06/10/9fcae9b8-6cbf-11e8-9ab5-d31a80fd1a05_story.html?utm_term=.58e0308e8376&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/middle_east/fire-engulfs-warehouse-storing-iraq-election-ballots-in-latest-setback-for-troubled-vote/2018/06/10/9fcae9b8-6cbf-11e8-9ab5-d31a80fd1a05_story.html?utm_term=.58e0308e8376&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/middle_east/fire-engulfs-warehouse-storing-iraq-election-ballots-in-latest-setback-for-troubled-vote/2018/06/10/9fcae9b8-6cbf-11e8-9ab5-d31a80fd1a05_story.html?utm_term=.58e0308e8376&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/during-wait-for-iraqi-election-results-foreign-states-scramble-for-influence/2018/05/17/a1d111d0-59da-11e8-9889-07bcc1327f4b_story.html?utm_term=.e1c1fa39c09a
https://www.washingtonpost.com/world/during-wait-for-iraqi-election-results-foreign-states-scramble-for-influence/2018/05/17/a1d111d0-59da-11e8-9889-07bcc1327f4b_story.html?utm_term=.e1c1fa39c09a
http://money.cnn.com/2018/06/11/investing/coinrail-hack-bitcoin-exchange/index.html
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(Source: Bloomberg)  

 

Turkish elections: Turkey will hold elections on June 24.  Although polls show that President 

Erdogan holds a 13-point lead over his closest challenger, election rules require a majority.  If 

the polls are correct, a run-off will be necessary.  This is a critical election because the winner 

will inherit a new centralized presidency, giving the new president unprecedented powers.  

Meanwhile, the opposition appears unusually united in the goal of denying Erdogan power.10  

Although we expect Erdogan to eventually prevail, it isn’t a certainty.  If Erdogan loses, we 

could see a “knee-jerk” rally in the lira and Turkish equities. 

 

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

 No Data today      

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 

                                                 
10 https://www.nytimes.com/2018/06/09/world/asia/turkey-election-erdogan.html  

https://www.nytimes.com/2018/06/09/world/asia/turkey-election-erdogan.html
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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 Machine tool orders y/y may 14.9% 22.0%  ** Equity and bond neutral

EUROPE

Italy Industrial production m/m apr -1.2% -0.5% 1.2% *** Equity bearish, bond bullish

U.K. Trade balance m/m apr -£5.3 bn -£3.6 bn -£2.5 bn ** Equity bearish, bond bullish

 Industrial production y/y apr 1.8% 2.9% 2.7% *** Equity bearish, bond bullish

Manufacturing Production y/y apr 1.4% 2.9% 2.2% *** Equity bearish, bond bullish

AMERICAS

Mexico Industrial production y/y may -0.4% -3.7% 3.6% *** 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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 233 233 0 Up

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

TED spread (bps) 45 45 0 Neutral

U.S. Libor/OIS spread (bps) 192 191 1 Up

10-yr T-note (%) 2.96 2.95 0.01 Up

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

EUR/USD 3-mo swap (bps) 12 13 -1 Down

Currencies Direction

dollar up Down

euro up 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 $75.79 $76.46 -0.88% Russia boosts output

WTI $65.03 $65.74 -1.08%

Natural Gas $2.95 $2.89 2.01%

Crack Spread $23.67 $23.80 -0.55%

12-mo strip crack $22.38 $22.47 -0.41%

Ethanol rack $1.60 $1.60 0.03%

Gold $1,296.31 $1,298.17 -0.14%

Silver $16.79 $16.79 -0.01%

Copper contract $325.10 $330.00 -1.48%

Corn contract 376.00$       377.75$       -0.46%

Wheat contract 518.00$       520.00$       -0.38%

Soybeans contract 968.25$       969.25$       -0.10%

Baltic Dry Freight 1391 1395 -4

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show “hot and wet” for the areas east of the Rockies.  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 8, 2018 
 

This week, we examine commodities in our fourth installment on secular trends. 
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Commodity prices challenge the notion of “secular.”  This chart shows a trend model for real 

(inflation-adjusted) commodity prices, represented by the Commodity Research Bureau (CRB) 

commodity index, deflated by CPI.  We prefer this commodity index for its long history (over 

103 years) and the fact that it’s a balanced index, giving relatively equal weights to each major 

group.  As the chart shows, on a really long-term basis, commodity prices tend to decline 

relative to inflation.  This is one of the triumphs of capitalism; firms operating under markets 

have an incentive to constantly produce and use raw materials more efficiently.  This includes 

commodity producers themselves, who are always trying to improve their productivity.  So, over 

time, farmers, miners, drillers and ranchers are working to get more output with less input.  And, 

on the demand side, firms are constantly trying to use less raw materials in production.  And so, 

over time, commodity prices tend to lag overall consumer prices. 

 

The lower line on the chart de-trends the data and it’s worth noting that there have been four 

occasions when commodity prices were well above trend.  These coincide with war or periods of 

great financial distress.  Thus, we see a spike during WWI, WWII, Korea and the 1970s.  The 

first three events saw commodity prices jump due to the increase in wartime demand and supply 

interruptions.  War not only increases demand for wartime production, but it is not uncommon in 

mass mobilization war for combatants to try to deny their enemies key commodities.  Part of the 

reason Imperial Japan bombed Pearl Harbor was due to a U.S. oil embargo.  Japan decided to 
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invade the Dutch East Indies but needed to eliminate the U.S. Navy as a threat to these plans.  

Attacking supply chains leads to hoarding of key commodities and higher prices. 

 

The 1970s bull market was more due to a currency crisis.  The decision by President Nixon to 

close the gold window and the subsequent drop in the dollar’s exchange rate led to a rapid 

increase in inflation expectations.  These expectations were bolstered by a regulatory regime 

better suited for a Bretton Woods world.  Oil prices spiked due to the Arab Oil Embargo; 

regulations on pricing and job protection allowed firms to rapidly pass cost increases on to the 

final product.  Rising inflation led investors to search for inflation hedges and commodities were 

a popular option.  This commodity bull market collapsed in the face of Paul Volcker’s rapid 

increase in interest rates, which boosted the dollar and began the process of dampening inflation 

expectations. 

 

We did see a minor bull market in commodities from 2002 into 2007 that was almost completely 

caused by Chinese demand.  China was growing at a rapid clip and the impact was significant 

given the size of its economy.  However, compared to previous bull markets, the price increases 

were rather constrained.  The lack of mass mobilization war and expectations that deregulation 

and globalization would remain in place in the developed world, along with central bank policies 

that targeted manageable inflation, kept commodity prices mostly under control.  Chinese 

demand did buoy commodity prices after the 2008 Financial Crisis but only kept commodity 

prices on trend.  As China attempts to restructure, commodity prices have come under further 

pressure. 

 

As long as deregulation, globalization and central bank independence remain in place, it’s hard 

to make a case for a major inflation event.  However, the political consensus that has supported 

these societal trends is now coming under attack.  Rising populism in the West, which opposes 

globalization and is beginning to push back against the unfettered introduction of new 

technology, could weaken the disinflationary consensus that has dominated Western policy since 

the late 1970s.  If trade impediments are implemented and job-eliminating automation is 

curtailed then the central banks are the only bulwark against rising inflation.  And, as a matter of 

course, central banks are independent only with the consent of legislatures.  Under populist 

regimes, it isn’t hard to imagine central banks being forced to support growth and tolerate higher 

inflation. 

 

Although indicators suggest we are early in the process of reflation, populist governments are 

popping up in Europe, Brexit has occurred and populist parties are gaining strength even in 

nations where the establishment holds the government.  President Trump is clearly populist and 

is in the process of disrupting the global trading system.  Technology firms are becoming 

pariahs.  All these factors suggest that the Reagan/Thatcher policies that brought inflation under 

control are under threat.  As these trends play out, commodities should become increasingly 

attractive to investors.   The Asset Allocation Committee continues to monitor these trends.   
 
 

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 6/8/2018 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 6/8/2018 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 7, 2018 
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P/E as of 6/6/2018 = 19.1x

 
 

Based on our methodology,11 the current P/E is 19.1x, up 0.1x from last week.  The increase was 

due to a rising S&P index. 
 
 
 
 
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. 

                                                 
11 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. 


