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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: May 24, 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 0.2% 

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

the Shenzhen index down 0.4%.  U.S. equity index futures are signaling a lower open.  With 473 

companies having reported, the S&P 500 Q1 earnings stand at $38.92, higher than the $36.49 

forecast for the quarter.  The forecast reflects an 18.4% increase from Q1 2017 earnings.  Thus 

far this quarter, 78.9% of the companies reported earnings above forecast, while 15.0% reported 

earnings below forecast. 

 

The two big news items are the deterioration of conditions with North Korea and Trump’s call 

for a 25% tariff on autos.  Here is what we are watching: 

 

BREAKING NEWS: PRESIDENT TRUMP CANCELS SUMMIT MEETING WITH 

NORTH KOREA.   

 

What’s going on with North Korea?  For most of last year into early this year, it looked like 

war was increasingly likely.  Then, everything turned with President Trump agreeing to a 

summit.  Now, the summit is off.  North Korea has returned to the nuclear rhetoric.1  What 

happened here?  There were a couple of missteps by the Trump administration.  Suggesting that 

North Korea could use the “Libya model” was clearly a blunder (the South Africa model would 

have been a better example).  Selecting John Bolton for national security director sent a hostile 

signal.  But we don’t think these issues were key.   

 

Instead, what we think is going on is that China is using North Korea to manage U.S./China trade 

relations.2  China was generally comfortable with the status quo in North Korea.  However, it 

was afraid that the U.S. and South Korea were trying to pull North Korea out of China’s orbit 

and thus has taken steps to reel Pyongyang back in.  There are reports that China has eased up on 

sanctions.3  Now, Beijing may be sensing an opening in which it may be able to pull both Koreas 

into its orbit and isolate the U.S.  After all, Trump renegotiated the Korean Free Trade 

Agreement to be less favorable to South Korea.  If Xi can get North and South Korea to become 

friendlier he might be able to reduce U.S. influence in the region.  A failed summit might move 

                                                 
1 https://www.washingtonpost.com/world/north-korea-says-its-up-to-us-whether-they-meet-at-a-table-or-in-
anuclear-showdown/2018/05/23/45f97960-5ee9-11e8-8c93-8cf33c21da8d_story.html?utm_term=.e23d81c2a52c  
2 https://www.nytimes.com/2018/05/24/world/asia/trump-xi-jinping-north-korea.html  
3 https://asia.nikkei.com/Spotlight/North-Korea-crisis-2/Border-town-thrives-as-China-eases-up-on-North-Korea-
trade  
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that goal along.  Of course, the risk is that a failed summit leads to an open conflict.  But, if 

South Korea won’t cooperate militarily, the U.S. probably won’t act.  Trump’s decision to hold a 

summit with Kim was a bold move but the inability to complete the deal may lead to a new 

arrangement that is less favorable to the U.S. 

 

Auto tariff threats: President Trump, citing national security concerns, is threatening a 25% 

tariff4 on automobile imports.  Although the national security angle seems to be a stretch, the 

Commerce Department has opened a study to determine the threat.  This study will likely take 

months, so this issue will hang over the market for some time.  Although the administration’s 

trade actions have tended to be less onerous than the rhetoric, trade impediments are inflationary 

and will tend to pressure financial markets. 

 

Fed minutes: The minutes were taken as dovish, although our read leans more toward neutral.  

There was some support for allowing inflation to exceed target for a while, but that expectation 

wasn’t a complete surprise.  Although current policy rates were described as “accommodative” 

(which we would agree with), there were “some” members who suggested this could be revised 

soon.  This indication may mean that some members are thinking we are approaching a neutral 

policy rate.  If true, a “stall” in tightening could occur, but we don’t think this is the base case.  

Although two of the Mankiw Rule variations have the current rate essentially at neutral (wage 

growth and the employment/population ratio), the unemployment rate and the involuntary part-

time employment rate shows many more hikes in the pipeline.  Thus far, the FOMC has not had 

to face a situation where some of the variations show tight while others show loose, but that day 

is approaching.  We would expect dissention to increase for a couple members over rate 

increases.   

 

Iran responds: The supreme leader of Iran, the Ayatollah Khamenei, laid out conditions for the 

European powers to remain in the nuclear agreement.  Specifically, there will be no new 

negotiations on Iran’s missile program or its security policy in the Middle East.  The Europeans 

must continue to buy Iranian oil and safeguard trade with Iran.  Europe must condemn the U.S. 

for breaking the nuclear deal and “stand up” to U.S. sanctions.5  These are effectively non-

starters for the U.S.  Iran is clearly trying to separate the U.S. and Europe in terms of Middle 

East policy.  We believe that Europe’s best interests lie with the U.S. but following the Trump 

administration will tend to raise oil costs for European consumers.   

 

Turkish lira rebounds: The Turkish central bank raised rates 300 bps to 16.5% yesterday 

afternoon, triggering a sharp short-covering rally in the TRY.  However, this morning the 

exchange rate has started to weaken again, although it has not made new lows…yet.  Usually, 

markets will test the resolve of a central bank, forcing it to raise rates enough to convince traders 

that it will “do what it takes” to stabilize the exchange rate.   

 

1997 redux?  The turmoil in both Argentina and Turkey has raised fears that we may be on the 

cusp of another emerging market crisis.  The high levels of debt in the emerging space, much of 

it in dollars, has also brought concerns. 

                                                 
4 https://www.wsj.com/articles/trump-administration-weighs-new-tariffs-on-imported-vehicles-1527106235  
5 http://www.dw.com/en/iran-lists-tough-conditions-for-europe-to-save-nuclear-deal/a-43904326  

https://www.wsj.com/articles/trump-administration-weighs-new-tariffs-on-imported-vehicles-1527106235
http://www.dw.com/en/iran-lists-tough-conditions-for-europe-to-save-nuclear-deal/a-43904326
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This chart, courtesy of the St. Louis FRB,6 shows a surge in emerging market debt, although 

most of the growth is emanating from China.  And, since the financial crisis, the dollar has 

become the borrowing currency of choice.  This borrowing has made emerging markets more 

sensitive to dollar strength. 

 

 
 

                                                 
6 https://www.stlouisfed.org/on-the-economy/2017/november/global-debt-rising-emerging-economies  

https://www.stlouisfed.org/on-the-economy/2017/november/global-debt-rising-emerging-economies
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However, it should also be noted that there are significant differences between now and 1997.  

First, many of the emerging economies pegged their exchange rates to the dollar.  When the pegs 

failed, debt service costs for dollar borrowers took a discrete jump and exacerbated the crisis.  

Once one pegged currency failed, it led to a contagion that became impossible to control.  This 

time around, currencies are floating, meaning that they will not rise with discrete jumps, which 

should make debt management easier.  And, it should reduce the risk of contagion.  That being 

said, the emerging space needs dollar weakness to flourish and the debt data is a major reason 

why. 

 

Energy recap: U.S. crude oil inventories rose 5.8 mb compared to market expectations of a 2.0 

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 last 

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

 

As the seasonal chart below shows, inventories are usually rising this time of year.  This week’s 

rise is inconsistent with the onset of seasonal patterns.  We expect steady stock withdrawals from 

now until mid-September.  If we follow the normal seasonal draw in stockpiles, crude oil 

inventories will decline to approximately 429 mb by September.   
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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 $61.73.  

Meanwhile, the EUR/WTI model generates a fair value of $64.76.  Together (which is a more 

sound methodology), fair value is $63.39, meaning that current prices are above fair value.  The 

combination of a stronger dollar and the unexpected rise in inventories means current oil prices 

are overvalued.  Using the oil inventory scatterplot, a 429 reading on oil inventories would 

generate oil prices in the high $70s.  The current high price is mostly a function of growing 

geopolitical risk which we don’t see abating anytime soon.  However, oil prices cannot continue 

to defy fundamentals; at some point, a correction may be in the offing.     



 

 

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

www.confluenceinvestment.com 

 6 

U.S. Economic Releases 
 

Initial jobless claims came in above expectations at 234k compared to the forecast of 220k.  The 

prior report was revised upward from 222k to 223k. 
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The chart above shows the four-week moving average of initial claims.  The four-week average 

increased to 219.75k from the prior week’s reading of 213.5k.  

 

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

compared to the forecast rise of 0.6%.  The house price index rose by 1.7% from the prior 

quarter.  The prior report’s gain was revised from 1.6% to 1.7%. 
  

 
 

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

prices have risen 6.7% from the prior year. 

 

The table below shows the economic releases and Fed events scheduled for the rest of the day.  
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EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m may 54.6 **

10:00 Existing Home Sales m/m apr 5.55 mn 5.60 mn **

10:00 Existing Home Sales m/m apr -0.9% 1.1% ***

11:00 Kansas City Fed Manufacturing Index m/m may 20 26 **

EST Speaker or event

10:35 Raphael Bostic Speaks on Economic Outlook and Monetary President of the Federal Reserve Bank of Atlanta

14:00 Patrick Harker Speaks on Economic Outlook President of the Federal Reserve Bank of Philadelphia

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.  

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 may ¥948.9 bn ¥827.0 bn * Equity and bond neutral

Japan buying foreign stocks m/m mar ¥165.8 bn ¥258.5 bn * Equity and bond neutral

Foreign buying Japan bonds m/m may -¥150.9 bn ¥238.5 bn * Equity and bond neutral

Foreign buying Japan stocks m/m may ¥99.1 bn ¥126.3 bn * Equity and bond neutral

Leading Index CI m/m mar 104.4 105.0 ** Equity and bond neutral

Coincident Index m/m mar 116.3 116.4 ** Equity and bond neutral

New Zealand Trade Balance NZD m/m apr 0.263 bn -0.086 bn 0.198 bn ** Equity bullish, bond bearish

EUROPE

Germany Private Consumption m/m may 0.4% 0.0% 0.2% ** Equity bullish, bond bearish

Government Spending m/m may -0.5% 0.5% -0.2% ** Equity bearish, bond bullish

Capital Investment m/m may 1.7% 0.0% 1.1% ** Equity bullish, bond bearish

Construction Investment m/m may 2.1% -0.4% 1.0% ** Equity bullish, bond bearish

Domestic Demand m/m may 0.4% 0.1% 0.4% ** Equity and bond neutral

GDP q/q 1q 2.3% 2.3% 2.3% *** Equity and bond neutral

GfK Consumer Confidence m/m jun 10.7 10.8 10.8 *** Equity and bond neutral

France Business Confidence m/m may 106 108 108 ** Equity and bond neutral

Manufacturing Confidence m/m may 109 109 108 ** Equity and bond neutral

Production Outlook Indicator m/m may 15 24 23 ** Equity bearish, bond bullish

Own-Company Production m/m may 17 15 ** Equity and bond neutral

U.K. Retail Sales ex Auto Fuel y/y apr 1.5% 1.1% 0.1% ** Equity bullish, bond bearish

Retail Sales inc Auto Fuel y/y apr 1.4% -1.2% 0.2% ** Equity bullish, bond bearish

Russia CPI Weekly ytd may 1.5% 1.3% *** Equity and bond neutral

AMERICAS

Mexico Economic Activity y/y mar -0.8% 2.4% -0.5% *** Equity bearish, bond bullish

GDP y/y 1q 1.3% 1.2% 1.3% *** 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) 233 233 0 Up

3-mo T-bill yield (bps) 187 187 0 Neutral

TED spread (bps) 46 46 0 Neutral

U.S. Libor/OIS spread (bps) 188 187 1 Up

10-yr T-note (%) 3.01 2.99 0.02 Up

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

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

Currencies Direction

dollar down Down

euro up Up

yen up Up

pound up Up

franc up Neutral  
 

Commodity Markets 
 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 
 

Price Prior Change Explanation

Brent $79.22 $79.80 -0.73% Bearish IEA Report

WTI $71.40 $71.84 -0.61%  

Natural Gas $2.92 $2.91 0.17%

Crack Spread $23.26 $23.29 -0.14%

12-mo strip crack $21.94 $22.04 -0.46%

Ethanol rack $1.60 $1.60 0.43%

Gold $1,296.06 $1,293.41 0.20%

Silver $16.53 $16.45 0.45%

Copper contract $308.10 $307.05 0.34%

Corn contract 411.75$       408.50$       0.80%

Wheat contract 540.25$       531.00$       1.74%

Soybeans contract 1,049.50$    1,039.25$   0.99%

Baltic Dry Freight 1162 1199 -37

Actual Expected Difference

Crude (mb) 5.8 -2.0 7.8

Gasoline (mb) 1.9 -1.8 3.6

Distillates (mb) -1.0 -1.0 0.0

Refinery run rates (%) 0.70% 0.30% 0.40%

Natural gas (bcf) 96.0

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.
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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.  
 

May 18, 2018 
 

In our asset allocation process, we focus on cyclical trends; that doesn’t mean we pay no 

attention to secular trends but it isn’t our primary emphasis.  The lack of clarity around what 

these terms mean can lead to confusion.  And so, over the next few weeks, we will examine the 

difference between the two trends and how we address them in our asset allocation process.   
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This chart shows a stylized example of cyclical and secular cycles.  It’s simply for illustration 

purposes, but it does express the general view of how we view markets.  In reality, cyclical 

trends are not this smooth or regular, but rather often exhibit varying length and amplitude.  

Secular trends are not necessarily constant either.  But, in general, as we will look at in the 

coming weeks, financial and commodity markets exhibit both trends. 

 

Depending on the market, cyclical trends tend to run three to 10 years.  It is the most important 

trend in our asset allocation process.  The business cycle is the primary factor in our analysis.  

The business cycle is the normal tendency for the economy to move from expansion to decline, 

recession, recovery and back to expansion.  This cycle clearly affects financial and commodity 

markets.  Financial market conditions, monetary and fiscal policy and geopolitical events are all 

important contributors to cyclical trends as well. 

 

On the other hand, secular trends can last generations.  These trends tend to be driven by societal 

factors.  For example, public attitudes toward the balance between efficiency and equality are 

critical as these are affected by regulatory and tax policy.  Long-term geopolitical stability is 

mostly a factor of hegemony; if a superpower vacuum is developing or a new hegemon is 
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emerging, secular trends can adjust.  What makes secular trends important is that because they 

last a long time, they become part of the background, leading investors to assume that these 

trends never change.  And so, in the early part of a reversal in secular trends, actual market 

performance can vary widely from what is expected.  The other factor that matters in secular 

trends is that, unlike our stylized model, they don’t always clearly shift, causing a degree of 

uncertainty as to whether the change actually occurred.  Only with the hindsight of history can 

we definitively know when and if the secular change happened.  Still, we pay attention to secular 

trends because, at inflection points, the impact on financial and commodity markets can be 

significant.   

 

Therefore, over the next few weeks, we will examine the cyclical and secular trends in 

commodity, equity and debt markets.  In general, this analysis will offer insights into our 

allocation process, discussing the important cyclical elements of each asset class along with the 

potential impact of a change in secular trends.   

 
 

 
 

Past performance is no guarantee of future results.  Information provided in this report is for educational and illustrative purposes only 

and should not be construed as individualized investment advice or a recommendation.  The investment or strategy discussed may not be 

suitable for all investors.  Investors must make their own decisions based on their specific investment objectives and financial 

circumstances.  Opinions expressed are current as of the date shown and are subject to change.  
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Data Section 

 

U.S. Equity Markets – (as of 5/23/2018 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 5/23/2018 close) 

 

-10.0% -5.0% 0.0% 5.0% 10.0%

US Corporate Bond

Real Estate

US Government Bond

Emerging Markets ($)

US High Yield

Emerging Markets (local currency)

Cash

Foreign Developed ($)

Large Cap

Mid Cap

Foreign Developed (local currency)

Commodities

Small Cap

YTD Asset Class Total Return

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 
 

May 24, 2018 
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P/E as of 5/23/2018 = 19.0x

 
 

Based on our methodology,7 the current P/E is 19.0x, 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. 

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


