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[Posted: August 29, 2017—9:30 AM EDT]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 1.3% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.4% from the prior close.  Chinese markets were mixed, with the Shanghai 

composite up 0.1% and the Shenzhen index down 0.2%.  U.S. equity index futures are signaling 

a lower open.   

 

Financial markets are in “risk on” mode this morning after the North Korean missile test.  

Treasuries and gold are higher, while equities and the dollar are weaker.  In fact, the EUR broke 

above the 1.200 level for the first time in two years.  Here is what we are watching this morning: 

 

The North Korean missile test: North Korea launched what appeared to be a medium-range 

missile over Japan late yesterday afternoon (Eastern Daylight Time). 

 

 
(Source: BBC) 

 

In Japan, warning sirens blared and text messages were sent to residents of the northern areas of 

Japan to take cover.  This is the third North Korean missile to overfly Japanese territory since 

1998.  This test complicates the situation significantly.  The recent missile tests, in which three 

short-range missiles flew into the Sea of Japan, have been seen as something of a conciliatory 

gesture by the Kim regime.  The U.S. refrained from severely criticizing North Korea after this 
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earlier launch.  However, yesterday’s action is far more provocative.  The U.S. has been Japan’s 

defender since the end of WWII.  If the U.S. is seen as not defending Japan, it will raise fears 

that American policy in the region has changed and likely bring a sharp escalation of defense 

spending among our allies.   

 

In response, South Korea dropped eight MK-841 bombs from four South Korean Air Force 

warplanes near the 38th parallel as a show of force.  The UNSC is meeting to discuss additional 

sanctions.  Overall, though, it is doubtful that sanctions will have much of an impact.  So far, the 

Trump administration’s response to yesterday’s action has been guarded.  The president hasn’t 

mentioned anything on Twitter yet and is visiting Texas today; thus, the opportunity to say 

anything provocative may be delayed.  It should be noted that during last week’s rally in Phoenix 

the president suggested his tough talk appeared to be working as Kim Jong-un was not acting 

out; that perception has been shattered by this launch. 

 

Overall, North Korea’s action is quite worrisome.  This missile proves it can attack American 

military bases in Japan and Guam.   The launch appeared to come from a mobile launcher that 

was positioned near Pyongyang; most of the time, North Korea launches missiles from remote 

areas.  If the site is confirmed, this launch would suggest that Kim is putting missiles near areas 

of high population with the idea that the U.S. is less likely to strike missile sites before launch if 

they are near civilians.  If North Korea can demonstrate it can hit the U.S. mainland, Kim Jong-

un may decide to test the idea that the Trump administration won’t risk a major U.S. city if 

Guam or Tokyo is attacked.  In other words, if North Korea lobs a nuclear weapon on Guam, 

will the U.S. respond with a major nuclear first strike and risk a city in the western U.S.?  Simply 

put, the North Korean situation is getting complicated fast.  If conditions continue to escalate, it 

will put additional pressure on equity markets and the dollar. 

 

Harvey update: Although the storm isn’t over yet, it does appear that some refining capacity is 

being restarted.  Currently it appears that about 2.2 mbpd (roughly about 12.5% of capacity) is 

either down or at sharply reduced levels.  However, there are reports that some refiners, 

especially those south of Houston, are in the process of trying to restart their facilities.  Those 

facilities closer to Houston and the Ship Channel may take weeks before they can restart.  The 

Houston economy is roughly the size of Chicago; it will have a modest dampening impact on Q3 

and Q4 GDP (perhaps a 0.2% drag on GDP), but that will be offset early next year by rebuilding.   

 

More on tariffs: Last month, China and the U.S. were near an agreement where the former 

would cut its steel productive capacity in lieu of trade restrictions.  According to reports, 

Commerce Secretary Ross supported the decision but President Trump rejected it.  Instead, the 

president wants tariffs.  There are probably two reasons for this.  First, the president likely views 

any Chinese overture on trade skeptically.  Although the steel industry has too much global 

capacity, every producer wants some other producer to take the cuts.  Thus, China’s offer, if 

legitimate, was important.  However, there is no way for the U.S. to enforce China’s actions.  In 

the final analysis, the president may not have trusted China to follow through.  Second, tariffs are 

clear evidence to his base that he is taking steps to cut the U.S. trade deficit.  In other words, 

                                                 
1 This weapon is the largest of the MK-80 series of standard purpose weapons; although an unguided bomb, it is 
potent.  At 2,000 lbs, it is considered the third largest bomb in the U.S. conventional arsenal.   
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capacity cuts may or may not work and they are not obvious to the American people that U.S. 

steel jobs are being protected.  Tariffs are clear and convincing.  As we noted yesterday, tariffs 

invite retaliation.  We would expect China to put trade barriers on U.S. natural gas and 

agriculture products in response.  In addition, tariffs will make China less open to cooperating on 

the North Korean issue. 

 

U.S. Economic Releases 

 

The S&P CoreLogic CS 20-city Home Price Index came in above expectations at 5.65% 

compared to the forecast rise of 5.60% from the prior year.  The prior report was revised upward 

from 5.69% to 5.74%.  The S&P CoreLogic CS U.S. Home Price Index rose by 5.77% from the 

prior year.  The prior report was revised upward from 5.58% to 5.69%. 

 

 
 

The chart above shows the year-over-year change in the S&P CoreLogic CS Home Price Index. 

 

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

 

EDT Indicator Expected Prior Rating

10:00 Conference Board Consumer Confidence m/m aug 120.7 121.1 **

10:00 Conference Board Present Situation m/m aug 147.8 **

10:00 Conference Board Expectations m/m aug 103.3 **

Fed speakers or events

Economic Releases

No speakers or events scheduled  
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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 Jobless Rate y/y jul 2.8% 2.8% 2.8% *** Equity and bond neutral

Job-to-Applicant Ratio y/y jul 1.52 1.51 1.52 ** Equity and bond neutral

Overall Household Spending y/y jul -0.2% 2.3% 0.7% ** Equity bearish, bond bullish

Australia ANZ Roy Morgan Conumption y/y aug 113.5 109.2 ** Equity bullish, bond bearish

EUROPE

Germany GfK Consumer Confidence m/m sep 10.9 10.8 10.8 ** Equity and bond neutral

France Consumer Spending y/y jul 2.1% 0.5% 1.8% ** Equity bullish, bond bearish

GDP y/y 2q 1.7% 1.8% 1.8% *** Equity and bond neutral

UK Nationwide House Px y/y aug 2.1% 2.9% 2.5% ** Equity bearish, bond bullish

AMERICAS

Mexico Trade Balance m/m jul -1.523 bn 0.065 bn -1.036 bn ** Equity bearish, bond bullish

Canada Bloomberg Nanos Confidence m/m jul 59.7 61.0 ** Equity and bond neutral

Brazil Federal Debt Total m/m jul 3.341 tn 3.358 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. 

 

Today Prior Change Trend

3-mo Libor yield (bps) 132 132 0 Up

3-mo T-bill yield (bps) 99 99 0 Neutral

TED spread (bps) 33 32 1 Neutral

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

10-yr T-note (%) 2.17 2.17 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 26 26 0 Up

Currencies Direction

dollar down Neutral

euro up Up

yen down Neutral

pound up Down

franc up Down  
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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 $51.56 $51.89 -0.64%

WTI $46.62 $46.57 0.11%

Natural Gas $2.94 $2.93 0.38%

Crack Spread $19.92 $20.26 -1.68%

12-mo strip crack $18.33 $18.66 -1.78%

Ethanol rack $1.68 $1.68 0.17%

Gold $1,319.88 $1,310.13 0.74%

Silver $17.52 $17.45 0.36%

Copper contract $310.90 $308.60 0.75%

Corn contract 348.50$       351.00$       -0.71%

Wheat contract 423.75$       428.00$       -0.99%

Soybeans contract 935.50$       941.25$       -0.61%

Baltic Dry Freight 1209 1200 9

Actual Expected Difference

Crude (mb) -2.0

Gasoline (mb) -1.5

Distillates (mb) -0.4

Refinery run rates (%) -0.80%

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, and 

warmer to normal temperatures for the western region of the country.  Precipitation is expected 

for the eastern region of the country.  Tropical Storm Harvey is moving away from the Texas 

coast toward Louisiana, where it is expected to weaken thereafter. 
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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. 
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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.   



 

 

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

www.confluenceinvestment.com 

 7 

 
(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.  
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Data Section 

 

U.S. Equity Markets – (as of 8/28/2017 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 8/28/2017 close) 
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Source: Bloomberg

  
 

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,2 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. 

                                                 
2 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. 


