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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 30, 2018—9:30 AM EDT]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is up 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 1.6% from the prior close.  Chinese markets were down, with the Shanghai 

composite down 2.5% and the Shenzhen index down 2.8%.  U.S. equity index futures are 

signaling a higher open.   

 

Financial markets are a bit calmer this morning.  Equities are rebounding and Treasury yields are 

rising.  The EUR is also higher.  Here is what we are watching: 

 

Italy: The populist coalition is trying to revive talks to form a government, perhaps coming up 

with a less controversial slate of ministers.  However, disputes between the Five-Star Movement 

and the League have developed as they both try to jockey for power.  Meanwhile, Carlo 

Conttarelli has been assigned the task of putting together a government by Italy’s president and 

has made little progress on that front.  It looks like the most likely outcome is a new vote, which 

will occur in late July at the earliest but more likely by mid-September. 

 

The EU has also weighed in on the turmoil.  Germany’s EU commissioner, Günther Oettinger, 

indicated that the financial markets would show Italian voters they should reject populist parties.1  

He faced harsh criticism from the president of the EU council, Donald Tusk, but the general 

feeling is that his comments were not incorrect, but rude.  And, this statement coming from a 

German, the nation being blamed for the woes of southern Europe, didn’t help matters. 

 

This is what we are seeing in the political trends.  The populist coalition could have been saved 

but the League seems to want new elections.  Polls suggest its support is growing and the 

leadership of the party seems to believe new elections would designate it as the senior partner in 

a coalition with Five-Star.  The establishment in Italy wants to make the next election a full-

blown referendum on the Eurozone, betting that Italian voters, though unhappy with the fiscal 

restrictions of the Eurozone, will not support exiting the single currency for fear of the high costs 

involved with moving from the euro to a new currency.  It looks like the most probable outcome 

is (a) new elections, but (b) no party will be able to build a working coalition, and thus (c) more 

muddling through.   

 

When one forecasts anything, there is the short run (now to three years roughly) and the long run 

(the eventual outcome).  In reality, the long run is really nothing more than an envelope of short 

                                                 
1 https://www.ft.com/content/8edfb128-631f-11e8-90c2-9563a0613e56  
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runs that eventually travel toward the most likely equilibrium.  The Eurozone has a structural 

problem.  Successful currency blocs (such as the U.S.) have: 

 

1. Common political and, more importantly, fiscal transfer systems which allow for some 

degree of equality across regions; 

2. High labor and product mobility;  

3. Jointly held debt. 

Or, in simple terms, states and regions in a currency bloc have limited sovereignty.  In the U.S., 

for example, states have some sovereignty but not complete power; they don’t print their own 

money.  For the Eurozone to really work, European nations have to give up sovereignty to the 

EU.  Absent of some unifying war, there is little chance that these nations will willingly give up 

enough sovereignty for the Eurozone to work.  Here is a milestone that would show the 

Eurozone will work—when Germans are willing to underwrite a Eurobond that allows Greece to 

issue debt that is guaranteed by the whole Eurozone (read: Germany).  It could happen…but it’s 

not likely.  In other words, Europeans can have the Eurozone and the single currency at the cost 

of reduced sovereignty or keep the current level of sovereignty but give up the single currency.  

They can’t have both.  Every Eurozone crisis could be the “one”; however, conditions are 

probably not quite dire enough to push Italy to vote to exit the Eurozone, which would be 

expressed by voting in a massive coalition of populists. 

 

Trade: The Trump administration has moved to put tariffs on $50 bn in Chinese imports, just a 

few days after it appeared a truce was in place.  We will be watching to see if North Korea 

suddenly turns hostile again.  The U.S. has also decided to impose greater limits on Chinese 

visas, perhaps in a bid to reduce China’s ability to send students to the U.S. to study and boost 

China’s tech prowess.2  Commerce Secretary Ross is scheduled to meet with Chinese officials 

this weekend.  The new tariff announcement could scuttle these talks.  On June 1, the temporary 

postponement of steel and aluminum tariffs on numerous American allies expires; it isn’t clear if 

they will be postponed further or not.  If they are not, look for retaliation.  The trade drama 

continues but the direction is steadily moving toward a change in the trade relationship with the 

world.   

 

U.S. Economic Releases 
 

The second reading of Q1 GDP came in below expectations at 2.2% compared to the forecast of 

2.3%.  Personal consumption came in below expectations, rising 1.0% from the prior quarter 

compared to the forecast of 1.2%.  Core PCE came in below expectations, rising 1.9% from the 

prior quarter compared to the forecast of 2.0%.  The GDP price index came in below 

expectations, rising 2.3% from the prior quarter compared to the forecast of 2.5%. 

 

  

                                                 
2 https://apnews.com/amp/82a98fecee074bfb83731760bfbce515?__twitter_impression=true  

https://apnews.com/amp/82a98fecee074bfb83731760bfbce515?__twitter_impression=true
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The chart above shows historical GDP.  As of right now, GDP continues to grow at a solid pace. 
  

 

Q1 2018 Second Reading Q1 2018 First Reading Difference

GDP 2.2% 2.3% -0.1%

Consumption 0.7% 0.7% 0.0%

Investment 1.2% 1.2% 0.0%

Inventories 0.1% 0.4% -0.3%

Net Exports 0.1% 0.2% -0.1%

Government 0.2% 0.2% 0.0%  
 

The table above shows the contributions to GDP.  The downward revision in GDP is due to a 

drop in exports for Q1, although there was a downward revision in inventories as well. 
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This chart shows the contributions graphically.  Investments were a major positive for Q1 GDP. 

 

Profits were steady in Q1 despite the tax cuts.  We do expect them to rise later this year. 

 

 
 

MBA mortgage applications fell by 2.9% from the prior week.  Purchases and refinancing fell by 

1.9% and 4.7%, respectively.  The average 30-year fixed rate fell by 2 bps from 4.86% to 4.84%. 

 

ADP employment change came in below expectations at 178k compared to the forecast of 190k.  

The prior report was revised downward from 204k to 163k.  



 

 

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

www.confluenceinvestment.com 

 5 

 
  

The chart above shows the change in ADP employment and private payrolls.  A high ADP 

employment change number signals a strong BLS non-farm payroll report for Friday. 

 

The advance goods trade deficit came in narrower than expected at $68.2 bn compared to the 

forecast of $71.0 bn.  The prior report’s deficit was revised from $68.0 bn to $68.6 bn.  

Wholesale inventories came in below expectations, remaining unchanged from the prior month 

compared to the forecast gain of 0.5%.  Retail inventories rose 0.6% from the prior month.  

 

 
 

The chart above shows the trade balance of goods and the advance trade balance.   

 

The table below lists the Fed events scheduled for the rest of the day.  
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EST Speaker or event

14:00 US Federal Reserve Releases Beige Book

District or position

Economic Releases

 No economic releases today
Fed speakers or events

Members of the Board of Governors  
 

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 Retail Sales m/m apr 1.4% -0.7% 0.5% ** Equity bullish, bond bearish

Retail Trade y/y apr 1.6% 1.0% 1.0% ** Equity bullish, bond bearish

Department Store, Supermarket Sales m/m may -0.8% 0.1% 0.2% ** Equity bearish, bond bullish

Consumer Confidence m/m may 43.8 43.6 43.9 *** Equity and bond neutral

Australia Building Approvals m/m apr -5.0% 2.6% -3.0% ** Equity bearish, bond bullish

New Zealand Building Permits m/m apr -3.7% 14.7% ** Equity bearish, bond bullish

EUROPE

Eurozone Economic Confidence m/m may 112.5 112.7 112.0 *** Equity and bond neutral

Business Climate Indicator m/m may 1.45 1.35 1.29 ** Equity bullish, bond bearish

Industrial Confidence m/m may 6.8 7.1 6.8 ** Equity and bond neutral

Services Confidence m/m may 14.3 14.9 14.3 ** Equity and bond neutral

Consumer Confidence m/m may 0.2 0.2 0.2 *** Equity and bond neutral

Germany Retail Sales y/y apr 1.2% 1.3% 1.6% ** Equity bearish, bond bullish

Import Price Index y/y apr 0.6% -0.1% 0.8% ** Equity bearish, bond bullish

Unemployment Change m/m may -11k -7k -10k *** Equity and bond neutral

Unemployment Claims Rate m/m may 5.2% 5.3% 5.3% *** Equity and bond neutral

France GDP y/y 1q 2.2% 2.1% 2.1% *** Equity and bond neutral

Switzerland KOF Leading Indicator m/m may 100.0 105.3 104.7 ** Equity and bond neutral

Credit Suisse Survey Expectations m/m may 28.0 7.2 ** Equity bullish, bond bearish

AMERICAS

Mexico International Reserve Weekly y/y may $173.118 mn $172.913 mn ** Equity and bond neutral

Brazil National Unemployment Rate y/y apr 12.9% 13.1% 13.0% ** Equity bullish, bond bearish  
 

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) 232 232 0 Up

3-mo T-bill yield (bps) 190 188 2 Neutral

TED spread (bps) 42 44 -2 Neutral

U.S. Libor/OIS spread (bps) 188 186 2 Up

10-yr T-note (%) 2.88 2.78 0.10 Up

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

EUR/USD 3-mo swap (bps) 13 19 -6 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 $75.97 $75.39 0.77%

WTI $67.06 $66.73 0.49%  

Natural Gas $2.89 $2.90 -0.52%

Crack Spread $24.02 $23.64 1.60%

12-mo strip crack $22.45 $22.13 1.41%

Ethanol rack $1.61 $1.61 0.00%

Gold $1,297.66 $1,298.77 -0.09%

Silver $16.39 $16.37 0.16%

Copper contract $305.00 $306.25 -0.41%

Corn contract 396.75$       400.00$       -0.81%

Wheat contract 528.00$       536.50$       -1.58%

Soybeans contract 1,024.25$    1,030.50$   -0.61%

Baltic Dry Freight 1057 1077 -20

Actual Expected Difference

Crude (mb) -0.9

Gasoline (mb) -0.9

Distillates (mb) -1.4

Refinery run rates (%) 0.60%

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, with cooler temps on the East Coast.  Tropical Storm Alberto is currently moving 

across the Midwest. 
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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 25, 2018 
 

Last week we discussed the general idea of secular versus cyclical trends.  This week we will 

look at these concepts with regard to longer duration fixed income. 
 

The goal of theory is always to simplify.  Theorizing is all about taking complex phenomena and 

reducing it to basic elements that can guide us in estimating the future.  However, as Albert 

Einstein noted, “Everything should be made as simple as possible, but not simpler.”  The yield 

on sovereign debt instruments should be a function of the policy rate and inflation expectations.  

The longer the duration of the instrument, the more important inflation expectations are to the 

yield.  However, specific historical conditions do count.  For example, a nation’s credit risk can 

change over time; government borrowing behavior can play a role.  Even geopolitical risks can 

matter; Tsarist bonds traded at 95 rubles to par of 100 in late 1914, only to have the debt later 

repudiated by the Bolsheviks.3  Thus, secular trends can abruptly change if underlying conditions 

adjust significantly.   
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This chart looks at inflation trends and the yield on 10-year T-notes.  For inflation, we use CPI 

from 1915 to the present; the data prior is the General Price Index.  Although not perfectly 

equivalent, the two indices do give general insight into inflation.  We have added a 10-year 

average of yields and a 15-year average of inflation to highlight the trends in the data.   
 

                                                 
3 http://www.helsinki.fi/iehc2006/papers1/Oosterli.pdf, page 34. 

http://www.helsinki.fi/iehc2006/papers1/Oosterli.pdf
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Inflation behavior until the 1930s was rather erratic.  This was because the U.S. was on the gold 

standard and the money supply was partly driven by mining activity and partly driven by 

industrial activity.  In other words, deflation is highly likely if the money supply is fixed while 

output is rising rapidly (as was the case during the industrial revolution). 
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These charts show the behavior of our inflation series; the chart on the left shows the dispersion 

during the years 1810 until June 1933, when President Roosevelt ended the ability of citizens to 

hold gold.  The average inflation rate over this time frame was a mere 0.5%; however, range was 

wide.  Note that the highest rate recorded was 34.4% during the Civil War and the lowest was 

16.2% during a downturn after there was a lull in public investment.  During this period, 

deflation occurred almost 53% of the time.  After June 1933, the average inflation rate rose to 

3.6% but the range narrowed significantly, from 19.7% after WWII to a low of -4.1% during the 

1936-37 recession.  Deflation only occurred 6.5% of the time after Roosevelt ended the gold 

standard.  Economists discovered that people have an asymmetric response to inflation and 

deflation—rising prices tend to spur buying which supports growth, while deflation can lead 

consumers to stop buying in anticipation of even lower future prices.   
 

It would be reasonable to assume that longer duration yields would be rather low during the 

period when deflation was common.  In fact, they averaged 4.6% in the years from 1810 to 1933.  

Yields remained low during the Great Depression, and, during WWII, the Treasury forced the 

Federal Reserve to keep rates low to reduce borrowing costs.  Thus, the “modern era” really 

begins in March 1951 with the Federal Reserve-Treasury accord.  That pact allowed the Federal 

Reserve to set interest rates based on economic conditions.  In theory, central bank independence 

is generally thought to lead to better inflation control.  In the absence of an external restraint on 

money creation, i.e., gold, central bank independence should create conditions of better inflation 

control.  However, from the 1950s into the early 1980s, the Federal Reserve raised short term 

interest rates to try to quell steadily rising inflation.  Since the policy rate acts as an anchor for 

longer duration instruments, T-note yields rose during this period.  The average yield on T-notes 

from March 1951 to the present is 5.1%.  However, as the above charts show, long-duration rates 

steadily rose until the early 1970s and then rose rapidly with each business cycle until peaking in 

late 1981.  By the late 1970s, policymakers were moving aggressively to contain inflation 

through strict monetary policy, deregulation and globalization.  Those policies triggered a secular 

bull market in bonds that continues to this day. 
 

We believe this bull market in bonds is likely nearing an end.  Populism is becoming an 

increasingly potent force throughout the West.  In general, populism usually leads to re-
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regulation and deglobalization.  These factors should, over time, lead to steadily rising inflation 

and bond yields. 
 

Our base case is that we will likely see a gradual increase in yields over the next 10 to 20 years.  

We do not expect that increase to be sudden, but do look for higher high yield and higher low 

yield in each business cycle.  The asset allocation committee believes this situation can be 

managed with a modest shortening of duration and the use of “ladders” using target-date 

exchange-traded products. 
 

However, as part of our scenario planning, there is the possibility that we may see discrete jumps 

instead of a gradual increase in interest rates.  This is due to the generational experience of 

inflation.   
 

1.0

1.5

2.0

2.5

3.0

3.5

4.0

4.5

20 25 30 35 40 45 50 55 60 65 70 75 80 85 90

ADULT EXPERIENCE OF INFLATION

Sources:  Haver Analytics, CIM

Y
E

A
R

L
Y

 I
N

F
L

A
T

IO
N

 
 

This chart shows the adult experience of inflation, starting with age 16.  The current 64-year-olds 

have experienced the highest average adult inflation, at 4.1%.  Note that the experience of 

inflation declines rapidly for the current age cohort in their 50s.  Over time, the area of the graph 

will shift to the right, meaning that society’s memory of the high inflation years will gradually 

diminish.  However, that isn’t the case now; a significant cohort remembers inflation and, if 

populist policies expand quicker than we expect, the baby boom generation could react strongly 

and trigger inflation fears. 
 

If inflation fears are triggered, we could see a bear market in bonds develop characterized by 

rapid spikes in long-term interest rates that choke off growth and lead to less stable financial 

markets and shorter business cycles.  This is not our base case.  However, the particular 

demographic pattern could lead to this outcome, which we will monitor closely.  
 

 

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 5/29/2018 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 5/29/2018 close) 
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Real Estate (FTSE NAREIT Index), Emerging Markets (MSCI Emerging Markets (USD and 

local currency) Index), Cash (iShares Short Treasury Bond ETF), U.S. Corporate Bond (iShares 

iBoxx $ Investment Grade Corporate Bond ETF), U.S. Government Bond (iShares 7-10 Year 

Treasury Bond ETF), U.S. High Yield (iShares iBoxx $ High Yield Corporate Bond ETF), 

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date returns 

for various asset classes, updated daily.  

The asset classes are ranked by total 

return (including dividends), with green 

indicating positive and red indicating 

negative returns from the beginning of the 

year, as of prior close. 

 

Asset classes are defined as follows: 

Large Cap (S&P 500 Index), Mid Cap 

(S&P 400 Index), Small Cap (Russell 

2000 Index), Foreign Developed (MSCI 

EAFE (USD and local currency) Index), 
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P/E Update 
 

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

 
 

Based on our methodology,4 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. 

                                                 
4 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. 


