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[Posted: August 31, 2017—9:30 AM EDT]  Global equity markets are generally mixed this 

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

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

composite down 0.1% and the Shenzhen index up 0.3%.  U.S. equity index futures are signaling 

a higher open.   

 

It’s the last day of August.  Here is what we are watching today: 

 

Russian bank problem: Otkritie is a bank in Russia that has become insolvent.  The bank has 

close ties to the government and has apparently enjoyed rapid growth by absorbing the assets of 

smaller failed banks, often buying the assets at a deep discount.  Some of the deals are less than 

transparent and there are concerns that the bank’s management may have enriched itself at the 

expense of the state.  Otkritie represents about 3.7% of Russian bank assets,1 making it the fourth 

largest bank in the country.  This is important because, if not contained, it could trigger a broader 

financial panic.  Although we do expect the Russian central bank to engineer a bailout, the 

potential for a broader problem does exist.  Bank panics are crises of confidence; they can occur 

easily and once underway become difficult to contain.   

 

Kurds to vote: The Kirkuk Provincial Council voted on Tuesday to hold a Kurdistan 

independence referendum on September 25.  Iraq, the U.S. and Turkey will oppose this vote 

because a “yes” vote could begin the process of a Kurdish breakaway region.  Although Iraq 

probably can’t militarily force the Kurds to remain in Iraq, Turkey does have the capacity to 

prevent the creation of a Kurdish state, something it has opposed for nearly a century.  This vote 

should be viewed in the broader context that the post-WWI borders drawn up by French and 

British colonialists are steadily eroding and creating conditions where conflict could become 

constant.   

 

New America: The NYT reports2 that the New America Foundation, a center-left policy shop, 

has fired one of its members, Barry Linn.  Linn was the director of the Open Markets program 

that operated at New America.  Linn was thus part of the think tank and wrote extensively on the 

dangers of industry concentration, especially in technology.  According to reports, Linn 

supported the EU’s recent €2.4 bn fine on Google (GOOGL, 943.63). 3  All this seems rather 

appropriate; an analyst who studies industry concentration commenting on a fine levied by a 

legitimate government against anti-competitive behavior would be a normal part of the job.  

                                                 
1 https://www.ft.com/content/efc08f26-8d96-11e7-9084-d0c17942ba93?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56 (paywall) 
2 https://www.nytimes.com/2017/08/30/us/politics/eric-schmidt-google-new-america.html?_r=0  
3 https://www.nytimes.com/2017/06/27/technology/eu-google-fine.html  
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However, New America received more than $21 mm in funding from Google and others tied to 

the company.  Eric Schmidt, Google’s executive chairman, was also the chairman of New 

America until last year.  Linn’s comments were taken down from New America’s website, but 

then they returned.  Later, Linn was relieved of his duties.   

 

We have watched the steady concentration of market power in the tech sector for years.  As 

students of history, the behavior of the tech industry now is strikingly similar to the behavior of 

the robber barons of 1890-1910.  It should be noted that the former era ended when President 

Teddy Roosevelt began a trust-busting campaign that eventually led to the Sherman Anti-Trust 

act.   

 

Why do we comment on this?  First, equity markets have been supported by the performance of 

the tech sector, especially the large cap area of the sector.  Although there is no doubt that the 

companies in this sector provide wildly popular products and services, they are sometimes 

provided from the aggressive suppression of wages.  In the earlier era, the trusts often abused 

their market power by high prices.  The tech companies, for the most part, don’t act in this 

fashion.  In fact, their influence in improving market transparency is one of the causal factors for 

keeping inflation at bay (technology’s role in globalization should not be underestimated either).  

But, the tech firms have kept a lid on wage growth, sometimes through nefarious means.4  

Although Google denies any role in Linn’s firing, it looks pretty obvious that Anne-Marie 

Slaughter5 felt compelled to quash Linn’s complaints.  If the government concludes that the tech 

sector’s influence has become dangerous, we could see attempts to constrain it through 

regulation.  This could mean that the large firms are broken up (à la Standard Oil) or heavily 

regulated, which may affect equity market performance. 

 

Second, the tech issue exposes the political fault lines in the U.S.  The center-left establishment, 

primarily the establishment of the Democrat Party, is tightly aligned with the tech sector.  

Technology has less representation in the center-right, the establishment wing of the GOP.  

Interestingly enough, populist leaders on both the right and left are becoming quite jaded with 

the tech firms.6  Political support for the tech sector may be narrowing, which may increase the 

likelihood that an adverse regulatory environment will develop. 

 

We live in an age of mostly unfettered technological change; that wasn’t always the case.  In the 

past, regulators would slow the advent of new technology through regulations that made the 

investment in new technology appear less attractive.  As a thought experiment, how attractive 

would it look to shift to driverless trucks if two human drivers had to be in the cab and paid even 

if they had nothing to do?  In an era of low inflation and low inflation expectations, there will be 

a growing temptation to preserve jobs by limiting the disruptive effects of technological change.  

The “ham-fisted” firing of Mr. Linn is perhaps an indication that the sector’s leaders are 

becoming concerned.  This is a trend we will continue to monitor. 

                                                 
4 https://www.theguardian.com/technology/2014/apr/24/apple-google-settle-antitrust-lawsuit-hiring-collusion  
5 Ms. Slaughter is a proponent of the “responsibility to protect” doctrine, a Wilsonian interventionist foreign policy 
stance. https://en.wikipedia.org/wiki/Anne-Marie_Slaughter 
6 http://www.breitbart.com/tech/2017/07/28/report-steve-bannon-wants-google-facebook-to-be-regulated-like-
utilities/ and https://www.recode.net/2016/6/29/12060804/elizabeth-warren-apple-google-amazon-competition  

https://www.theguardian.com/technology/2014/apr/24/apple-google-settle-antitrust-lawsuit-hiring-collusion
https://en.wikipedia.org/wiki/Anne-Marie_Slaughter
http://www.breitbart.com/tech/2017/07/28/report-steve-bannon-wants-google-facebook-to-be-regulated-like-utilities/
http://www.breitbart.com/tech/2017/07/28/report-steve-bannon-wants-google-facebook-to-be-regulated-like-utilities/
https://www.recode.net/2016/6/29/12060804/elizabeth-warren-apple-google-amazon-competition
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Energy Recap: U.S. crude oil inventories fell 5.4 mb compared to market expectations of a 2.0 

mb draw. 
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This chart shows current crude oil inventories, both over the long term and the last decade.  We 

have added the estimated level of lease stocks to maintain the consistency of the data.  As the 

chart shows, inventories remain historically high but they are declining.  In fact, we are now 

below last year’s seasonal low, made in September. 

 

As the seasonal chart below shows, inventories are usually well into their seasonal withdrawal 

period.  Even with the SPR sales, we have already seen a larger than normal seasonal decline; in 

fact, the drop is rather remarkable.  It should be noted that the seasonal trough is coming soon.   

 

 
(Source: DOE, CIM) 
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Based on inventories alone, oil prices are deeply undervalued with the fair value price of $55.05.  

Meanwhile, the EUR/WTI model generates a fair value of $64.39.  Together (which is a more 

sound methodology), fair value is $60.13, meaning that current prices are well below fair value.  

Although the most bullish factor for oil currently is dollar weakness, the rapid decline in 

inventory levels is also supportive.   

 

So far, the oil market is assuming that Harvey will be bearish for oil prices.  This makes sense, 

although it should be noted that oil inventories took several weeks to rise during Hurricane 

Katrina. 

 

 
(Source: DOE, CIM) 
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This chart shows when Katrina made landfall, indicated by the vertical blue line on the chart.  It 

dissipated about eight days later.  Note that inventories declined. 

 

 
(Source: DOE, CIM) 

 

During Katrina, refinery operations did drop significantly.  We expect them to decline again but 

in a much quicker fashion this time. 

 

 
(Source: DOE, CIM) 

 

What the markets may be missing is that crude oil imports will drop as well.  Obviously, U.S. oil 

production is significantly higher now than it was in 2005.  But, this weakness in oil prices is 

probably not justified given the rather impressive decline in inventories and dollar weakness.  

Still, we expect the markets to need evidence of slower inventory increases before prices recover.   
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U.S. Economic Releases 

 

Initial jobless claims came in below expectations at 236k compared to the forecast of 238k.  The 

prior report was revised upward from 234k to 235k.   
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The chart above shows the four-week moving average of initial jobless claims.  The four-week 

moving average fell from 238k to 236.75k.  In the coming weeks, Hurricane Harvey will 

dramatically affect the claims data; initially, claims may decline because Houston area residents 

will find it difficult to submit a claim for insurance.  Later, we expect a large jump in claims; 

Katrina, as we noted earlier in the week, led to a 100k rise.  A similar outcome is possible with 

Harvey.  It won’t last for more than a couple of months but it will make the data look unusually 

weak. 

 

The August Challenger job cuts report rose by 5.1% from the prior year.  The index measures the 

number of announced job cuts by employers, which is a proxy for future layoffs but does not 

necessarily indicate the state of current layoffs. 

 

Personal income came in above expectations, rising 0.4% from the prior month compared to the 

forecast gain of 0.3%.  Personal spending came in below expectations, rising 0.3% from the prior 

month compared to the forecast gain of 0.4%.  The prior month’s gain was revised upward from 

0.1% to 0.2%.  Real personal spending came in below expectations, rising 0.2% from the prior 

month compared to the forecast gain of 0.3%.  The prior month’s report was revised upward 

from unchanged to a gain of 0.2%. 
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The chart above shows the year-over-year change in personal income.  

 

The PCE deflator was in line with forecasts, rising 0.1% from the prior month.  Core PCE was 

also in line with expectations, rising 0.1% from the prior month.  From last year, core PCE fell to 

1.4% from 1.5%, showing that inflation pressures remain muted. 

 

 
 

The chart above shows the year-over-year change in core PCE and core CPI.  Declining core CPI 

and PCE suggest that Fed tightening may have had an effect on inflation.  If this pattern persists, 

we expect the Fed to reconsider its current pace of raising rates, especially since the effects of 

balance sheet contraction on the economy are unclear. 
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The table below shows the economic releases scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

9:45 Chicago Purchasing Manager m/m aug 58.5 58.9 **

9:45 Bloomberg Consumer Comfort m/m aug 52.8 **

10:00 Pending Home Sales m/m jul 0.30% 1.5% **

10:00 Pending Home Sales y/y jul 0.5% 0.7% **

Fed speakers or events

Economic Releases

No speakers or events scheduled  
 

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

China Manufacturing PMI m/m aug 51.7 51.4 51.3 ** Equity bullish, bond bearish

Non-manufacturing PMI m/m aug 53.4 54.5 ** Equity and bond neutral

Swift Global Payments CNY m/m jul 2.0% 2.0% ** Equity and bond neutral

Japan Japan buying foreign bonds m/m aug 359.6 bn -453.2 bn ** Equity and bond neutral

Japan buying foreign stocks m/m aug 218.0 bn 320.7 bn ** Equity and bond neutral

Foreign buying Japan bonds m/m aug 504.6 bn -185.1 bn ** Equity and bond neutral

Foreign buying Japan stocks m/m aug -246.0 bn -300.1 bn ** Equity and bond neutral

Industrial Production y/y jul 4.7% 5.5% 5.2% *** Equity bearish, bond bullish

Loan & Discounts Corp y/y jul 3.8% 4.1% ** Equity and bond neutral

Vehicle Production y/y jul 1.4% 6.9% ** Equity and bond neutral

India Eight Infrastructure Industries m/m jun 2.4% 0.4% ** Equity and bond neutral

Australia Private Sector Credit m/m jul 0.5% 0.6% 0.5% ** Equity and bond neutral

Private Capital Expenditure q/q 2q 0.8% 0.3% 0.2% ** Equity bullish, bond bearish

New Zealand ANZ Activity Outlook y/y aug 38.2 40.3 ** Equity and bond neutral

ANZ Business Confidence y/y aug 18.3 19.4 ** Equity and bond neutral

EUROPE

Eurozone Unemployment Rate m/m jul 9.1% 9.1% 9.1% *** Equity and bond neutral

CPI Estimate m/m aug 1.5% 1.3% 1.4% *** Equity and bond neutral

CPI Core m/m aug 1.2% 1.2% 1.2% *** Equity and bond neutral

Germany Retail Sales m/m aug 2.7% 1.5% 2.9% ** Equity and bond neutral

Unemployment Change m/m aug -5k -9k -6k *** Equity and bond neutral

Unemployment Claims Rate m/m aug 5.7% 5.7% 5.7% *** Equity and bond neutral

France CPI y/y aug 0.9% 0.7% 0.9% *** Equity and bond neutral

PPI y/y jul 1.5% 1.4% ** Equity and bond neutral

Italy Unemployment Rate y/y jul 11.3% 11.1% 11.1% *** Equity bearish, bond bullish

AMERICAS

Brazil National Unemployment Rate m/m jul 12.8% 13.0% 13.0% *** Equity and bond neutral

Canada GDP m/m jun 4.3% 4.6% 4.1% *** Equity bullish, bond bearish  
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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) 98 100 -2 Neutral

TED spread (bps) 33 32 1 Neutral

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

10-yr T-note (%) 2.14 2.13 0.01 Neutral

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

EUR/USD 3-mo swap (bps) 27 27 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 $51.35 $50.86 0.96% Bullish IEA Report

WTI $46.21 $45.96 0.54%

Natural Gas $2.93 $2.94 -0.37%

Crack Spread $24.20 $23.07 4.92%

12-mo strip crack $19.03 $19.10 -0.38%

Ethanol rack $1.67 $1.67 -0.16%

Gold $1,306.24 $1,308.60 -0.18%

Silver $17.36 $17.43 -0.40%

Copper contract $311.30 $308.70 0.84%

Corn contract 344.50$       345.50$       -0.29%

Wheat contract 431.00$       429.75$       0.29%

Soybeans contract 933.50$       933.25$       0.03%

Baltic Dry Freight 1181 1203 -22

Actual Expected Difference

Crude (mb) -5.4 -2.0 -3.4

Gasoline (mb) 0.0 -1.5 1.5

Distillates (mb) 0.7 -0.4 1.1

Refinery run rates (%) 1.20% -0.80% 2.0%

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 to normal temps in the western region and precipitation expected in the eastern 

region.  Tropical Depression Harvey is currently moving across Louisiana and is expected to 

fully dissipate by Friday. 
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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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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.  
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Data Section 

 

U.S. Equity Markets – (as of 8/30/2017 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 8/30/2017 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 31, 2017 
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P/E as of 8/30/2017 = 20.4x

 
 

Based on our methodology,7 the current P/E is 20.4x, 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. 

                                                 
7 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. 


