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[Posted: August 3, 2017—9:30 AM EDT]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is up 0.1% 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 down 0.4% and the Shenzhen index remaining unchanged.  U.S. equity index futures 

are signaling a lower open.  With 371 companies having reported, the S&P 500 Q2 earnings 

stand at $32.44, higher than the $31.42 forecast for the quarter.  The forecast reflects a 6.5% 

increase from Q2 2016 earnings.  Thus far this quarter, 70.9% of the companies reported 

earnings above forecast, while 19.4% reported earnings below forecast. 

 

Washington is shutting down for August, earnings remain solid and news flow is rather quiet.  

Here’s what we are watching today. 

 

BOE holds steady: The BOE held everything steady.  Its QE remains in place and rates were 

left unchanged.  The Monetary Policy Committee (MPC) voted 8-0 to keep buying Gilts but had 

two dissenters on rates, with two wanting hikes.  BOE Governor Carney warned that inflation is 

rising but also noted that wages are not keeping pace, meaning real wages in the U.K. are 

contracting.  This situation puts the BOE in a difficult spot; if it raises rates to ease inflation it 

will further harm households seeing weak wage growth, but if it allows inflation to keep rising it 

will further cut real wages unless wage growth improves.  We do expect rates to rise in the U.K. 

in the coming year but, like here, the pace of hikes will be slower than in the past.  The GBP fell 

sharply on the news and Gilt yields declined.   

 

A “clean” debt ceiling hike?  Politico is reporting1 that Senate Majority Leader McConnell and 

House Speaker Ryan are quietly trying to build a coalition of centrists from both parties to pass a 

straight increase in the debt ceiling.  This would avoid spending cuts from the Freedom Caucus 

and spending amendments from Democrats.  It isn’t clear if such a coalition is possible.  On the 

one hand, the debt ceiling is obscure enough that progressive opposition probably won’t be 

strong.  On the other hand, creating this coalition will isolate the Freedom Caucus and highlight 

internal GOP divisions.  Another complication is that the Democrat Party leadership will be 

sorely tempted to pay back the GOP for the series of debt ceiling crises President Obama 

endured.  And, that same leadership doesn’t want to pass a clean bill only to see the GOP push 

tax cuts on them soon after.  So far, financial markets expect smooth sailing on this issue; we 

remain concerned. 

 

Energy recap: U.S. crude oil inventories fell 1.5 mb compared to market expectations of a 3.3 

mb draw.   

                                                 
1 http://www.politico.com/story/2017/08/03/debt-ceiling-republicans-clash-congress-241263  

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.politico.com/story/2017/08/03/debt-ceiling-republicans-clash-congress-241263
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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.  Again this week there 

was no oil sold out of the Strategic Petroleum Reserve.  The authorized sale is nearly complete, 

as 16.2 mb have been released out of an authorized 17.0 mb.   

 

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

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

seasonal trough isn’t usually hit until mid-September.  Thus, we should see further stock 

withdrawals over the next six weeks.   

 

 
      (Source: DOE, CIM) 
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Based on inventories alone, oil prices are overvalued with the fair value price of $47.18.  

Meanwhile, the EUR/WTI model generates a fair value of $56.55.  Together (which is a more 

sound methodology), fair value is $53.38, meaning that current prices are well below fair value.  

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

inventories is also supportive.   

 

Oil prices have recovered from earlier weakness and are stalling at about the midpoint of the 

recent range. 

 

 
(Source: Bloomberg) 
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This chart shows the nearest oil futures price; we have placed a box that highlights the price 

range of $45 to $55 per barrel.  We have also set a downtrend line from the past three price 

peaks.  Prices are struggling to break that downtrend line, but if they do manage to move higher 

then resistance rests at $52 and $54 per barrel.  We would not expect prices to break out above 

$55.   

 

U.S. Economic Releases 

 

The June Challenger job cuts report fell by 37.6% 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. 

 

Initial jobless claims came in below expectations at 240k compared to the forecast of 243k.  The 

prior report was revised upward from 244k to 245k. 
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The chart above shows the four-week moving average of initial jobless claims.  The four-week 

moving average fell from 244.25k to 241.75k. 

 

The table below shows the economic releases scheduled for the rest of the day.  
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EDT Indicator Expected Prior Rating

9:45 Bloomberg Comsumer Comfort m/m jul 48.6 **

9:45 Markit US Services m/m jul 54.2 54.2 **

9:45 Markit US Composite m/m jul 54.2 **

10:00 ISM Non-Manfacturing Composite m/m jul 56.9 57.4 **

10:00 Factory Orders m/m jun 3.0% -0.8% **

10:00 Factory Orders ex Trans m/m jun -0.3% **

10:00 Durable Goods Orders m/m jun 0.00% 6.5% **

10:00 Durable ex Transportation m/m jun 0.2% **

10:00 Cap Goods Orders Nondef ex Air m/m jun -0.1% **

10:00 Cap Goods Ship Nondef ex Air m/m jun 0.2% **

Economic Releases

No speakers or events scheduled

Fed speakers or events

 
 

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 Caixin China PMI Composite m/m jul 51.9 51.1 ** Equity and bond neutral

Caixin China PMI Services m/m jul 51.5 51.6 ** Equity and bond neutral

Japan Japan buying foreign bonds m/m jul 1.067 tn 1.1786 tn * Equity and bond neutral

Japan buying foreign stocks m/m jul 0.1374 tn 0.2058 tn * Equity and bond neutral

Foreign buying Japan bonds m/m jul 0.2939 tn -0.1577 tn * Equity and bond neutral

Foreign buying Japan stocks m/m jul -0.1238 tn 0.2924 tn * Equity and bond neutral

Nikkei Japan PMI Services m/m jul 52.0 53.3 ** Equity and bond neutral

Nikkei Japan PMI Composite m/m jul 51.8 52.9 ** Equity and bond neutral

India Nikkei India PMI Services m/m jul 45.9 53.1 ** Equity bearish, bond bullish

Nikkei India PMI Composite m/m jul 46.0 52.7 ** Equity bearish, bond bullish

New Zealand ANZ Commodity Price m/m jul -0.8% 2.1% ** Equity and bond neutral

ANZ Job advertisements m/m jul -1.0% 1.3% ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Services m/m jul 55.4 55.4 55.4 ** Equity and bond neutral

Markit Eurozone Composite m/m jul 55.7 55.8 55.8 ** Equity and bond neutral

Retail Sales m/m jul 3.1% 2.6% 2.5% ** Equity bullish, bond bearish

Italy Markit/ADACI Italy Services m/m jul 56.3 53.6 54.1 ** Equity bullish, bond bearish

Markit/ADACI Italy Composite m/m jul 56.2 54.5 54.9 ** Equity bullish, bond bearish

Germany Markit Germany Services PMI m/m jul 53.1 53.5 53.5 ** Equity and bond neutral

Markit/ BME Germany Composite PMI m/m jul 54.7 55.1 55.1 ** Equity and bond neutral

UK Markit/CIPS UK Services PMI m/m jul 53.8 53.4 53.6 ** Equity and bond neutral

Markit/CIPS UK Composite PMI m/m jul 54.1 53.8 53.8 ** Equity and bond neutral

Russia Markit Russia PMI Services m/m jul 52.6 55.5 55.0 ** Equity and bond neutral

Markit Russia PMI Composite m/m jul 53.4 54.8 ** Equity and bond neutral  
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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) 131 131 0 Up

3-mo T-bill yield (bps) 104 105 -1 Neutral

TED spread (bps) 27 26 1 Neutral

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

10-yr T-note (%) 2.24 2.27 -0.03 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 up Neutral

pound down 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 $52.33 $52.36 -0.06%

WTI $49.56 $49.59 -0.06%

Natural Gas $2.84 $2.81 0.85%

Crack Spread $19.32 $19.69 -1.85%

12-mo strip crack $17.37 $17.57 -1.18%

Ethanol rack $1.70 $1.70 0.15%

Gold $1,267.85 $1,266.65 0.09% Weaker Dollar

Silver $16.56 $16.59 -0.15%

Copper contract $286.80 $288.45 -0.57%

Corn contract 375.50$       379.00$       -0.92% Weather Conditions

Wheat contract 457.00$       460.75$       -0.81%

Soybeans contract 960.00$       977.50$       -1.79%

Baltic Dry Freight 993 965 28

Actual Expected Difference

Crude (mb) -1.5 -3.3 1.8

Gasoline (mb) -2.5 -1.9 -0.7

Distillates (mb) -0.2 -1.0 0.8

Refinery run rates (%) 1.10% 0.00% 1.10%

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 8/2/2017 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 8/2/2017 close) 

 

-10.0% 0.0% 10.0% 20.0% 30.0%

Commodities

Cash

US Government Bond

Small Cap

US Corporate Bond

US High Yield

Real Estate

Mid Cap

Foreign Developed (local currency)

Large Cap

Foreign Developed ($)

Emerging Markets (local currency)

Emerging Markets ($)

YTD Asset Class Total Return

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), 



 

 

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

www.confluenceinvestment.com 

10 

 

P/E Update 
 

August 3, 2017 
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P/E as of 8/2/2017 = 20.1x

 
 

Based on our methodology,2 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. 

                                                 
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 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. 


