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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 19, 2018—9:30 AM EDT]  Global equity markets were steady to higher 

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

Apex 50 was up 1.0% from the prior close.  Chinese markets rose, with the Shanghai composite 

up 1.1% and the Shenzhen index up 1.4%.  U.S. equity index futures are signaling a flat open.   

 

The news flow is unusually quiet this morning.  The Kavanaugh hearings and trade continue to 

dominate the headlines.  Here is what we are watching today: 

 

Trade: Financial markets are still struggling to discount the impact of the recent tariff 

announcement and China’s retaliation.  It has become generally acknowledged that the Xi 

government underestimated President Trump’s intentions with regard to trade.  U.S. presidential 

candidates bashing China is nothing new; Bill Clinton made it a point to frame the Bush 

administration as soft on China back in the early 1990s.  However, all U.S. administrations have 

generally supported China’s integration into the world economy regardless of the rhetoric 

expounded during campaigns based on the American belief that democracy and free markets are 

the only reasonable organizing principles for government and that all nations eventually move 

toward such governments once reaching a certain level of development.  It appears the Chinese 

leadership expected similar behavior from the incoming U.S. president.  Trump has proven to be 

different and China is scrambling to respond.1   

 

The newest tariffs appear to be hitting private Chinese companies harder than state-owned 

enterprises.2  This could give Xi more power as private companies will likely come to the CPC 

for help.  China is trying to maintain the idea that it is a good place to invest.3  As a result, this 

morning, Premier Li Keqiang pledged a set of pro-business policies and offered equal treatment 

to foreign investors.  In addition, he also promised not to “weaponize” the CNY through 

depreciation.4  At the same time, China has put new tariffs in place against U.S. goods.5  We do 

                                                 
1 https://www.ft.com/content/f41efb80-bb4d-11e8-94b2-
17176fbf93f5?emailId=5ba1ccdee399330004c6912d&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
2 ibid 
3 https://www.ft.com/content/ef8cc604-bbbd-11e8-94b2-
17176fbf93f5?emailId=5ba1ccdee399330004c6912d&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 and 
https://www.ft.com/content/92c8f00e-bbbe-11e8-94b2-17176fbf93f5  
4 https://www.reuters.com/article/us-usa-trade-china-media/china-wont-weaken-currency-to-boost-exports-
premier-says-idUSKCN1LZ01J  
5 https://www.ft.com/content/a12104b6-bb14-11e8-94b2-17176fbf93f5?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
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https://www.ft.com/content/a12104b6-bb14-11e8-94b2-17176fbf93f5?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/a12104b6-bb14-11e8-94b2-17176fbf93f5?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
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note that there have been some surprises; China’s announced tariffs on LNG proved to be less 

than forecast, lifting natural gas prices yesterday. 

 

 
(Source: Barchart.com) 

 

On another important front, negotiations continue with Canada on NAFTA.  Canadian leaders 

are facing increasing pressure from political and business leaders on both sides of the border.  

Canadian business leaders are coming to realize that the potential losses from a break in trade 

relations will be extraordinarily damaging to the Canadian economy.6  And, U.S. congressional 

leaders are pressing Canada to accept the deal already made with Mexico.7  We suspect Canada 

will acquiesce and accept U.S. terms to maintain the treaty. 

 

Overall, U.S. equity markets appear to be discounting the trade issue.  We note that P/Es have 

lost about two turns since the rhetoric escalated, which is probably a reasonable adjustment to the 

current level of tensions.  At the same time, a prominent wirehouse noted yesterday that 

“America First” wouldn’t last.  We think this position is likely incorrect; in fact, America First 

began with President Obama (remember “leading from behind”?) and the process of American 

adjustment to the hegemonic role is well underway. 

 

Brexit: As negotiations continue, the potential for a “hard Brexit” is both increasing and fears of 

such an outcome are focusing efforts on both sides.  The EU is softening its position in a few key 

areas, including the border on Northern Ireland.  The fear is that a hard border could foster a 

return to the sectarian tensions that dominated the Irish Isles for centuries.  The plan is to keep 

Northern Ireland effectively in the EU for trade purposes while having a hard border on the 

British Island itself.8  There is also growing talk of a second referendum.9  The current 

                                                 
6 https://www.reuters.com/article/us-trade-nafta/canadas-trudeau-under-growing-pressure-to-get-nafta-deal-
done-idUSKCN1LY2RY  
7 https://www.ft.com/content/bf42e1f2-bb97-11e8-94b2-17176fbf93f5  
8 https://www.ft.com/content/22091da0-bb80-11e8-94b2-17176fbf93f5  

https://www.reuters.com/article/us-trade-nafta/canadas-trudeau-under-growing-pressure-to-get-nafta-deal-done-idUSKCN1LY2RY
https://www.reuters.com/article/us-trade-nafta/canadas-trudeau-under-growing-pressure-to-get-nafta-deal-done-idUSKCN1LY2RY
https://www.ft.com/content/bf42e1f2-bb97-11e8-94b2-17176fbf93f5
https://www.ft.com/content/22091da0-bb80-11e8-94b2-17176fbf93f5
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environmental secretary and perpetual candidate for PM, Michael Gove, has suggested that any 

deal reached now could be altered by a future PM.  Gove hopes to encourage the hard-core 

Brexit supporters to support PM May’s “Checkers” proposal by arguing that if they don’t like it, 

they should still support May’s plan to avoid the chaos of a sudden break10 and eventually 

change it in the future.  Meanwhile, important car companies are warning of closure plans if 

Brexit is disorderly,11 and security officials are telling lawmakers that losing EU crime-fighting 

tools could make it harder to protect U.K. citizens.12  Simply put, supply chains are deeply 

imbedded between the EU and the U.K. and a hard border will cause significant disruptions.  

Already, there are reports of hoarding or plans of such measures.13  If the Brexit plan turns out to 

be “soft” or mostly symbolic, seamless and avoiding major disruptions, the GBP will likely rally.  

On the other hand, a hard Brexit will likely lead to a deep decline in U.K. financial assets.   

 

An American base in Poland?  Even with America First, other nations still want U.S. 

involvement.  Poland, geographically situated on the Great Northern European Plain and lacking 

natural defenses, has been invaded repeatedly from east and west.  Fearing Russian expansion 

and clearly worried that Western Europe is a military “paper tiger,” the president of Poland, 

Andrzej Duda, offered financial support for the building of “Fort Trump” in Poland to house 

American troops.  Currently, the U.S. has 4,000 troops in Poland.  Poland would like to make 

that permanent and is apparently willing to pony up resources for that protection. 

 

Economy humming:  The most recent iteration of the Atlanta FRB’s GDPNow forecast shows 

growth projections at 4.4% for Q3. 

 

                                                                                                                                                             
9 https://www.ft.com/content/f95ce454-ba80-11e8-8274-55b72926558f  
10 https://www.ft.com/content/36c83612-b9a1-11e8-94b2-17176fbf93f5  
11 https://www.ft.com/content/5e4db246-bb56-11e8-94b2-17176fbf93f5  
12 https://www.ft.com/content/4f833bae-bb39-11e8-8274-55b72926558f  
13 https://www.washingtonpost.com/world/europe/theresa-may-just-warned-of-a-no-deal-brexit-here-are-some-
of-the-doomsday-scenarios/2018/09/17/3507ab2c-943b-11e8-818b-
e9b7348cd87d_story.html?utm_term=.961b9e79c01a&wpisrc=nl_todayworld&wpmm=1 and 
https://www.washingtonpost.com/world/britain-seeks-to-calm-fears-of-no-deal-brexit-doomsday-but-the-
assurances-still-stir-worry/2018/08/23/d8fcff06-a6ca-11e8-8fac-
12e98c13528d_story.html?utm_term=.08d3b7b36559&wpisrc=nl_todayworld&wpmm=1  

https://www.ft.com/content/f95ce454-ba80-11e8-8274-55b72926558f
https://www.ft.com/content/36c83612-b9a1-11e8-94b2-17176fbf93f5
https://www.ft.com/content/5e4db246-bb56-11e8-94b2-17176fbf93f5
https://www.ft.com/content/4f833bae-bb39-11e8-8274-55b72926558f
https://www.washingtonpost.com/world/europe/theresa-may-just-warned-of-a-no-deal-brexit-here-are-some-of-the-doomsday-scenarios/2018/09/17/3507ab2c-943b-11e8-818b-e9b7348cd87d_story.html?utm_term=.961b9e79c01a&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/europe/theresa-may-just-warned-of-a-no-deal-brexit-here-are-some-of-the-doomsday-scenarios/2018/09/17/3507ab2c-943b-11e8-818b-e9b7348cd87d_story.html?utm_term=.961b9e79c01a&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/europe/theresa-may-just-warned-of-a-no-deal-brexit-here-are-some-of-the-doomsday-scenarios/2018/09/17/3507ab2c-943b-11e8-818b-e9b7348cd87d_story.html?utm_term=.961b9e79c01a&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/britain-seeks-to-calm-fears-of-no-deal-brexit-doomsday-but-the-assurances-still-stir-worry/2018/08/23/d8fcff06-a6ca-11e8-8fac-12e98c13528d_story.html?utm_term=.08d3b7b36559&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/britain-seeks-to-calm-fears-of-no-deal-brexit-doomsday-but-the-assurances-still-stir-worry/2018/08/23/d8fcff06-a6ca-11e8-8fac-12e98c13528d_story.html?utm_term=.08d3b7b36559&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/britain-seeks-to-calm-fears-of-no-deal-brexit-doomsday-but-the-assurances-still-stir-worry/2018/08/23/d8fcff06-a6ca-11e8-8fac-12e98c13528d_story.html?utm_term=.08d3b7b36559&wpisrc=nl_todayworld&wpmm=1
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The biggest contributors to growth are consumption and inventory rebuilding. 
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U.S. Economic Releases 

 

MBA mortgage applications rose 1.6% from the prior week.  Purchases and refinancing rose 

0.3% and 3.7%, respectively.  The average 30-year fixed rate rose 4 bps from 4.84% to 4.88%. 

 

In Q2, the current account deficit came in narrower than expected at $101.5 bn compared to the 

forecast of $103.4 bn.  The prior quarter’s deficit was revised downward from $124.1 bn to 

$121.7 bn. 

 

 
 

The chart above shows the current account balance and the current account balance as a 

percentage of GDP.  The current account deficit as a percentage of GDP narrowed by 44 bps 

from the prior quarter and is now -1.99%.  The narrowing of the deficit is likely a result of 

countries loading up on exports before tariffs were imposed. 

 

August housing starts came in above expectations at an annual rate of 1.282 mm units compared 

to expectations of 1.238 mm units.  The prior report was revised upward from 1.168 mm to 

1.174mm.  Permits were below forecast at an annual rate of 1.229 mm units compared to the 

forecast of 1.310 mm units.  The prior report was revised downward from 1.311 mm to 1.303 

mm.  

 



 

 

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

www.confluenceinvestment.com 

 6 

 
 

The chart above shows the level of starts for both multi-family and single-family starts.  Single-

family housing starts fell 0.2% from the prior year, while multi-family homes rose 38.1%.  

Housing starts were unchanged in the Midwest, rose by 15.0% in the West and 2.9% in the 

South, while starts in the Northeast fell by 11.8%. 

 

The table below lists the economic releases scheduled for today. 

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m sep 57.0 **

9:45 Bloomberg Economic Expectations m/m sep 59.0 **

10:00 Leading Index m/m aug 0.005 0.6% **

10:00 Existing Home Sales m/m aug 5.37 mn 5.34 mn **

10:00 Existing Home Sales m/m aug 0.5% -0.7% **

12:00 Household Change in Net Worth q/q 2q $1.028 tn **

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 
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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

Japan Trade Balance m/m aug -¥444.6 bn -¥231.2 bn -¥483.2 bn ** Equity bearish, bond bullish

Australia Westpac Leading Index m/m aug 0.1% 0.0% ** Equity and bond neutral

Skilled Vacancies m/m aug 0.6% 0.2% ** Equity and bond neutral

New Zealand Westpac Consumer Confidence m/m 3q 103.5 108.6 *** Equity and bond neutral

BoP Current Account Balance m/m 2q -1.619 bn 0.182 bn -1.315 bn ** Equity bearish, bond bullish

Current Account GDP Ratio YTD m/m jul -3.3% -2.8% 2.5% ** Equity bearish, bond bullish

EUROPE

Eurozone ECB Current Account SA m/m jul 21.3 bn 23.5 bn ** Equity and bond neutral

Construction Output y/y jul 2.6% 2.6% ** Equity and bond neutral

U.K. RPI y/y aug 3.5% 3.2% 3.2% ** Equity bearish, bond bullish

PPI Output y/y aug 2.9% 3.1% 2.9% ** Equity bullish, bond bearish

House Price Index y/y jul 3.1% 3.0% 2.7% ** Equity bullish, bond bearish

Russia PPI y/y aug 15.3% 16.6% 16.4% *** Equity bullish, bond bearish

AMERICAS

Canada Manafacturing Sales y/y jul 0.9% 1.1% 0.6% ** Equity bullish, bond bearish  
 

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) 234 234 0 Up

3-mo T-bill yield (bps) 213 212 1 Neutral

TED spread (bps) 21 21 0 Neutral

U.S. Libor/OIS spread (bps) 216 216 0 Up

10-yr T-note (%) 3.06 3.06 0.00 Up

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

EUR/USD 3-mo swap (bps) 13 14 -1 Down

Currencies Direction

dollar down Neutral

euro up Neutral

yen down Neutral

pound up Neutral

franc up Neutral

Central Bank Action Current Prior Expected

BOJ Policy Balance Rate 0.000% 0.000% On forecast

BOJ 10-yr Yield Target -0.100% -0.100% On forecast  
 

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 $79.07 $79.03 0.05%

WTI $69.92 $69.85 0.10%

Natural Gas $2.94 $2.93 0.10%

Crack Spread $17.63 $17.59 0.24%

12-mo strip crack $20.54 $20.48 0.31%

Ethanol rack $1.41 $1.42 -0.35%

Gold $1,203.35 $1,198.36 0.42%

Silver $14.19 $14.15 0.28%

Copper contract $273.20 $273.05 0.05%

Corn contract 344.25$       343.25$       0.29%

Wheat contract 517.75$       510.50$       1.42%

Soybeans contract 818.00$       814.00$       0.49%

Baltic Dry Freight 1356 1357 -1

Actual Expected Difference

Crude (mb) -2.5

Gasoline (mb) 0.0

Distillates (mb) 1.5

Refinery run rates (%) -1.00%

Natural gas (bcf) 79.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

with warmer temps in the southeastern region.  Precipitation is expected for most of the 

Midwest.  There is no tropical cyclone activity expected for the next 48 hours. 
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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,14 

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.  

                                                 
14 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 9/18/2018 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 9/18/2018 close) 
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Source: Bloomberg

  
 

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,15 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. 

                                                 
15 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. 


