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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.  We added a few 

new titles recently! 
 

[Posted: June 22, 2018—9:30 AM EDT]  Global equity markets are higher this morning.  The 

EuroStoxx 50 is up 0.8% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 0.1% 

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

Shenzhen index up 1.2%.  U.S. equity index futures are signaling a higher open.   

 

We made it to Friday!  Markets are rather quiet this morning as immigration has overshadowed 

trade concerns.  We are seeing a bit of “risk-on” today after a rather rough week.  Here is what 

we are watching this morning: 

 

OPEC: We have a deal. The cartel agreed to a 1.0 mbpd increase in quotas but not in 

production.  Since many of the members lack excess capacity, the real increase is about 0.6 to 

0.8 mbpd.  That is a bullish outcome.  We are still waiting to see the Russian reaction but our 

expectation is that Russia will increase production to take market share from the formal cartel.  

But, overall, this is a bullish result relative to fears of a much larger rise in output.  At the same 

time, we think Saudi Arabia is trying to guide prices modestly lower (low $60s to high $50s) in 

response to President Trump’s persistent criticism of high oil prices.  The president wants lower 

oil (and gasoline) prices going into the mid-terms.  Thus, don’t be surprised to see bearish 

comments from the Saudis in a bid to cool today’s early price spike.   

 

Turkish elections: Most recent polls show Erdogan’s party coming in at 51.6%; if accurate, he 

would win Sunday’s election outright.  On the other hand, if he fails to achieve 50%, he would 

face a run-off election.  It should be noted that the most recent polls are illegal; Turkish electoral 

law indicates that no polls should occur 10 days before the election.  Thus, the veracity of the 

most recent polls is questionable.  The last legal polls showed Erdogan with 45.8% support.  The 

second place party is the Kermalist CHP; the policy platform of this party isn’t remarkably 

different than Erdogan’s except that the CHP leadership is campaigning on the goal of improving 

global relations.  We expect a close election and wouldn’t be surprised by a run-off.  But, in the 

end, we expect Erdogan to eke out a narrow victory. 

 

Greek deal: After eight years, the Greek bailout is finally complete.1  Greece did not get a debt 

write-off but it did receive a 10-year extension of the loan terms and a decade deferral on interest 

and amortization.  Although this buffer will likely give Greece enough financial space to be able 

to tap the financial markets for loans, its government debt/GDP ratio remains at 180% and terms 

                                                 
1 https://www.ft.com/content/b1cba7c4-75a2-11e8-a8c4-408cfba4327c  
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of the deal require austerity to remain in place.  In our opinion, this is another “can kicking” 

solution but, given that Greece has essentially more than a decade to build cash reserves, we 

shouldn’t see Greece affecting financial markets for a while.  Greece will be making mere token 

payments on its debt unit 2030.   

 

German/French EU reform hits opposition: France and Germany reached an agreement on 

EU reforms.  The agreement was not all that ambitious but it is facing rather strong opposition 

from a number of EU nations, including the Netherlands, Finland and Austria, which are 

questioning the need for any Eurozone fiscal capacity.2  The economic theory of currency unions 

usually requires some sort of fiscal unity to address growth divergences within the union.  The 

Eurozone lacks this feature; instead, the Germans tried to use strict fiscal spending limits to 

address this problem.  What has developed instead is wide growth divergences.  The natural split 

in the Eurozone is between the north and south.  The opposition to France’s plan is mostly 

coming from the north.  Thus, we have doubts that anything of substance will come from 

Germany and France’s plan. 

 

European immigration problems: The U.S. isn’t the only part of the world with immigration 

turmoil.  Chancellor Merkel is facing a breakup of one of the most durable coalitions in 

European political history, the CSU/CDU union.  Differences on immigration policy are 

threatening this long-standing arrangement.  The CSU, based solely in Bavaria, wants to block 

refugees from entering Germany.  Since Bavaria sits on Germany’s southern border, this action 

is essentially a national policy.  Merkel opposes this policy.  She is trying to work out a 

compromise but Italy scuttled her plans by rejecting a proposal that would have allowed refugees 

in Germany to be returned to their nation of entry which, in most cases, is Italy for migrants 

coming from Africa.3  It is possible that the Merkel government could fall over this issue.  

German media is reporting that the other party in Merkel’s grand coalition, the SPD, is planning 

for snap elections.4  New elections would likely boost the AfD and lead Germany in a more 

populist direction, which would likely be bearish for the EUR. 

 

U.S. Economic Releases 

 

There were no economic releases prior to the publication of this report.  The table below shows 

the economic releases scheduled for the rest of the day.  

 

EDT Indicator Expected Prior Rating

9:45 Markit Manufacturing PMI m/m jun 56.1 56.4 **

9:45 Markit Services PMI m/m jun 56.5 56.8 **

9:45 Markit Composite PMI m/m jun 56.6 **

Economic Releases

No speakers or events scheduled

Fed speakers or events

 
 

                                                 
2 https://www.ft.com/content/19eba02a-75fd-11e8-b326-75a27d27ea5f  
3 https://www.ft.com/content/6d2a2c3c-7564-11e8-aa31-31da4279a601?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
4 https://www.forexlive.com/news/!/germanys-spd-is-said-to-prepare-for-new-elections-report-20180622  

https://www.ft.com/content/19eba02a-75fd-11e8-b326-75a27d27ea5f
https://www.ft.com/content/6d2a2c3c-7564-11e8-aa31-31da4279a601?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/6d2a2c3c-7564-11e8-aa31-31da4279a601?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.forexlive.com/news/!/germanys-spd-is-said-to-prepare-for-new-elections-report-20180622
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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 National CPI y/y may 0.7% 0.6% 0.6% *** Equity bullish, bond bearish

Nikkei Japan PMI m/m jun 53.1 52.8 ** Equity bullish, bond bearish

All Industry Activity Index m/m apr 1.0% 0.0% 0.9% ** Equity bullish, bond bearish

Nationwide Department Sales m/m may -2.0% 0.7% * Equity and bond neutral

Tokyo Department Store Sales m/m may 1.3% 1.9% * Equity and bond neutral

New Zealand Net Migration SA m/m may 5090 4930 ** Equity and bond neutral

Credit Card Spending m/m may -1.6% 0.6% ** Equity bearish, bond bullish

EUROPE

France Markit Eurozone Services m/m may 55.0 53.8 53.8 ** Equity bullish, bond bearish

Markit Eurozone Composite m/m may 54.8 54.1 53.9 ** Equity bullish, bond bearish

Markit Eurozone Manufacturing m/m may 55.0 55.5 55.0 ** Equity and bond neutral

Germany Markit/BME Germany Manufacturing m/m apr 55.9 56.9 56.3 ** Equity and bond neutral

Markit Germany Services m/m may 53.9 52.1 52.2 ** Equity bullish, bond bearish

Markit/BME Germany Composite m/m may 54.2 53.4 53.4 ** Equity bullish, bond bearish

France Wages m/m may 0.7% 0.7% *** Equity and bond neutral

GDP m/m may 2.2% 2.2% 2.2% *** Equity and bond neutral

Markit France Manufacturing m/m may 53.1 54.4 54.0 ** Equity and bond neutral

Markit France Services m.m may 56.4 54.3 54.3 ** Equity bullish, bond bearish

Markit France Composite m/m may 55.6 54.2 54.2 ** Equity bullish, bond bearish

Russia Gold and Forex Reserve m/m jun 462.4 bn 461.0 bn * Equity and bond neutral

Money Supply Narrow Def y/y jun 10.18 tn 10.06 tn * Equity and bond neutral

AMERICAS

Canada Wholesale Trade Sales m/m apr 0.1% 1.1% 0.3% ** Equity bearish, bond bullish

Brazil IBGE Inflation IPCA-15 m/m jun 1.1% 0.1% 1.0% *** 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. 
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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 down Down

euro up Up

yen down Up

pound up Up

franc up Neutral

Central Bank Action Current Prior Expected

SNB Sight Deposit Interest Rate -0.750% -0.750% -0.750% On forecast

SNB 3-month Libor Lower Target -1.250% -1.250% -1.250% On forecast

SNB 3-month Libor Upper Target -0.250% -0.250% -0.250% On forecast

Overnight Rate 7.750% 7.500% 7.750% 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 $74.08 $73.05 1.41% OPEC Agreement

WTI $66.35 $65.54 1.24%

Natural Gas $2.97 $2.98 -0.34%

Crack Spread $19.52 $19.39 0.70%

12-mo strip crack $19.93 $19.68 1.28%

Ethanol rack $1.58 $1.58 0.07%

Gold $1,269.06 $1,267.19 0.15%

Silver $16.42 $16.32 0.60%

Copper contract $306.55 $304.35 0.72%

Corn contract 378.25$       378.25$       0.00%

Wheat contract 505.00$       506.75$       -0.35%

Soybeans contract 906.75$       901.50$       0.58%

Baltic Dry Freight 1347 1373 -26

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) 91.0 86.0 5.0

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 22, 2018 
 

Cycle studies are common in analyzing markets.  Such studies can be quite useful in some 

markets that are affected by seasonal factors, such as commodities.  We all know it gets cold in 

the winter and rains in the spring, and measuring the timing of when market participants discount 

these events can offer insights into market behavior.  In general, the more regular and reliable the 

factors are that cause the cyclicality, the more trustworthy the analysis.  Seasonal cycles tend to 

be consistent and thus are heavily used in commodity analysis.  Of course, once a pattern has 

been discovered, traders attempt to position in front of the expected price cycle.  Commodity 

analysts will note that price patterns still work but they often start sooner.   

 

Human cycles tend to be much less reliable.  Usually, these cycles occur because of the structure 

of regulation; one example is tax selling, which sometimes weakens equity prices in late Q3.  It 

doesn’t always work because (a) tax laws change, or (b) sometimes investors don’t have a lot of 

losses to “harvest.”  Market research is full of examples that “used to work.”  Often, once 

analysts notice a cycle, there is a temptation to publish it, in part for reputational enhancement.  

However, publishing makes the cycle better known and will often render it useless. 

 

Elections in democracies create cycles with some degree of regularity.  In the U.S., elections are 

not called, as is common in a parliamentary system, but occur on schedule.  Policymakers are 

aware of elections and want to manipulate the economy in ways that improve their chances of re-

election.  For example, presidents have an incentive to implement painful policies during the first 

two years of their term with the hopes of an economic rebound in the last two years.  That pattern 

usually means the mid-terms hurt the party of the president.  At the same time, a president is at 

the peak of his political capital at inauguration.  That capital erodes with time and thus if one is 

going to do something “big” the best chance is in the first 18 months of the presidency.  By 

around May of the second year, the initial political capital is mostly exhausted, meaning little 

new accomplishments are enacted.  In the third year, the president tries to implement policies 

that support growth to increase the chances of re-election and Congress often participates for the 

same reason. 

 

To measure these effects, we created a database using the Friday close of the S&P 500, 

beginning in 1928.  We indexed each four-year cycle at the beginning of the election year.  Thus, 

we ended up with 22 cycles, excluding the current one, which began in 2016.  Here is what the 

patterns indicate: 
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The blue line on the chart shows the long-term average of all cycles.  The green line shows the 

pattern for a newly elected Republican president and the red line shows the current 

administration.  The pattern suggests that equities tend to favor the GOP, at least for the first 18 

months of the cycle.  The two average lines converge by Q4 of the first full year.  The second 

full year tends to be the most disappointing for equities, on average, although a strong rally from 

the mid-terms into the year prior to the next election usually develops.   

 

President Trump’s first term was closely tracking an average new Republican president until it 

became clear that the tax law changes were going to pass.  This led equities to rise sharply.  

However, in the aftermath of the tax changes, equities have moved sideways, which is consistent 

with the second full-year pattern but, in this particular case, from a much higher level.  The usual 

pattern could be indicating one of two outcomes.  First, equities will likely struggle into Q4 and 

then stage their usual third-year rally.  Or, second, we have already had the “Trump bull market” 

and the rest of his first term will be “churn,” leaving us about where we would be without the 

tax-driven lift in markets.   

 

Although either scenario is possible, we tend to expect the first is more likely.  There is little 

evidence that the economy is near recession, which is the primary cause of cyclical bear markets.  

While earnings growth will likely slow next year, the tax law changes should keep the level of 

earnings elevated.  In fact, the recent weak performance in equities is due to multiple contraction, 

most likely due to fears surrounding trade conflicts.  If the administration can resolve these 

issues without serious incident, it would bolster the case for a rally next year.  On the other hand, 

if trade issues escalate, the second scenario is more likely, which would be no major pullback in 

equities but a long-term sideways market.   
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Clearly, other factors will play a role and these cyclical studies are not definitive.  Nevertheless, 

they do offer some insight into the normal policy cycle, which the current presidency was 

tracking until November.  For now, we consider a trade war the most near-term serious threat to 

equities.   
 

 
 

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 6/21/2018 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 6/21/2018 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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P/E as of 6/20/2018 = 19.2x

 
 

Based on our methodology,5 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. 

                                                 
5 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. 


