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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: September 13, 2018—9:30 AM EDT]  Global equity markets are higher this morning.  

The EuroStoxx 50 is up 0.8% from the last close.  In Asia, the MSCI Asia Apex 50 was up 1.3% 

from the prior close.  Chinese markets were up, with the Shanghai composite up 1.2% and the 

Shenzhen index up 0.7%.  U.S. equity index futures are signaling a higher open.   

 

Happy Thursday!  Here is what we are watching today: 

 

Trade talks back on: Equities are elevated this morning after it was revealed that the U.S. and 

China are open to restarting trade negotiations.  This breakthrough came on the heels of 

President Trump’s threat to impose tariffs on an additional $200 billion of Chinese goods.  

Recently, President Trump has received flak from businesses about the escalating trade conflict.  

Last week, Apple (AAPL, $221.07) wrote a letter to the president stating that tariffs would force 

the company to raise its prices; the president shrugged off the criticism and said the company 

should relocate its facilities back to the U.S.  Although we do not expect a deal to be made prior 

to the midterm elections, this development does suggest that the two sides have softened their 

stances. 

 

Turkish Central Bank: This morning, Turkey’s central bank raised its main interest rate from 

17.75% to 24.00% in order to combat rising inflation; as a result, the lira strengthened against the 

dollar.  Rising inflation and high amounts of foreign currency debt have called into question 

Turkey’s solvency.  Although Turkey’s economic crisis is far from over, the central bank’s 

decision did restore some degree of confidence in the lira.  

 

Beige Book and the Fed: Reports on growth were surprisingly mixed.  The St. Louis, Kansas 

City and Philadelphia districts reported below-trend growth, while the Dallas district indicated 

above-trend growth.  Residential real estate was mixed, with the New York district reporting a 

sharp decline in New York City real estate activity.  The Federal tax law changes were cited as a 

reason for the weakness.  All the districts reported tight labor market conditions.  The 

Minneapolis district reported that anecdotal comments from businesses said it was difficult to 

attract recruits with hourly wages of less than $15 per hour.  Half of the districts reported that 

labor shortages were constraining economic activity.  There were also reports of signing 

bonuses, increased benefits and training as a way to attract workers.  Price pressures remain 

somewhat elevated, but not at levels that seem to be a significant problem.   

 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
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A rate hike at the September 26th meeting is a near certainty.  More importantly, we are seeing 

the financial markets discount a rising probability of another increase at the December 19th 

meeting. 
 

 
(Source: Bloomberg) 
 

The current probability of a 25 bps hike at the December meeting, taking the target’s upper limit 

to 2.50%, is 76.3%.   

 

The three-month implied LIBOR rate, two-years deferred, from the Eurodollar futures market 

has ticked higher, reaching 3.10%.  Recent history has shown that the FOMC tends to end its 

tightening cycle when this implied rate and the target rate inverts. 
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This rise in the implied LIBOR rate suggests a terminal rate closer to 3.25%.  That would mean 

two more hikes this year and three next year. 

 

Real family income: The Census Bureau released its annual report on median household and 

family income.  We prefer the latter number because it has a longer track record.  We have a new 

record at $75,938 in 2016 dollars.  Household income also made a new record on the same basis 

at $61,375.   
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This chart shows real family income data; we have regressed time trends through the numbers, 

one trend line for the period 1947-69 and the other from 1970 to the present.  The compound 

annual growth rate in median real family income in the 1947-69 period was 3.3%; in the latter 

period it’s a mere 0.5%.  If the country had stayed on the earlier trend line, real median family 
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incomes would be $110,910.  This trend change goes a long way in explaining the political and 

social unrest we are seeing in the country.   

 

Energy recap: U.S. crude oil inventories fell 5.3 mb compared to market expectations of a 2.3 

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.  Refinery utilization 

rose to 97.6%, up 1.0% from last week.  Oil production dipped to 10.9 mbpd.  Imports fell and 

exports increased; between falling imports, lower production, high refinery runs and higher 

exports, oil inventories continue to slide. 

 

As the seasonal chart below shows, inventories are near the end of their seasonal withdrawal 

period.  This week’s decline was rather high.  As we discussed in the recent Quarterly Energy 

Comment,1 oil exports may change the seasonal pattern and lead to a less cyclical stock situation.   
 

                                                 
1 See Quarterly Energy Comment, 9/7/2018 

https://www.confluenceinvestment.com/wp-content/uploads/WEC_Q3_2018.pdf
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(Source: DOE, CIM) 
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Based on inventories alone, oil prices are below fair value price at $75.27.  Meanwhile, the 

EUR/WTI model generates a fair value of $59.51.  Together (which is a more sound 

methodology), fair value is $64.78, meaning that current prices are well above fair value.   

However, the most bearish factor for oil is dollar strength.  It will be difficult for oil prices to 

move higher without some reversal in the greenback.  Oil prices have been bolstered by concerns 

surrounding Hurricane Florence and the expected increase in product demand.  That issue should 

dissipate in the next few days.   
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U.S. Economic Releases 
 

CPI came in below expectations, rising 0.1% from the prior month compared to the forecast of 

0.2%.  Core CPI also came in below expectations, also rising 0.1% from the prior month 

compared to the forecast of 0.2%. 
 

 
 

The chart above shows the year-over-year change in core CPI and core PCE.  Core CPI rose 

2.2% from the prior year.  Although core CPI is currently above the Fed’s 2.0% target, core PCE, 

the Fed’s preferred inflation statistic, still lags but only slightly.  

 

Real average weekly earnings rose by 0.5% from the prior year, while real average hourly 

earnings rose 0.2% from the prior year.    
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The chart above shows real average hourly and weekly earnings for production and 

nonsupervisory workers.  Real weekly earnings rose 0.5%, while real hourly earnings fell by 

0.1%. 

 

Initial jobless claims came in below expectations at 204k compared to the forecast of 210k.  The 

prior week’s report was revised upward from 203k to 205k. 
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The chart above shows the four-week moving average for initial claims.  The four-week average 

has fallen from 210k to 208k. 

 

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

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m sep 58.0 **

14:00 Monthly Budget Statement m/m aug -$187.0 bn '$107.7 bn **

EST Speaker or event

13:00 Raphael Bostic Gives Speech on Economy and Monetary Policy 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 

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 
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following closely for possible complications and green indicates neutral conditions.  We will add 

a paragraph below if any development merits further explanation.  
 

Today Prior Change Trend

3-mo Libor yield (bps) 233 233 0 Up

3-mo T-bill yield (bps) 210 210 0 Neutral

TED spread (bps) 23 24 -1 Neutral

U.S. Libor/OIS spread (bps) 215 214 1 Up

10-yr T-note (%) 2.98 2.96 0.02 Up

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

EUR/USD 3-mo swap (bps) 13 12 1 Down

Currencies Direction

dollar up Neutral

euro flat Neutral

yen down Neutral

pound flat Neutral

franc up Neutral

Central Bank Action Current Prior Expected

Bank of England Bank Rate 0.750% 0.750% 0.750% On forecast

BOE Asset Purchase Target 435 bn 435 bn 435 bn On forecast

BOE Corporate Bond Target 10 bn 10 bn 10 bn On forecast

ECB Marginal Lending Facility Rate 0.250% 0.250% 0.250% On forecast

ECB Deposit Facility Rate -0.400% -0.400% -0.400% On forecast

ECB Main Refinancing Rate 0.000% 0.000% 0.000% On forecast  
 

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) 233 233 0 Up

3-mo T-bill yield (bps) 211 210 1 Neutral

TED spread (bps) 23 23 0 Neutral

U.S. Libor/OIS spread (bps) 213 213 0 Up

10-yr T-note (%) 2.96 2.98 -0.02 Up

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

EUR/USD 3-mo swap (bps) 12 11 1 Down

Currencies Direction

dollar flat Neutral

euro flat Neutral

yen up Neutral

pound up Neutral

franc down 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 $79.09 $79.74 -0.82% Weather Conditions

WTI $69.43 $70.37 -1.34%

Natural Gas $2.84 $2.83 0.25%

Crack Spread $18.74 $18.21 2.89%

12-mo strip crack $21.06 $20.88 0.88%

Ethanol rack $1.42 $1.42 -0.15%

Gold $1,205.13 $1,206.24 -0.09%

Silver $14.18 $14.25 -0.52%

Copper contract $269.50 $267.60 0.71%

Corn contract 353.75$       352.50$       0.35%

Wheat contract 504.25$       506.75$       -0.49%

Soybeans contract 836.25$       840.00$       -0.45%

Baltic Dry Freight 1411 1439 -28

Actual Expected Difference

Crude (mb) -5.3 -2.3 -3.0

Gasoline (mb) 1.3 0.8 0.5

Distillates (mb) 6.2 2.0 4.2

Refinery run rates (%) 1.00% -0.55% 1.55%

Natural gas (bcf) 66.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for most of the country, 

with cooler temps in the northwestern region.  Precipitation is expected for the eastern region of 

the country.  Hurricane Florence has weakened but is still expected to cause a lot of flooding 

along the borders of the Carolinas and Virginia.  Hurricane Isaac has been downgraded to a 

tropical storm and is expected to make landfall on the Caribbean islands on Thursday.  Hurricane 

Joyce has formed in the Atlantic, but is not a threat to touch down on land.  There is a formation 

developing in the Gulf but the severity of the storm is unclear. 
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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.  
 

September 7, 2018 
 

Traditionally, the election season kicks off with Labor Day so, with last Monday’s holiday, the 

election cycle is upon us.  The midterm election year tends to be lackluster for equities until Q4, 

when a strong rally usually develops.   
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The data for this chart is developed by taking the weekly closes for the S&P 500, beginning with 

the first Friday close in 1928.  We index the data over the next four years and then average each 

week across each four-year cycle.  Thus, this graph represents 22 cycles.  The election occurs 

around week 48 in the election year.  On average, the euphoria surrounding the election lasts 

until week 80 (into the summer of the year after the election) when equities become range-

bound.  Some of this pattern is probably due to the inevitable disappointment that a new 

administration can’t implement all the changes it promised.  By the midterm year (third full 

year), equities test the low end of the range into October then begin a multi-month rally that 

persists into the middle of the year after the midterms.  Another range-bound pattern develops 

into the election year. 

 

The following chart shows how the current administration compares to the average.   
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Clearly, the Trump administration has been popular with investors, especially during the first full 

year after the election.  The tax cuts boosted equity prices into Q1 of this year.  However, 

concerns about trade, tightening monetary policy and worries about the midterms have all likely 

conspired to bring a period of consolidation.  Equities have improved recently, making new 

highs.  The range-bound pattern that has emerged this year is consistent with the average election 

cycle pattern, albeit from a higher level. 

 

The key question is whether we will see the typical midterm rally in Q4 through next summer.  

As we discussed last week, although there are worries about political turmoil in the wake of a 

potential change in power in Congress, the political situation, by itself, probably won’t derail the 

bull market.  The primary threat to the bull market is recession and the most likely culprit would 

be overly tight monetary policy.  Given the current pattern of tightening, we don’t expect that to 

be a problem until H2 2019.  Thus, the pattern will probably hold but, given the recent strength 

in equities, we would not necessarily expect the usual 20% rise seen after the midterms.  

However, a more pedestrian rally of 5% to 10% would not be a surprise.  To conclude, we do 

expect a post-midterm rally, perhaps less vigorous than average but a stronger equity market 

nonetheless.   

   
 
 

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 9/12/2018 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 9/12/2018 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 
 

September 13, 2018 
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P/E as of 9/13/2018 = 18.9x

 
 

Based on our methodology,2 the current P/E is 18.9, 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. 

                                                 
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 three actual quarters (Q4, Q1 and Q2) and one  estimate (Q3). 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. 


