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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 14, 2018—9:30 AM EDT]  Global equity markets are generally higher this 

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

was up 1.4% from the prior close.  Chinese markets were down, with the Shanghai composite 

down 0.2% and the Shenzhen index down 0.8%.  U.S. equity index futures are signaling a higher 

open.   

 

Big tech under fire: Tech companies are coming under increased scrutiny from both left- and 

right-wing populists.  Yesterday, Breitbart released a video of Google executives showing 

disappointment after President Trump’s victory over Hillary Clinton in the 2016 election.  Prior 

to this incident, President Trump and other conservatives have accused the tech companies of 

censoring conservative viewpoints.  In response to the backlash, Attorney General Jeff Sessions 

has expressed interest in investigating big tech social media firms, while the Federal Trade 

Commission opened a hearing on Thursday to investigate possible antitrust violations.  

Meanwhile, Senator Elizabeth Warren has suggested that Amazon (AMZN, $1,989.87) has 

become too big and should be broken up.  As we have discussed in the past, the big tech firms 

have taken advantage of litigation arbitration caused by deregulation and technological 

advancement to the detriment of labor wages, and this will become a growing issue as populism 

grows in popularity.  

 

Koreas establishing ties: As denuclearization talks between North Korea and the United States 

appear to be in a lull, South Korea has taken steps to build closer ties with its northern neighbor.  

Today, North Korea opened a liaison office along its border with South Korea.  The office will 

allow the two sides to discuss issues directly on a day-to-day basis.  Although Kim Jong-un has 

stated that he would like to secure a denuclearization deal with the U.S. before the end of 

President Trump’s first term in office, it is unclear what is stalling the process.  There is growing 

speculation that countries such as Russia and China may be contributing by helping North Korea 

flout sanctions.  Although it is unclear whether opening the liaison office will hamper the 

denuclearization negotiations, the U.S. appears to be a bit uneasy about the pace at which the two 

countries are recreating ties.  Following the announcement, the U.S. State Department stated that 

Inter-Korean relations should follow the same pace as the denuclearization talks.  We will 

continue to monitor this situation.   

 

New York primaries: Last night, New York Governor Andrew Cuomo was able to beat 

populist-backed Cynthia Nixon to win the Democratic Party nomination.  Although Cuomo had a 

comfortable lead in the polls throughout the entire campaign, it did appear that Nixon had much 

of the momentum going into the primary.  Following the surprise victory of Alexandria Ocasio-
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Cortez over Joseph Crowley in June, there was growing speculation that the Bernie Sanders wing 

of the party could pull off a Tea Party-style route in the primaries.  Governor Cuomo’s victory 

will likely calm fears of a possible populist takeover of the Democratic Party; however, the battle 

between the establishment and populists is far from over. 

 

Hurricane Florence: Hurricane Florence has made landfall along the North Carolina coast.  

Upon hitting the coast the hurricane is expected to weaken into a tropical storm before making its 

way to South Carolina and Georgia.  The storm is expected to cause damage due to large 

amounts of flooding.  As a result, we expect economic numbers for this month to come in 

relatively weak as the states affected by the storm recover.  

 

Merkel under pressure: German Chancellor Angela Merkel’s grand coalition has come under 

pressure due to comments made by Germany’s intelligence chief, Hans-Georg Maassen.  On 

Wednesday, Maassen claimed that video footage of foreign people being hunted down by far-

right protestors was fake—a direct contradiction to Chancellor Merkel’s statements.  Members of 

Merkel’s own coalition as well as members of her opposition have called for Maassen’s 

resignation, with the most vocal group being the Social Democrats.  Nevertheless, it does appear 

that Maassen still has the support of Christian Social Union Leader Horst Seehofer, who has 

stated he doesn’t believe Maassen has done anything wrong.  The coalition that was reached in 

March between the CDU/CSU and Social Democrats appears to be on thin ice.  A meeting 

regarding possible disciplinary actions is due to take place on Tuesday.   

 

U.S. Economic Releases 
 

Advance retail sales came in below expectations, rising 0.1% from the prior month compared to 

the forecast of 0.4%.  The prior month’s report was revised upward from 0.5% to 0.7%.  Retail 

sales ex-auto came in below expectations, rising 0.3% from the prior month compared to the 

forecast of 0.5%.  The prior report’s gain was revised upward from 0.6% to 0.9%.  Retail sales 

ex-auto and gasoline came in below expectations, rising 0.2% from the prior month compared to 

the forecast of 0.5%.  The prior report was revised upward from 0.6% to 0.9%.  The retail sales 

control group came in below expectations, rising 0.1% from the prior month compared to the 

forecast of 0.4%.  The prior month’s report was revised upward from 0.5% to 0.8%.   
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The chart above shows the year-over-year change in retail sales and core retail sales.  Annually, 

retail sales and core retail sales rose 5.8% and 6.7%, respectively. 
 

The import price index came in below expectations, falling 0.6% from the prior month compared 

to the forecast drop of 0.2%.  The prior month’s report was revised downward from 0.0% to  

-0.1%.  The import price index excluding petroleum was in line with expectations, rising 0.2% 

from the prior month.  The export price index came in below expectations, falling 0.1% from the 

prior month compared to the forecast of unchanged.   
 

 
 

The chart above shows the year-over-year changes in the import price and export price indexes.  

The import price and export price indexes rose 3.7% and 3.6%, respectively. 
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Industrial production from August came in stronger than forecast, rising 0.4% compared to the 

forecast rise of 0.3%.  The prior report was revised upward from 0.1% to 0.4%.  Capacity 

utilization was 78.1%, a bit below the 78.2% expected.  There was a revision to the previous 

report, with the update showing utilization at 77.9% compared to the 78.1% initially reported. 
 

 
 

The chart above shows the Industrial Production Index levels.  The current reading is 180.2, the 

highest on record. 

 

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

EDT Indicator Expected Prior Rating

10:00 U. of Michigan Sentiment m/m sep 96.6 96.2 ***

10:00 U. of Michigan Current Conditions m/m sep 110.3 **

10:00 U. of Michigan Expectations m/m sep 87.1 **

10:00 U. of Michigan 1 yr Inflation m/m sep 3.0% **

10:00 U. of Michigan 5-10 Yr Inflation m/m seo 2.6% **

EST Speaker or event

10:00 Eric Rosengren Speaks at Brookings Conference President of the Federal Reserve Bank of Boston

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.  
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Surveyed Jobless Rate y/y aug 5.0% 5.1% *** Equity and bond neutral

Retail Sales y/y aug 9.0% 8.8% 8.8% ** Equity bullish, bond bearish

Industrial Production y/y aug 6.1% 6.6% 6.5% *** Equity and bond neutral

Fixed Assets ex Rural y/y aug 5.3% 5.5% 5.6% *** Equity and bond neutral

Japan Industrial Production m/m jul -0.1% -0.1% ** Equity bearish, bond bullish

Capacity Utilization m/m jul -0.6% -2.2% ** Equity bearish, bond bullish

New Zealand BusinessNZ Manufacturing PMI m/m aug 52.0 51.2 ** Equity and bond neutral

EUROPE

Eurozone Trade Balance y/y jul 12.8 bn 16.7 bn 16.2 bn ** Equity and bond neutral

Labour Costs y/y 2q 2.2% 2.0% *** Equity and bond neutral

Italy CPI EU Harmonized m/m jul 1.6% 1.7% 1.7% *** Equity and bond neutral

General Government Debt m/m jul 2.342 tn 2.323 tn ** Equity bearish, bond bullish

AMERICAS

Canada New Housing Prices Index y/y jul 0.5% 0.8% 0.5% ** Equity bearish, bond bullish

Brazil Retail Sales y/y jul -1.0% 1.5% 1.1% ** Equity bearish, bond bullish  
 

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 $78.39 $78.18 0.27%

WTI $68.95 $68.59 0.52%

Natural Gas $2.81 $2.82 -0.43%

Crack Spread $17.90 $18.34 -2.40%

12-mo strip crack $20.65 $20.90 -1.20%

Ethanol rack $1.42 $1.42 -0.22%

Gold $1,206.70 $1,201.47 0.44%

Silver $14.24 $14.17 0.50%

Copper contract $267.85 $268.30 -0.17%

Corn contract 351.50$       350.50$       0.29%

Wheat contract 502.25$       497.00$       1.06%

Soybeans contract 836.75$       833.25$       0.42%

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) 69.0 66.0 3.0

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.  Tropical Storm Isaac has been downgraded to a 

tropical depression and is currently headed toward the Gulf of Mexico.  Hurricane Joyce has 

formed in the Atlantic, but is not a threat to touch down on land.  The formation that was 

developing in the Gulf has been downgraded and will likely not develop into a tropical storm. 
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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 14, 2018 
 

Emerging markets have fallen in recent weeks.  The decline is being driven by a couple of 

factors.  First, the dollar has appreciated due to concerns that tariffs will restrict foreign country 

access to the U.S. consumer and the dollars they spend.  In other words, if the U.S. restricts 

trade, countries will struggle to acquire dollars for reserve and trade purposes.  As we will show 

below, there is a clear inverse correlation between the dollar and relative emerging market equity 

performance.  Second, and related to the first point, restricting access to dollars coupled with 

tightening monetary policy has led to crises in nations with high levels of foreign debt; namely, 

this has been the case in Argentina and Turkey, although we are seeing weakness spread to other 

nations as well, including South Africa.    

 

The arguments for owning emerging markets from a macro perspective are based on 

expectations of dollar weakness and a Fed that doesn’t overtighten monetary policy.  First, a look 

at relative performance. 
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This chart regresses the emerging market index against the U.S. index, log scaled.  When the 

deviation line is above zero, emerging markets are outperforming.  Below zero, the U.S. is 

outperforming.  There is an obvious broad cycle in the deviation line.   

 

There are two variables that generally explain the divergence, the dollar and fed funds. 
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The chart on the left shows the dollar and relative performance.  In general, a weaker dollar tends 

to support emerging market performance.  A stronger dollar increases the risk for emerging 

markets that borrow in dollars as it increases debt service costs.  And, many emerging market 

economies are commodity producers and a stronger dollar tends to pressure commodity prices.  

The dollar peaked in early 2017 and appeared to be rolling over.  As we have discussed before,1 

on a relative inflation basis, the dollar is overvalued.  However, in late Q1, President Trump 

began discussing tariffs and trade barriers.  The potential for trade restrictions is bullish for the 

dollar; the problem is that there is nothing in the historical record since WWII that would suggest 

how bullish barriers might become.  In addition, it isn’t completely clear what the end point of 

tariffs will be.  However, if the president is successful in narrowing the trade deficit, it would be 

dollar supportive.   

 

The second chart shows the impact of monetary policy on relative performance.  Although the fit 

isn’t as strong as the dollar, there have been policy cycles where rate cuts boosted emerging 

market outperformance.  Thus, Fed tightening would tend to favor the U.S. over emerging 

markets.  Our analysis suggests the FOMC will raise rates to around 3%, which would not be 

unusually tight based on historical ranges.  Thus, we believe this level is already discounted in 

the market. 

 

So, do emerging markets look attractive?  If the dollar rolls over, emerging markets should do 

better.  What would make the dollar weaken?  Anything that suggests the drive for trade 

protection is being mitigated, either by political turmoil or Congressional action, would likely 

pressure an already extended greenback.  We tend to rely on parity extremes to forecast our 

dollar outlook and, as noted, we are at levels that should support dollar-bearish positions.  At the 

same time, we will have to assess our view on the government’s trade policy going forward.  

Trade protection will tend to support a stronger dollar and lead to further weakness in emerging 

markets.  
 

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.  

                                                 
1 https://www.confluenceinvestment.com/wp-content/uploads/AAW_Feb_2_2018.pdf  

https://www.confluenceinvestment.com/wp-content/uploads/AAW_Feb_2_2018.pdf
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Data Section 

 

U.S. Equity Markets – (as of 9/13/2018 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 9/13/2018 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. 


