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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: October 10, 2018—9:30 AM EDT] Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 

was down 0.3% from the prior close.  Chinese markets were mixed, with the Shanghai composite 

up 0.2% and the Shenzhen index down 0.2%.  U.S. equity index futures are signaling a lower 

open.   

 

U.S. equity futures have weakened on an unexpected jump in core PPI (see below).  Here is what 

we are following: 

 

China: There were a few items of interest this morning.  First, Treasury Secretary Mnuchin 

warned China not to use a weaker currency to offset U.S. trade tariffs.1  So far, China has denied 

that it is considering a forced depreciation of the CNY.  However, the dollar/yuan exchange rate 

has weakened toward the CNY 7.0 level, which would be psychologically important.  For China, 

the exchange rate is a dual-edged sword.  An obvious retaliation against tariffs would be a 

weaker currency, which would offset higher costs on Chinese goods.  However, currency 

weakness in the past has triggered capital flight and any hint that the Xi regime is going to use a 

weaker currency could lead to outflows that would be hard to control.  We would expect a slow 

depreciation of the currency but most of the offset to tariffs is probably going to come from 

increased domestic investment, which will exacerbate China’s debt problem.  Second, during the 

just completed “Golden Week” in China, holiday purchases were said to be “soft.”2  Consumer 

spending during the holiday rose about 6.7% over the week, the first single-digit growth rate in 

post-reform history.  As the Chinese economy slows, we would expect the government to 

increase stimulus to avoid a slump.  Finally, Andrew Ross Sorkin has a report in the NYT3 raising 

the age-old concern about China deploying the “nuclear option” and dumping Treasuries.  We 

discussed this issue from the Chinese side in a recent series of Weekly Geopolitical Reports.4  

This is really not an issue.  As we noted in our reports, China has no real alternative to 

Treasuries.  If it decides to dump its holdings, not only would it suffer significant losses, but it 

would lose an outlet for its exports (which is how the reserves are generated in the first place).  

However, there is another issue we didn’t delve into in the aforementioned reports—the Fed 

could simply execute a form of QE and purchase all the Treasuries the Chinese wanted to sell.   

                                                 
1 https://www.ft.com/content/cd325c24-cc32-11e8-b276-b9069bde0956  
2 https://www.scmp.com/economy/china-economy/article/2167700/are-chinese-consumers-losing-power-soft-
spending-golden-week  
3 https://www.nytimes.com/2018/10/09/business/dealbook/china-trade-war-nuclear-option.html  
4 See WGRs, China’s Foreign Reserves: Part I (6/4/18); Part II (6/11/18); and Part III (6/18/18). 
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Trump and the Fed: President Trump criticized the Federal Reserve again yesterday.5  This 

Friday’s Asset Allocation Weekly will discuss the dangers of politicizing monetary policy.  

There is a potential danger with White House criticism of the FOMC; the Fed really doesn’t 

control inflation (that’s a function of the intersection of aggregate supply and aggregate demand, 

meaning there are many factors affecting inflation with monetary policy being a minor one), but 

it does control inflation expectations.  If financial markets conclude that policymakers are 

“pulling their punches” to avoid disapproval, it would raise fears that policy won’t tighten 

enough in the face of inflationary pressures and un-anchor expectations.  We note that NY FRB 

President Williams suggested the Fed will likely reach a neutral policy level in “a year or so.”6 

 

U.S. Economic Releases 
 

MBA mortgage applications fell 1.7% from the prior week.  Purchases and refinancing fell 1.1% 

and 2.6%, respectively.  The average 30-year fixed rate rose 9 bps from 4.96% to 5.05%. 

 

PPI final demand came in line with expectations, rising 0.2% from the prior month.  PPI 

excluding food and energy also came in line with expectations, rising 0.2% from the prior month.  

Core PPI, which excludes food, energy and trade services, came in above expectations, rising 

0.4% from the prior month compared to the forecast of 0.2%. 

 

 
 

We should see the effect of tariffs first in the intermediate goods PPI.  There is some evidence 

starting to emerge. 

 

                                                 
5 https://www.reuters.com/article/us-usa-fed-trump/trump-renews-fed-criticism-says-raising-rates-too-fast-
idUSKCN1MJ2JW  
6 https://www.wsj.com/articles/feds-williams-more-gradual-rate-increases-will-keep-expansion-moving-
1539133800  

https://www.reuters.com/article/us-usa-fed-trump/trump-renews-fed-criticism-says-raising-rates-too-fast-idUSKCN1MJ2JW
https://www.reuters.com/article/us-usa-fed-trump/trump-renews-fed-criticism-says-raising-rates-too-fast-idUSKCN1MJ2JW
https://www.wsj.com/articles/feds-williams-more-gradual-rate-increases-will-keep-expansion-moving-1539133800
https://www.wsj.com/articles/feds-williams-more-gradual-rate-increases-will-keep-expansion-moving-1539133800
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Steel mill product prices are up 18.1% over last year. 

 

 
 

Aluminum prices are up 10.7% from last year, but the pace of increase is slowing. 
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Wire prices are jumping as well. 
 

 
 

On the other hand, Chinese tariffs on meat are leading to a “meat mountain”; pork prices are 

down 11.6% and chicken prices are 12.6% lower.7   
 

 
 

The chart above shows the year-over-year change in PPI and core PPI.  Annually, PPI and core 

PPI rose 2.7% and 2.5%, respectively.  Although there isn’t a strong correlation between PPI and 

CPI, the PPI report is considered to be a precursor to the CPI report. 

                                                 
7 https://www.azcentral.com/story/money/business/economy/2018/10/01/president-trump-tariffs-food-banks-
across-country-set-benefit-trade-war/1448798002/  

https://www.azcentral.com/story/money/business/economy/2018/10/01/president-trump-tariffs-food-banks-across-country-set-benefit-trade-war/1448798002/
https://www.azcentral.com/story/money/business/economy/2018/10/01/president-trump-tariffs-food-banks-across-country-set-benefit-trade-war/1448798002/
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The table below lists the economic releases and Fed events scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

10:00 Wholesale Inventories m/m aug 0.8% 0.8% **

10:00 Wholesale Trade Sales m/m aug 0.5% 0.0% **

EST Speaker or event

12:15 Charles Evans Speaks to Reporters

18:00 Raphael Bostic to Meet with Fed Up Coalition in Atlanta President of the Federal Reserve Bank of Atlanta

District or position

Economic Releases

Fed speakers or events

President of the Federal Reserve Bank of Chicago

 
 

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 Core Machine Orders y/y aug 6.8% 11.0% -3.9% ** Equity bullish, bond bearish

Machine Tool Orders y/y sep 2.8% 5.1% ** Equity and bond neutral

Australia Westpac Consumer Confidence m/m sep 1.0% -3.0% ** Equity and bond neutral

New Zealand Card Spending Retail m/m sep 1.1% 1.0% 0.6% ** Equity bullish, bond bearish

Card Spending Total m/m sep 1.3% 1.1% ** Equity bullish, bond bearish

EUROPE

France Industrial Production m/m aug 1.6% 0.7% 1.0% *** Equity bullish, bond bearish

Manufacturing Production m/m aug 1.9% 1.9% 1.7% ** Equity bullish, bond bearish

Italy Industrial Production y/y sep -0.8% -1.3% -1.5% *** Equity bearish, bond bullish

U.K. Trade Balance m/m aug -1274 -111 -1200 ** Equity bearish, bond bullish

Industrial Production m/m aug 1.3% 0.9% 1.0% *** Equity bullish, bond bearish

Manufacturing Production m/m aug 1.3% 1.1% 1.1% ** Equity bullish, bond bearish

GDP m/m aug 0.0% 0.3% 0.1% *** Equity and bond neutral

Russia Current Account Balance q/q 3q 26.400 bn 19.064 bn 24.000 bn ** Equity bullish, bond bearish

AMERICAS

Mexico CPI Core m/m sep 0.3% 0.3% 0.3% *** Equity and bond neutral

CPI y/y sep 5.0% 4.9% 5.0% *** Equity and bond neutral

Canada Housing Starts m/m sep 188.7k 201.0k 210.0k *** Equity and bond neutral

Bloomberg Nanos Confidence m/m sep 55.7 55.2 ** 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) 241 241 0 Up

3-mo T-bill yield (bps) 222 221 1 Neutral

TED spread (bps) 19 20 -1 Neutral

U.S. Libor/OIS spread (bps) 225 224 1 Up

10-yr T-note (%) 3.23 3.21 0.02 Up

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

EUR/USD 3-mo swap (bps) 42 41 1 Down

Currencies Direction

dollar down Neutral

euro up Neutral

yen down Neutral

pound up Neutral

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. 
 

Price Prior Change Explanation

Brent $84.75 $85.00 -0.29%

WTI $74.78 $74.96 -0.24%

Natural Gas $3.33 $3.27 1.90%

Crack Spread $17.16 $17.14 0.09%

12-mo strip crack $20.67 $20.81 -0.67%

Ethanol rack $1.41 $1.41 0.14%

Gold $1,188.87 $1,189.77 -0.08%

Silver $14.39 $14.39 0.05%

Copper contract $280.00 $280.65 -0.23%

Corn contract 364.50$       364.50$       0.00%

Wheat contract 513.25$       515.00$       -0.34%

Soybeans contract 860.00$       863.00$       -0.35%

Baltic Dry Freight 1503 1530 -27

Actual Expected Difference

Crude (mb) 2.8

Gasoline (mb) -0.5

Distillates (mb) -1.8

Refinery run rates (%) -0.50%

Natural gas (bcf) 91.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for the West Coast, with a 

developing cold snap for the rest of the country.  Tropical Storm Leslie remains in the central 

Atlantic and is not expected to make landfall.  Hurricane Michael continues to gain strength and 

is expected to make landfall on the Florida coast sometime today.  We continue to monitor this 

situation.  
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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.  
 

October 5, 2018 
 

As the unemployment rate declines, there is a worry that wage growth may accelerate and lead to 

a wage-price spiral, forcing the FOMC to raise rates rapidly.  Although possible, the key issue is 

slack in the labor market.  Based on the unemployment rate, there would appear to be little; 

based on the employment/population ratio, employers should still be able to find workers without 

having to raise wages to attract them. 
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This chart shows yearly wage growth for non-supervisory workers.  We forecast the results from 

two models of wages, one using the unemployment rate and the other using the 

employment/population ratio.  Until the latest recovery, both models worked reasonably well; 

however, in the current recovery, there is a significant divergence.  The model using the 

unemployment rate suggests wage growth should be closer to 4%.  Using the 

employment/population ratio, wages should be growing around 2.5%, which is about in line with 

actual wage growth.  This analysis would suggest there is probably more slack in the economy 

than the unemployment rate would indicate. 

 

However, just because this pattern has been in place for several years doesn’t mean it will 

continue.  One potential signal that the labor market is “running short of workers” would be if 

the unemployment rate remains low while non-farm payroll growth slows.  To see if slowing 

payrolls occurs when the unemployment rate is low, we compared five periods since the 1950s 
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when the unemployment rate was under 4.5% for an extended period.  We compared payrolls to 

their maximum to see if payrolls turn down while unemployment is low.   

 

There were four periods in the past that met this criteria. 
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The 1950-53, the 1955-57 and the 1998-2001 periods all had payrolls decline from their 

maximum even with low unemployment.  However, it should also be noted that in all cases the 

unemployment rate began to rise as well.  In other words, a decline in payrolls doesn’t 

necessarily offer any better signal than simply watching the unemployment rate.  In the 1966-70 

period, payrolls continued to rise even though the unemployment rate began to rise.   Of course, 

we have the current event, which still shows rising payrolls. 

 

So, what does this mean for markets?  This analysis shows that slowing payrolls won’t 

necessarily offer a better signal for weakening labor markets than rising unemployment.  And, 

for now, the employment/population ratio is a superior measure of slack.  Based on this analysis, 

there is probably more room for additional increases in the labor force before wage growth 

accelerates. 

 

 
 

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 10/9/2018 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 10/9/2018 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 
 

October 4, 2018 
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P/E as of 10/3/2018 = 18.5x

 
 

Based on our methodology,8 the current P/E is 18.5, down 0.5x from last week’s reading of 19.0.  

The primary reason for the drop in the P/E is the calendar; we have moved into Q4, which means 

earnings are being calculated on two actual quarters and two forecast quarters and the latter two 

are generally higher than the actuals. 

 
 
 
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. 

                                                 
8 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 twi actual quarters (Q1 and Q2) and two estimates (Q3 and Q4). 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. 


