
 

 

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

www.confluenceinvestment.com 

 1 

[Posted: July 12, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 0.7% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 0.6% 

from the prior close.  Chinese markets were down, with the Shanghai composite down 0.2% and 

the Shenzhen index down 0.1%.  U.S. equity index futures are signaling a higher open.   

 

The Chair speaks: The text of Chair Yellen’s comments has been released in front of her 

testimony to Congress.  Market reaction is consistent with a dovish stance.  Here is the excerpt 

that is probably triggering the weaker dollar/stronger equities/stronger Treasuries/higher gold 

trade: 

 

…based on our view that the federal funds rate remains somewhat below its neutral 

level—that is, the level of the federal funds rate that is neither expansionary nor 

contractionary and keeps the economy operating on an even keel. Because the neutral 

rate is currently quite low by historical standards, the federal funds rate would not have 

to rise all that much further to get to a neutral policy stance. 
 

Essentially, Yellen is signaling that the path of rate hikes will probably be gradual; if we 

were allowed a question, it would be, “So how does this comment relate to the “dots” 

chart?”  We suspect that Yellen is signaling that she is at the lower end of the dots 

dispersion.  She also indicated that the reduction of the balance sheet will commence 

soon. 

 

The balance sheet issue: We remain quite concerned about the balance sheet reduction.  

Although the real impact of QE will be the subject of dissertations for the next decade, in 

our analysis, the primary effect was to bolster confidence.  In reality, the bulk of QE 

ended up on bank balance sheets as excess reserves.  Thus, removing these reserves 

shouldn’t have much of an effect, either.  However, given the unprecedented nature of 

this event, there is still the risk of unexpected outcomes.  We are noticing something 

interesting, though.  Yesterday, a five-star dove, Governor Brainard, said that she sees a 

“low cap” on interest rates but supports balance sheet reduction (similar to Yellen’s 

above quote).  It appears that there is near unanimity on the FOMC that reducing the 

balance sheet is a good idea and we suspect the doves are supporting this plan because it 

will divert the hawks from raising rates.  If it turns out that withdrawing QE is a non-

event, the doves will win if the reduction slows the pace of rate hikes.   

 

Cohn for Chair? Politico1 has a long report suggesting Gary Cohn will likely be the next 

Fed Chair, replacing Yellen when her term expires in early February.  Cohn checks a 

                                                 
1 http://www.politico.com/story/2017/07/11/trump-cohn-yellen-fed-240421  
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number of boxes.  He is likely a moderate on policy, which will suit a “low interest rate” 

president.  Although the nationalists (Bannon, et al.) don’t really like Cohn and would 

like to see him back at Goldman Sachs (GS, 226.95), they would rather see him at the 

Fed than as chief of staff, another job he has been rumored to be heading toward.  He 

isn’t an academic economist, which is probably favored by a business president.  The 

hardline rules-based GOP members of Congress would not be all that pleased with a 

Cohn Chair, who has been a Democrat, but they would likely go along.  Although 

predicting a mercurial president is always tough, and reports suggest Trump isn’t focused 

on this issue yet, we do think this is probably Cohn’s job if he wants it.  And, if the 

administration is struggling (its political capital will be nearly depleted by Q1), exiting to 

the Fed might be a good career move.   

 

The markets and Trump: We haven’t made too many comments recently about the 

travails of Washington because the effects on financial markets haven’t been all that 

material.  However, we did see something interesting yesterday.  After Donald Trump, Jr. 

revealed his emails about meeting with Russians with alleged ties to the Kremlin, we saw 

markets move.  Here are two charts that caught our attention. 

 

 
(Source: Bloomberg) 

 

As the news broke, equities sold off sharply but recovered; not so for the dollar. 
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(Source: Bloomberg) 

 

It appears that investors are generally optimistic about equities; investor sentiment 

remains elevated and retail money market assets are at levels consistent with rising equity 

markets.  Pullbacks are still seen as buying opportunities.  Thus, traditional hedging 

vehicles (e.g., puts, volatility ETPs, cash) are rather costly.  Therefore, if one is looking 

for vehicles to protect a portfolio from political event risk, other vehicles are probably 

necessary.  Enter the dollar.  The shift to balance sheet reduction and fewer rate hikes 

coupled with other central banks withdrawing stimulus have been weighing on the dollar.  

This chart suggests that investors may be using short dollar positions as a political risk 

hedge as well.  Holding short dollars, which can be accomplished by purchasing ETPs 

with the dollar or by holding foreign stocks and bonds, may be being seen as a more cost-

effective way to protect against political uncertainty in Washington.   

 

BOC moves today?  The odds favor a rate hike from the Bank of Canada today; we 

should know around 10:00 EDT.    

 

U.S. Economic Releases 

 

MBA mortgage applications fell by 7.4% from the prior week.  Purchases and refinancing are 

down 2.5% and 13.0%, respectively.  The average 30-year fixed rate mortgage rose by 2 bps 

from 4.20% to 4.22%. 

 

The table below shows the Fed events scheduled for the rest of the day. 
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EST Speaker or event

10:00 Janet Yellen Appears before the U.S. House Panel

14:00 US Federal Reserve Releases Beige Book

14:15 Esther George Speaks in Denver on Economic Outlook

Economic Releases

President of the Federal Reserve Bank of Kansas City

 No economic releases today

Fed speakers or events

District or position

Members of the Board of Governors

Chairman of Board of Governors of Federal Reserve

 
 

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 Money Supply M2 m/m jun 9.4% 9.6% 9.5% ** Equity and bond neutral

Money Supply M1 m/m jun 15.0% 17.0% 15.9% ** Equity and bond neutral

Money Supply M0 y/y jun 6.6% 7.3% 6.8% ** Equity and bond neutral

New Yuan Loans y/y jun 1.540 tn 1.110 tn 1.300 tn ** Equity and bond neutral

Aggregate Financing y/y jun 1.780 tn 1.060 tn 1.500 tn ** Equity and bond neutral

Japan Machine Tool Orders m/m jun 31.1% 24.5% ** Equity and bond neutral

PPI m/m jun 2.1% 2.1% 2.0% ** Equity and bond neutral

Tertiary Industry Index m/m may -0.1% 1.2% -0.5% ** Equity and bond neutral

India CPI m/m jun 1.5% 2.2% 1.6% *** Equity bearish, bond bullish

Industrial Production m/m may 1.7% 3.1% 2.0% *** Equity bearish, bond bullish

Australia Westpac Consumer Confidence m/m jul 96.6 96.2 ** Equity and bond neutral

Credit Card Purchases m/m may A$28.3 bn A$22.9 bn ** Equity and bond neutral

Credit Card Balances m/m may A$52.3 bn A$52.0 bn ** Equity and bond neutral

EUROPE

Eurozone Industrial Production y/y may 4.0% 1.4% 3.5% *** Equity bullish, bond bearish

Germany Wholesale Price Index y/y jun 2.5% 3.1% ** Equity and bond neutral

UK Claimant Count Rate m/m jun 2.3% 2.3% ** Equity and bond neutral

Jobless Claims Change m/m jun 6.0k 7.3k ** Equity and bond neutral

Average Weekly Earnings 3M m/m may 1.8% 2.1% 1.8% ** Equity and bond neutral

ILO Unemployment Rate 3M y/y may 4.5% 4.6% 4.6% ** Equity and bond neutral

Employment Change 3M m/m may 175k 109k 120k ** Equity bullish, bond bearish

Switzerland Real Estate Index Family Homes q/q 2q 462.3 461.8 ** Equity and bond neutral

AMERICAS

Brazil Retail Sales y/y may 2.4% 1.9% 3.0% ** Equity and bond neutral

Retail Sales Broad y/y may 4.5% -0.4% 6.1% ** Equity bearish, bond bullish  
 

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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 130 131 -1 Up

3-mo T-bill yield (bps) 103 102 1 Neutral

TED spread (bps) 27 28 -1 Neutral

U.S. Libor/OIS spread (bps) 117 116 1 Up

10-yr T-note (%) 2.35 2.36 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) 28 28 0 Up

Currencies Direction

dollar up Neutral

euro down Up

yen up Neutral

pound up 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 $48.11 $47.52 1.24% Bullish API

WTI $45.70 $45.04 1.47%

Natural Gas $3.02 $3.05 -0.82%

Crack Spread $17.83 $18.14 -1.73%

12-mo strip crack $15.68 $15.87 -1.20%

Ethanol rack $1.71 $1.70 0.39%

Gold $1,217.09 $1,217.72 -0.05%

Silver $15.81 $15.86 -0.27%

Copper contract $268.80 $267.20 0.60%

Corn contract 395.50$       401.75$       -1.56%

Wheat contract 547.50$       553.00$       -0.99%

Soybeans contract 1,032.50$    1,043.25$   -1.03%

Baltic Dry Freight 830 820 10

Actual Expected Difference

Crude (mb) -2.9

Gasoline (mb) -1.8

Distillates (mb) 0.7

Refinery run rates (%) 0.40%

Natural gas (bcf) 59.0

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 southern and western regions.  There is no tropical cyclone 

activity 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.  
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Data Section 

 

U.S. Equity Markets – (as of 7/11/2017 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 7/11/2017 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), 



 

 

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

www.confluenceinvestment.com 

9 

 

P/E Update 
 

July 6, 2017 
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P/E as of 7/5/2017 = 19.9x

 
 

Based on our methodology,2 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. 

                                                 
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. 


