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[Posted: July 10, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 0.3% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 0.5% 

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.   

 

Happy Monday!  It’s officially mid-summer as baseball’s All-Star Game will be held tomorrow.   

 

Global markets are rather quiet this morning.  Here are the headlines: 

 

G-20: The U.S. is becoming steadily isolated in the world as per the design of the Trump 

administration (and, to be fair, this process predated this administration).  For example, the final 

communiqué noted free and fair trade, but there is really no way to accurately describe fair trade.  

Fair trade is a euphemism for trade barriers.  We have been discussing this issue for nearly a 

decade—the U.S. public is tired of the burdens of hegemony and this weekend’s meeting is 

further evidence that the administration is responding to that fatigue.  Although there is brave 

talk among the rest of the group about making policy, in reality, without the U.S., the world 

order would have to be restructured and there is no power on earth that can fill that role at this 

time.  Our initial take on the meeting with Putin was a draw; the Russians appear no closer to 

getting sanctions lifted and President Trump faces a new controversy over Russian involvement 

in the presidential election.  On the other hand, his pre-meeting speech in Poland appeared to be 

a hit.  It should be noted that there has always been tension over how one defines “the West.”  It 

is either an intellectual concept or a matter of national origin.  In the former definition, anyone 

from anywhere who agrees with free markets, open borders, deregulation and globalization is a 

member.  The latter requires the social and cultural membership in the European project.  

Although the first definition is usually considered the dominant one, the latter one has never 

gone away.  It is now becoming stronger and thus the idea of stronger nationalism is becoming 

more important.  That issue was evident in the meeting. 

 

Yellen this week: On Wednesday and Thursday, Chair Yellen will speak before Congressional 

committees in what we used to call the Humphrey-Hawkins Testimony.  We expect her to lay the 

groundwork for balance sheet reduction and at least one more hike this year (and maybe two).  

This could be her last testimony of this kind as her term will be near expiration during the next 

one. 

 

Oil prices remain soft: Oil prices failed to hold early overnight gains as OPEC indicated it will 

not consider further cuts at its meeting on July 24.  There is talk about capping Nigerian and 

Libyan output.  As we noted last week, the data suggest that prices are a bit cheap here but we 

aren’t looking for anything beyond a trading range market for now. 

 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 
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IS loses Mosul: Iraqi and allied troops have mostly eliminated IS fighters from Mosul.  

Although a great victory, pictures suggest it came at a horrific cost.  IS still controls areas in the 

region but it has lost a major urban center and is thus becoming a smaller threat.  On the other 

hand, the vacuum that the IS collapse will bring is perhaps an equally vexing problem.  The next 

battle for the region will involve powers filling these gaps that used to be under IS control.   

 

Grains up on dry, hot weather: The mercury is expected to top out at 97° today, with drought 

conditions in place in the spring wheat areas.  This is boosting grain prices.  This time of year, 

prices tend to swing every four hours as the NWS releases new maps.  Still, this hot weather will 

likely have some negative effect on crop yields; how much damage is dependent on how long the 

hot weather lasts. 

 

U.S. Economic Releases 

 

There were no economic releases prior to the publication of this report. The table below shows 

the economic releases and Fed events scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 Labor Market Conditions Index m/m jun 2.3 2.5 **

15:00 Consumer Credit m/m may $8.197 bn $13.500 b **

EST Speaker or event

23:05 John Williams speaks in Sydney

Economic Releases

Fed speakers or events

District or position

President of the Federal Reserve Bank of San Francisco  
 

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

China CPI y/y jun 1.5% 1.5% 1.6% *** Equity and bond neutral

PPI y/y jun 5.5% 5.5% 5.5% ** Equity and bond neutral

Japan Machine Orders y/y may 0.6% 2.7% 7.6% ** Equity bearish, bond bullish

BoP Current Account Balance y/y may 1.6539 tn 1.9519 tn 1.7928 tn ** Equity bearish, bond bullish

Trade Balance BoP Basis m/m may -.1151 tn 0.5536 tn -0.045 tn ** Equity bearish, bond bullish

Bankruptcies y/y jun -7.5% 19.5% ** Equity and bond neutral

India Local Car Sales m/m jun 136895 166630 * Equity and bond neutral

EUROPE

Eurozone Sentix Investor Confidence m/m jun 28.3 28.4 28.1 ** Equity and bond neutral

Germany Trade Balance m/m may 22.0 bn 18.1 bn 18.7 bn ** Equity bullish, bond bearish

Current Account Balance m/m may 17.3 bn 15.1 bn 15.4 bn ** Equity bullish, bond bearish

Exports m/m may 1.4% 0.9% 0.3% ** Equity bullish, bond bearish

Imports m/m may 1.2% 1.2% 0.3% ** Equity and bond neutral

France Bank of France Business Sentiment m/m may 103 105 106 ** Equity bearish, bond bullish

Switzerland Total Sight Deposits m/m jul 578.7 bn 578.6 bn ** Equity and bond neutral

Domestic Sight Deposits m/m jul 486.0 bn 490.1 bn * 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) 131 130 1 Up

3-mo T-bill yield (bps) 101 102 -1 Neutral

TED spread (bps) 30 29 1 Neutral

U.S. Libor/OIS spread (bps) 117 117 0 Up

10-yr T-note (%) 2.37 2.39 -0.02 Neutral

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

EUR/USD 3-mo swap (bps) 26 26 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. 
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Price Prior Change Explanation

Brent $46.25 $46.71 -0.98% Fears of oil glut

WTI $43.76 $44.23 -1.06%

Natural Gas $2.89 $2.86 1.01%

Crack Spread $17.75 $18.00 -1.39%

12-mo strip crack $15.65 $15.87 -1.40%

Ethanol rack $1.69 $1.68 0.08%

Gold $1,209.83 $1,212.46 -0.22% Stronger dollar

Silver $15.31 $15.62 -1.96%

Copper contract $264.00 $264.70 -0.26%

Corn contract 400.25$       392.50$       1.97%

Wheat contract 548.75$       535.00$       2.57%

Soybeans contract 1,035.00$    1,015.50$   1.92%

Baltic Dry Freight 822 829 -7

Actual Expected Difference

Crude (mb) -6.3 -2.5 -3.8

Gasoline (mb) -3.7 -2.0 -1.7

Distillates (mb) -1.9 0.0 -1.9

Refinery run rates (%) 1.10% 0.65% 0.5%

Natural gas (bcf) 72.0 66.0 6.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for most of the country.  

Precipitation is expected for the southeast and western regions.  The tropical cyclone developing 

in the south Atlantic has dissipated and is no longer a threat to enter 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 7, 2017 

 

One of the relationships we persistently monitor is the expectations of 10-year Treasury yields 

compared to the actual level of yields.  To do this, at the beginning of each year, we plot the rate 

forecasts from the Philadelphia FRB’s Professional Forecaster Survey.  The record of the 

forecasters has not been stellar. 
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The blue line on the chart shows the level of yield; the other lines show the consensus forecasts.  

The open boxes on the red lines are “misses” and the filled dots are “hits.”  The forecasters are 

wrong about 59% of the time. 

 

What is interesting to us is not the error rates but the fact that the direction of the error is 

consistent; the forecasters expect higher rates.  We suspect a major part of this was due to 

forecasters overestimating inflation.  It has been our position that globalization and deregulation 

are responsible for low inflation, not monetary policy.  We had little faith in central bank ability 

to cause inflation and so we have tended to be more dovish on long-term rates in our asset 

allocation portfolios. 
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Still, we have noticed that the downtrend in rates has mostly ended in 2012, while rates have 

been rangebound for the past five years.  Clearly, the forecasters are looking for an upside 

“breakout” in yields that has failed to materialize…so far. 
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Our 10-year T-note yield model puts fair value at 2.10%; thus, current yields are a bit high.  The 

model uses fed funds, long-term inflation trends, the yen/dollar exchange rate, oil prices and the 

yield on German bonds.  What is troubling for us is that if we just use the first two variables of 

the model, the fair value yield jumps to 3.03%, which is in the neighborhood of the current 

Philadelphia FRB forecast.  Simply put, international factors appear to be holding down fair 

value yields.  A weaker yen, higher oil prices or rising German sovereign yields will likely have 

a negative effect on the fair value yield.  Of the three, German yields are probably the most 

critical.  If the Eurozone avoids financial and political problems, it appears the ECB is prepared 

to begin slowly withdrawing stimulus.  If that’s the case, the forecasters may have a chance of 

being right this year.   

  

 
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 7/7/2017 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 7/7/2017 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 6, 2017 
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Based on our methodology,1 the current P/E is 19.9x, down 0.6x from last week.  The drop is due 

to rolling to Q3. 
 
 
 
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 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. 


