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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 15, 2018—9:30 AM EDT]  Global equity markets are lower this morning.  The 

EuroStoxx 50 is down 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

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

0.7% and the Shenzhen index down 1.8%.  U.S. equity index futures are signaling a lower open.   

 

It’s Friday, the close of a very busy week.  Today will be active, too.  Here’s what we are 

following: 

 

Tariffs: As expected, the Trump administration leveled tariffs on $50 bn of Chinese imports this 

morning.  The action will be broken into two tranches; the first set, applied to 818 product lines 

and $34 bn in value, will come into force on July 6.  The remainder, on 284 product lines and 

$16 bn in value, will be applied later after further review.  These tariffs will affect mostly 

aerospace, robotics, manufacturing and auto parts.  China has already indicated it will retaliate1 

in kind, with the focus being on agricultural products.   

 

In other trade news, Mexico is considering another $4 bn in tariffs2 that would be applied to corn 

and soybeans.  We note that soybeans peaked near $10.62 per bushel in late May; this morning, 

prices are trading at $9.28 per bushel, down just over 12.5%.  Corn is acting in a similar fashion, 

down 13.7% from the recent high.  Although trade fears are playing a major role in the 

weakness, we note that growing conditions are nearly perfect.  Soils were moist, but favorable 

breaks in the rain allowed the crop to be planted on time.  Now we are seeing warm and wet 

conditions, which will offer the promise of another bumper crop.   

 

In addition to Chinese tariffs and Mexican retaliation, the president wants to put tariffs on 

foreign cars before the midterms.3  The Reagan administration implemented “voluntary” import 

restraints on steel and cars in the 1980s4 but conditions were much different then.  Country of 

origin could be more easily determined at that time.  Now, auto manufacturing is truly global, 

with parts and production dispersed around the world.  Optically, a foreign auto tariff could be 

popular before an election but actually executing it could prove harder than it looks. 

                                                 
1 https://www.reuters.com/article/us-usa-trade-china-ministry/china-promises-fast-response-as-trump-readies-
tariffs-idUSKBN1JB0KC  
2 https://www.reuters.com/article/us-usa-trade-mexico-exclusive/exclusive-mexico-studies-tariffs-on-billions-of-
dollars-of-us-corn-soy-idUSKBN1JA353  
3 https://www.politico.com/story/2018/06/14/trump-tariffs-foreign-cars-midterms-627528  
4 Robert Lighthizer, the current USTR, was a deputy USTR when these voluntary restraints were negotiated. 
https://www.nytimes.com/1984/09/20/business/voluntary-import-restraint.html  
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In watching how markets are taking this news, it is clear that equities are not pleased.  Tariffs 

should be considered inflationary (it’s a consumption tax on imports, after all) but bond yields 

are continuing to decline, suggesting that long-duration buyers are confident the Fed will raise 

rates enough to counter the potential inflationary impact of tariffs.  We are less confident; our 

position is that Trump is Nixonian in his stance on monetary policy and, once policy tightens 

enough to “bite,” Chair Powell will find himself the target of tweet eruptions.  But, so far, 

nothing like that has happened so the bond market is focusing on the economic depressant effect 

of tariffs. 

 

Merkel under siege5: Chancellor Merkel actually leads two parties, the Christian Social Union 

(CSU) and the Christian Democratic Union (CDU).  The CSU, though conservative, is a regional 

party.  It operates only in Bavaria and currently holds 46 seats (out of 709) in the Bundestag.  

The CDU, on the other hand, has 200 seats and operates in the other 15 German states.  The CSU 

is generally more conservative on social matters and less market oriented compared to the CDU.  

The CSU has been quite uncomfortable with Merkel’s open border policy on refugees.  Recently, 

Horst Seehofer, the leader of the CSU and current interior minister, offered a plan to tighten 

Germany’s asylum program.  Part of this plan would give German police the power to prevent 

asylum seekers from crossing into Germany if they have registered as refugees in another EU 

state.  This policy runs in direct contradiction to Merkel’s border and refugee policy.  It’s likely 

that Seehofer is worried that the AfD, a right-wing populist party, could gain a majority in 

Bavarian elections expected later this year.  The AfD holds an anti-immigrant policy stance that, 

as in other countries, has become favored among right-wing populists. 

 

There have been rumors that this internal spat could lead to a collapse of the Merkel government.  

We doubt that’s the case but it is clearly undermining support for Merkel, and her government is 

rather fragile anyway.  What it is clearly doing is focusing Germany inward during a period 

when leadership would be welcomed.  For example, Italy is threatening to scuttle the recently 

negotiated Canada/EU free trade deal.6  A distracted Germany makes such events more likely.   

 

A new Colombian president: Ivan Duque appears likely to become the next president of 

Colombia in Sunday’s elections.  He is 42 years old and, if elected, would become the youngest 

president in the nation’s history.  A conservative, he is supported by former President Alvaro 

Uribe.   

 

Bitcoin is not a security: The SEC ruled yesterday that Bitcoin and Ethereum are not securities.  

It isn’t clear who will become the regulator (our bet is that the CFTC will get the role), but Initial 

Coin Offerings are securities.  Bitcoin jumped on the news. 

 

U.S. Economic Releases 

 

Empire manufacturing came in above expectations at 25.0 compared to the forecast of 18.8.  

 

                                                 
5 https://www.ft.com/content/e6a9315a-707f-11e8-92d3-6c13e5c92914  
6 https://www.ft.com/content/13ce4184-6fe5-11e8-92d3-
6c13e5c92914?emailId=5b234205317bb80004a73d83&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  

https://www.ft.com/content/e6a9315a-707f-11e8-92d3-6c13e5c92914
https://www.ft.com/content/13ce4184-6fe5-11e8-92d3-6c13e5c92914?emailId=5b234205317bb80004a73d83&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/13ce4184-6fe5-11e8-92d3-6c13e5c92914?emailId=5b234205317bb80004a73d83&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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The chart above shows the six-month moving average of the Empire State Business Conditions 

Index. 

 

May industrial production came in below expectations, falling 0.1% from the prior month 

compared to the forecast gain of 0.2%.  The prior month’s gain was revised upward from 0.7% to 

0.9%. 

 

 
 

The chart above shows the level of industrial production.  The current reading is 107.3, which is 

a new cycle high for this expansion.   
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Capacity utilization came in slightly below expectations at 77.9% compared to the forecast of 

78.1%, and the prior month was revised upward from 78.0% to 78.1%. 

 

 
 

The chart above shows the level of capacity utilization. 
 

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

 

EDT Indicator Expected Prior Rating

10:00 U. of Michigan Sentiment m/m jun 98.5 98.0 ***

10:00 U. of Michigan Current Conditions m/m jun 111.8 **

10:00 U. of Michigan Expectations m/m jun 89.1 **

10:00 U. of Michigan 1 yr Inflation m/m jun 2.8% **

10:00 U. of Michigan 5-10 Yr Inflation m/m jun 2.5% **

16:00 Total Net TIC Flows m/m apr -$38.5 bn **

16:00 Net Long-Term TIC Flows m/m apr 61.8 bn **

EST Speaker or event

20:30 Robert Kaplan Speaks at Dallas Fed President of the Federal Reserve Bank of Dallas

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.  
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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 New Home Prices m/m may 0.8% 0.6% ** Equity bullish, bond bearish

New Zealand BusinessNZ Manufacturing m/m may 54.5 58.9 ** Equity and bond neutral

Non Resident Bond Holdings m/m may 58.9% 59.8% * Equity and bond neutral

EUROPE

Eurozone EU27 New Car Registration y/y may 0.8% 9.6% * Equity and bond neutral

Trade Balance y/y may 18.1 bn 21.2 bn 20.0 bn ** Equity bearish, bond bullish

CPI m/m may 1.1% 1.1% 1.1% *** Equity and bond neutral

CPI Core m/m may 1.9% 1.9% 1.9% *** Equity and bond neutral

Labour Cost m/m may 2.0% 1.5% ** Equity and bond neutral

Italy Industry Sales m/m apr 0.3% 0.8% ** Equity and bond neutral

Industry Orders m/m apr -1.3% 0.5% ** Equity bearish, bond bullish

General Government Debt m/m may 2.312 tn 2.302 tn ** Equity and bond neutral

CPI EU Harmonized m/m may 1.0% 1.1% 1.1% *** Equity and bond neutral

Russia Money Supply Narrow Def m/m jun 10.06 tn 9.92 tn ** Equity and bond neutral

AMERICAS

Canada New Housing Price Index y/y apr 1.6% 2.4% 1.7% ** Equity and bond neutral

Brazil Economic Activity y/y apr 0.5% -0.7% 0.6% ** 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) 189 189 0 Neutral

TED spread (bps) 46 45 1 Neutral

U.S. Libor/OIS spread (bps) 192 192 0 Up

10-yr T-note (%) 2.94 2.97 -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 up Up

yen down Up

pound up Up

franc down Neutral

Central Bank Action Current Prior Expected

BOJ Policy Balance Rate -0.100% -0.100% -0.100% On forecast

BOJ 10-yr Yield Target 0.000% 0.000% 0.000% On forecast

Russia Key Rate 7.250% 7.250% 7.250% 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. 
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Price Prior Change Explanation

Brent $75.42 $75.94 -0.68%

WTI $66.87 $66.89 -0.03%

Natural Gas $2.99 $2.97 0.81%

Crack Spread $21.15 $21.88 -3.33%

12-mo strip crack $20.53 $21.12 -2.79%

Ethanol rack $1.59 $1.59 -0.15%

Gold $1,299.25 $1,302.25 -0.23%

Silver $17.22 $17.17 0.26%

Copper contract $320.95 $322.20 -0.39%

Corn contract 381.75$       384.50$       -0.72%

Wheat contract 511.25$       517.25$       -1.16%

Soybeans contract 935.50$       950.00$       -1.53%

Baltic Dry Freight 1433 1404 29

Actual Expected Difference

Crude (mb) -4.1 -1.5 -2.6

Gasoline (mb) -2.3 1.0 -3.3

Distillates (mb) -2.1 0.5 -2.6

Refinery run rates (%) 0.30% -0.10% 0.4%

Natural gas (bcf) 96.0 89.0 7.0

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, 

with cooler temperatures in New Mexico and the surrounding areas.  Precipitation is expected 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 15, 2018 
 

The last topic in our series on secular trends is the dollar.  It is arguable as to whether or not 

exchange rates are actually an asset class.  In our asset allocation, we don’t treat it as one.  On 

the other hand, the behavior of the dollar affects most of the other asset classes.  There is a clear 

inverse correlation between the dollar and commodities.  Since most commodities are priced in 

dollars, a weaker dollar is a price cut for non-dollar buyers.  The increase in demand will usually 

lead to higher prices for commodities when the dollar dips.  Foreign equities to U.S. investors are 

directly affected by the dollar’s exchange value.  In general, foreign equities tend to outperform 

during periods of dollar weakness because, for a dollar-domiciled investor, appreciating foreign 

currencies act as a tailwind for foreign assets.  Of course, if foreign currencies become too 

strong, it adversely affects the foreign economy and can become too much of a good thing.  Even 

domestic equities are affected.  A weaker dollar tends to support large cap stocks relative to 

small caps because the latter are less globalized.  And, an excessively weak dollar can foster 

tighter monetary policy as a very strong dollar can prompt the Federal Reserve to ease credit. 

 

The dollar is the nexus of most foreign exchange transactions.  Although there is a market for 

cross rates in the major currencies, most transactions are into and out of dollars.  That way 

dealers don’t have to make markets in thousands of currency permutations.  Because of the 

widespread use of the U.S. dollar, it is the global reserve currency; when nations accumulate 

foreign reserves, the currency of choice is mostly the greenback.  About 63% of official foreign 

reserves are in dollars, with the next closest competitor, the euro, at 20%.7  The dollar represents 

88% of all forex turnover.8  Thus, the dollar’s exchange rate against various currencies deviates 

from classic textbook valuation measures because there is a natural demand for transaction and 

reserve purposes. 

 

However, even with that caveat, some opinion on the direction of the dollar is critical because, as 

noted above, it affects numerous markets.  In our observation, the dollar’s path tends to be driven 

by “flavor of the month” factors.  During various periods, markets focus on the trade deficit, 

relative productivity, interest rate differentials and monetary policy divergences, to name a few.  

In other words, there hasn’t be a consistent variable that has affected the dollar’s exchange rate 

in all markets.  Here are the variables we use when examining the greenback. 

 

First, history shows a cycle to the dollar. 

 

                                                 
7 https://en.wikipedia.org/wiki/Reserve_currency  
8 https://www.bis.org/statistics/d11_3.pdf  

https://en.wikipedia.org/wiki/Reserve_currency
https://www.bis.org/statistics/d11_3.pdf
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To measure the general value of the dollar, we use the JP Morgan real effective dollar index, 

which adjusts the dollar for relative inflation and trade.  We note that the dollar tends to peak 

about every 15 to 17 years.  There is always a danger in such observations…it’s a bit of the 

correlation/causality problem.  Just because something has followed a pattern for a long time 

doesn’t mean it will do so in the future.  This cycle does “rhyme” with relative growth; the dollar 

tends to strengthen when U.S. economic growth exceeds the rest of the world.  However, the 

important market takeaway from this chart for long-term investors is that exchange rates 

probably don’t matter if one holds a position for around 15 years.  And, dollar bear markets tend 

to last longer than dollar bull markets.   

 

Second, for long-term valuation purposes, we use purchasing power parity.  This theory of 

currency valuation argues that exchange rates should adjust to equalize prices across countries.  

A nation with higher price levels should have a weaker currency, which would equalize the 

prices of a lower inflation country.   
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This chart shows the calculation of parity for four currencies, the euro, yen, Canadian dollar and 

British pound.  Deviations from the model’s fair value forecast are wide but, at extremes, the 

model does suggest reversals are more likely.  Currently, the dollar is richly valued compared to 

these four currencies. 
 

What about other models?  Relative growth between Europe and the U.S. yields a similar fair 

value.  Interest rate differentials clearly favor the greenback but the relationship isn’t all that 

strong either.   
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This chart shows the spread between U.S. and German two-year sovereigns and the EUR/USD 

exchange rate.  Although the rate spread is historically wide, in the last tightening cycle in 2004-

06 the dollar faded shortly after the tightening cycle ended.   
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Perhaps the most important issue facing the dollar is the future of American hegemony.  If the 

world loses faith in the dollar’s reserve value, we would expect a profound bear market to 

develop.  At this point, there is no obvious rival to the dollar.  However, one of the reasons no 

rival exists is that no other nation with a reasonably attractive currency is willing to run 

persistent trade deficits.  The Trump administration is trying to adjust or reverse America’s 

importer of last resort role which is part of being the reserve currency provider.  If the U.S. puts 

up trade barriers, we would expect the dollar to appreciate as long as reserve demand remains.  

But, if the world decides the U.S. is no longer a reliable provider of the reserve currency, even if 

no obvious replacement exists, the dollar will almost certainly decline.  Reserve currency 

changes don’t occur very often; we have only had two reserve currencies over the past two 

centuries, the British pound from 1815 to 1920 and the U.S. dollar from 1920 to the present.  

With events that occur so rarely, it is difficult to determine the path of the greenback but it does 

appear we are moving into an era of significant change.  This is a factor we will be closely 

monitoring in the coming months and years.   
 

 
 

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 6/14/2018 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 6/14/2018 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 14, 2018 
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P/E as of 6/13/2018 = 19.2x

 
 

Based on our methodology,9 the current P/E is 19.2x, 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. 

                                                 
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 (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. 


