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[Posted: August 18, 2017—9:30 AM EDT]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.8% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.7% from the prior close.  Chinese markets were mixed, with the Shanghai 

composite unchanged and the Shenzhen index down 0.4%.  U.S. equity index futures are 

signaling a higher open.  With 470 companies having reported, the S&P 500 Q2 earnings stand at 

$32.65, higher than the $31.42 forecast for the quarter.  The forecast reflects a 6.5% increase 

from Q2 2016 earnings.  Thus far this quarter, 72.6% of the companies reported earnings above 

forecast, while 17.9% reported earnings below forecast. 

 

Yesterday saw a selloff in U.S. equities.  We are not seeing much of a recovery this morning.  

Here is what we are watching today: 

 

Barcelona: Using rented vans, a group of terrorists who claimed allegiance to ISIS tore through 

a tourist area of Barcelona, killing 14 (so far) and injuring over 100.  One of the disturbing parts 

of this event is how far the drivers of the vehicle moved before stopping.1 There was a second 

attempted attack in Cambrils, a city about 70 miles south of Barcelona.  Police were able to 

thwart the second attack.  A number of people have been arrested.  Three vans were rented, so 

police are searching to find all the vehicles.  Although this attack was horrific, there are signs it 

could have been much worse.  The previous night, there was a gas explosion in Alcanar, a town 

south of Barcelona, that may have been a bomb-building facility for the terrorists.  We note that 

the terrorists in Cambrils were wearing fake suicide vests; it is possible the group intended to use 

explosives in their van attacks and were left with using the vehicles as weapons when the bomb-

making apparatus failed.  Recent terrorist attacks in Europe are increasingly using vehicles as 

their weapon of choice.  Guns can be traced and explosives, though effective, require some 

degree of expertise to build.  But, most adults can drive cars.  Thus, one of the most ubiquitous 

elements of modern life has become a threat.  Market effects from terrorism tend to be short-

lived; we are seeing some weakness in Eurozone equities but that is probably more due to 

yesterday’s U.S. selloff. 

 

The “Cohn correction?”  We think this is the first time in our memory that financial markets 

are concerned about whether or not a presidential advisor is staying.  To a great extent, this is 

more about what Cohn represents.  As we noted yesterday, the Trump administration has 

included both economic nationalists, who want a populist agenda, and globalists, who represent 

the GOP establishment and favor globalization and deregulation.  The financial markets appear 

to have assumed that, in the end, the globalists would win out, bringing tax cuts, deregulation 

and continued open trade.  In reality, the evidence is mixed.  The president has made some steps 

                                                 
1 https://www.nytimes.com/interactive/2017/08/17/world/europe/barcelona-terror-attack-path-of-the-
van.html?emc=edit_mbe_20170818&nl=morning-briefing-europe&nlid=5677267&te=1  

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

https://www.nytimes.com/interactive/2017/08/17/world/europe/barcelona-terror-attack-path-of-the-van.html?emc=edit_mbe_20170818&nl=morning-briefing-europe&nlid=5677267&te=1
https://www.nytimes.com/interactive/2017/08/17/world/europe/barcelona-terror-attack-path-of-the-van.html?emc=edit_mbe_20170818&nl=morning-briefing-europe&nlid=5677267&te=1
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toward impeding trade, although the moves have been more modest than the rhetoric.  At the 

same time, there has been lots of talk about tax cuts, although there is no detailed plan for 

legislation.  After the Monday press conference, speculation grew that Cohn might resign.  

Recent reports suggest he intends to stay.  However, if he does leave, it might signal a broader 

exit of establishment figures in the administration and raise the odds that the nationalist agenda 

will dominate.  This outcome is clearly not well liked by the financial markets.  If the White 

House adopts a nationalist economic policy, it would create conditions of higher inflation.  Of 

course, the White House can only do so much; the president can clearly affect trade with 

significant independence from Congress.  On the other hand, tax policy and spending priorities 

need congressional approval.   

 

Still, as we note below, there is no economic evidence of a recession which means that pullbacks 

will likely be short-lived.  In addition, as we noted in last week’s Asset Allocation Weekly, there 

is ample liquidity in the economy which should support the equity market.   

 

U.S. Economic Releases 

 

There were no new releases prior to the publication of this report.  The table below lists the 

economic releases and Fed events scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 U. of Michigan Sentiment m/m aug 94.0 93.4 **

10:00 U. of Michigan Current Conditions m/m aug 112.9 113.4 **

10:00 U. of Michigan Expectations m/m aug 81.5 80.5 **

10:00 U. of Michigan 1 yr Inflation m/m aug 2.6% **

10:00 U. of Michigan 5-10 Yr. Inflation m/m aug 2.6% **

EST Speaker or event

10:15 Robert Kaplan Speaks in Dallas, Texas

Economic Releases

President of the Federal Reserve Bank of Dallas

Fed speakers or events

District or position

 
 

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.  
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Country Indicator Current Prior Expected Rating Market Impact

EUROPE

Eurozone ECB Current Account Balance m/m jun 21.2 bn 30.1 bn ** Equity and bond neutral

Current Account y/y jun 28.1 bn 18.3 bn ** Equity and bond neutral

Construction Output y/y jun 3.4% 2.6% ** Equity and bond neutral

Germany PPI y/y jul 2.3% 2.4% 2.2% ** Equity and bond neutral

Italy Current Account Balance y/y jun 5.257 bn 3.261 bn ** Equity and bond neutral

General Government Debt y/y jun 2.281 tn 2.279 tn ** Equity and bond neutral

Russia Money Supply Narrow Def m/m aug 9.34 tn 9.25 tn * Equity and bond neutral

AMERICAS

Canada CPI y/y jul 1.2% 1.0% 1.2% *** Equity and bond neutral

Manufacturing Sales m/m jun -1.8% 1.1% -1.0% ** Equity bearish, bond bullish  
 

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) 132 131 1 Up

3-mo T-bill yield (bps) 98 99 -1 Neutral

TED spread (bps) 34 33 1 Neutral

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

10-yr T-note (%) 2.19 2.19 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 27 27 0 Up

Currencies Direction

dollar down Neutral

euro up Up

yen up Neutral

pound up Down

franc up 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. 
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Price Prior Change Explanation

Brent $51.08 $51.03 0.10%

WTI $47.18 $47.09 0.19%

Natural Gas $2.91 $2.93 -0.75%

Crack Spread $19.74 $19.49 1.26%

12-mo strip crack $17.68 $17.59 0.54%

Ethanol rack $1.69 $1.70 -0.31%

Gold $1,295.26 $1,288.15 0.55%

Silver $17.19 $17.04 0.90%

Copper contract $296.10 $296.10 0.00%

Corn contract 364.25$       364.25$       0.00%

Wheat contract 442.00$       440.75$       0.28%

Soybeans contract 931.50$       933.00$       -0.16%

Baltic Dry Freight 1247 1207 40

Actual Expected Difference

Crude (mb) -8.9 -3.6 -5.3

Gasoline (mb) 0.0 -1.0 1.0

Distillates (mb) 0.7 -0.3 1.0

Refinery run rates (%) -0.20% -0.50% 0.30%

Natural gas (bcf) 53.0 50.0 3.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

Precipitation is expected for most of the country.  Tropical Storm Harvey has developed in the 

Caribbean Sea and has made landfall on the Windward Islands.  The tropical storm is expected to 

continue along the Caribbean Sea and possibly pose a threat to Central American countries and 

Mexico’s Yucatan Peninsula. 
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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 18, 2017 
 

A number of market commentators have suggested current conditions are similar to 1987.  

Complacency, shown by the low level of volatility and an elevated P/E, is rampant.  On the other 

hand, there is no evidence a recession is looming and, although monetary policy is tightening, the 

Federal Reserve has been raising rates at a slow pace and financial conditions remain at low 

stress levels.   

 

This chart can help us examine the potential for a correction. 
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To create this chart, we looked at the daily close for the S&P 500 Index starting on the first 

trading day of 1928.  Each subsequent close is measured against the most recent closing high.  A 

reading of 100% means a new high has been attained.  Recessions, shown by the gray bars, tend 

to have a negative impact on equities; the effect was most obvious during the Great Depression.  

We have also noted a few events of interest on the chart.   

 

There are currently two areas of concern.  The first is that the North Korean situation could 

escalate; clearly, if we have a military event that includes nuclear weapons, then we are in 

uncharted territory and none of the above history is relevant.  However, we do have the Cuban 

Missile Crisis as an analogue.  From the S&P 500’s recent closing high of 2490, a repeat of that 

crisis would trigger a pullback to 1785.  Although that would be sizeable, note that the market 

recovered quickly.  At present, tensions have cooled and we don’t expect a military event in the 

near future. 

 

Cuban Missile Crisis 

1987 Crash 

LTCM Crisis 
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The second area of concern is tied to market complacency.  Market volatility has been very low 

and investors have been shorting volatility successfully for some time. 

 

 
(Source: Bloomberg) 

 

This chart shows the VIX ETF (VXX, 11.75) and the inverse VIX (XIV, 84.96).  This five-year 

chart shows that those who have been long volatility have suffered steady losses, while those 

short volatility have generally done well.  However, the gains on being short volatility have 

accelerated over the past two years.  There have been reports that portfolio managers have been 

using short volatility in a fashion similar to portfolio insurance in the 1980s.  Portfolio insurance 

was one of the causal factors of the 1987 Stock Market Crash, shown on the above chart.  Short 

volatility has become a crowded trade.  If investors reverse these positions quickly, it could 

create conditions similar to 1987.  A repeat of that outcome yields an S&P of 1636. 

 

It is important to note that in both the 1962 and 1987 events, the economy avoided recession and 

equities recovered quickly.  Clearly, past performance doesn’t guarantee future outcomes, but as 

long as a market correction event isn’t driven by a recession then we would expect the decline to 

be short-term in nature.   

 

Recently, we introduced an economic data/S&P indicator.2  It does not suggest a recession-

driven market drop is imminent. 

 

                                                 
2 See Asset Allocation Weekly, 6/30/17. 

http://www.confluenceinvestment.com/wp-content/uploads/AAW_June_30_2017.pdf
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The green line is the monthly average for the S&P 500; the blue line is an indicator built of three 

economic numbers—initial claims, the CRB commodity index and the Conference Board’s 

Consumer Confidence data.  We have standardized the economic data and created an indicator, 

shown on the bottom of the graph.  In general, a positive reading is normally bullish for equities.  

We have placed vertical lines on the chart to indicate when the indicator turned negative with 

persistence.  These are usually periods of falling equities.  This model would tend to suggest that 

a pullback caused by economic weakness isn’t in the offing, and so an event-driven pullback, 

though potentially painful, would probably be short-term in nature.   

 
 

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 8/17/2017 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 8/17/2017 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 17, 2017 
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P/E as of 8/16/2017 = 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. 


