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

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

closed down 0.1% from the prior close.  Chinese markets were down, with the Shanghai 

composite down 0.1% and the Shenzhen index down 0.1%.  U.S. equity index futures are 

signaling a higher open.  With 431 companies having reported, the S&P 500 Q1 earnings stand at 

$38.80, higher than the $36.49 forecast for the quarter.  The forecast reflects an 18.4% increase 

from Q1 2017 earnings.  Thus far this quarter, 79.4% of the companies reported earnings above 

forecast, while 14.6% reported earnings below forecast. 

 

There is a lot going on this morning.  Let’s dig in: 

 

Iran: As expected, President Trump withdrew the U.S. from the multilateral nuclear agreement 

with Iran.  Opinions on the move and projections of the decision’s impact vary widely.  We will 

have more to say on this issue in the coming weeks, but here is a quick view of our thoughts.   

 

 First, this action is bullish for oil.  Although we don’t expect Europe or China to participate 

in U.S. sanctions, the potential to be isolated from the U.S. financial system and the reserve 

currency will temper Iran’s ability to export oil.  At a minimum, nations accepting Iranian oil 

will likely require a discount to bear the risk of buying from Iran.  The reduction in supply is 

supportive for oil prices and is being reflected in the market.  We note that China is Iran’s 

biggest customer for oil; it exports about 650 kbpd to China.  India is second at just over 500 

kbpd.  We suspect these two nations will continue to buy Iranian oil regardless of sanctions, 

although Iran may be forced to accept CNY from China instead of USD.  However, South 

Korea is third at just over 300 kbpd and it will likely respond to the sanctions.   

 

 Second, the administration’s action highlights a growing problem with American foreign 

policy, in general.  Increasing partisanship in the U.S. political system means that each 

change in administration increases the odds that what was previously in place is at risk of 

reversal.  During the Cold War years, there was remarkable consistency in U.S. foreign 

policy.  Regardless of party, policy shifts were rare and, when they did occur, the changes 

remained in place after the implementing administration left office.  For instance, “Nixon to 

China” and the policies that followed didn’t shift when Carter took office.  That consistency 

now looks to be at risk.  It isn’t difficult to imagine a Democrat administration reaching out 

to Iran to bring the Obama deal back.  However, nations will no longer be sure that any deal 

made will last past the next presidential election.   
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 Third, the Trans-Atlantic partnership that was forged after WWII is coming under serious 

strain.  This trend began well before President Trump.  President Bush’s decision to invade 

Iraq was opposed by much of Europe.  President Obama’s unenforced “red line” in Syria was 

not appreciated in Europe, either.  President Trump has continued this trend, not only with 

this action but by supporting Brexit and pulling out of the Paris Accord.  There is a natural 

anti-European strain of U.S. politics that was mostly quashed during the Cold War years.  

That anti-Europe, pro-isolationist sentiment is on the rise and this decision is part of that 

trend. 

 

 Fourth, it isn’t obvious how Iran will react to this decision with regard to its nuclear program.  

President Rouhani had pressed against the hardliners in Iran to negotiate the deal in hopes 

that the lifting of sanctions would (a) boost the economy, and (b) reduce the power of the 

Iranian Republican Guard Corps which had increased its grip on the sanctions-affected 

Iranian economy.  Neither outcome has occurred.  In fact, the economy’s downward spiral is 

worsening.1  The U.S. withdrawal from the nuclear deal will strengthen the hardliners in Iran 

and reduce the odds of any sort of accommodation with the regime.   

 

 Fifth, the move draws questions about the administration’s Iran strategy.  To be fair, the 

Iranian nuclear deal was seriously flawed.  It was limited to uranium enrichment alone when 

the real concern of the U.S. was Iran’s power in the region.  Thus, Iran’s continued covert 

activity in the Middle East and the expansion of its missile program were seen by the U.S. as 

evidence of Iranian duplicity.  However, Iran can counter that these actions were never part 

of the deal President Obama negotiated.  Our take on the nuclear deal was that President 

Obama had concluded the pivot to Asia required reduced American involvement in the 

Middle East, and the nuclear deal was the first step in normalizing relations with Iran to 

allow it to become the regional hegemon and enforce order in an unruly region.  Of course, 

that normalization required Clinton to defeat Trump and continue Obama’s foreign policy, 

which wasn’t certain.  For obvious reasons, Saudi Arabia, the Gulf Emirates and Israel did 

not want that to happen.  The problem is that none of these powers can effectively offset 

Iran’s influence without U.S. support.  So, either the U.S. must (a) change the regime in Iran, 

or (b) maintain and build a stronger U.S. presence in the Middle East to contain a 

strengthening Iran.  Given President Trump’s desire to pull out of Syria, it’s hard to see how 

(b) is the preferred option, and (a) will be difficult.  Due to its geography, invading Iran 

would be really tough—think about invading the Rockies.  Perhaps sanctions can force Iran 

back to negotiations and bring about the deal the U.S. should have secured originally, which 

is to contain Iran’s ambitions in the region.  But, it could just as easily lead to hardline 

domination in Iran and the resumption of Iran’s nuclear program.  If there is a workable plan 

here, it isn’t obvious.  And, when there is no obvious plan, the potential rises for geopolitical 

risk and market volatility.   

 

So, from a market perspective, this is bullish for oil and likely gold (look for Iranian gold 

demand to rise).  It may be bullish for cryptocurrencies which offer an alternative to gold, 

although we suspect the Mullahs will try to prevent cryptocurrencies from gaining share, fearful 

                                                 
1 https://www.nytimes.com/2018/05/08/world/middleeast/iran-crisis-nuclear-
deal.html?wpisrc=nl_todayworld&wpmm=1  

https://www.nytimes.com/2018/05/08/world/middleeast/iran-crisis-nuclear-deal.html?wpisrc=nl_todayworld&wpmm=1
https://www.nytimes.com/2018/05/08/world/middleeast/iran-crisis-nuclear-deal.html?wpisrc=nl_todayworld&wpmm=1
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it would undermine the regime.  It may support Treasuries if conditions in the region deteriorate.  

It is also supportive for energy equities and defense stocks.  However, it’s a potential negative 

for equities, in general, as conflict isn’t something that lifts multiples. 

 

North Korea: Kim flew (yes, flew) to Dalian, China yesterday for a second meeting with 

Chairman Xi.  We suspect Kim wanted some sanctions relief.  Xi wants to be sure that he doesn’t 

face a hostile power on the Korean border so he wants Kim to remain an ally.  Meanwhile, 

Secretary of State Pompeo visited Kim and is bringing back three Americans held in North 

Korea, which will be seen as a goodwill gesture.  We expect the summit to occur, but what 

emerges from it is anyone’s guess. 

 

NAFTA: Mexico has offered a compromise on automobile manufacturing, raising North 

American parts content to 70% from 62.5%.  The U.S. has pressed for 75% but may be willing to 

concede that point.  Mexico also wants a gradual implementation, which is probably slower than 

the U.S. would prefer.  The U.S. and Canada have pressed Mexico for wage calibrations that 

would force Mexican wages to U.S. and Canadian levels.  Mexico, fearful of the loss of 

competitiveness, has pushed back against this demand.  However, it is showing some flexibility 

on the issue.  Still, it does appear that negotiations are moving forward, which is a positive sign. 

 

Warsh speaks: Ben White is a columnist for Politico, focusing on the financial markets.  In a 

recent podcast, he interviewed Kevin Warsh, a former Fed governor who was being considered 

for the Chair position that eventually went to Jay Powell.  Warsh noted that in his discussions 

with President Trump the president didn’t really seem to understand that the Fed is an 

independent entity.  Warsh’s comments confirm our suspicions that President Trump is ending 

the informal truce that has existed between the Fed and the White House since Bob Rubin 

convinced President Clinton that leaving the Fed alone to implement policy would lead to a 

better economy and improve Clinton’s popularity.  Since then, it has been rare to see the White 

House interfere with Fed policy.  Our feeling has been that President Trump has no interest in an 

independent Fed.  Instead, he wants all levels of government to do his bidding.  It should be 

noted that central bank independence was not brought down from Mount Sinai by Moses as part 

of the 10 Commandments.  Central bank independence has been steadily adopted by 

industrialized nations over the past 70 years, but there was a theory that monetary and fiscal 

policy should be coordinated to improve their effectiveness.  It was only when policymakers 

decided that quelling inflation was their key goal and elected officials could not be trusted to do 

the job that central bank independence became generally accepted wisdom.  If Warsh’s insights 

are correct, it would suggest that if monetary policy begins to “bite” then the White House will 

lash out at the Fed and try to stop further rate hikes.  Such actions will raise fear of a return to the 

Arthur Burns/G. William Miller years of persistently accommodative monetary policy and rising 

inflation.  If the Fed’s independence comes into question, it would be profoundly bearish for the 

dollar, bullish for commodities and gold and bearish for equities and bonds.   

 

U.S. Economic Releases 

 

MBA mortgage applications fell 0.4% from the prior week.  Purchases and refinancing fell 0.2% 

and 0.6%, respectively.  The average 30-year fixed rate fell 2 bps from 4.80% to 4.78%. 
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PPI final demand came in below expectations, rising 0.1% from the prior month compared to the 

forecast rise of 0.2%.  PPI excluding food and energy was in line with expectations, rising 0.2% 

from the prior month.  Core PPI also came in below expectations, rising 0.1% from the prior 

month compared to the forecast of 0.2%. 

 

 
 

The chart above shows the relationship between PPI final demand and PPI excluding food and 

energy.  Annually, headline PPI and PPI excluding food and energy rose 2.6% and 2.3%, 

respectively.  We note the relationship of PPI to CPI isn’t all that strong so the impact on 

consumer inflation is not significant.   

 

The table below shows the economic releases and Fed speakers scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

10:00 Wholesale Trade Sales m/m apr 1.0% **

10:00 Wholesale Inventories m/m apr 0.5% 0.5% **

EST Speaker or event

13:15 Raphael Bostic Speaks on Economic Outlook and Monetary President of the Federal Reserve Bank of Atlanta

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 
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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 Reserve Assets y/y apr $1.256 bn $1.268 bn ** Equity and bond neutral

Labor Cash Earnings y/y mar 2.1% 1.3% 1.0% ** Equity bullish, bond bearish

Real Cash Earnings y/y mar 0.9% -0.5% -0.5% ** Equity bullish, bond bearish

New Zealand Card Spending Retail m/m apr -2.2% 1.0% 0.0% * Equity bearish, bond bullish

Card Spending Total m/m apr -0.9% 0.7% ** Equity bearish, bond bullish

EUROPE

France Industrial Production m/m mar -0.4% 1.2% 0.4% ** Equity bearish, bond bullish

Manufactuting Production m/m mar 0.1% -0.6% 0.9% ** Equity bearish, bond bullish

Italy Retail Sales m/m mar -0.2% -0.6% 0.1% *** Equity bearish, bond bullish

U.K. BRC Sales Like-for-Like m/m apr -4.2% 1.4% -0.8% ** Equity bearish, bond bullish

AMERICAS

Mexico International Reserves Weekly m/m apr $173.060 bn $173.068 bn *** Equity and bond neutral

Brazil Housing Starts m/m apr 214.4k 225.2k 220.0k ** 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. 

 

Today Prior Change Trend

3-mo Libor yield (bps) 237 236 1 Up

3-mo T-bill yield (bps) 184 183 1 Neutral

TED spread (bps) 53 54 -1 Neutral

U.S. Libor/OIS spread (bps) 186 186 0 Up

10-yr T-note (%) 3.00 2.98 0.02 Up

Euribor/OIS spread (bps) -33 -33 0 Neutral

EUR/USD 3-mo swap (bps) 3 3 0 Down

Currencies Direction

dollar down Down

euro flat Up

yen down Up

pound up Up

franc flat 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. 
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Price Prior Change Explanation

Brent $76.95 $74.85 2.81% Uncertainty in the Middle East

WTI $70.92 $69.06 2.69%  

Natural Gas $2.75 $2.73 0.59%

Crack Spread $20.56 $20.27 1.43%

12-mo strip crack $19.21 $19.10 0.55%

Ethanol rack $1.58 $1.58 0.00%

Gold $1,309.55 $1,314.21 -0.35%

Silver $16.43 $16.47 -0.26%

Copper contract $303.85 $307.90 -1.32%

Corn contract 401.50$       400.75$       0.19%

Wheat contract 511.00$       511.50$       -0.10%

Soybeans contract 1,016.50$    1,011.50$   0.49%

Baltic Dry Freight 1384 1376 8

Actual Expected Difference

Crude (mb) 1.3

Gasoline (mb) 0.0

Distillates (mb) -1.6

Refinery run rates (%) 0.50%

Natural gas (bcf) 90.0

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 4, 2018 
 

The continued rise in long-term interest rates, with the 10-year T-note breaking above a 3.00% 

yield, is becoming the focus of financial markets.   

 

Here is our updated 10-year T-note model. 
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(WITH YEN, OIL PRICES, GERMAN BONDS & FISCAL DEFICIT)

 
 

The model’s core variables are fed funds and the 15-year moving average of inflation, which we 

use as a proxy for inflation expectations.  The other four variables are the yen, oil prices, German 

long-duration sovereign yields and the U.S. fiscal deficit as a percentage of GDP.  The current 

yield on the 10-year T-note, which has recently moved above 3.00%, is running above fair value.  

The standard error for this model, shown on the lower part of the graph as the lines running 

parallel to the midpoint, is ±70 bps.  Thus, a level that would signal excessively high yields is 

3.35%.   

 

Looking at the components of the model, fed funds are usually responsible for cyclical shifts in 

long-duration assets while changes in inflation expectations drive secular trends.  The lift in 

yields would be significant if we were seeing a sustained rise in inflation.  For example, 

assuming no change in any of the current variables, moving up inflation expectations by 100 bps 

would raise the fair value to 3.3%.  Assuming fed funds at 3.00% with this level of inflation 

expectations would generate a fair value yield of 3.81%.   

 

Instead, it appears that expectations of tighter monetary policy are the key factor in lifting 10-

year Treasury yields.  We estimate the terminal policy rate from the Eurodollar futures market, 
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using the implied yield from the two-year deferred contract.  Based off that measure, the FOMC 

will raise rates to around 3.00%. 
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Assuming 3.00% fed funds over the next two years, our T-note model yields a fair value of 

3.17%.  Essentially, it appears the Treasury market has discounted a terminal fed funds rate of 

2.75%; as the above chart shows, the FOMC tends to lift the fed funds rate until the implied 

Eurodollar rate falls below the current fed funds rate.  The bottom line is that there is a high 

probability of increased long-duration rates but we are rapidly approaching a level that should 

discount policy tightening.  If inflation expectations become unanchored, even higher rates are 

possible but we don’t think this scenario is likely. 

 

As the first chart shows, it isn’t uncommon for the 10-year yield to overshoot fair value to reach 

one-standard error above the forecast; that would imply a 3.87% peak.  Any yield around that 

level would lead us to become aggressively bullish on long-duration assets.  We don’t expect that 

development to occur; it has been nearly 13 years since the T-note model signaled that degree of 

undervaluation.  Assuming economic growth remains relatively modest and inflation mostly 

steady, the current level of undervaluation probably signals a period of consolidation.     

  
 

 

 

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 5/8/2018 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 5/8/2018 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 3, 2018 
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P/E as of 5/2/2018 = 18.8x

 
 

Based on our methodology,2 the current P/E is 18.8x, down 0.1x from last week.  The decline 

was mostly due to rising earnings. 
 
 
 
 
 
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. 

                                                 
2 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 two actual quarters (Q3 and Q4) and two estimates (Q1 and 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. 


