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[Posted: August 2, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is down 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

0.3% from the prior close.  Chinese markets were down, with the Shanghai composite down 

0.2% and the Shenzhen index down 0.7%.  U.S. equity index futures are signaling a higher open.  

With 328 companies having reported, the S&P 500 Q2 earnings stand at $32.30, higher than the 

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

Thus far this quarter, 71.0% of the companies reported earnings above forecast, while 19.2% 

reported earnings below forecast. 

 

It was a quiet overnight trade.  The Reserve Bank of India did cut rates as expected.  Here are the 

trending news items we are watching: 

 

Trade war with China: Several media outlets are reporting that the administration is opening a 

broad investigation into China’s trade practices with regard to intellectual property.1  China has 

pressed U.S. companies to reduce licensing fees, demanded joint ventures and is now requiring 

tech firms to set up China-based data centers if they want to do business in the country.  

Complaints from U.S. companies over China’s behavior have been rising for some time.  

Previous administrations and the companies themselves have tolerated these behaviors; the 

former to maintain relations and the latter to maintain access to Chinese markets.  However, U.S. 

companies have become increasingly jaded about prospects for growth in China.  We suspect 

that in the coming years China will be forced to see its growth fall by at least 50% to constrain 

debt growth.  At lower growth rates, the indignities that China enforces become a bigger issue.  

Of course, the president ran on a protectionist platform, promising to boost jobs by reducing the 

trade deficit.  Up until now, the administration was offering China continued supportive trade 

relations if the Xi government constrained North Korea.  Now that it is apparent China is either 

unable or unwilling to act on North Korea, the president is moving on trade against China.  It’s 

difficult to measure the impact from a trade war with China.  Bilateral trade conflicts are 

complicated—we could see trade flows simply move to other nations and China won’t be all that 

affected.  On the other hand, given the complexity of global trade we may see unexpected 

outcomes, both positive and negative.  One thing to remember about trade is that the outcomes 

are full of tradeoffs.  Improving the standing of one party almost always comes at a cost to 

another.  The uncertainty factor alone could dampen both business and consumer sentiment. 

 

                                                 
1 https://www.wsj.com/articles/u-s-plans-trade-measures-against-china-1501635127 (paywall)  
https://www.nytimes.com/2017/08/01/business/trump-china-trade-intellectual-property-section-
301.html?hp&action=click&pgtype=Homepage&clickSource=story-heading&module=first-column-
region&region=top-news&WT.nav=top-news&_r=0  

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

https://www.wsj.com/articles/u-s-plans-trade-measures-against-china-1501635127
https://www.nytimes.com/2017/08/01/business/trump-china-trade-intellectual-property-section-301.html?hp&action=click&pgtype=Homepage&clickSource=story-heading&module=first-column-region&region=top-news&WT.nav=top-news&_r=0
https://www.nytimes.com/2017/08/01/business/trump-china-trade-intellectual-property-section-301.html?hp&action=click&pgtype=Homepage&clickSource=story-heading&module=first-column-region&region=top-news&WT.nav=top-news&_r=0
https://www.nytimes.com/2017/08/01/business/trump-china-trade-intellectual-property-section-301.html?hp&action=click&pgtype=Homepage&clickSource=story-heading&module=first-column-region&region=top-news&WT.nav=top-news&_r=0


 

 

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

www.confluenceinvestment.com 

 2 

Growing divisions within the White House: In one sense, this isn’t news.  After all, we have 

seen a number of firings from this administration.  However, one trend we are starting to notice 

is that cabinet members and others are directly contradicting the president.  President Trump 

clearly wants better relations with Russia, while VP Pence visits the borderlands in Russia’s near 

abroad and supports expanding NATO, a red line for Putin.  The president supports Saudi Arabia 

and the GCC against Qatar, while again SOS Tillerson visits to broker a peace deal and suggests 

that the GCC’s demands on Qatar are excessive.  President Trump engages in harsh rhetoric 

against North Korea; SOS Tillerson says today the U.S. does not seek regime change in the 

Hermit Kingdom and tells Kim Jong-Un that “we are not your enemy.”2  President Trump 

strongly suggests that he would like to decertify Iran3 and scuttle the nuclear deal President 

Obama negotiated with Tehran; both Tillerson and DOD Mattis indicate Iran is meeting its treaty 

obligations.4  The AP is reporting that Mattis and CoS Kelly agreed early on in the Trump 

presidency that one of them should always be in the U.S. “to keep tabs on the orders rapidly 

emerging from the White House.”  Increasingly, we are seeing members of the cabinet moving to 

constrain the president.  So far, Trump is submitting to these actions.  It remains to be seen how 

long he will tolerate these differences. 

 

The debt ceiling: Treasury Secretary Mnuchin suggested yesterday that the Democrats should 

support efforts to raise the debt ceiling.  The party leadership declined the offer.  There are 

rumblings from the Freedom Caucus that they will demand spending cuts to raise the ceiling.  

This wing of the GOP is starting to look like it intends to hold its own party and the White House 

hostage. 

 

U.S. Economic Releases 

 

Mortgage applications fell 2.8% from the prior week.  Purchases and refinancing fell by 2.0% 

and 3.8%, respectively.  The average 30-year fixed rate mortgage remained unchanged from the 

prior week at 4.17%. 

 

The ADP employment change came in below expectations at 178k compared to the forecast of 

190k.  The prior report was revised upward from 158k to 191k. 

 

                                                 
2 https://www.ft.com/content/485dffe8-76fd-11e7-90c0-
90a9d1bc9691?emailId=5981537c1d69e900049eab93&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 
(paywall) 
3 https://www.nytimes.com/2017/08/02/opinion/trump-killing-iran-nuclear-deal.html  
4 https://www.reuters.com/article/us-usa-tillerson-iran-idUSKBN1AH5E7  
http://www.cnn.com/2017/04/19/politics/tillerson-iran-deal/index.html  

https://www.ft.com/content/485dffe8-76fd-11e7-90c0-90a9d1bc9691?emailId=5981537c1d69e900049eab93&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/485dffe8-76fd-11e7-90c0-90a9d1bc9691?emailId=5981537c1d69e900049eab93&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.nytimes.com/2017/08/02/opinion/trump-killing-iran-nuclear-deal.html
https://www.reuters.com/article/us-usa-tillerson-iran-idUSKBN1AH5E7
http://www.cnn.com/2017/04/19/politics/tillerson-iran-deal/index.html
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The chart above shows the change in ADP employment and private payrolls.  A low ADP 

employment change number signals a weak BLS non-farm payroll report for Friday.   

 

There are no economic releases scheduled today.  The table below shows the Fed events 

scheduled for the rest of the day.  

 

EST Speaker or event

11:00 Loretta Mester speaks to Community Banking Conference

15:30 John Williams speaks in Las Vegas on Monetary Policy President of the Federal Reserve Bank of San Francisco

President of the Federal Reserve Bank of Cleveland

Economic Releases

 No economic releases today

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

ASIA-PACIFIC

Japan Monetary Base y/y jul 15.6% 17.0% * Equity and bond neutral

Monetary Base End of period m/m jul 468.3 tn 468.0 tn * Equity and bond neutral

Consumer Confidence Index m/m jul 43.8 43.3 43.5 *** Equity bullish, bond bearish

Australia Building Approvals m/m jun 10.9% -5.6% 1.0% ** Equity bullish, bond bearish

New Zealand Unemployment Rate m/m 2q 4.8% 4.9% 4.8% *** Equity and bond neutral

Participation Rate m/m 2q 70.0% 70.6% 70.6% ** Equity and bond neutral

Employment Change m/m 2q 3.1% 5.7% 4.1% ** Equity and bond neutral

EUROPE

Eurozone PPI y/y jun 2.5% 3.3% 2.5% ** Equity and bond neutral

UK Market/CIPS UK Construction m/m jul 51.9 54.8 54.0 *** Equity and bond neutral

Switzerland SECO Consumer Confidence m/m jul -3 -8 -3 ** Equity bearish, bond bullish

Retail Sales Real y/y jul 1.5% -0.3% ** Equity and bond neutral

PMI Manufacturing m/m jul 60.9 60.1 58.8 ** Equity bullish, bond bearish

Russia Reserve Fund m/m jul $16.9 bn $16.7 bn ** Equity and bond neutral

Wellbeing Fund y/y jul $74.7 bn $74.2 bn ** Equity and bond neutral

AMERICAS

Mexico Vehicle Domestic Sales AMIA m/m jul 122110 127410 ** Equity and bond neutral

Canada Markit Canada Manufacturing PMI m/m jul 55.5 54.7 ** Equity bullish, bond bearish  
 

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) 131 131 0 Up

3-mo T-bill yield (bps) 106 105 1 Neutral

TED spread (bps) 26 26 0 Neutral

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

10-yr T-note (%) 2.27 2.25 0.02 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 down Down

Central Bank Action Prior Expected

RBI Repurchase Rate 6.000% 6.250% 6.000% On forecast

RBI Reverse Repo Rate 5.750% 6.000% 5.750% On forecast

RBI Cash Reserve 4.000% 4.000% 4.000% 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. 
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Price Prior Change Explanation

Brent $51.85 $51.78 0.14% Bearish API

WTI $49.10 $49.16 -0.12%

Natural Gas $2.80 $2.82 -0.60%

Crack Spread $20.51 $20.34 0.87%

12-mo strip crack $17.73 $17.71 0.08%

Ethanol rack $1.69 $1.70 -0.10%

Gold $1,267.15 $1,268.76 -0.13%

Silver $16.67 $16.71 -0.29%

Copper contract $287.30 $288.10 -0.28%

Corn contract 379.75$       376.50$       0.86%

Wheat contract 465.50$       461.25$       0.92%

Soybeans contract 978.00$       971.75$       0.64%

Baltic Dry Freight 965 946 19

Actual Expected Difference

Crude (mb) -3.3

Gasoline (mb) -1.9

Distillates (mb) -1.0

Refinery run rates (%) 0.00%

Natural gas (bcf) 19.0

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.  There are currently no tropical cyclone formations in the Gulf of Mexico.
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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.  

 

July 28, 2017 

 

As the S&P 500 steadily rises to new highs, concerns about a correction will likely increase.  

Since 1987, major market pullbacks have been associated with recessions and there isn’t much 

evidence to suggest the business cycle is set to turn.  In the absence of a recession, we tend to 

look for factors that could trigger a market decline. 

 

The first factor we are watching is liquidity. 
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This chart examines the S&P 500 on a weekly close basis compared to the level of retail money 

market funds.  Since the Great Financial crisis, equity markets have tended to trend upward until 

money market fund levels fall to around $900 bn.  These periods are shown in orange on the 

above chart.  It appears that households are uncomfortable with cash levels much below this 

level and buying tends to “dry up” once money market assets fall to around $900 bn.  Current 

cash levels appear ample which will probably support steady gains in equities. 

 

Exogenous events are another factor.  These can be political, social, geopolitical, etc.  There is a 

myriad of potential events that could undermine investor sentiment, including instability in the 

Middle East, an escalation of tensions with North Korea, a debt ceiling crisis or disappointment 

on tax reform, to name a few.  In terms of the usual political cycle, we are rapidly approaching a 

period where “disenchantment” sets in.   
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This chart shows the performance of the S&P 500 on a weekly close basis, indexed to the first 

weekly close of the election year.  Our study begins in 1928.  We have segregated new GOP 

administrations in the average and compared market action to the current administration.  

Although the fit isn’t perfect, the general direction of the market under Trump is reasonably 

consistent with past incoming Republican presidents.  If the pattern continues, this study would 

suggest a period of weakness is in the offing.  We use these studies more for signals of trend, not 

necessarily as pure forecasts.  And, because they are historical studies, their relevance is 

somewhat questionable in that the issues surrounding each administration are different.  Still, the 

chart does suggest that a GOP win initially raises investor sentiment but this sentiment appears to 

deteriorate sometime in late summer of the first year in office, as the difficulties of legislating 

become more obvious.  With the current turmoil in Washington, not to mention a broad set of 

geopolitical issues, a period of market turbulence would not be a shock. 

 

Combining the two studies would suggest that there is enough available liquidity to prevent a 

significant pullback as suggested by the election year chart.  We would not be surprised to see a 

few weeks of market consolidation, especially if tax reform talks stall or other issues arise.  

However, there is nothing in the data that suggests a recession is imminent and thus pullbacks in 

equities will probably be modest.   

   

  
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 8/1/2017 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 8/1/2017 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 
 

July 27, 2017 
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P/E as of 7/26/2017 = 20.1x

 
 

Based on our methodology,5 the current P/E is 20.1x, up 0.1x from last week.  The increase in 

the multiple is due to rising equity prices. 
 
 
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. 


