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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 21, 2018—9:30 AM EDT]  Global equity markets were generally higher 

this morning.  The EuroStoxx 50 is up 0.5% from the last close.  In Asia, the MSCI Asia Apex 

50 was up 1.5% from the prior close.  Chinese markets were higher, with the Shanghai 

composite up 2.5% and the Shenzhen index up 1.8%.  U.S. equity index futures are signaling a 

lower open.   

 

Happy Friday!  Equities are up as the dollar softens and Treasury yields are higher.  Here is what 

we are watching today: 

 

More on Brexit: Well, that was ugly…the British press is describing the Salzburg conference as 

a “humiliation” and a “disaster.”1  In a somewhat unexpected move, the EU forcefully told PM 

May that her Chequers plan was a non-starter.  Instead, the EU leadership has given May an 

ultimatum—either come up with a plan for the Irish border or talks are over.  To reiterate, the 

Irish problem is this: without a deal, a hard border will form on the Ireland/Northern Ireland 

frontier.2  A hard border will undermine the peace deal between the two nations that has been in 

place for years now and has been very successful.  The EU plan was to keep Northern Ireland 

within the EU trade platform and put the border, effectively, in the Irish Sea.  May has rejected 

that plan, rightfully arguing that such an outcome would essentially mean losing sovereignty 

over Northern Ireland.  May was ultimately angling for the same trade rules for Northern Ireland 

to be applied to all of the U.K.  If the Northern Ireland border remained open and in the EU 

trading platform, and the U.K. remained as well, then Britain would get all the benefits of EU 

membership without the costs, such as free movement within the EU.  Not surprisingly, this 

outcome, as we see today, wasn’t acceptable to the EU.3  The EU leadership has given May four 

weeks to come up with a new plan.4  Of course, complicating this situation is that the Tories hold 

their party conference from September 30 to October 3 and, given the debacle in Salzburg, May 

looks weak and vulnerable.  On the other hand, a collapse of May’s government could lead to 

new elections in the U.K. and the potential for a Labour government led by Jeremy Corbyn.   

However, it should be noted that another solution may be developing.  If May is unable to 

                                                 
1 https://www.theguardian.com/politics/2018/sep/21/humiliation-and-disaster-how-uk-press-covered-theresa-
may-salzburg-ordeal  
2 https://www.ft.com/content/f18fda2e-bc0b-11e8-94b2-17176fbf93f5  
3 https://www.ft.com/content/e9077124-bcf0-11e8-94b2-
17176fbf93f5?emailId=5ba47c4dd8eae600046ed7c5&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
4 https://www.ft.com/content/95466282-bcde-11e8-8274-
55b72926558f?emailId=5ba47c4dd8eae600046ed7c5&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22   

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.theguardian.com/politics/2018/sep/21/humiliation-and-disaster-how-uk-press-covered-theresa-may-salzburg-ordeal
https://www.theguardian.com/politics/2018/sep/21/humiliation-and-disaster-how-uk-press-covered-theresa-may-salzburg-ordeal
https://www.ft.com/content/f18fda2e-bc0b-11e8-94b2-17176fbf93f5
https://www.ft.com/content/e9077124-bcf0-11e8-94b2-17176fbf93f5?emailId=5ba47c4dd8eae600046ed7c5&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/e9077124-bcf0-11e8-94b2-17176fbf93f5?emailId=5ba47c4dd8eae600046ed7c5&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/95466282-bcde-11e8-8274-55b72926558f?emailId=5ba47c4dd8eae600046ed7c5&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/95466282-bcde-11e8-8274-55b72926558f?emailId=5ba47c4dd8eae600046ed7c5&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22


 

 

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

www.confluenceinvestment.com 

 2 

deliver a deal there could be a second referendum5 which might lead to a reversal of Brexit.  No 

deal would be profoundly bearish for the GBP, while a decision to remain would likely lead to a 

strong rally in the currency.  Roughly, a no-deal outcome would likely lead to $1.100 and a new 

vote to stay would take us to parity at $1.650.  We note the GBP is coming under pressure this 

morning in the wake of these developments. 

 

Turkey: Turkey has offered a new plan to support the lira.6  The primary component is an 

austerity program which will cut spending by $10 bn.  Although the plan was welcomed, the 

general belief was that it didn’t go far enough to show how the financial system will be 

supported as the country tries to deal with rising debt service costs.  Still, this plan is evidence 

that the Erdogan government is aware it has a problem and is trying to stabilize the situation.   

 

OPEC meeting: OPEC is meeting this weekend in Algeria, but there is little chance the cartel 

will agree to a production increase.7  Iran has already indicated it will veto any plan to boost 

supplies.  To some extent, OPEC is becoming moot; the oil market is now being controlled by 

supply decisions in the U.S., Russia and Saudi Arabia.  We don’t expect sharp supply increases 

from the major producers so oil should remain well supported.   

 

No NAFTA deal yet:8 Although negotiations continue between the U.S. and Canada, no 

agreement has been reached.  The key sticking point is auto tariffs; Canada wants guarantees that 

the U.S. won’t put tariffs on cars.  The U.S. essentially wants Canada to simply accept the deal 

the U.S. has already made with Mexico.  We still think odds favor a deal, but the longer 

negotiations extend, the less confidence one should have in that assessment.   

  

U.S. Economic Releases 

 

Yesterday, the Fed released the Financial Accounts of the United States, more commonly known 

as the Flow of Funds report.  It offers a plethora of data on the economy and the financial 

system.  Here are some of the highlights of the report: 

 

Net worth continues to rise: 

 

                                                 
5 https://www.ft.com/content/84b953d2-bccc-11e8-94b2-17176fbf93f5?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
6 https://www.ft.com/content/172f23cc-bcb4-11e8-8274-55b72926558f?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
7 https://www.reuters.com/article/us-oil-opec-algeria/opec-unlikely-to-agree-official-output-increase-in-algeria-
but-pressure-mounts-idUSKCN1M01Q7  
8 https://www.reuters.com/article/us-trade-nafta/nafta-deal-not-yet-in-sight-canada-stands-firm-on-auto-tariffs-
idUSKCN1M030Z?feedType=RSS&feedName=topNews  

https://www.ft.com/content/84b953d2-bccc-11e8-94b2-17176fbf93f5?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/84b953d2-bccc-11e8-94b2-17176fbf93f5?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/172f23cc-bcb4-11e8-8274-55b72926558f?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/172f23cc-bcb4-11e8-8274-55b72926558f?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.reuters.com/article/us-oil-opec-algeria/opec-unlikely-to-agree-official-output-increase-in-algeria-but-pressure-mounts-idUSKCN1M01Q7
https://www.reuters.com/article/us-oil-opec-algeria/opec-unlikely-to-agree-official-output-increase-in-algeria-but-pressure-mounts-idUSKCN1M01Q7
https://www.reuters.com/article/us-trade-nafta/nafta-deal-not-yet-in-sight-canada-stands-firm-on-auto-tariffs-idUSKCN1M030Z?feedType=RSS&feedName=topNews
https://www.reuters.com/article/us-trade-nafta/nafta-deal-not-yet-in-sight-canada-stands-firm-on-auto-tariffs-idUSKCN1M030Z?feedType=RSS&feedName=topNews
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This chart shows net worth relative to after-tax income; even with after-tax income rising (due to 

the tax cuts), net worth rose to a new record. 

 

Owners’ equity in real estate reached 60% (rounded up from 59.87%).  That is the bottom of the 

range of normal, meaning the real estate market has recovered from the Great Financial Crisis. 

 

 
 

The following chart showing shares of national income may explain the general lack of 

enthusiasm for the tax bill. 
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Since the end of communism, labor has been losing its share of national income to capital.  In 

each business cycle, the share to labor has declined while capital has improved.  However, labor 

tends to gain the longer the business cycle extends.  Thus, since 2015, we have seen labor’s share 

rise.  On the other hand, the gains stalled last year and we note that labor’s share has dropped and 

capital saw a modest rise.  The lack of increase in labor’s share is likely due to the tax cuts, 

which favored capital. 

 

And, finally, a stronger economy has allowed some deleveraging by households.  There were 

modest declines in debt to GDP and debt to after-tax income (shown below). 

 

 
 

Overall, the data shows a strong economy and continued improvement in household balance 

sheets.   
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There were no releases prior to the publication of this report.  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 

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 National CPI y/y aug 1.3% 0.9% 1.1% *** Equity bullish, bond bearish

National CPI ex Fresh Food y/y aug 0.9% 0.8% 0.9% *** Equity and bond neutral

National CPI Fresh Food and Energy m/m aug 0.4% 0.3% 0.4% *** Equity and bond neutral

Nikkei Japan PMI m/m aug 52.9 52.5 ** Equity bullish, bond bearish

All Industry Activity Index m/m aug 0.0% -0.8% 0.1% ** Equity and bond neutral

New Zealand Net Migration m/m aug 5010 4720 ** Equity and bond neutral

CredIt Card Spending y/y aug 7.7% 3.2% ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Manufacturing y/y sep 53.3 54.5 54.6 ** Equity bearish, bond bullish

Markit Eurozone Services y/y sep 54.7 54.4 54.4 ** Equity bullish, bond bearish

Markit Eurozone Composite y/y sep 54.2 54.5 54.5 ** Equity and bond neutral

France Markit France Services y/y sep 54.3 55.4 55.3 ** Equity bearish, bond bullish

Markit France Composite y/y sep 53.6 54.9 54.6 ** Equity bearish, bond bullish

GDP m/m 2q 1.7% 1.7% 1.7% *** Equity and bond neutral

Germany Markit/BME Germany Manufacturing m/m mar 53.7 55.9 55.7 ** Equity bearish, bond bullish

Markit Germany Services m/m mar 56.5 55.0 55.0 ** Equity bullish, bond bearish

Markit/BME Germany Composite m/m mar 55.3 55.6 55.4 ** Equity and bond neutral

U.K. Public Finances (PSNCR) m/m aug 3.1 bn -19.2 bn ** Equity and bond neutral

Central Government m/m aug 5.2 bn -13.8 bn ** Equity and bond neutral

PSNB ex Banking Groups m/m aug 6.8 bn -2.0 bn 3.4 bn ** Equity bullish, bond bearish

AMERICAS

Mexico Aggregate Supply and Demand y/y 2q 4.0% 2.4% 3.4% ** Equity bullish, bond bearish

Brazil CNI Industrial Confidence m/m sep 52.8 53.3 *** Equity bearish, bond bullish  
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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) 234 234 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 up Neutral

euro flat Neutral

yen down Neutral

pound down Neutral

franc down Neutral

Central Bank Action Current Prior Expected

SNB Sight Deposit Interest Rate -0.750% -0.750% -0.750% On forecast

SNB 3-month Libor Lower Target -1.250% -1.250% -1.250% On forecast

SNB 3-month Libor Upper Target -0.250% -0.250% -0.250% 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. 
 

Price Prior Change Explanation

Brent $79.49 $78.70 1.00% Demand Optimism

WTI $70.77 $70.32 0.64%

Natural Gas $2.95 $2.98 -0.87%

Crack Spread $17.37 $16.97 2.38%

12-mo strip crack $20.38 $20.05 1.66%

Ethanol rack $1.40 $1.40 -0.19%

Gold $1,205.52 $1,207.18 -0.14%

Silver $14.36 $14.32 0.27%

Copper contract $279.20 $274.00 1.90%

Corn contract 354.00$       352.50$       0.43%

Wheat contract 522.25$       524.00$       -0.33%

Soybeans contract 843.75$       850.25$       -0.76%

Baltic Dry Freight 1396 1373 23

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) 81.0 79.0 2.0

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 the eastern half of the 

country.  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 21, 2018 
 

In this week’s report, we will focus on the U.S. economy.  Since the 1987 crash every major 

equity market decline has coincided with a recession.  Thus, we pay close attention to the 

economy with the goal of projecting the next recession.   

 

This expansion, which began in June 2009, is now the second longest in U.S. history.9 

 

 
(Source: NBER, CIM) 

 

If the expansion makes it another eight months, it will tie the longest expansion, which ended 

with the 2001 recession.  Business cycles have been lengthening in recent years. 

                                                 
9 The National Bureau of Economic Research is the arbiter of business cycles.  It began tracking business cycles in 
1854. 
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Since the Great Depression, expansions have been lengthening.  Moving off the gold standard 

has allowed for discretionary monetary policy which has tended to support longer expansions.  

However, the most important factor that has supported longer business cycles in the past forty 

years has been falling inflation.  As inflation declines, the Federal Reserve has less need to 

aggressively tighten credit which supports economic expansion.   
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This chart measures real fed funds (effective fed funds less yearly CPI).  Note that since the early 

1980s, each cycle has had a lower average real rate over the term of the recovery.  Much of this 

is because the Federal Reserve has successfully lowered inflation expectations.  With lowered 
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expectations of inflation, the U.S. central bank can keep rates lower for longer without triggering 

overheating.  The ability to keep rates low has allowed for longer business expansions. 

 

The current economy is doing quite well. 
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This chart shows the Chicago FRB National Activity Index, a broad-based index of economic 

indicators which are structured against trend.  When the reading is above zero, the economy is 

growing above trend and vice versa.  We smooth the data with a six-month moving average.  

Overall, the economy is running well above trend.   

 

The most interesting issue with the economy is potential growth.   
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This chart looks at the long-term pattern of real GDP; we have put the data on a log scale and 

regressed it against a time trend.  The deviation line on the lower part of the graph shows the 

deviation from the long-term trend.  We have only seen two periods of well below-trend growth, 

during the Great Depression and the current environment.  It is unknown whether or not the 

long-term trend still represents potential output.  If it does, not only will the economy easily 

absorb the stimulus without triggering inflation but the FOMC should be very careful about 

tightening monetary policy.  Note the dip in the deviation chart in 1937; that was due to 

premature fiscal and monetary tightening that led to a short but deep recession.  We tend to think 

there is more slack in the economy than generally thought.  Although the odds are rising that the 

FOMC will overtighten monetary policy, given the current path of policy, we probably won’t 

reach the point of concern until the middle of next year.   

 

 
 

Past performance is no guarantee of future results.  Information provided in this report is for educational and illustrative purposes only 

and should not be construed as individualized investment advice or a recommendation.  The investment or strategy discussed may not be 

suitable for all investors.  Investors must make their own decisions based on their specific investment objectives and financial 

circumstances.  Opinions expressed are current as of the date shown and are subject to change.  
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Data Section 

 

U.S. Equity Markets – (as of 9/20/2018 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 9/20/2018 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 20, 2018 
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P/E as of 9/19/2018 = 19.0x

 
 

Based on our methodology,10 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. 

                                                 
10 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. 


