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[Posted: August 10, 2017—9:30 AM EDT]  Global equity markets are lower this morning.  The 

EuroStoxx 50 is down 0.5% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.8% from the prior close.  Chinese markets were down, with the Shanghai composite down 

0.4% and the Shenzhen index down 0.7%.  U.S. equity index futures are signaling a lower open.  

With 448 companies having reported, the S&P 500 Q2 earnings stand at $32.60, higher than the 

$31.42 forecast for the quarter.  The forecast reflects a 6.5% increase from Q2 2016 earnings.  

Thus far this quarter, 72.3% of the companies reported earnings above forecast, while 18.5% 

reported earnings below forecast. 

 

Global equity markets are lower this morning as tensions surrounding North Korea rise.  There is 

a growing chorus of commentators warning about a repeat of 1987 (maybe because we are 

approaching the 30-year anniversary?), which would be momentous because that crash was the 

last major one that was not associated with a recession.  We have our doubts that a major 

correction is in the offing but, if it is, it should probably be treated as a buying opportunity.  The 

softer than expected PPI data (see below) has put some downward pressure on the dollar and 

boosted Treasuries.  It didn’t have much of an effect on equities. We get the CPI data tomorrow. 

 

North Korea: The Kim regime has indicated it is drawing up plans to fire up to four missiles at 

Guam, which is a U.S. territory and the home of the Anderson AFB, a major base in the region.  

The symbolism of such a threat is high; Guam, although not a state, is close to being one.  

Persons born in Guam are American citizens.  The territory has a non-voting delegate to the U.S. 

House.  It has no electoral votes but it does participate in the primary process, so it has a modest 

effect on the presidential race.  Thus, attacking Guam isn’t exactly like attacking an American 

state, but it’s close.  We suspect the Kim government intends to land the missiles in the waters 

around Guam.  This would represent the closest attack on what should be described as American 

soil so far by North Korea.  It’s not clear how the U.S. will respond to such a launch if it 

transpires.  NBC is reporting1 that the U.S. is drawing up plans to attack North Korean missile 

sites pre-launch (so-called “left of launch”) that would likely be executed by B-1 bombers2 

currently located in Guam.  Another alternative would be to use anti-missile defense systems to 

hit North Korea’s medium-range missiles after launch.  Attacking North Korea left of launch 

risks escalating the situation; not attacking assumes the North Korean missiles will fall 

harmlessly into the sea and not actually hit Guam.  We are treading into difficult territory here 

and the steady flight to safety in assets is warranted.   

 

                                                 
1 http://www.nbcnews.com/news/north-korea/b-1-bombers-key-u-s-plan-strike-north-korean-n791221  
2 One of the reasons for using B-1s is that they are no longer fitted to carry nuclear weapons.  Thus, there would be 
no confusion from North Korea misconstruing this as a nuclear attack.   

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.nbcnews.com/news/north-korea/b-1-bombers-key-u-s-plan-strike-north-korean-n791221
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Mixed messages: The “fire and fury”3 comments from President Trump, which were apparently 

his own, have been downplayed by his secretary of state and secretary of defense.  We do know 

that Chief of Staff Kelly has actively worked to limit the reading material of the president to 

create a consistent message.  Still, with the president’s use of social media and his personality, it 

will be nearly impossible to prevent such statements.  The worry is how they are interpreted by 

the rest of the world.  Already, Japan and South Korea are looking to boost their own defenses, 

in part on concerns that they can’t accurately predict how the U.S. will react to events.  Although 

we believe this rearming is a natural consequence of the U.S. reducing its superpower role, this 

process may be accelerating as the world observes how the U.S. behaves in light of foreign 

policy crises.   

 

Trump v. McConnell: A war of words has erupted between the president and the Senate 

majority leader.  The latter, citing the lack of experience in the White House, has chastised the 

president for creating impossible deadlines that lead to the impression of failure on the part of 

Congress.  The White House has pushed back, suggesting that McConnell is ineffective and 

should be working more diligently to get legislation passed.  This spat is counterproductive.  All 

presidents want things to happen fast; political capital is perishable and thus patience isn’t a 

virtue.  On the other hand, senators only face a vote every six years and not all at once, so a more 

deliberate pace is part of the legislative structure.  In our observation, the key to speed in the 

Senate is sequencing.  Presidents should offer the easiest and most bipartisan legislation first to 

get bills passed quickly even if this legislation isn’t a high priority.  Instead, administrations tend 

to pursue the most aspired legislative goals that are often partisan in nature and consume lots of 

political capital and take a lot of time to pass.  If we are correct, President Trump should have 

started with infrastructure, which would have built his bipartisan credentials and would have 

passed easily.  Bill Clinton often remarked that he should have started with welfare reform 

instead of his ill-fated health care changes.  The president will need McConnell to create tax 

reform (or cuts) and so this argument isn’t helpful toward that goal.   

 

Energy Recap: U.S. crude oil inventories fell 6.5 mb compared to market expectations of a 2.1 

mb draw.   
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3 https://www.nytimes.com/2017/08/08/world/asia/north-korea-un-sanctions-nuclear-missile-united-
nations.html  

https://www.nytimes.com/2017/08/08/world/asia/north-korea-un-sanctions-nuclear-missile-united-nations.html
https://www.nytimes.com/2017/08/08/world/asia/north-korea-un-sanctions-nuclear-missile-united-nations.html
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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 they are declining.  Again, there was no oil 

sold out of the Strategic Petroleum Reserve this week.  The authorized sale is nearly complete as 

16.2 mb have been released out of an authorized 17.0 mb.   

 

As the seasonal chart below shows, inventories are usually well into the seasonal withdrawal 

period.  Even with the SPR sales, we have already seen a larger than normal seasonal decline; in 

fact, the drop is rather remarkable.  It should be noted that the seasonal trough isn’t usually hit 

until mid-September.  Thus, we should see further stock withdrawals over the next five weeks.   

 

 
      (Source: DOE, CIM) 
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Based on inventories alone, oil prices are overvalued with the fair value price of $49.36.  

Meanwhile, the EUR/WTI model generates a fair value of $64.36.  Together (which is a more 

sound methodology), fair value is $59.54, meaning that current prices are well below fair value.  

The most bullish factor for oil currently is dollar weakness, although the rapid decline in 

inventories is also supportive.  Prices are essentially at fair value based on inventory levels but, 

thus far, oil prices have completely ignored the weaker dollar.  We do expect that the dollar will 

begin to have a bullish impact on oil prices in the coming weeks. 

 

U.S. Economic Releases 

 

Initial jobless claims came in above expectations at 244k compared to the forecast of 240k.  The 

prior week’s report was revised upward from 240k to 241k. 
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The chart above shows the four-week moving average of initial jobless claims.  The four-week 

moving average fell from 242k to 241k. 

 

PPI final demand fell by 0.1% from the prior month compared to the forecast rise of 0.1%.  PPI 

excluding food and energy fell by 0.1% from the prior month compared to the forecast rise of 

0.2%.  Core PPI remained unchanged from the prior month compared to the forecast rise of 

0.2%. 
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The chart above shows the relationship between PPI final demand and PPI excluding food and 

energy.  Annually, headline PPI and PPI excluding food and energy rose 1.8% and 2.0%, 

respectively.  

 

The NY FRB released its quarterly report on household debt.  The news media is making a big 

deal out of this chart. 
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Household debt has hit a new record high.  However, on a per capita basis, we are nowhere close 

to a new high. 

 

 
 

On this basis, we remain 10.2% below the Q3 2008 peak.  In addition, the composition has 

changed.  At the peak, mortgage debt represented 73.7% of all household debt; that is now down 

to 67.8%.  Auto loans are now 9.2% of total household debt, up from the trough of 5.8% in early 

2010.4  The stunner remains student loans, which are now 10.6% of total household debt, a 

record high.  In 2005, this debt was only about 4% of total debt.  On a per capita basis, student 

loans are just over $5k per person, also a new high.   

 

The table below shows the economic releases scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 Bloomberg Consumer Comfort m/m aug 49.6 **

10:00 Monthly  Budget Statement m/m jul -$52.0 bn -$90.2 bn **

EST Speaker or event

10:00 William Dudley will Speak at Press Briefing in New York President of the Federal Reserve Bank of New York

Fed speakers or events

District or position

Economic Releases

 
 

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 

                                                 
4 Although, to be fair, some auto buying was done with HELOCs so previous auto borrowing was probably 
understated.   
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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 Japan buying foreign bonds y/y jul 1.624 tn 1.067 tn ** Equity and bond neutral

Japan buying foreign stocks y/y jul 0.161 tn 0.137 tn ** Equity and bond neutral

Foreign buying Japan bonds m/m jul 0.598 tn 0.294 tn ** Equity and bond neutral

Foreign buying Japan stocks m/m jul -0.037 tn -0.124 tn ** Equity and bond neutral

Machine Orders m/m jun -1.9% -3.6% 3.6% ** Equity bearish, bond bullish

PPI m/m jul 2.6% 2.1% 2.3% ** Equity bullish, bond bearish

Housing Loans m/m 2q 3.3% 3.3% ** Equity and bond neutral

Tokyo Avg Office Vacancies m/m jul 3.22 3.26 ** Equity and bond neutral

Australia Consumer Inflation Expectations m/m aug 4.2% 4.4% ** Equity and bond neutral

New Zealand Card Spending Retail m/m jul -0.5% 0.0% 0.3% ** Equity bearish, bond bullish

Card Spending Total m/m jul -0.7% 0.1% ** Equity and bond neutral

EUROPE

France Industrial Production m/m jun 2.6% 3.2% 3.1% *** Equity bearish, bond bullish

Manufacturing Production m/m jun 3.3% 3.3% 3.2% ** Equity and bond neutral

Italy Trade Balance EU m/m jun 1.219 bn 1.691 bn ** Equity and bond neutral

Trade Balance Total m/m jun 4.502 bn 4.342 bn ** Equity and bond neutral

UK Industrial Production y/y jun 0.3% -0.2% -0.1% *** Equity bullish, bond bearish

Manufacturing Production y/y jun 0.6% 0.4% 0.6% ** Equity and bond neutral

Construction Output y/y jun 0.9% -0.3% 1.8% ** Equity bearish, bond bullish

Trade Balance m/m jun -4564 -3073 -2500 ** Equity and bond neutral

NIESR GDP Estimate m/m jul 0.2% 0.3% 0.3% *** Equity and bond neutral

AMERICAS

Canada Housing Starts m/m jul 222.3k 212.7k 205.0k ** Equity bullish, bond bearish

Building Permits m/m jun 2.5% 8.9% -1.9% ** Equity bullish, bond bearish

Mexico CPI m/m jul 6.4% 6.3% 6.4% *** Equity and bond neutral  
 

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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 131 131 0 Up

3-mo T-bill yield (bps) 103 104 -1 Neutral

TED spread (bps) 28 28 0 Neutral

U.S. Libor/OIS spread (bps) 116 116 0 Up

10-yr T-note (%) 2.24 2.26 -0.02 Neutral

Euribor/OIS spread (bps) -33 -33 0 Down

EUR/USD 3-mo swap (bps) 25 25 0 Up

Currencies Direction

dollar up Neutral

euro down Up

yen up Neutral

pound down Down

franc down Down

Central Bank Action Prior Expected

Overnight Rate 7.000% 7.000% On forecast

RBNZ Official Rate 1.750% 1.750% 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 $53.20 $52.70 0.95% Bullish API

WTI $49.87 $49.56 0.63%

Natural Gas $2.91 $2.88 0.87%

Crack Spread $19.28 $18.95 1.78%

12-mo strip crack $17.51 $17.32 1.06%

Ethanol rack $1.73 $1.73 0.06%

Gold $1,280.57 $1,277.30 0.26% Market Uncertainty

Silver $17.11 $16.95 0.93%

Copper contract $292.50 $292.70 -0.07%

Corn contract 386.25$       386.25$       0.00%

Wheat contract 486.00$       486.75$       -0.15%

Soybeans contract 978.25$       973.25$       0.51%

Baltic Dry Freight 1050 1038 12

Actual Expected Difference

Crude (mb) -6.5 -2.1 -4.4

Gasoline (mb) 3.4 -1.8 5.2

Distillates (mb) -1.7 0.5 -2.2

Refinery run rates (%) 0.90% 0.50% 0.40%

Natural gas (bcf) 36.0

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 temperatures expected for the western region.  Precipitation is expected for most of 

the country.  TS Franklin has made landfall for the second time in mainland Mexico, although it 

has weakened significantly. TS Franklin is expected to fully dissipate by mid-day today.
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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.  
 

August 4, 2017 
 

Two weeks ago, we detailed our expectations for a weaker dollar.  If we are correct, one of the 

potential effects could be inflation.  A weaker dollar has two price effects.  First, it directly raises 

import prices.  Second, it gives pricing power to domestic firms competing with imports as price 

pressures should dissipate as import prices rise.  The Federal Reserve has struggled with 

continued low inflation rates as the Phillips Curve models have consistently overestimated 

inflation.  Perhaps dollar weakness will come to the FOMC’s rescue and lift price levels, 

allowing the Fed to raise its policy rate. 
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This chart shows the yearly change in core CPI with the JP Morgan dollar index, which is 

advanced 18 months.  A cursory view of the chart does suggest that a rising dollar seems to 

depress inflation, while a falling dollar seems to have the opposite effect.  And, the idea that the 

dollar’s impact takes place over time is consistent with theory.  This is because foreign firms will 

initially try to maintain market share by holding prices steady and face margin compression in a 

weak dollar period and will only move prices higher over time.  The opposite tends to occur 

during periods of dollar strength as domestic firms attempt to maintain their market share.   
 

However, as much as our eyes see the above pattern, the statistical impact is actually rather 

weak.  The correlation is only a mere 5%.  There are clearly other factors that are keeping core 

inflation low; we believe the long-term effects of deregulation and globalization play a much 

more important role.  Thus, as we discussed two weeks ago, the dollar should have an important 

impact on foreign equity performance but probably only a modest effect on core inflation.   
 

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 8/9/2017 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 8/9/2017 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 
 

August 10, 2017 
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P/E as of 8/9/2017 = 20.1x

 
 

Based on our methodology,5 the current P/E is 20.1x, 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. 

                                                 
5 The above 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 two actual quarters (Q4, Q1) and two estimates (Q2, 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 very long-term dataset for P/E 
ratios. 


