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[Posted: August 25, 2017—9:30 AM EDT]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 0.3% from the last close.  In Asia, the MSCI Asia Apex 50 

closed up 0.7% from the prior close.  Chinese markets were higher, with the Shanghai composite 

up 1.8% and the Shenzhen index down 1.0%.  U.S. equity index futures are signaling a higher 

open.   

 

South Korean war games: Pyongyang has repeated its threats of retaliation in response to the 

South Korean war games, contending that the drills act as a precursor to the imminent invasion 

of North Korea.  Pyongyang reportedly threatened that the U.K. would face a “miserable end” if 

it participates in military drills alongside the U.S. and South Korea.  The Kim regime has always 

disliked these annual exercises and belligerent comments are common when the drills are being 

conducted.  On Thursday, Reuters reported that the North Korean state media released photos of 

designs for a new intercontinental ballistic missile, which they believe will be able to strike 

anywhere in the U.S.  The increased belligerence of the North Korean regime will likely bolster 

the U.S. claim that the world should take more actions against the regime to deter its nuclear 

ambitions.  

 

Cohn next?  In an interview with the Financial Times, Gary Cohn expressed dismay with 

President Trump’s response to the events in Charlottesville.  Cohn, who is Jewish, told the FT 

that he felt enormous pressure to resign after the president blamed “both sides” for the violence 

that erupted.  It was rumored that Cohn had briefly considered stepping down from his position 

as economic advisor following the president’s remarks, but decided against it due to speculation 

that he will replace Janet Yellen as chair of the Federal Reserve.  It is unclear how the president 

will react to this interview.  On the one hand, he tends to react poorly to public criticism; on the 

other hand, he seems to like Cohn and probably won’t oust him over the interview.  Regarding 

the Fed chair position, the interview could affect it either way.  If Trump wanted him out, he 

could move him to the Fed.  However, he could also use it as punishment.  We still favor Cohn 

for the Fed chair job but we view it as 60/40; in other words, odds favor Cohn but there is a 

chance that Yellen may remain as well.   

 

Tax reform: President Trump is expected to release information about tax reform next week. 

Following the failure to repeal Obamacare, the focus has turned to tax reform as the president 

tries to get his legislative agenda back on track.  Thus far, the president has failed to deliver a 

detailed tax plan.  According to the FT, the president will begin campaigning on a simpler tax 

code in order to spur economic growth.  Axios reports that the president will let the GOP handle 

the details of the plan and have it come out of the House Ways and Means committee.  At this 

point, it is unclear how much Trump will look to cut taxes. 
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Jackson Hole: Today, Mario Draghi will speak about the developments from Jackson Hole; the 

topic of discussion is thought to be monetary policy’s impact on inflation.  Market participants 

are hoping Draghi will give clues as to whether or not the ECB will continue its bond buying 

program.  However, we expect the ECB president to remain coy.  The Federal Reserve and the 

ECB have been receiving pressure for their respective monetary policies.  In the U.S., the 

Federal Reserve’s hawkish approach is seen as undermining future GDP growth; in Europe, the 

ECB’s dovish policy has been accused of causing market bubbles.  

 

U.S. Economic Releases 

 

July durable goods came in below expectations, falling 6.8% from the prior month compared to 

the forecast drop of 6.0%.  Durables ex-transportation came in above expectations, rising 0.5% 

from the prior month compared to the forecast gain of 0.4%.  Capital goods orders non-defense 

ex-air came in line with expectations, rising 0.4% from the prior month.  Capital goods 

shipments non-defense ex-air came in above expectations at 1.0% from the prior month 

compared to the forecast rise of 0.2%.  The prior report’s gain was revised upward from 0.1% to 

0.6%.   

  

 
 

The chart above shows the annual change in new durable goods orders and shipments.  Annually, 

new orders rose by 4.2%, shipments rose by 4.3%, unfilled orders rose by 0.6% and inventories 

rose by 2.4%.   

 

There are no Fed events outside of Jackson Hole or economic releases scheduled for the rest of 

the day. 
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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 jul 0.4% 0.4% 0.4% *** Equity and bond neutral

National CPI ex Fresh Food y/y jul 0.5% 0.4% 0.5% *** Equity and bond neutral

National CPI ex Fresh Food and Energy y/y jul 0.1% 0.0% 0.1% *** Equity and bond neutral

Tokyo CPI y/y aug 0.5% 0.1% 0.3% *** Equity bullish, bond bearish

Tokyo CPI ex Fresh Food y/y aug 0.4% 0.2% 0.3% *** Equity bullish, bond bearish

Tokyo CPI ex Fresh Food and Energy y/y jul 0.0% -0.1% -0.1% *** Equity and bond neutral

PPI Services y/y jul 0.6% 0.8% 0.8% ** Equity and bond neutral

EUROPE

France Consumer Confidence m/m aug 103 104 103 *** Equity and bond neutral

Germany GDP y/y 2q 2.1% 2.1% 2.1% *** Equity and bond neutral

Private Consumption q/q 2q 0.8% 0.3% 0.7% ** Equity and bond neutral

Government Spending q/q 2q 0.6% 0.4% 0.6% ** Equity and bond neutral

Capital Investment q/q 2q 1.0% 1.7% 1.1% ** Equity bearish, bond bullish

Construction Investment q/q 2q 0.9% 2.3% 1.6% ** Equity bearish, bond bullish

Domestic Demand q/q 2q 1.0% 0.2% 1.0% ** Equity and bond neutral

Exports q/q 2q 0.7% 1.3% 1.2% ** Equity bearish, bond bullish

Imports q/q 2q 1.7% 0.4% 2.0% ** Equity and bond neutral

IFO Business Climate m/m aug 115.9 116.0 115.5 ** Equity and bond neutral

IFO Expectations q/q aug 107.9 107.3 106.8 ** Equity bullish, bond bearish

IFO Current Assessment m/m aug 124.6 125.4 125.0 ** Equity and bond neutral

Russia Money Supply Narrow Def m/m aug 9.39 tn 9.34 tn ** 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) 132 132 0 Up

3-mo T-bill yield (bps) 99 100 -1 Neutral

TED spread (bps) 33 32 1 Neutral

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

10-yr T-note (%) 2.20 2.19 0.01 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 down 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. 

 
Price Prior Change Explanation

Brent $52.45 $52.04 0.79% Weather Conditions

WTI $47.76 $47.43 0.70%

Natural Gas $2.93 $2.95 -0.51%

Crack Spread $19.33 $18.64 3.67%

12-mo strip crack $18.59 $18.30 1.57%

Ethanol rack $1.67 $1.68 -0.29%

Gold $1,287.65 $1,286.40 0.10%

Silver $17.05 $16.97 0.43%

Copper contract $306.90 $305.65 0.41%

Corn contract 355.25$       356.25$       -0.28%

Wheat contract 436.25$       434.50$       0.40%

Soybeans contract 944.00$       946.50$       -0.26%

Baltic Dry Freight 1200 1222 -22

Actual Expected Difference

Crude (mb) -3.3 -3.5 0.1

Gasoline (mb) -1.2 -1.0 -0.2

Distillates (mb) 0.0 0.0 0.0

Refinery run rates (%) -0.70% -0.25% -0.45%

Natural gas (bcf) 43.0 46.0 -3.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 

 

The 6-10 and 8-14 day forecasts show cooler to normal temperatures for the eastern region of the 

country, and warmer to normal temperatures for the rest of the country.  Precipitation is not 

expected for most of the country.  Tropical Storm Harvey has strengthened into a major 

hurricane.  Hurricane Harvey is expected to make landfall on Friday or early Saturday morning. 

Major refineries have already begun shutting down operations in order to prepare for the storm.
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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 25, 2017 
 

When President Trump was elected, there were expectations that fiscal policy would become 

more stimulative, which would lead to faster growth, tighter monetary policy and dollar strength.  

There were also promises of regulatory relief.  In November, soon after the election, financial 

markets, exercising their usual pattern of discounting the future, immediately began to react to 

these expectations.  This week, we want to look at how these expectations have fared thus far. 

 

We begin by looking at the 12 asset classes that we monitor in our Daily Comment to see how 

they have performed.  We indexed the data to the close on Election Day. 

 

-4%

0%

4%

8%

12%

16%

20%

24%

M11 M12 M1 M2 M3 M4 M5 M6 M7 M8

2016 2017

Commodities Real Estate US High Yield US Government Bond

US Corporate Bond Mid Cap Foreign Developed (local currency) Emerging Markets (local currency)

Foreign Developed ($) Emerging Markets ($) Small Cap Cash

Large Cap

POST ELECTION PERFORMANCE

Sources:  Bloomberg, CIM  
 

The best performing asset classes have been emerging market and foreign developed equities, 

denominated in dollars.  U.S. large caps have generally performed in line with both of these asset 

classes in local currency terms, but dollar weakness has led to foreign outperformance.  The 

weakest performing asset classes have been U.S. government bonds and commodities.  Bonds 

have steadily recovered from the December lows as Trump’s policy agenda continues to stall. 

 

A couple of individual charts are worth noting.  First, small cap stocks, which jumped after the 

election, have begun to roll over.  The Affordable Care Act weighed heavily on smaller firms 

and hopes of a repeal likely boosted small cap stocks due to expectations of easing regulatory 

burdens.   
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(Source: Bloomberg) 

 

This chart shows the relative performance of the Russell 2000 and the Russell 1000 Indexes, or 

small cap versus large cap stocks, indexed to Election Day.  After a strong rally following the 

election, small cap stocks have clearly weakened.  We suspect much of this is due to 

disappointment with the path of policy. 

 

The other item we want to highlight is the path of the dollar. 

 

 
(Source: Bloomberg) 
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This chart shows the G-10 dollar index, again from Election Day to the present.  The dollar rose 

after the election and peaked about 4% from Election Day.  As the Trump agenda has stalled, the 

dollar has come under pressure and has fallen about 5% below the level seen at the election. If 

the full GOP agenda had been legislated, it would have been dollar bullish.  Fiscal stimulus, 

including tax cuts and infrastructure spending, would have boosted demand and likely prompted 

monetary policy tightening from the FOMC.  At the same time, the border adjustment tax, which 

would have acted as a tax on imports and a subsidy on exports, would have also boosted the 

dollar.  Sluggish economic growth and the Republicans’ inability to pass legislation, along with 

low inflation, have slowed the pace of monetary policy tightening.  The dollar has weakened, in 

part due to fiscal policy disappointment and the use of short dollar positions to protect against the 

erratic behavior of the Trump government. 

 

Perhaps the bigger surprise has been the relatively weak performance of commodities despite 

dollar depreciation.  There is growing evidence that commodity price performance is becoming 

more sensitive to China.  This year, the Chinese economy has been a bit choppy due to policy 

uncertainty surrounding October’s Communist Party meetings, which will select the personnel 

for Chairman Xi’s second term.  Thus, we will be watching to see what Chairman Xi focuses on 

for his second term.  Will he try to address China’s debt problem through slower growth and a 

bias toward the household sector, or will he go for growth?  If he picks the latter, commodities 

will benefit.  If not, they will likely languish.   Slowing the rise in debt is probably the right 

choice over the long run; however, it is a risky proposition in the short run.  Thus, the safer bet is 

that he will continue to keep growth elevated which will lead to higher levels of debt.   

 
 

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.  



 

 

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

www.confluenceinvestment.com 

 8 

Data Section 

 

U.S. Equity Markets – (as of 8/24/2017 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 8/24/2017 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 24, 2017 
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P/E as of 8/23/2017 = 20.4x

 
 

Based on our methodology,1 the current P/E is 20.4x, up 0.3x from last week.  We now have 

official S&P data for Q2; Thompson/Reuters operating earnings numbers tend to run higher than 

S&P and so the P/E ticks higher when the official numbers are reported.   
 
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. 

                                                 
1 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 three actual quarters (Q4, Q1 and Q2) and one estimates (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. 


