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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 7, 2018—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

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

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

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

 

Financial markets are in the midst of a quiet rally as the S&P challenges the high end of the 

recent range.  Oil is up and the dollar is down.  Here is what we are following this morning: 

 

BREAKING: The Trump administration and ZTE (0763 HKD, 25.60) have reached an 

agreement.1  We expect details to emerge in the coming hours but the agreement will help 

in ongoing trade negotiations with China. 

 

G-7: President Trump will be facing a hostile group this weekend2; in fact, reports indicate he 

may prefer not to go.3  The president has already had difficult conversations with Canada’s PM 

Trudeau.4  The real issue on trade is that the U.S. is changing its trade policy with the world.  

America’s Cold War trade policy was designed to bolster Free World economic recovery and 

growth and, to do so, the U.S. had open markets that provided a steady source of demand for 

foreign nations.  The dollar was the reserve currency and nations were able to acquire dollars for 

trade purposes.  In return, the Free World followed U.S. lead on security policy.  Access to the 

U.S. consumer was the incentive that allowed the U.S. to ensure compliance with policies 

designed for the containment of communism. 

 

After the Cold War ended, the policies continued.  The benefits to the U.S. economy were a 

plethora of low cost goods that help contain inflation and, consequently, low interest rates.  The 

costs are job loss and higher inequality.  The American public is making it clear it no longer 

                                                 
1 https://www.axios.com/wilbur-ross-us-deal-china-zte-trump-trade-war-0872509e-6f55-4e90-bf8b-
b57c8d27cb55.html?stream=politics&utm_source=alert&utm_medium=email&utm_campaign=alerts_politics  
2 https://www.politico.eu/pro/trump-tariffs-g7-summit-stir-up-angst-
ahead/?utm_source=POLITICO.EU&utm_campaign=4ad502b82d-
EMAIL_CAMPAIGN_2018_06_06_03_38&utm_medium=email&utm_term=0_10959edeb5-4ad502b82d-
190334489 and https://www.washingtonpost.com/business/economy/trump-plans-confrontational-approach-
with-world-leaders-at-economic-summit/2018/06/06/78291868-68ea-11e8-9e38-
24e693b38637_story.html?utm_term=.32720a78d4aa&wpisrc=nl_todayworld&wpmm=1  
3 https://www.washingtonpost.com/politics/trump-complains-about-traveling-to-canada-ahead-of-singapore-
summit-with-kim/2018/06/06/651d8dd8-69be-11e8-9e38-24e693b38637_story.html?utm_term=.2c93925b7b8f  
4 https://www.cnn.com/2018/06/06/politics/war-of-1812-donald-trump-justin-trudeau-tariff/index.html  
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https://www.washingtonpost.com/politics/trump-complains-about-traveling-to-canada-ahead-of-singapore-summit-with-kim/2018/06/06/651d8dd8-69be-11e8-9e38-24e693b38637_story.html?utm_term=.2c93925b7b8f
https://www.washingtonpost.com/politics/trump-complains-about-traveling-to-canada-ahead-of-singapore-summit-with-kim/2018/06/06/651d8dd8-69be-11e8-9e38-24e693b38637_story.html?utm_term=.2c93925b7b8f
https://www.cnn.com/2018/06/06/politics/war-of-1812-donald-trump-justin-trudeau-tariff/index.html
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believes the benefits outweigh the costs.  Consequently, the Trump administration is breaking the 

Cold War-era arrangement; what the end point looks like, however, is unclear.   

 

One likely outcome is that the U.S. will find it more difficult to control allies.  If they are no 

longer able to freely export to the U.S. and are forced to restructure their economies (and are 

required to pay more for their own defense) then they will likely also want to go their own 

direction on foreign and security policy.  Globalization requires a hegemon that provides a 

reserve currency and suffers persistent trade deficits.  If the U.S. decides it is no longer willing to 

provide these global public goods then the outcome is regional wars, less trade, higher inflation 

but more employment (at least in the U.S.—that may not necessarily be the case abroad).  What 

is making the rest of the world upset is that the U.S. is unilaterally changing the structure of the 

global economy5; although world leaders aren’t happy, there isn’t much they can do about it but 

adapt.   

 

EU wants exemptions on Iran: As we noted yesterday, the EU is asking the administration for 

exemptions on Iran sanctions.6  We doubt that will happen.  The Trump administration is 

signaling it wants to tighten controls on Iran to renegotiate a new nuclear deal that would include 

reducing Iran’s influence in the region.  We would not bank on the EU getting any relief on this 

issue. 

 

Fed news: Richard Clarida and Michelle Bowman will have their confirmation votes on Tuesday 

next week.  We would be shocked if they don’t breeze through and become the newest members 

of the FOMC.  In comments to questions, Clarida hinted that he believes there is still slack in the 

economy which would argue he could lean dovish.7  Bowman will fill the community banker slot 

of the FOMC that traditionally votes with the chair on policy.    

 

We note that the real policy rate is about to turn positive. 

 

                                                 
5 https://subscriber.politicopro.com/trade/whiteboard/2018/06/kudlow-suggests-us-could-ignore-wto-decisions-
1360700  
6https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/714262/Join
t_E3_letter_on_JCPoA.pdf  
7 https://subscriber.politicopro.com/f/?id=00000163-d825-d101-a167-ff27017d0000  

https://subscriber.politicopro.com/trade/whiteboard/2018/06/kudlow-suggests-us-could-ignore-wto-decisions-1360700
https://subscriber.politicopro.com/trade/whiteboard/2018/06/kudlow-suggests-us-could-ignore-wto-decisions-1360700
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/714262/Joint_E3_letter_on_JCPoA.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/714262/Joint_E3_letter_on_JCPoA.pdf
https://subscriber.politicopro.com/f/?id=00000163-d825-d101-a167-ff27017d0000
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In fact, at the next hike, the real rate will likely move above zero for the first time since April 

2008.  As we cross this point,8 expect divisions on the FOMC to develop as the more dovish 

members will argue that pauses in the rate hike cycle will be justified as stimulus is being 

withdrawn.  Any hint of a slowdown in hikes will likely be bullish for equities and bearish for 

the dollar. 

 

China foreign reserves: China’s foreign reserves fell modestly last month, dropping $14 bn 

from April.  Reserves remain ample. 

 

 

                                                 
8 https://www.reuters.com/article/us-usa-fed-rates-analysis/fed-clambers-back-to-positive-real-rates-now-debate-
is-when-to-stop-idUSKCN1J30DE  

https://www.reuters.com/article/us-usa-fed-rates-analysis/fed-clambers-back-to-positive-real-rates-now-debate-is-when-to-stop-idUSKCN1J30DE
https://www.reuters.com/article/us-usa-fed-rates-analysis/fed-clambers-back-to-positive-real-rates-now-debate-is-when-to-stop-idUSKCN1J30DE
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Energy recap: U.S. crude oil inventories rose 2.1 mb compared to market expectations of a 3.0 

mb draw.  
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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 usually starting their seasonal decline this 

time of year.  This week’s rise is inconsistent with that pattern.  In fact, if we had followed the 

normal seasonal pattern since early May, inventories should be down to 455.9 mb; we are 

currently about 12 mb higher than the seasonal pattern would suggest.  It is possible that the old 

pattern shown below was due in part to the legal restrictions on oil exports.  When refiners cut 

runs for seasonal maintenance oil inventories would rise because the oil had nowhere to go, and 

oil inventories fell once refiners returned to full production.  With exports, when refiners go into 

maintenance the excess oil would be exported.  Exports fall when refiners come back from 

maintenance, keeping inventories stable.   

 

It’s still a bit early in the process to see if this is occurring.  It didn’t happen last year.  But this 

year, we did see exports rise in April and early May.  Another factor is the continued increase in 

U.S. production.  U.S. production reached 10.8 mbpd last week, up nearly 1.3 mbpd since the 

beginning of the year.  And so, even with rising refining activity and elevated exports, 

inventories can’t fall because output is too strong. 
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(Source: DOE, CIM) 
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Based on inventories alone, oil prices are overvalued with the fair value price of $62.24.  

Meanwhile, the EUR/WTI model generates a fair value of $61.39.  Together (which is a more 

sound methodology), fair value is $61.20, meaning that current prices are above fair value even 

with the recent pullback.  Although we have seen prices decline in recent weeks, we are still 

above fair value because of rising geopolitical risk.  Oil prices will likely remain under pressure 

until the dollar weakens or inventories decline.   
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OPEC meets on June 22.  There are growing concerns that the meeting could be acrimonious9 as 

Russia and Saudi Arabia are leaning toward increasing production while other members would 

prefer higher prices.  Since most other members lack excess capacity, falling prices are a net loss 

to them whereas Russia and Saudi Arabia can at least offset the lower prices with higher output.  

Although there is talk of a 1.0 mbpd increase in output, we would look for a compromise that 

leads to a smaller increase in quotas.  If we are correct, prices would likely rise. 

 

U.S. Economic Releases 
 

Initial jobless claims came in above expectations at 222k compared to the forecast of 220k.  The 

previous report was revised upward from 221k to 223k.  
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The chart above shows the four-week moving average of initial claims.  The four-week moving 

average rose from the previous week of 222.75k to 225.50k.  
 

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

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m jun 55.2 **

12:00 Household Change in Net Worth m/m 1q $2.072 **

15:00 Consumer Credit m/m apr $14.000 bn $11.622 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 

                                                 
9 https://www.cnbc.com/2018/06/07/opec-meeting-on-june-22-likely-to-see-disagreements.html  

https://www.cnbc.com/2018/06/07/opec-meeting-on-june-22-likely-to-see-disagreements.html
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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 Official Reserves Assets m/m apr $1.255 tn $1.256 tn * Equity and bond neutral

Japan Buying Foreign Bonds m/m apr -¥1.667 tn -¥717.0 bn * Equity and bond neutral

Japan Buying Foreign Stocks m/m may ¥370.5 bn ¥255.8 bn * Equity and bond neutral

Foreign Buying Japan Bonds m/m may ¥431.2 bn ¥216.7 bn * Equity and bond neutral

Foreign Buying Japan Stocks m/m may -¥527.6 bn ¥380.0 bn * Equity and bond neutral

Australia AiG Perf of Construction Index m/m may 54.0 55.4 ** Equity and bond neutral

Trade Balance m/m apr A$0.977 bn A$1.527 bn A$1.000 bn ** Equity bearish, bond bullish

New Zealand QV House Prices m/m may 6.9% 6.9% 7.6% ** Equity bearish, bond bullish

EUROPE

Eurozone Gross Fix Capital m/m may 0.5% 0.9% 0.7% ** Equity bearish, bond bullish

Government Expenditure m/m may 0.0% 0.3% 0.2% ** Equity bearish, bond bullish

Household Consumption m/m may 0.5% 0.2% 0.2% ** Equity bullish, bond bearish

GDP m/m may 2.5% 2.5% 2.5% *** Equity and bond neutral

Germany Factory Orders m/m may -2.5% -0.9% 0.8% ** Equity bearish, bond bullish

France Trade Balance m/m apr -4.954 bn -5.258 bn -5.100 bn ** Equity bullish, bond bearish

Current Account Balance m/m apr -1.100 bn -1.300 bn ** Equity and bond neutral

Italy Retail Sales y/y apr -4.6% 2.9% ** Equity and bond neutral

U.K. Halifax House Prices m/m may 1.5% -3.1% 1.0% ** Equity bullish, bond bearish

Switzerland Unemployment Rate m/m may 2.4% 2.7% 2.5% *** Equity and bond neutral

AMERICAS

Mexico Gross Fixed Investment m/m mar -4.1% 4.8% -2.6% ** Equity bearish, bond bullish

Canada International Merchandise Trade m/m apr -1.90 bn -4.14 bn -3.40 bn ** Equity and bond neutral

Building Permits m/m apr -4.6% 3.1% -1.0% ** Equity bearish, bond bullish

Ivey Purchasing Manager m/m may 62.5 71.5 ** 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) 232 231 1 Up

3-mo T-bill yield (bps) 190 190 0 Neutral

TED spread (bps) 42 41 1 Neutral

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

10-yr T-note (%) 2.98 2.97 0.01 Up

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

EUR/USD 3-mo swap (bps) 13 11 2 Down

Currencies Direction

dollar down Down

euro up Up

yen up Up

pound up Up

franc up Neutral

Central Bank Action Current Prior Expected

Turkish Central Bank One-Week Repo Rate 17.750% 16.500% 16.500% Above Forecast

Turkish Central BankOvernight Lending Rate 19.250% 18.000% 18.750% Above Forecast

Turkish Central Bank Overnight Borrowing Rate 16.250% 15.000% 15.500% Above Forecast

Turkish Central Bank Late Liquidity Lending Rate 20.750% 19.500% 19.500% Above 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 $76.44 $75.36 1.43% Short Covering

WTI $65.39 $64.73 1.02%

Natural Gas $2.90 $2.90 0.24%

Crack Spread $23.49 $23.00 2.12%

12-mo strip crack $22.31 $21.74 2.60%

Ethanol rack $1.59 $1.60 -0.17%

Gold $1,298.63 $1,296.40 0.17%

Silver $16.75 $16.68 0.41%

Copper contract $327.60 $326.20 0.43%

Corn contract 380.50$       378.25$       0.59%

Wheat contract 531.75$       519.75$       2.31%

Soybeans contract 994.50$       994.25$       0.03%

Baltic Dry Freight 1340 1249 91

Actual Expected Difference

Crude (mb) 2.1 -3.0 5.1

Gasoline (mb) 4.6 0.5 4.1

Distillates (mb) 2.2 1.1 1.0

Refinery run rates (%) 1.50% 0.40% 1.1%

Natural gas (bcf) 89.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts continue to signal warmer to normal temperatures for most of 

the country.  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 1, 2018 
 

Last week, we discussed secular cycles in the Treasury market.  This week we will discuss 

equities.  The rule for secular cycles in equities is rather simple: the price/earnings (P/E) is the 

critical factor.  In general, profits tend to rise over time.  Driving the secular trend in equity 

markets is what investors are willing to pay for those earnings.   
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This chart shows the S&P 500 on the lower line (log-scaled) with the 10-year P/E on the upper 

line.10  Secular bull markets are shown in gray.  What generates the secular trend is the multiple.  

When the P/E is rising (and the 10-year P/E generally shows the underlying trend in the 

multiple), equity values tend to rise as well.  Secular bear markets are characterized by flat to 

falling P/Es.   

 

So, the key question is, “What drives the multiple?”  Most variables that are important are also 

complicated and the P/E is, too.  In general, the multiple is a sentiment indicator—it measures 

how optimistic equity investors are about future prospects.  Our analysis suggests that inflation 

plays a role as does general sentiment.   

 

                                                 
10 The 10-year P/E is calculated by the 10-year average of nominal earnings divided by the current value of the S&P 
500.  The multiple is similar to the Shiller P/E except that the latter deflates both by CPI.   
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The chart on the left shows the aforementioned P/E with the 10-year rolling standard deviation of 

inflation.  Secular trends are shaded in gray.  Although not a perfect indicator, in general, rising 

inflation volatility tends to coincide with a lower P/E.  With all financial assets, inflation is an 

important variable.  Investors have balance sheets; in a way, inflation is the return on real assets 

so fears of rising inflation, expressed with rising volatility, should discourage investment in 

financial assets.  The chart on the right shows consumer sentiment.  Although the data is rather 

limited compared to inflation, it does show that periods of falling sentiment tend to coincide with 

P/E contraction. 

 

There is an old saying that “bond investors don’t build hospital wings.”  In other words, equities 

are the best way to build wealth.  At the same time, investing in equities requires optimism about 

the future.  War, civil unrest, social disruption and geopolitical uncertainty should make citizens 

reluctant to invest.  For example, the end of the Cold War was likely a contributing factor to the 

steep rise in the P/E during 1995-2000.  Perhaps the relief that the Great Financial Crisis didn’t 

trigger another Great Depression boosted the P/E after 2008. 

 

Our view on secular trends in equities is based on two factors—what is inflation doing and how 

do people feel?  Rising inflation and increasing volatility of price levels will tend to reduce 

investor optimism.  The perception of how society is doing will affect sentiment.  Inflation can 

be easily measured, while sentiment is more of an observational “call.”  At present, the secular 

bull market appears intact but under threat from two directions.  First, if populism gains traction 

then inflation will likely follow.  Second, the high level of political partisanship could eventually 

affect consumer sentiment.  If these trends gain strength, we may be entering into a new secular 

bear market in equities.  That would mean a period of steady to declining multiples.  Investors 

can still make positive gains in equities in such an environment, but passive investing tends to 

struggle during secular bear markets.    
 

 

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 6/6/2018 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 6/6/2018 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 7, 2018 
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Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 6/6/2018 = 19.1x

 
 

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

due to a rising S&P index. 
 
 
 
 
This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based 
upon sources and data believed to be accurate and reliable. Opinions and forward looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 

                                                 
11 This chart offers a running snapshot of the S&P 500 P/E in a long-term historical context. We are using a specific 
measurement process, similar to Value Line, which combines earnings estimates and actual data. We use an 
adjusted operating earnings number going back to 1870 (we adjust as-reported earnings to operating earnings 
through a regression process until 1988), and actual operating earnings after 1988. For the current quarter, we use 
the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings 
sum includes three actual quarters (Q3, Q4 and Q1) and one estimate Q2). We take the S&P average for the 
quarter and divide by the rolling four-quarter sum of earnings to calculate the P/E. This methodology isn’t perfect 
(it will tend to inflate the P/E on a trailing basis and deflate it on a forward basis), but it will also smooth the data 
and avoid P/E volatility caused by unusual market activity (through the average price process). Why this process?  
Given the constraints of the long-term data series, this is the best way to create a long-term dataset for P/E ratios. 


