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[Posted: August 14, 2017—9:30 AM EDT]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 1.0% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 1.8% from the prior close.  Chinese markets were up, with the Shanghai composite 

up 0.9% and the Shenzhen index up 2.0%.  U.S. equity index futures are signaling a higher open.  

With 455 companies having reported, the S&P 500 Q2 earnings stand at $32.63, higher than the 

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

Thus far this quarter, 72.7% of the companies reported earnings above forecast, while 18.2% 

reported earnings below forecast. 

 

There was a lot of news over the weekend.  Here is what we see as important: 

 

North Korea fears ease: Although worries remain about an escalation of tensions with North 

Korea, as we noted last week, there is no evidence of U.S. mobilization for an attack on the 

peninsula.  There are no carriers near North Korea, there have been no evacuations of American 

civilians from South Korea and no overt preparations for war (e.g., confining troops to base, 

increased training activities).  Although the president’s comments are clearly belligerent, his 

words are not a real signal of a march to war.  We suspect this is a bargaining tactic, one that he 

has used in his private sector life.  The problems with this sort of rhetoric are twofold.  First, it 

creates the “boy crying wolf” problem.  The more he makes statements that appear stronger than 

what the U.S. is ready to implement, the less foreign powers will pay attention.  Second, a 

president must be careful in his threats because they can bolster the foreign power that is the 

target of ire.  Think of President Bush’s “axis of evil.”  One of these powers has collapsed, while 

the other two have either developed nuclear weapons or were at the brink before deals were 

brokered.  Foreign governments must take threats from the superpower seriously.  By threatening 

North Korea (and Venezuela, too), the leader can now legitimately argue that the country faces 

an existential threat and should back the person in office.  It also supports building weapons of 

mass destruction to protect from regime change.  Still, for now, an easing of tensions has led to a 

reversal in risk-off trades from last week—the dollar and equities are stronger, while bonds, gold 

and forex are weaker. 

 

Not much of a correction: Last week we did see a pullback in equities.  However, the major 

indices rose on Friday and are higher this morning.  Although we remain concerned about the 

level of complacency in the financial markets, there appears to be simply too much available 

liquidity to investors to sustain a major correction.  The chart below shows the level of retail 

money market funds along with the S&P 500.  The orange bars show periods where retail money 

market funds approached $900 bn.  These periods coincided with equity markets eventually 

losing momentum and correcting.  Current levels are well above $900 bn, suggesting that there is 

ample cash available to buy equities.  Until we approach $900 bn in money markets, we expect 
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selloffs to remain shallow.  Of course, events and recessions can overwhelm cash; the former is a 

worry, the latter much less so.   
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Trade: Today, President Trump is expected to unveil an executive order investigating Chinese 

appropriation of U.S. technology which would prepare for trade restrictions if such a finding is 

made. The administration had delayed this action while the UNSC was negotiating sanctions on 

North Korea, but now, with sanctions in place, the president has decided to move forward.  

China is very concerned about trade restrictions; we expect China to react with promises to build 

productive capacity in the U.S. as a way to blunt trade impediments.  The U.S. is also expected 

to begin formal NAFTA reform negotiations later this week.   

 

Charlottesville: We won’t recap the weekend events because that is being done across the 

media.  Here is the issue we are watching.  The GOP establishment doesn’t want to be associated 

with the alt-right.  Right-wing populists are less opposed to this group.  The split in the GOP is 

becoming increasingly obvious and will be a threat to Republican elections over the next three 

years.  There are rumors that Steve Bannon may be ousted from the White House.1  If he goes, 

the influence of right-wing populists will be diminished, though not completely eliminated.  On 

the other hand, the Democrat Party faces similar divisions.2  We note that there were four major 

candidates in the 1860 presidential election.  Although Lincoln won easily in the Electoral 

College, he took less than 40% of the popular vote.  Current political divisions are deepening.  

How this affects financial markets remains to be seen, but a +20 P/E for the S&P seems 

inconsistent with volatile political divisions.   

 

 

 

                                                 
1 http://www.cnn.com/2017/08/13/politics/trump-advisers-bannon/index.html  
2 https://www.nytimes.com/2017/08/12/us/politics/elizabeth-warren-democrats-liberals.html?emc=eta1&_r=0  

http://www.cnn.com/2017/08/13/politics/trump-advisers-bannon/index.html
https://www.nytimes.com/2017/08/12/us/politics/elizabeth-warren-democrats-liberals.html?emc=eta1&_r=0
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U.S. Economic Releases 

 

There were no economic releases or Fed events prior to the publication of this report, nor are 

there any scheduled for the rest of the day. 

 

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 GDP y/y 2q 1.0% 0.3% 0.6% *** Equity bullish, bond bearish

GDP Nominal y/y 2q 1.1% -0.3% 0.7% *** Equity bullish, bond bearish

GDP Deflator y/y 2q -0.4% -0.8% -0.5% *** Equity and bond neutral

GDP Private Consumption y/y 2q 0.9% 0.3% 0.5% *** Equity bullish, bond bearish

GDP Business Spending y/y 2q 2.4% 0.6% 1.2% *** Equity bullish, bond bearish

China Retail Sales y/y jul 10.4% 11.0% 10.8% ** Equity and bond neutral

Fixed Assets ex Rural y/y jul 10.4% 10.4% 10.5% ** Equity and bond neutral

Industrial Production y/y jul 6.8% 6.9% 6.9% *** Equity and bond neutral

Australia Credit Card Purchases m/m jun A$26.7 bn A$28.3 bn ** Equity and bond neutral

Credit Card Balances m/m jun A$52.4 bn A$52.3 bn ** Equity and bond neutral

New Zealand Performance Services Index m/m jul 56.0 58.6 ** Equity and bond neutral

Retail Sales ex Inflation m/m 2q 2.0% 1.5% 0.7% ** Equity bullish, bond bearish

EUROPE

Eurozone Industrial Production y/y jun -0.6% 1.3% -0.5% *** Equity bearish, bond bullish

Switzerland Total Sight Deposits m/m aug 578.9 bn 578.6 bn * Equity and bond neutral

Domestic Sight Deposits m/m aug 476.3 bn 479.9 bn * 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) 132 131 1 Up

3-mo T-bill yield (bps) 101 102 -1 Neutral

TED spread (bps) 31 29 2 Neutral

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

10-yr T-note (%) 2.22 2.19 0.03 Neutral

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

EUR/USD 3-mo swap (bps) 28 28 0 Up

Currencies Direction

dollar up Neutral

euro down Up

yen down Neutral

pound down Down

franc down Down  
 

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 $51.78 $52.10 -0.61% Long Liquidation

WTI $48.57 $48.82 -0.51%

Natural Gas $3.01 $2.98 0.80%

Crack Spread $19.03 $19.21 -0.96%

12-mo strip crack $17.18 $17.26 -0.47%

Ethanol rack $1.73 $1.72 0.19%

Gold $1,280.41 $1,289.31 -0.69% Strong Dollar

Silver $16.96 $17.12 -0.91%

Copper contract $289.05 $291.20 -0.74%

Corn contract 370.75$       374.75$       -1.07% Bearish USDA report

Wheat contract 460.75$       467.00$       -1.34%

Soybeans contract 936.50$       945.00$       -0.90%

Baltic Dry Freight 1138 1092 46

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

with cooler temperatures expected for the northwestern regions.  Precipitation is expected for the 

eastern half of the country.  Tropical Storm Gert is moving along the Atlantic coast, but it is not 

expected to make landfall.



 

 

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

www.confluenceinvestment.com 

 5 

Asset Allocation Weekly Comment 
Confluence Investment Management offers various asset allocation products which are managed using 

“top down,” or macro, analysis.  We report asset allocation thoughts on a weekly basis, updating this 

section every Friday.  
 

August 11, 2017 
 

Although measuring “malaise” is more art than science, overall feelings of wellbeing or the lack 

thereof affect markets, politics, etc.  One less common way to measure this is the ratio between 

discretionary spending compared to overall spending.  Discretionary spending is defined as total 

spending less what is spent on food, clothing, energy and housing.  In other words, if a 

household is able to spend more on other items besides these goods, one would expect “happier” 

people.  Spending more on necessities, on the other hand, can make households feel as if they 

“can’t get ahead.” 

 

 
 

This chart shows the ratio of consumer discretionary spending to total personal consumption.  A 

higher ratio means that households are spending more on discretionary items and less on food, 

clothing, gas, heat and rent.  Although the ratio has generally increased since the late 1950s, 

there have been two periods when the pace of improvement slowed, in the 1970s and since 2000. 

 

To better analyze the behavior of this ratio, we regressed the ratio against a time trend. 
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There have been four periods when this ratio was significantly below trend.  The first was in the 

early 1960s.  John F. Kennedy’s presidential campaign promised to get America moving again 

after the somnolent 1950s.  The second occurred during the deep 1973-75 recession, which 

coincided with the first energy crisis.  The third occurred during the late 1970s into the early 

1980s; this period featured a “double dip” recession and another energy crisis.  The 1970s also 

had major political problems, including the Nixon resignation and the difficult presidency of 

Jimmy Carter.   

 

The most recent event has been the longest.  The major recession of 2007-09 coupled with a slow 

recovery and stagnant income growth has led to a period where necessities are taking up a bigger 

share of spending relative to trend.  It coincides with deep political divisions and a fear among 

many Americans that stagnation is never-ending.   

 

To some extent, this is an imperfect measure of sentiment.  After all, the trend will eventually 

reach 100%, which would mean that spending on the four necessities would need to fall to zero 

(either we stop eating, wearing clothes, driving and living in homes or apartments) or the cost of 

these goods would approach zero.  Neither scenario is likely.  Still, the fact that spending on 

necessities is higher than trend relative to other spending has proven, historically, to signal social 

and political problems.  As one who lived through President Carter’s “malaise” speech, the 

feeling in the late 1970s was rather bleak.  Ronald Reagan’s optimism was key to lifting the 

country out of this funk.  The fall in inflation that allowed households to spend less on 

necessities did the rest.   

 

So far, this period of below-trend spending on discretionary goods has not adversely affected 

financial markets.  However, it is clearly having an impact on the current political situation and, 

at some point, it could affect market confidence.  We monitor these conditions closely and are 

somewhat heartened by the recent improvement in this ratio.  However, this time around, falling 
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prices for energy and food probably won’t be enough to raise this ratio.  Rising wages for the 

bulk of American households is probably the only way to lift this ratio back to trend. 

   

 
 

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 8/11/2017 close) 

 

-20.0% 0.0% 20.0% 40.0%

Energy
Telecom

Financials
Consumer Staples

Materials
Industrials

S&P 500
Consumer Discretionary

Utilities
Health Care
Technology

YTD Total Return

-1.0% -0.5% 0.0% 0.5% 1.0%

Energy

Utilities

Financials

Materials

Telecom

Consumer Staples

Industrials

S&P 500

Health Care

Consumer Discretionary

Technology

Prior Trading Day Total Return

 
(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 8/11/2017 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,3 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. 

                                                 
3 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. 


