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[Posted: July 11, 2017—9:30 AM EDT]  Global equity markets are generally lower this 

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

closed up 1.3% from the prior close.  Chinese markets were down, with the Shanghai composite 

down 0.3% and the Shenzhen index down 0.7%.  U.S. equity index futures are signaling a lower 

open.   

 

It’s another quiet summertime morning.  Here are the headlines we are watching: 

 

It’s official—Randal Quarles is likely the newest Fed governor: The Trump administration 

formally nominated Quarles for the chair vacated by Dan Tarullo.  His name has been in the 

media for several weeks, so the actual news wasn’t a surprise (since the GOP controls the Senate, 

his approval is a virtual lock).  In fact, the surprise is that it took this long to make it official.  It 

seems the administration wanted to fill all three openings at once; however, it was struggling to 

come up with a third candidate who would represent the community banks (it is widely expected 

that Marvin Goodfriend will also be nominated soon).  We expect Quarles to be bank friendly; 

he has supported lower capital requirements and has mostly represented the industry in his 

private law career.  He has also supported rules-based monetary policy, although there isn’t a lot 

of evidence that this is a core belief that would turn him into a hawk.  Overall, we look for 

moderate voting pattern from Quarles until proven otherwise. 

 

U.S. to move unilaterally on North Korea: The WSJ is reporting1 that the administration is 

unilaterally tightening sanctions on the Hermit Kingdom and targeting Chinese companies and 

banks that do business with the Kim regime.  The Treasury is specifically going after offshore 

dollar accounts held by North Korea with the cooperation of Chinese companies.  We have 

doubts that these moves will make much difference but it does suggest the White House is in no 

hurry to engage North Korea militarily.  The same paper has an interview with Robert Gates on 

how he would address the North Korean problem; as one would expect, it relies on China to 

bring the Kim regime to heel.2  There’s a lot to like in the Gates proposal.  One thing we would 

add—if China fails to deliver, the U.S. would support strategic nuclear weapons in Japan.  

Nothing would get China’s attention faster. 

 

War games: The U.S., Japanese and Indian navies are holding exercises in the Indian Ocean.  

The People’s Liberation Army Navy has been sending an increasing number of warships into the 

Indian Ocean, raising India’s concerns.  Sea lanes are a critical part of China’s “one belt, one 

                                                 
1 https://www.wsj.com/articles/u-s-prepares-to-act-alone-against-north-korea-
1499707831?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-
stories  
2 https://www.wsj.com/articles/what-would-gates-do-a-defense-chiefs-plan-for-north-korea-1499697227?tesla=y  
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road” trade route goal and India is a potential road (or better, “sea”) block to completing this 

goal.  India has historically focused on its northern border with China as a security threat (India’s 

primary threat remains Pakistan), but is now realizing that the PRC’s rapidly improving blue 

water navy means it is now facing a southern naval threat as well.  India’s response appears to be 

to team up with the U.S. and Japan to constrain China.  We note that Australia has traditionally 

participated in these exercises but pressure from China led the country to withdraw from the 

games.  The fact that China’s economic influence is affecting how Australia manages its 

participation in regional security is a worry. 

 

Rising U.S. oil exports: The FT3 is reporting that an influential study says the U.S. will be 

exporting more oil than most OPEC members by 2020.  Surging U.S. production and changes in 

trade regulation are expected to boost exports to perhaps four times the current level by the 

aforementioned year.  According to the report, U.S. exports could reach 2.3 mbpd by 2020, 

which would exceed the exports of all OPEC members except for the UAE, Iraq and Saudi 

Arabia.  The U.S. is rapidly becoming a supply threat to OPEC and, over the longer term, lower 

oil prices are probably inevitable.  However, in the near term, the Saudi IPO will likely keep 

prices mostly in the $45 to $55 price range. 

 

The battle for bitcoin: Although this issue is well known among the cryptocurrency 

cognoscente, there is a rapidly rising ideological split in the bitcoin community.  The issue, 

simply put, is whether the cryptocurrency should evolve into a payment system that would be 

used by mainstream corporations and the financial system or whether it should be a libertarian 

alternative to precious metals.  When bitcoin was created, to protect it from cyber-attacks, the 

design put a ceiling on the number of transactions the blockchain (the distributed ledger of 

transactions) could process.  As bitcoin has become more popular, this limit has slowed 

processing times and processing fees have increased.  This has made bitcoin less popular as a 

medium of exchange; simply put, a credit card within the banking system is looking more 

attractive as a means of payment.  To create bitcoin, “miners” process algorithms using large 

computers; the miners want to solve the problem by boosting the size of each blockchain.  The 

other proposal, supported by the developers of the bug-proof software, is to move some of the 

ledger data off the blockchain to be managed outside the network.  A compromise is possible.  

The miners could get a partial increase in the blockchain size in return for moving some of the 

data off the main network.  The key date is August 1.  On that day, the majority of miners must 

adopt a new protocol called “SegWit.”  If they don’t, it is possible that two versions of bitcoin 

could begin circulating.  Although bitcoin remains a bit of a sideshow in the financial system, a 

breakdown could have unexpected effects in the financial system.  We will continue to monitor 

this issue.4  

 

 

 

 

                                                 
3 https://www.ft.com/content/96df15aa-65b7-11e7-8526-
7b38dcaef614?emailId=5964507e4c37ad0004e739fb&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
4 https://www.bloomberg.com/news/articles/2017-07-10/bitcoin-risks-splintering-as-civil-war-enters-critical-
month  

https://www.ft.com/content/96df15aa-65b7-11e7-8526-7b38dcaef614?emailId=5964507e4c37ad0004e739fb&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/96df15aa-65b7-11e7-8526-7b38dcaef614?emailId=5964507e4c37ad0004e739fb&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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U.S. Economic Releases 

 

NFIB Small Business Optimism came in below expectations at 103.6 compared to the forecast of 

104.4.  Optimism has been elevated since the election of Donald Trump, therefore we assume 

that the drop is a reflection of optimism reverting back to its central tendency of 100.  That being 

said, if optimism were to fall below 100, it would be cause for concern. 
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The table below shows the economic releases and Fed events scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 Jolts Job Opening m/m may 5950 6044 **

10:00 Wholesale Inventories m/m may 0.3% 0.3% **

10:00 Wholesale Trade Sales m/m may -0.4% **

EST Speaker or event

12:30 Lael Brainard Speaks on Monrtary Policy in New York

Economic Releases

Fed speakers or events

District or position

Member of the Board of Governors  
 

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 
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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 Eco Watchers Survey Current m/m jun 50.0 48.6 49.0 ** Equity and bond neutral

Eco Watchers Survey Outlook m/m jun 50.5 49.6 50.3 ** Equity and bond neutral

Money Stock M2 y/y jun 3.9% 3.9% 3.9% ** Equity and bond neutral

Money Stock M3 y/y jun 3.3% 3.4% 3.4% ** Equity and bond neutral

Machine Tools Orders y/y jun 31.1% 24.5% * Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption m/m jul 113.0 114.5 ** Equity and bond neutral

NAB Business Conditions m/m jun 15 12 ** Equity and bond neutral

NAB Business Confidence m/m jun 9 7 ** Equity and bond neutral

Home Loans m/m may 1.0% -1.9% 1.5% ** Equity and bond neutral

Investment Lending m/m may -1.4% -2.3% ** Equity and bond neutral

Owner-Occupier Loan Value m/m may 2.9% -1.1% * Equity and bond neutral

New Zealand Card Spending Retail m/m jun 0.0% -0.4% 0.8% * Equity and bond neutral

Card Spending Total m/m jun 0.1% -0.2% * Equity and bond neutral

EUROPE

Italy Industrial Production y/y may 2.8% 1.0% 2.0% *** Equity bullish, bond bearish

AMERICAS

Canada Housing Starts m/m jun 212.7k 194.7k 200.0k ** 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) 103 102 1 Neutral

TED spread (bps) 28 28 0 Neutral

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

10-yr T-note (%) 2.38 2.37 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 up 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 $46.35 $46.88 -1.13%

WTI $43.91 $44.40 -1.10%

Natural Gas $2.96 $2.93 0.96%

Crack Spread $17.66 $17.97 -1.73%

12-mo strip crack $15.57 $15.77 -1.30%

Ethanol rack $1.70 $1.70 0.19%

Gold $1,210.19 $1,214.36 -0.34% Stronger dollar

Silver $15.53 $15.66 -0.80%

Copper contract $264.45 $264.75 -0.11%

Corn contract 396.50$       402.00$       -1.37%

Wheat contract 543.00$       550.00$       -1.27%

Soybeans contract 1,026.00$    1,039.25$   -1.27%

Baltic Dry Freight 820 822 -2

Actual Expected Difference

Crude (mb) -2.9

Gasoline (mb) -1.8

Distillates (mb) 0.7

Refinery run rates (%) 0.40%

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.  There is no tropical cyclone 

expected during the next 48 hours. 
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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.  



 

 

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

www.confluenceinvestment.com 

 8 

Data Section 

 

U.S. Equity Markets – (as of 7/10/2017 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 7/10/2017 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,5 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. 

                                                 
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. 


