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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 12, 2018—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is relatively unchanged from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.2% from the prior close.  Chinese markets were up, with the Shanghai composite 

up 0.9% and the Shenzhen index up 1.0%.  U.S. equity index futures are signaling a lower open.   

 

Although the news is historic, the market reaction is very quiet.  Most likely, the financial 

markets are much more interested in what the FOMC does rather than the meetings in Singapore.  

Here is what we are watching: 

 

Singapore: To some extent, the odds favored a meeting with more show than substance.  That is 

pretty much what emerged.  The major media is probably underestimating the mere fact that 

Trump and Kim even met is pretty amazing.  It wasn’t too long ago that it looked like a hot war 

between the U.S. and North Korea was possible.  We suspect this meeting will open up the 

potential for improving relations, which is important.  The most substantial impact is that the 

president has suspended military exercises with South Korea.  It appears that neither the 

Pentagon nor South Korea was informed beforehand.  Although this is an important concession, 

it should be noted that the U.S. can always resume participation.  China has been pushing for a 

“freeze for freeze” scenario (U.S. stops exercises, DPRK gives up nuclear and missile tests), so 

Beijing should like this outcome.  The rest of the promises were mostly aspirational.1  U.S. 

sanctions will remain in place but the key to these measures is Chinese cooperation and it looks 

like China is planning to ease enforcement.2  We should know more in the next few days, but our 

initial conclusion is that North Korea did well and China got some of what it wanted, although 

Beijing still fears the U.S. could pull Pyongyang out of its orbit.  The two most worried leaders 

have to be Abe and Moon of Japan and South Korea, respectively.  The fact that the U.S. would 

suspend military exercises without telling either leader shows that the two countries have little 

influence on the path of future negotiations.  This is especially true for Tokyo.   

 

Overall, this meeting is a promising start.  However, real denuclearization with inspections is 

still a long way away.  At the same time, our take is that North Korea is steadily moving toward 

a market economy3 in a fashion similar to China’s growth path.  That means that North Korea 

                                                 
1 https://www.politico.com/story/2018/06/12/full-text-trump-kim-korea-summit-637541  
2 https://www.reuters.com/article/us-northkorea-usa-china/china-suggests-sanctions-relief-for-north-korea-after-
u-s-summit-idUSKBN1J80F5?il=0  
3 https://www.washingtonpost.com/news/worldviews/wp/2017/12/15/the-jangmadang-generation-new-film-
shows-how-millennials-are-changing-north-korea/?utm_term=.91175f37ba8b&wpisrc=nl_todayworld&wpmm=1  
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will need a nation to absorb its eventual exports.  The nation willing to run a trade deficit with 

North Korea probably ends up being the one with the greatest influence. 

 

Kudlow: Larry Kudlow suffered what appears to be a mild heart attack yesterday evening.  

Although it looks like he will survive, reports suggest the pace of work at the White House may 

have contributed to this event.4  If Kudlow decides he can’t work for the president for health 

reasons, the economic advisors surrounding the president will lose a voice for establishment 

economics.  At the same time, it isn’t obvious to us that any of these advisors matter all that 

much. 

 

Fed policy: The FOMC begins its two-day meeting today.  Fed funds futures put the odds of a 

25 bps rate hike at a virtual certainty, with a 65% chance of another hike at the September 26th 

meeting.  As usual, the statement, due tomorrow, will be parsed for clues about future policy.  

We will expect the term “gradual” to remain in the statement but there is the potential that the 

phrase “below long-run levels” has probably outlived its usefulness.  That phrase was part of the 

FOMC’s forward guidance used to convince investors they could safely take leverage risks 

because the Fed wasn’t likely to quickly take away stimulus.  Rates are now reaching a point 

where that statement isn’t necessarily accurate.   

 

With the release of the CPI data we can update the Mankiw models.  The Mankiw Rule models 

attempt to determine the neutral rate for fed funds, which is a rate that is neither accommodative 

nor stimulative.  Mankiw’s model is a variation of the Taylor Rule.  The latter measures the 

neutral rate using core CPI and the difference between GDP and potential GDP, which is an 

estimate of slack in the economy.  Potential GDP cannot be directly observed, only estimated.  

To overcome this problem with potential GDP, Mankiw used the unemployment rate as a proxy 

for economic slack.  We have created four versions of the rule, one that follows the original 

construction by using the unemployment rate as a measure of slack, a second that uses the 

employment/population ratio, a third using involuntary part-time workers as a percentage of the 

total labor force and a fourth using yearly wage growth for non-supervisory workers.     

                                                 
4 https://www.politico.com/story/2018/06/11/kudlow-suffers-heart-attack-trump-tweets-637534  

https://www.politico.com/story/2018/06/11/kudlow-suffers-heart-attack-trump-tweets-637534
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Using the unemployment rate, the neutral rate is now 4.14%, up from 3.89%.  Using the 

employment/population ratio, the neutral rate is 1.81%, up from 1.59%.  Using involuntary part-

time employment, the neutral rate is 3.50%, up from 3.27%.  Using wage growth for non-

supervisory workers, the neutral rate is 2.48%, up from 2.10%.   

 

Until May’s data, we have generally expected a benign tightening cycle.  The new data is much 

more problematic for those expectations.  In all the iterations, the rise in core CPI did lift the fair 

value.  However, the improving employment/population ratio and rising wages are pushing the 

fair value higher for the most dovish formulations of the model.  In other words, the only 

variation that is policy neutral is the one using the employment/population ratio; all other 

variations show that policy is too easy and will be so even if rates increase as expected.  We 

suspect the FOMC is much more sensitive to the wage variation so even the doves will likely 

grow talons.  The risk that policy tightening begins to affect financial markets is rising.  If the 

Fed follows the normal script, expect a more hawkish statement.  If the FOMC surprises by 

talking like it is near neutral, look for an equity rally and a dollar slump.  We think odds favor 

the first scenario but it is possible that Chair Powell is, at heart, a dove.  We could get a clue as 

to the “real Powell” tomorrow.   

 

Summer of pork: As the trade war picks up, nations are targeting U.S. pork exports for 

retaliation.5  Mexico and China, the two largest export customers, have increased tariffs in recent 

weeks.  This should lift domestic supplies, lowering prices.  Of course, the market isn’t perfect 

and grocers will tend to try to increase margins, at least initially.  However, the bigger 

discounters will probably push these decreases along fairly soon.   

 

                                                 
5 https://www.ft.com/content/d14decea-6b5e-11e8-b6eb-4acfcfb08c11  

https://www.ft.com/content/d14decea-6b5e-11e8-b6eb-4acfcfb08c11
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Just how bad is it?  Venezuela reported its first case of polio6 after officially eradicating the 

disease three decades ago.  This is additional evidence of how conditions have deteriorated in 

Venezuela due to the economic mismanagement of Hugo Chavez and Nicolas Maduro.   

 

U.S. Economic Releases 
 

The NFIB Small Business Optimism came in above expectations at 107.8 compared to the 

forecast of 105.0.  The boost in the index has been attributed to higher demand expectations. 
 

80

85

90

95

100

105

110

86 88 90 92 94 96 98 00 02 04 06 08 10 12 14 16 18

NFIB SMALL BUSINESS OPTIMISM

IN
D

E
X

Sources:  Bloomberg, CIM  
 

CPI came in line with expectations, rising 0.2% from the prior month.  Core CPI was also in line 

with expectations, also rising 0.2% from the prior month. 
 

 
 

The chart above shows the year-over-year change in core CPI and core PCE.  Core CPI rose 

2.2% from the prior year.  Although core CPI is currently above the Fed’s 2.0% target, core PCE, 

the Fed’s preferred inflation statistic, still lags.   

                                                 
6 https://edition.cnn.com/2018/06/11/health/venezuela-polio-who/index.html  

https://edition.cnn.com/2018/06/11/health/venezuela-polio-who/index.html
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Real average weekly earnings rose by 0.3% from the prior year, while real average hourly 

earnings remained unchanged from the prior year.   

  

 
  
The chart above shows real average hourly and weekly earnings for production and 

nonsupervisory workers.  Real weekly earnings remained relatively steady, while real hourly 

earnings fell for the first time this year. 

 

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

 

EDT Indicator Expected Prior Rating

2:00 Monthly budget statement m/m may -$127.0 bn $214.3 bn **

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Australia NAB Business Conditions m/m may 15.0 21.0  ** Equity and bond neutral

NAB Business Conditions m/m may 6.0 10.0  ** Equity and bond neutral

 Home loans m/m apr -1.4% -2.2% -1.8% *** Equity and bond neutral

China M2 m/m may 8.3% 8.3% 8.5% *** Equity and bond neutral

Japan PPI y/y may 2.7% 2.0% 2.1% ** Equity bearish, bond bullish

Tertiary Index m/m apr 1.0% -0.3% 0.6% *** Equity bullish, bond bearish

EUROPE

Eurozone ZEW Survey m/m jun -12.6 2.4 ** Equity bearish, bond bullish

France Private Sector Payrolls q/q apr 0.2% 0.3% 0.3% * Equity and bond neutral

U.K. Claimant Count Rate m/m may 2.5% 2.5%  *** Equity and bond neutral

 Jobless Claims m/m may -7.7k 31.2k  *** Equity bullish, bond bearish

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) 190 190 0 Neutral

TED spread (bps) 43 43 0 Neutral

U.S. Libor/OIS spread (bps) 192 192 0 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) 9 12 -3 Down

Currencies Direction

dollar flat Down

euro flat Up

yen down Up

pound up Up

franc flat 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 $76.07 $76.46 -0.51% Demand Pessimism

WTI $65.92 $66.10 -0.27%

Natural Gas $2.98 $2.95 0.88%

Crack Spread $22.90 $23.09 -0.80%

12-mo strip crack $21.85 $21.97 -0.55%

Ethanol rack $1.59 $1.59 -0.06%

Gold $1,297.40 $1,300.49 -0.24%

Silver $16.86 $16.93 -0.42%

Copper contract $324.40 $325.70 -0.40%

Corn contract 370.50$       367.25$       0.88%

Wheat contract 515.50$       514.50$       0.19%

Soybeans contract 960.75$       953.75$       0.73%

Baltic Dry Freight 1387 1391 -4

Actual Expected Difference

Crude (mb) -1.5

Gasoline (mb) 1.0

Distillates (mb) 0.5

Refinery run rates (%) -0.10%

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, 

with cooler temperatures in New Mexico and the surrounding areas.  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 6/11/2018 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 6/11/2018 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,7 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. 

                                                 
7 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. 


