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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 20, 2018—9:30 AM EDT]  Global equity markets were mixed this 

morning.  The EuroStoxx 50 is up 0.7% from the last close.  In Asia, the MSCI Asia Apex 50 

was up 0.5% from the prior close.  Chinese markets were lower, with the Shanghai composite 

down 0.1% and the Shenzhen index down 0.2%.  U.S. equity index futures are signaling a higher 

open.   

 

It’s another quiet morning.  Here is what we are watching today: 

 

More on Brexit: Yesterday, we covered some of the simmering issues on Brexit.  Here are some 

of the day-to-day factors we are watching.  The EU members, sans the U.K., are meeting in 

Salzburg, Austria to discuss exit issues.  These are informal meetings and probably won’t go 

anywhere.  One reason is that the Tories hold their party conference from September 30 to 

October 3 and PM May probably doesn’t want to look as if she is in compromise mode before 

her party meets.  She already torpedoed the idea of a customs border on the Irish Sea that would 

leave Northern Ireland in the EU for trade purposes.1  We actually don’t think she is all that 

opposed to the idea but can’t really accept it before the party conference.  There is growing talk 

of a “blind Brexit” where the U.K. separates from the EU but continues to negotiate terms after 

separation.2  Such an outcome is risky because it isn’t clear how much leverage the U.K. will 

have to negotiate once it is outside the EU (which will occur in about six months).   

 

Trade: A few interesting storylines are starting to develop.  First, there has been a sharp increase 

in U.S. soybean exports to the EU.  For this crop year, they are up a whopping 133.3%, with 

American farmers more than doubling their share of the EU market, to 52.3% from 24.8% last 

year.  Canada is also increasing its sales to Europe.  South America is seeing falling sales, most 

likely because their beans are being diverted to China.3  So, we are already seeing rather 

dramatic shifts in trade patterns due to the administration’s tariff policy.  Second, we note that 

                                                 
1 https://www.ft.com/content/4fcea392-bb83-11e8-94b2-
17176fbf93f5?emailId=5ba323b2c9e4110004679de4&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
2 https://www.nytimes.com/2018/09/19/world/europe/blind-brexit-theresa-may-european-
union.html?emc=edit_mbe_20180920&nl=morning-briefing-europe&nlid=567726720180920&te=1 and 
https://www.theguardian.com/politics/2018/sep/19/theresa-may-tells-eu27-she-wont-delay-brexit-despite-lack-
of-a-deal  
3 https://www.politico.eu/wp-content/uploads/2018/09/Screen-Shot-2018-09-19-at-
23.11.37.png?utm_source=POLITICO.EU&utm_campaign=a503006651-
EMAIL_CAMPAIGN_2018_09_20_04_34&utm_medium=email&utm_term=0_10959edeb5-a503006651-
190334489  
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https://www.theguardian.com/politics/2018/sep/19/theresa-may-tells-eu27-she-wont-delay-brexit-despite-lack-of-a-deal
https://www.theguardian.com/politics/2018/sep/19/theresa-may-tells-eu27-she-wont-delay-brexit-despite-lack-of-a-deal
https://www.politico.eu/wp-content/uploads/2018/09/Screen-Shot-2018-09-19-at-23.11.37.png?utm_source=POLITICO.EU&utm_campaign=a503006651-EMAIL_CAMPAIGN_2018_09_20_04_34&utm_medium=email&utm_term=0_10959edeb5-a503006651-190334489
https://www.politico.eu/wp-content/uploads/2018/09/Screen-Shot-2018-09-19-at-23.11.37.png?utm_source=POLITICO.EU&utm_campaign=a503006651-EMAIL_CAMPAIGN_2018_09_20_04_34&utm_medium=email&utm_term=0_10959edeb5-a503006651-190334489
https://www.politico.eu/wp-content/uploads/2018/09/Screen-Shot-2018-09-19-at-23.11.37.png?utm_source=POLITICO.EU&utm_campaign=a503006651-EMAIL_CAMPAIGN_2018_09_20_04_34&utm_medium=email&utm_term=0_10959edeb5-a503006651-190334489
https://www.politico.eu/wp-content/uploads/2018/09/Screen-Shot-2018-09-19-at-23.11.37.png?utm_source=POLITICO.EU&utm_campaign=a503006651-EMAIL_CAMPAIGN_2018_09_20_04_34&utm_medium=email&utm_term=0_10959edeb5-a503006651-190334489
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China announced tariff reductions on other nation’s imports, likely in a bid to keep costs down 

but also to bolster non-U.S. trade ties.4  Third, we also note that other nations are taking steps to 

grab market share from China that is potentially being lost to new tariffs.5  Mexico is the nation 

that likely has the best “inside track.”  And, finally, in another interesting twist, the EU has 

launched an initiative designed to counter China’s “one belt, one road” project.  The plan is 

designed to offer infrastructure investment in countries from the Middle East to the Far East.6 

 

A new governor: In a surprise move, the Trump administration nominated Nellie Liang7 to the 

position of Fed governor.  A perusal of Liang’s background suggests her expertise is in finance 

and financial markets.  Until proven otherwise, we will expect her to follow the chair on policy 

and thus we give her the same “hawk/dove” score. 

 

all 2018 2019

Powell 3 3 3

Clarida 3 3 3

Brainard 4 4 4

Bowman 3 3

Quarles 2 2 2

Goodfriend

Liang 3 3

Williams NY 2 2 2

Evans CHI 4 4

Bullard STL 5 5

George KC 1 1

Barkin RICH 1 1

Bostic ATL 3 3

Daly SF 3 2

Mester CLEV 2 2

Rosengren BOS 2 2

Kashkari MINN 5

Kaplan DAL 3

Harker PHI 2

2.83 2.44 2.91  
 

We have put Bowman and Liang in blue on our roster because they haven’t been confirmed yet.  

Goodfriend has not had a confirmation vote likely because his performance at the first testimony 

                                                 
4 https://www.reuters.com/article/us-usa-trade-china-tariffs/china-plans-import-tariff-cuts-as-soon-as-october-
bloomberg-idUSKCN1M00MU  
5https://www.ft.com/content/a6b16faa-bc23-11e8-94b2-17176fbf93f5?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
6 https://www.ft.com/content/bbcda96a-bc1b-11e8-8274-55b72926558f?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
7 https://www.wsj.com/articles/trump-to-nominate-former-fed-economist-nellie-liang-for-board-seat-1537392151  

https://www.reuters.com/article/us-usa-trade-china-tariffs/china-plans-import-tariff-cuts-as-soon-as-october-bloomberg-idUSKCN1M00MU
https://www.reuters.com/article/us-usa-trade-china-tariffs/china-plans-import-tariff-cuts-as-soon-as-october-bloomberg-idUSKCN1M00MU
https://www.ft.com/content/a6b16faa-bc23-11e8-94b2-17176fbf93f5?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/a6b16faa-bc23-11e8-94b2-17176fbf93f5?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/bbcda96a-bc1b-11e8-8274-55b72926558f?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/bbcda96a-bc1b-11e8-8274-55b72926558f?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.wsj.com/articles/trump-to-nominate-former-fed-economist-nellie-liang-for-board-seat-1537392151


 

 

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

www.confluenceinvestment.com 

 3 

was so controversial.  His name hasn’t been withdrawn but we would not be surprised if he is 

replaced given his hawkish tendencies.  We have also added the voting roster for 2019.  It will be 

a more dovish FOMC next year. 

 

Götterdämmerung for Merkel?  Chancellor Merkel has been seen as a strong leader and an 

effective political operative.  She famously undercut her mentor, Helmut Kohl, ending his 

political career.  She forced the end of nuclear power in Germany over strong objections from 

industry.  During the European debt crisis, she did offer finanical support but only in exchagne 

for deep austerity.  But, her stance on immigration appears to have exhausted her political 

capital.  In the last election, her CDU/CSU coalition was only able to remain in power by 

building another grand coaltion with the SDU.  A recent event shows further evidence of 

Merkel’s declining power.  Merkel wanted the head of Germany’s domestic spy service fired for 

comments he made suggesting that the threat from right-wing populists was not all that 

significant.  Hans-Georg Maaßen, the head of this body, was instead promoted by Interior 

Minister Horst Seehofer, a member of the CSU and a frequent critic of Merkel’s immigration 

policy.  The fact that Merkel could not remove Maaßen from office suggests her power has 

diminished significantly.  An end to Merkel’s career will raise concerns about the path of 

Germany’s future policy and may bring some weakness to the EUR. 

Energy recap: U.S. crude oil inventories fell 2.1 mb compared to market expectations of a 2.5 

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 

fell 2.2% to 95.4% last week.  Oil production rose 0.1 mbpd to 11.0 mbpd.  Imports and exports 

both increased, with exports rising 0.5 mbpd while imports rose 0.4 mbpd.  The rise in imports 

and consistent demand led to the decline in stockpiles.   

As the seasonal chart below shows, inventories have reached the end of the seasonal withdrawal 

period.  We should begin to see inventories rise in the coming weeks as refinery operations 

decline for autumn maintenance.   
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(Source: DOE, CIM) 
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Based on inventories alone, oil prices are below fair value price at $75.96.  Meanwhile, the 

EUR/WTI model generates a fair value of $60.54.  Together (which is a more sound 

methodology), fair value is $65.39, meaning that current prices are well above fair value.  The 

most bearish factor for oil is dollar strength.  At the same time, falling inventories have been 
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supportive and concerns over falling Iranian exports, due to the administration’s sanctions,8 are 

giving oil a bit of “geopolitical premium.”  We would expect oil prices to remain elevated, 

although we note that the Trump administration is clearly worried about high oil prices denting 

consumer confidence.  According to reports, the administration is working to boost production 

from other oil producers, including the U.S.9     

 

U.S. Economic Releases 

 

Initial jobless claims came in below expectations at 201k compared to the forecast of 204k.  
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The chart above shows the four-week moving average for initial claims.  The four-week moving 

average decreased from 208.00k to 205.75k. 

 

The August Philadelphia FRB Business Outlook Index came in stronger than forecast, at 22.9 

compared to estimates of 18.0.   

 

                                                 
8 https://www.nytimes.com/2018/09/19/business/energy-environment/iran-oil-
sanctions.html?action=click&module=Top%20Stories&pgtype=Homepage  
9 https://www.ft.com/content/521dca6e-bc56-11e8-8274-55b72926558f?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  

https://www.nytimes.com/2018/09/19/business/energy-environment/iran-oil-sanctions.html?action=click&module=Top%20Stories&pgtype=Homepage
https://www.nytimes.com/2018/09/19/business/energy-environment/iran-oil-sanctions.html?action=click&module=Top%20Stories&pgtype=Homepage
https://www.ft.com/content/521dca6e-bc56-11e8-8274-55b72926558f?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/521dca6e-bc56-11e8-8274-55b72926558f?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
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We smooth the data on the above chart with a six-month moving average.  The current reading is 

near cycle highs and is well above the recession signal of -10.  What makes this index important 

is that it is measuring business sentiment for the Mid-Atlantic region, where the Fed governors 

work and mostly live, at least part of the time.  No matter how data-sensitive one is, the 

economic activity that one observes directly will tend to affect one’s outlook.  Thus, a robust 

local economy in the Mid-Atlantic region could lead Fed governors to lean hawkish even if the 

rest of the nation’s economy is less robust.   

 

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

China FX Net Settlement y/y aug -63.3 bn -2.9 bn ** Equity and bond neutral

Japan Convenience Store Sales y/y aug 1.0% 0.1% ** Equity and bond neutral

New Zealand GDP y/y 2q 2.8% 2.7% 2.5% *** Equity bullish, bond bearish

EUROPE

U.K. Retail Sales ex Auto Fuel y/y jul 3.5% 3.7% 2.9% ** Equity bullish, bond bearish

Retail Sales inc Auto Fuel y/y jul 3.3% 3.5% 2.3% ** Equity bullish, bond bearish

Russia Retail Sales Real y/y aug 2.8% 2.5% 2.5% ** Equity bullish, bond bearish

Real Disposable Income y/y aug -0.9% 2.0% 1.5% ** Equity bearish, bond bullish

Unemployment Rate y/y aug 4.6% 4.7% 4.7% *** Equity and bond neutral

Real Wages y/y aug 7.0% 8.0% 7.5% *** Equity bearish, bond bullish

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) 212 212 0 Neutral

TED spread (bps) 22 21 1 Neutral

U.S. Libor/OIS spread (bps) 218 216 2 Up

10-yr T-note (%) 3.08 3.06 0.02 Up

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

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

Currencies Direction

dollar down Neutral

euro up Neutral

yen up Neutral

pound up Neutral

franc up Neutral

Central Bank Action Current Prior Expected

BOJ Policy Balance Rate 0.000% 0.000% 0.000% On forecast

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

Selic Rate 6.500% 6.500% 6.500% 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 $79.72 $79.40 0.40%

WTI $71.60 $71.12 0.67%

Natural Gas $2.91 $2.91 0.14%

Crack Spread $16.89 $16.91 -0.15%

12-mo strip crack $20.18 $20.12 0.32%

Ethanol rack $1.41 $1.41 -0.18%

Gold $1,203.74 $1,204.04 -0.02%

Silver $14.23 $14.24 -0.11%

Copper contract $271.70 $272.95 -0.46%

Corn contract 346.25$       345.75$       0.14%

Wheat contract 518.00$       522.50$       -0.86%

Soybeans contract 827.75$       830.00$       -0.27%

Baltic Dry Freight 1373 1356 17

Actual Expected Difference

Crude (mb) -2.1 -2.5 0.4

Gasoline (mb) -1.7 0.0 -1.7

Distillates (mb) 0.8 1.5 -0.7

Refinery run rates (%) -2.20% -1.00% -1.20%

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 western 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,10 

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.  

                                                 
10 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 9/19/2018 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 9/19/2018 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 20, 2018 
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Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 9/19/2018 = 19.0x

 
 

Based on our methodology,11 the current P/E is 19.0, up 0.1x 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. 

                                                 
11 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. 


