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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 18, 2018—9:30 AM EDT]  Global equity markets were mostly flat this 

morning, with the exception of China.  The EuroStoxx 50 is up 0.1% from the last close.  In 

Asia, the MSCI Asia Apex 50 was down 0.1% from the prior close.  Chinese markets were 

higher, with the Shanghai composite up 1.8% and the Shenzhen index up 1.7%.  U.S. equity 

index futures are signaling a lower open.   

 

Good morning and G'mar Hatima Tova this Yom Kippur, the Day of Atonement.  Equities are 

ticking higher this morning and oil is up strongly.  Here is what we are watching today: 

 

Trade: As expected, the White House did put new tariffs in place on China.  The initial act 

affects $200 bn of goods1 at a 10% rate.  If nothing changes, that rate will rise to 25% at year’s 

end.  China has just announced that it will apply new tariffs to $60 bn of U.S. goods—we have 

no details at this time.  That puts China’s tariffs at $120 bn of U.S imports, which is 92% of U.S. 

exports to China.  Equity markets are taking this news in stride; there are a couple of reasons for 

the lack of reaction.  First, this move was well telegraphed, and it should be noted that the 

announcement was not as draconian as it could have been.  For example, various goods were 

excluded, including child safety devices and some consumer electronics.  This shows some 

degree of sensitivity from Washington.  And, starting at 10% offers hope that this announcement 

is an opening of negotiations.  Now that China has sanctioned just about all U.S. imports, we will 

be watching for additional measures.  There is some speculation that China may try to affect 

supply chains2 along with other measures.3  If China were to take these steps, it would represent 

a major escalation of the trade conflict.  It is still difficult to tell whether the president is really 

just trying to bring Xi to negotiations and is creating conditions to improve the U.S. position or if 

this is really all about containing China and there is nothing to discuss.  If the latter is the real 

goal, conditions will deteriorate.  But, if the former is the goal, the situation will improve.  

Currently, the financial markets seem to be leaning toward the former outcome. 

                                                 
1 https://www.politico.eu/article/trump-to-slap-tariffs-on-200b-more-chinese-
goods/?utm_source=POLITICO.EU&utm_campaign=2094c1a441-
EMAIL_CAMPAIGN_2018_09_18_04_42&utm_medium=email&utm_term=0_10959edeb5-2094c1a441-190334489 
; https://www.nytimes.com/2018/09/17/us/politics/trump-china-tariffs-
trade.html?emc=edit_mbe_20180918&nl=morning-briefing-europe&nlid=567726720180918&te=1 ; and 
https://www.ft.com/content/a88cec7e-babf-11e8-94b2-17176fbf93f5?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
2 https://www.cnbc.com/2018/09/17/the-associated-press-chinese-official-beijing-should-target-goods-needed-
by-us.html?wpisrc=nl_todayworld&wpmm=1  
3 https://www.ft.com/content/4bacf050-7396-11e8-aa31-31da4279a601  
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Good news and bad news from Syria: In a recent WGR,4 we discussed the situation in Idlib, 

the current focus of the conflict in Syria.  There have been a couple of important new 

developments.  First, Russia and Turkey have announced the creation of a demilitarized zone 

(DMZ) in Idlib.5  Details are sketchy at this point.  It isn’t exactly clear what area the DMZ will 

cover and there is no evidence that Assad has agreed to the proposal.  But, the mere fact that 

Russia and Turkey are trying to prevent a catastrophe is a welcome development.  Second, the 

bad news is that a Russian reconnaissance plane, an Il-20, was accidently shot down by Syrian 

anti-aircraft defenses (supplied, ironically, by Russia, an S-2006 system).  The Syrians were 

under attack by Israeli air assets and were responding when the incident occurred.7  Although 

there are always concerns of escalation after incidents such as these, we doubt the Russians will 

intensify the issue with Israel.  Russia, in attempting to play the superpower role in the region, is 

trying to balance the interests of Syria, Turkey, Israel and Iran.  Even casual observation makes it 

clear that managing these interests will be next to impossible (welcome to our world, Vlad!).  We 

suspect Russia’s solution will look much like America’s, which was to simply keep the groups 

separate.  However, now that borders in the region have become fluid, this may be impossible.  

Unfortunately, Russia does not have the military or economic means to actually pacify the 

region.  And, the U.S. can play the role of spoiler by supporting Israel’s power projection.  Still, 

at least for today, the good news is probably more important than the bad. 

 

The Kingdom undermines Trump: Saudi Arabia indicated today that it is “comfortable”8 with 

oil prices higher than $80 for Brent, signaling to traders that breaking this level won’t trigger 

higher oil flows.  President Trump has been critical of OPEC and the Saudis for lifting oil prices, 

calling for lower oil prices and greater supply.  Although the president has plenty of distractions, 

we will be watching for a response, which could include an SPR withdrawal.  In addition, there 

is growing evidence that the proposed sanctions on Iran are reducing Iran’s oil flows.9  Despite 

lots of rhetoric about avoiding sanctions and jettisoning the dollar, in the end, the dollar’s reserve 

role remains in place and most nations are either ending or reducing oil imports from Iran.  The 

Saudi comments and Iran’s reduced flows are boosting oil this morning.   

 

Japan war games: Japan conducted naval exercises10 last week and what is notable is that it 

involved a submarine along with three destroyers.  The vessels were practicing anti-submarine 

                                                 
4 See WGR, The Battle for Idlib (9/10/18).  
5 https://www.nytimes.com/2018/09/17/world/middleeast/idlib-syria-russia-
turkey.html?emc=edit_mbe_20180918&nl=morning-briefing-europe&nlid=567726720180918&te=1 and 
https://www.washingtonpost.com/world/turkey-and-russia-agree-on-de-militarized-zone-in-syrias-last-rebel-held-
enclave/2018/09/17/f37e76dc-b6ad-11e8-ae4f-
2c1439c96d79_story.html?utm_term=.bd38b52c1d51&wpisrc=nl_todayworld&wpmm=1  
6 https://missilethreat.csis.org/defsys/s-200-sa-5-gammon/  
7 https://www.bloomberg.com/news/articles/2018-09-18/russia-says-military-plane-lost-during-israeli-attack-on-
syria  
8 https://www.marketwatch.com/story/oil-rallies-as-saudi-arabia-said-to-grow-comfortable-with-crude-above-80-
a-barrel-2018-09-18  
9 https://www.livemint.com/Politics/ctuzaEXF5PrAAfAufnFmDK/In-big-win-for-Trump-US-sanctions-cripple-
Iranian-oil-expor.html  
10 https://www.ft.com/content/708a5af8-ba62-11e8-94b2-17176fbf93f5?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  

https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_9_10_2018.pdf
https://www.nytimes.com/2018/09/17/world/middleeast/idlib-syria-russia-turkey.html?emc=edit_mbe_20180918&nl=morning-briefing-europe&nlid=567726720180918&te=1
https://www.nytimes.com/2018/09/17/world/middleeast/idlib-syria-russia-turkey.html?emc=edit_mbe_20180918&nl=morning-briefing-europe&nlid=567726720180918&te=1
https://www.washingtonpost.com/world/turkey-and-russia-agree-on-de-militarized-zone-in-syrias-last-rebel-held-enclave/2018/09/17/f37e76dc-b6ad-11e8-ae4f-2c1439c96d79_story.html?utm_term=.bd38b52c1d51&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/turkey-and-russia-agree-on-de-militarized-zone-in-syrias-last-rebel-held-enclave/2018/09/17/f37e76dc-b6ad-11e8-ae4f-2c1439c96d79_story.html?utm_term=.bd38b52c1d51&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/turkey-and-russia-agree-on-de-militarized-zone-in-syrias-last-rebel-held-enclave/2018/09/17/f37e76dc-b6ad-11e8-ae4f-2c1439c96d79_story.html?utm_term=.bd38b52c1d51&wpisrc=nl_todayworld&wpmm=1
https://missilethreat.csis.org/defsys/s-200-sa-5-gammon/
https://www.bloomberg.com/news/articles/2018-09-18/russia-says-military-plane-lost-during-israeli-attack-on-syria
https://www.bloomberg.com/news/articles/2018-09-18/russia-says-military-plane-lost-during-israeli-attack-on-syria
https://www.marketwatch.com/story/oil-rallies-as-saudi-arabia-said-to-grow-comfortable-with-crude-above-80-a-barrel-2018-09-18
https://www.marketwatch.com/story/oil-rallies-as-saudi-arabia-said-to-grow-comfortable-with-crude-above-80-a-barrel-2018-09-18
https://www.livemint.com/Politics/ctuzaEXF5PrAAfAufnFmDK/In-big-win-for-Trump-US-sanctions-cripple-Iranian-oil-expor.html
https://www.livemint.com/Politics/ctuzaEXF5PrAAfAufnFmDK/In-big-win-for-Trump-US-sanctions-cripple-Iranian-oil-expor.html
https://www.ft.com/content/708a5af8-ba62-11e8-94b2-17176fbf93f5?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/708a5af8-ba62-11e8-94b2-17176fbf93f5?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
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tactics and conducted the games in the South China Sea before making a port of call at Cam 

Ranh Bay in Vietnam.  China’s response, thus far, has been unusually mild, which may reflect 

the fact that China and Japan have been holding high-level talks in light of concerns from both 

nations about U.S. trade policy.  Japan’s military action does suggest that the Abe government 

does not feel secure with regard to China’s territorial ambitions and is sending a signal that, 

despite a pacifist constitution, it is actually a potent military power.   

 

U.S. Economic Releases 

 

There were no economic releases prior to the publication of this report.  The table below lists the 

economic releases scheduled for today. 

 

EDT Indicator Expected Prior Rating

10:00 NAHB Housing Market Index m/m sep 66 67 **

16:00 Total Net Tic Flows m/m jul $114.5 bn **

16:00 Net Long-term TIC Flows m/m jul -$36.5 bn **

Economic Releases

No speakers or events scheduled

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 

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

Australia ANZ Roy Morgan Weekly Consumption w/w aug 118.0 116.2 ** Equity and bond neutral

House Price Index y/y aug -0.7% -0.7% -0.7% ** Equity and bond neutral

New Zealand Non Resident Bond Holdings y/y aug 58.2% 58.7% ** Equity and bond neutral

EUROPE

Eurozone Industrial Sales y/y jul 2.9% 5.0% ** Equity and bond neutral

Industrial Orders y/y jul -1.0% 4.9% ** Equity and bond neutral

Russia Industrial Production m/m aug 2.7% 3.9% 2.5% ** Equity and bond neutral

AMERICAS

Canada International Securities Transactions y/y jul 12.65 bn 11.55 bn ** Equity and bond neutral

Existing Home Sales m/m aug 0.9% 1.9% ** Equity and bond neutral

Bloomberg Nanos Confidence y/y aug 55.1 55.9 ** Equity and bond neutral

Brazil Economic Activity m/m jul 2.6% 1.8% 1.9% *** Equity bullish, bond bearish  
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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) 234 233 1 Up

3-mo T-bill yield (bps) 211 212 -1 Neutral

TED spread (bps) 22 22 0 Neutral

U.S. Libor/OIS spread (bps) 215 215 0 Up

10-yr T-note (%) 3.00 2.99 0.01 Up

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

EUR/USD 3-mo swap (bps) 14 12 2 Down

Currencies Direction

dollar up Neutral

euro flat Neutral

yen down Neutral

pound down 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 $79.22 $78.05 1.50% Saudi Speculation

WTI $69.89 $68.91 1.42%

Natural Gas $2.83 $2.81 0.43%

Crack Spread $17.75 $17.33 2.41%

12-mo strip crack $20.61 $20.17 2.21%

Ethanol rack $1.42 $1.42 0.00%

Gold $1,200.48 $1,201.46 -0.08%

Silver $14.21 $14.18 0.22%

Copper contract $269.35 $265.10 1.60%

Corn contract 347.50$       348.00$       -0.14%

Wheat contract 509.75$       506.25$       0.69%

Soybeans contract 820.00$       823.50$       -0.43%

Baltic Dry Freight 1357 1366 -9

Actual Expected Difference

Crude (mb) -2.5

Gasoline (mb) 0.0

Distillates (mb) 1.5

Refinery run rates (%) -1.00%

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 most of the country.  

Tropical Depression Florence has been downgraded to a Post-Tropical Cyclone.  



 

 

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

www.confluenceinvestment.com 

 5 

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,11 

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.  

                                                 
11 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 9/17/2018 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 9/17/2018 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), 



 

 

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

www.confluenceinvestment.com 

8 

 

P/E Update 
 

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

 
 

Based on our methodology,12 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. 

                                                 
12 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. 


