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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 21, 2018—9:30 AM EDT]  Global equity markets are lower this morning.  The 

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

0.8% from the prior close.  Chinese markets were down, with the Shanghai composite down 

1.4% and the Shenzhen index down 2.1%.  U.S. equity index futures are signaling a lower open.   

 

Happy Summer Solstice!  Here is what we are watching this morning: 

 

Trade and the dollar: India joined other nations by applying tariffs against the U.S.1  EU 

officials are worried that U.S. trade policy will upend its longstanding Common Agricultural 

Policy (CAP), which is a system of subsidies critical to maintaining EU unity.  Earlier this 

month, the U.S. applied trade restrictions to Spanish olives but the fear is that the action will 

broaden.  It is interesting to note that French President Macron criticized CAP,2 but we don’t see 

this as a commonly held position among European leaders.  Essentially, nearly all nations offer 

some degree of support for agriculture.  Food security is simply too important politically and 

countries want control over the food supply.  This leads to preferential treatment for farmers in 

all sorts of ways.  CAP, a system of farm subsidies, is how the EU maintains a free trade zone, 

essentially preventing overt trade restrictions within the EU.  However, these restrictions reduce 

foreign imports of agricultural products.  This is what the U.S. is attacking.  But, if the CAP 

system devolves, the EU could very easily fall apart, too.  Nations within the EU would almost 

certainly put up internal barriers to agricultural trade to protect their domestic farmers and 

ranchers, and once internal barriers for one product are implemented it would not be a surprise to 

see other industries ask for protection.  It’s important to remember that the EU began as a free 

trade zone and has morphed into a much larger entity. 

 

We are starting to see the trade actions causing secondary effects.  Daimler (DAI, EUR 58.20) 

warned today that tariffs could adversely impact its profits.3  This is the first time we have seen 

trade offered as a reason for lower earnings.  This news led European automaker shares lower.  

And, in what has to be a most bizarre situation, the Commerce Department is reportedly 

“probing steel profiteering after tariffs.”4  Often, the left is criticized for implementing 

regulations and then being surprised that prices rise.  A GOP administration being “shocked” that 

                                                 
1 https://www.hindustantimes.com/business-news/india-raises-import-duties-on-agri-steel-products-to-protest-
us-tariff-hike/story-fung5wX88UshIfORNCwPBK.html  
2 https://twitter.com/EmmanuelMacron/status/1009530411591065600  
3 https://www.ft.com/content/aae48d3a-7521-11e8-b6ad-3823e4384287  
4 https://www.reuters.com/article/us-usa-trade-steel/u-s-commerce-department-investigating-steel-price-hikes-
after-tariffs-ross-idUSKBN1JG22W  
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steel prices rose and companies are making more money after the government takes steps to 

restrict foreign supply is really surprising.  Meanwhile, U.S. agriculture is being roiled by 

retaliatory tariffs.5 

 

The bottom line is that global trade impediments are a reversal of nearly 90 years of steadily 

falling tariff barriers.  This trend only occurred because of U.S. leadership; the U.S. essentially 

traded access to the U.S. consumer in return for cooperation on global security.  For example, 

Japan and Germany gained access to the U.S. market and we got to place military bases on their 

territories.  That system worked great during the Cold War but in its aftermath we haven’t 

created a rationale for continuing it.  Although Trump is catching the blame for disruption, the 

reality is that domestic political support for free trade has been under pressure for a long time.  

Trade impediments act like a restriction on the dollar supply and thus, all else held equal, the 

wider the “trade war” goes the greater the bullish impact for the dollar.   

 

BOE: The Bank of England left policy unchanged as expected, but the vote was 6-3, indicating 

rising opposition to current policy.  The dissenters wanted to raise rates.  The idea that rates 

could rise in the near future boosted the GBP. 

 

OPEC: Oil prices reversed yesterday’s gains on bullish inventory data (see below) due to fears 

that OPEC would boost output significantly.  There are reports that Iran is softening its 

opposition to raising production.  Russia has been pressing for an increase of 1.5 mbpd.  We 

believe Saudi Arabia is supportive of that level of increase (since it will provide most of it), but 

the kingdom wants to keep peace within the cartel, which means a compromise.  We have been 

in the compromise camp, expecting a token increase of 0.4 to 0.6 mbpd.  The latest suggests that 

Saudi Arabia is more in the 1.0 mbpd camp.6  This level of increase may not add all that much to 

world supply as disruptions in Libya and Venezuela will offset some of this proposed increase.  

However, it is a bearish surprise for the market.  In addition, U.S. output, which has been rising 

at a surprising clip, is about to stall because of the lack of pipeline capacity in the Permian Basin.  

Reports indicate “DUCs” are rising rapidly, which will reduce current supplies but represents 

future production.7  As we note below, a strengthening dollar is a bearish factor for oil; rising 

supply probably caps current prices.  On the other hand, there doesn’t appear to be enough oil on 

global markets to cause a major bear market to develop. 

 

Energy recap: U.S. crude oil inventories fell 5.9 mb compared to market expectations of a 1.0 

mb draw.   

                                                 
5 https://www.ft.com/content/bdbc9e3a-73d6-11e8-aa31-31da4279a601 and 
https://www.reuters.com/article/us-usa-trade-hog-margins/trade-woes-shrink-u-s-pork-packer-margins-to-three-
year-low-idUSKBN1JG2LW and https://www.reuters.com/article/us-usa-trade-china-tariffs/double-whammy-u-s-
pork-fruit-producers-brace-for-second-wave-of-chinese-tariffs-idUSKBN1JH0KZ  
6 https://www.cnbc.com/2018/06/21/opec-kingpin-saudi-arabia-just-threw-down-the-gauntlet-in-its-push-to-
ramp-up-production.html  
7 https://www.bloomberg.com/news/articles/2018-06-21/unfracked-oil-wells-growing-as-permian-pipeline-
scarcity-worsens  

https://www.ft.com/content/bdbc9e3a-73d6-11e8-aa31-31da4279a601
https://www.reuters.com/article/us-usa-trade-hog-margins/trade-woes-shrink-u-s-pork-packer-margins-to-three-year-low-idUSKBN1JG2LW
https://www.reuters.com/article/us-usa-trade-hog-margins/trade-woes-shrink-u-s-pork-packer-margins-to-three-year-low-idUSKBN1JG2LW
https://www.reuters.com/article/us-usa-trade-china-tariffs/double-whammy-u-s-pork-fruit-producers-brace-for-second-wave-of-chinese-tariffs-idUSKBN1JH0KZ
https://www.reuters.com/article/us-usa-trade-china-tariffs/double-whammy-u-s-pork-fruit-producers-brace-for-second-wave-of-chinese-tariffs-idUSKBN1JH0KZ
https://www.cnbc.com/2018/06/21/opec-kingpin-saudi-arabia-just-threw-down-the-gauntlet-in-its-push-to-ramp-up-production.html
https://www.cnbc.com/2018/06/21/opec-kingpin-saudi-arabia-just-threw-down-the-gauntlet-in-its-push-to-ramp-up-production.html
https://www.bloomberg.com/news/articles/2018-06-21/unfracked-oil-wells-growing-as-permian-pipeline-scarcity-worsens
https://www.bloomberg.com/news/articles/2018-06-21/unfracked-oil-wells-growing-as-permian-pipeline-scarcity-worsens
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This chart shows current crude oil inventories, both over the long term and the last decade.  We 

have added the estimated level of lease stocks to maintain the consistency of the data.  As the 

chart shows, inventories remain historically high but have declined significantly since March 

2017.  We would consider the overhang closed if stocks fall under 400 mb.   

 

As the seasonal chart below shows, inventories are well into the seasonal withdrawal period.  

This week’s rather large decline is consistent with that pattern.  If anything, the draw was 

stronger than normal.  If the usual seasonal pattern plays out, mid-September inventories will be 

418 mb. 

 

 
(Source: DOE, CIM) 
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Based on inventories alone, oil prices are near the fair value price of $65.51.  Meanwhile, the 

EUR/WTI model generates a fair value of $60.96.  Together (which is a more sound 

methodology), fair value is $62.05, meaning that current prices are above fair value.  Currently, 

the oil market is dealing with divergent fundamental factors.  Falling oil inventories are 

fundamentally bullish but the stronger dollar is a bearish factor.  And, as we noted above, if 

OPEC increases output the rising trend in oil prices will probably stall.   

 

U.S. Economic Releases 

 

Initial jobless claims came in below expectations at 218k compared to the forecast of 220k.  The 

prior week’s report was revised upward from 218k to 221k. 
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The chart above shows the four-week moving average for initial claims.  The four-week moving 

average decreased by 4k from 225k to 221k. 

 

The Philadelphia Fed Business Outlook came in below expectations at 19.9 compared to the 

forecast of 29.0.  
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In the chart, we smooth the data with a six-month average.  Although this is a sentiment number, 

it suggests strong confidence in the Philadelphia FRB district. 

 

The FHFA House Price Index came in below expectations, rising 0.1% from the prior month 

compared to the forecast rise of 0.5%.  The prior report was revised upward from 0.1% to 0.2%. 
  

 
 

The chart above shows the year-over-year change in the FHFA House Price Index.  Housing 

prices have risen 6.4% from the prior year. 
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The table below shows the economic releases scheduled for the rest of the day.  

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Economic Expectations m/m jun 54.5 **

9:45 Bloomberg Consumer Comfort m/m jun 55.8 **

10:00 Leading Index m/m may 0.4% 0.4% **

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.  
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Japan buying foreign bonds m/m jun ¥1490.4 bn -¥488.5 bn ** Equity and bond neutral

Japan buying foreign stocks m/m jun ¥332.7 bn ¥20.7 bn ** Equity and bond neutral

Foreign buying Japan bonds m/m jun ¥85.6 bn ¥270.1 bn ** Equity and bond neutral

Foreign buying Japan stocks m/m jun -¥40.8 bn -¥108.5 bn ** Equity and bond neutral

Supermarket Sales m/m may -2.3% -1.2% ** Equity bearish, bond bullish

Machine Tool Orders m/m may 14.9% 14.9% * Equity and bond neutral

New Zealand GDP y/y 1q 2.7% 2.9% 2.7% *** Equity and bond neutral

EUROPE

France Business Confidence m/m jun 106 106 106 ** Equity and bond neutral

Manufacturing Confidence m/m jun 110 109 108 ** Equity bullish, bond bearish

Production Outlook Indicator m/m 1q 14 15 16 ** Equity bearish, bond bullish

Own-Company Production m/m apr 22 17 ** Equity and bond neutral

U.K. Public Finances m/m may 4.5 bn -9.7 bn ** Equity and bond neutral

Central Government NCR m/m may 6.9 bn -6.1 bn ** Equity and bond neutral

Public Sector Net Borrowing m/m may 3.4 bn 6.2 bn 4.9 bn ** Equity bearish, bond bullish

PSNB ex Banking Groups m/m may 5.0 bn 7.8 bn 6.3 bn ** Equity bearish, bond bullish

Switzerland Exports Real m/m may 0.0% 0.0% ** Equity and bond neutral

Imports Real m.m may 3.1% -0.4% ** Equity bearish, bond bullish

AMERICAS

Canada Aggregate Supply and Demand m/m 1q 2.4% 3.0% 2.4% ** 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. 
 



 

 

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

www.confluenceinvestment.com 

 7 

Today Prior Change Trend

3-mo Libor yield (bps) 233 232 1 Up

3-mo T-bill yield (bps) 189 189 0 Neutral

TED spread (bps) 44 43 1 Neutral

U.S. Libor/OIS spread (bps) 193 193 0 Up

10-yr T-note (%) 2.93 2.94 -0.01 Up

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

EUR/USD 3-mo swap (bps) 4 2 2 Down

Currencies Direction

dollar up Down

euro down Up

yen down Up

pound up Up

franc flat Neutral

Central Bank Action Current Prior Expected

Selic Rate 6.500% 6.500% 6.500% On forecast

RBA FX Transactions Market A$0.556 bn A$0.538 bn On forecast

RBA FX Transactions Government -A$0.672 bn -A$0.630 bn On forecast

RBA FX Transactions Other A$0.442 bn A$6.776 bn On forecast

Bank of England Bank Rate 0.500% 0.500% 0.500% On forecast

BOE Asset Purchase Target 435 bn 435 bn 435 bn On forecast

BOE Corporate Bond Target 10 bn 10 bn 10 bn 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. 
 

Price Prior Change Explanation

Brent $73.67 $74.74 -1.43% Supply Optimism

WTI $64.89 $65.71 -1.25%

Natural Gas $2.99 $2.96 0.78%

Crack Spread $20.43 $20.15 1.37%

12-mo strip crack $20.21 $20.24 -0.18%

Ethanol rack $1.57 $1.57 -0.03%

Gold $1,274.06 $1,274.66 -0.05%

Silver $16.30 $16.30 -0.01%

Copper contract $306.50 $307.00 -0.16%

Corn contract 376.75$       375.50$       0.33%

Wheat contract 495.00$       489.50$       1.12%

Soybeans contract 912.50$       911.00$       0.16%

Baltic Dry Freight 1419 1442 -23

Actual Expected Difference

Crude (mb) -5.9 -1.0 -4.9

Gasoline (mb) 3.3 -1.0 4.3

Distillates (mb) 2.7 -1.0 3.7

Refinery run rates (%) 1.00% 0.05% 0.95%

Natural gas (bcf) 86.0

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 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%.8  The dollar represents 

88% of all forex turnover.9  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. 

 

                                                 
8 https://en.wikipedia.org/wiki/Reserve_currency  
9 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 6/20/2018 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 6/20/2018 close) 
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Source: Bloomberg

  
 

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 21, 2018 
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Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 6/20/2018 = 19.2x

 
 

Based on our methodology,10 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. 

                                                 
10 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. 


