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[Posted: July 18, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

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

0.3% from the prior close.  Chinese markets were up, with the Shanghai composite up 0.4% and 

the Shenzhen index up 0.6%.  U.S. equity index futures are signaling a lower open.  With 33 

companies having reported, the S&P 500 Q2 earnings stand at $31.52, higher than the $31.42 

forecast for the quarter.  The forecast reflects a 6.5% increase from Q2 2016 earnings.  Thus far 

this quarter, 75.8% of the companies reported earnings above forecast, while 18.2% reported 

earnings below forecast. 

 

Although global equity markets are steady to lower this morning, there is a lot of action in the 

forex markets.  The dollar is sliding on a combination of lower expectations for Fed policy 

tightening and the lack of policy progress from the Trump administration.  Here are the news 

items we are tracking this morning: 

 

GOP Senate healthcare dies:  Senate Majority Leader McConnell’s efforts to craft a 

replacement bill for the ACA fell apart overnight as he could not round up 50 GOP votes to pass 

a bill.  This is a deep blow to McConnell’s leadership.  There are reports he will now move to a 

straight ACA repeal, but our sources indicate this vote can’t occur as part of the reconciliation 

process and thus needs 60 votes, ensuring defeat.  If this is true, all the GOP senators would vote 

for it but the repeal will never reach the floor because the Democrats can filibuster it.  Why is 

this important?  It suggests the GOP can’t govern.  This is actually a characteristic we are seeing 

across the U.S. political landscape.  Two-party systems are forced coalitions.  There are wide 

divergences in the positions among various groups within parties (we believe these divergences 

will eventually lead to a realignment of the parties in the coming years).  When a party is out of 

power, these divergences tend to be papered over in the interests of returning to power.  

However, once in power, these different groups believe they are the “real Democrats” or the 

“real Republicans” and they push a narrow agenda that, shockingly, fails to gain a majority.  The 

GOP is clearly divided and these divisions killed the healthcare effort.  Now the worry is that 

these divisions will not only prevent tax reform and infrastructure spending, they may not even 

get the debt ceiling increase accomplished without drama.   If the GOP can’t get legislation 

passed, it weakens the outlook for change.  We believe that is showing up today in dollar 

weakness; after all, if fiscal spending isn’t coming and investor sentiment weakens, the Fed 

won’t raise rates as much as expected.  On Friday, we will release our new Asset Allocation 

Weekly; its focus is on the dollar. 

 

OPEC drama:  Oil prices have jumped this morning on rumors the Saudis are planning to cut 

oil exports.  We may actually see reductions but only because air conditioning demand in the 

Saudi summer is driving up consumption.  On the downside, Ecuador announced it will no 

longer comply with its 26 kbpd pledged cut in output because is simply can’t afford the loss of 
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revenue.  Although Ecuador’s defection, by itself, won’t be a major factor in weakening prices, it 

may encourage other defections which would be a problem for the cartel.  We still expect the 

Saudis to make strenuous efforts to prop up oil prices into next year’s Saudi Aramco IPO 

(expected now in Q4 2018) which should prevent a sustained price decline.  In addition, dollar 

weakness is a major supporting factor for oil prices. 

 

China crackdown continues:  Chinese banking regulators have instructed some lenders to 

lower the rates they offer on wealth-management products (WMP), which have become 

alternative investment products due to low deposit rates  As the PBOC tightened the money 

supply, lenders have raised the rates on WMP to a 17-month high in a scramble to acquire 

lendable funds.  The PBOC tightened the money supply to support deleveraging.  The banks are 

trying to offset the PBOC’s efforts via WMP funds.  The risk for the banks is that lowering rates 

on WMP will deprive them of lendable funds which will slow lending and economic growth.  

And, households may again increase their attempts to move funds offshore in search of higher 

returns.  For years, China has abused the household sector through financial repression; this has 

led to rising real estate prices and the search for higher returns in overseas markets.  China has 

been trying to stem the currency outflow through a number of regulatory tactics but the best way 

to keep the money at home would be to offer higher domestic financial returns to the household 

sector.  Unfortunately, the more the household sector earns, the less the banking and business 

sector earns.  Policymakers have generally been captured by the business sector and thus have 

based their economy on household financial repression.     

 

The RBA turns hawkish:  Although the Reserve Bank of Australia didn’t move on rates, in the 

minutes from its July 4th policy meeting, the bankers suggested a policy goal of a “nominal 

neutral cash rate” of 3.5%, which would imply a 200 bps rise in rates is in the offing.  It is 

unclear if policymakers are really intending to lift rates this aggressively, but in an environment 

of increasing dollar disappointment, even offhand comments that suggest potential tightening 

lead to currency strength. The AUD has jumped to its highest levels since May 2015 on this 

news. 

 

U.S. Economic Releases 

 

Import price index came in line with expectations falling 0.2% from the prior month. Prior 

report’s loss was revised downward from 0.3% to 0.1%. Core import price index came in above 

expectations at 0.1% compared to a forecast of unchanged. The export price index came in below 

expectations falling 0.2% from the prior month, compared to a forecast of unchanged. The prior 

report’s loss was revised downward from 0.7% to 0.5%. 
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The chart above shows the year-over-year change in the import price index and CPI. Declining 

import prices, just as in CPI, has been attributed to weakening consumption. 

 

The table below shows the economic releases scheduled for the rest of the day.  

 

EDT Indicator Expected Prior Rating

10:00 NAHB Housing Market Index m/m jul 67 67 **

16:00 Total Net TIC Flows m/m may $65.8 bn **

16:00 Net Long-term TIC Flows m/m may $1.8 bn **

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Tokyo Condominium Sales y/y jun -25.1% -13.3% ** Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption y/y jul 112.5 113.0 ** Equity and bond neutral

New Motor Vehicle Sales y/y jun 3.6% 4.9% ** Equity and bond neutral

New Zealand CPI y/y 2q 1.9% 2.2% 1.9% *** Equity and bond neutral

Non-Resident Bond Holdings y/y 2q 61.5% 61.4% ** Equity and bond neutral

EUROPE

Eurozone Zew Survey Expectations y/y jul 35.6 37.7 ** Equity and bond neutral

Germany Zew Survey Current Situation y/y jul 17.5 18.6 18.0 ** Equity and bond neutral

Zew Survey Expectations m/m jul 86.4 88.0 88.0 ** Equity and bond neutral

UK CPI y/y jun 2.6% 2.9% 2.9% *** Equity and bond neutral

CPI core y/y jun 2.4% 2.6% 2.6% *** Equity and bond neutral

Retail Price Index y/y jun 3.5% 3.7% 3.6% ** Equity and bond neutral

RPI ex Mortgage Interest Payments y/y jun 3.8% 3.9% 3.8% ** Equity and bond neutral

PPI Input y/y jun 9.9% 11.6% 9.4% ** Equity bullish, bond bearish

PPI Output y/y jun 3.3% 3.6% 3.4% ** Equity and bond neutral

PPI Output Core y/y jun 2.9% 2.8% 2.8% ** Equity and bond neutral

House Price Index y/y jun 4.7% 5.6% 3.0% ** Equity bullish, bond bearish

Russia Industrial Production m/m jun 3.5% 5.6% 3.5% *** Equity and bond neutral

AMERICAS

Canada Existing Home Sales m/m jun -6.7% -6.2% ** Equity and bond neutral

Bloomberg Nanos Confidence y/y jul 58.2 58.3 ** 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) 130 130 0 Up

3-mo T-bill yield (bps) 103 104 -1 Neutral

TED spread (bps) 28 27 1 Neutral

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

10-yr T-note (%) 2.29 2.31 -0.02 Neutral

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

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

Currencies Direction

dollar down Neutral

euro up 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. 
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Price Prior Change Explanation

Brent $48.90 $48.42 0.99% Weaker Dollar

WTI $46.42 $46.02 0.87%

Natural Gas $3.07 $3.02 1.52%

Crack Spread $18.68 $18.56 0.66%

12-mo strip crack $15.82 $15.80 0.15%

Ethanol rack $1.70 $1.70 -0.09%

Gold $1,237.44 $1,234.11 0.27%

Silver $16.15 $16.12 0.22%

Copper contract $271.65 $272.40 -0.28%

Corn contract 385.25$       375.00$       2.73% Weather Conditions

Wheat contract 515.25$       506.00$       1.83%

Soybeans contract 1,010.50$    997.50$       1.30%

Baltic Dry Freight 912 900 12

Actual Expected Difference

Crude (mb) -3.6

Gasoline (mb) -1.4

Distillates (mb) 1.5

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 along the Mid-Atlantic and Southern regions.   Tropical Storm Don has 

developed in the Atlantic Ocean, slightly north of Venezuela; the storm is not expected to make 

its way into the Gulf of Mexico although it may disrupt Venezuelan oil exports.
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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 14, 2017 

 

One of the mysteries of this expansion has been the slow pace of wage growth.  Despite the 

plethora of evidence that labor markets are tight, including hires-to-openings ratio below one, 

low unemployment, low initial claims and a low unemployment rate, wage growth has remained 

stunted.   The chart below is one we have used often in the past; it suggests with unemployment 

at current levels, previous episodes would have brought wage growth closer to 4% compared to 

the current growth of 2.3%. 

 

 
 

One of our thoughts was that, perhaps, the national unemployment rate was masking pockets of 

high regional unemployment.  In other words, if there was a wide dispersion of labor market 

activity, the weak regions of the country could be holding down wage growth.   

 

To test this, we looked at the level of state unemployment relative to the Congressional Budget 

Office’s calculation of the natural rate of unemployment.1  We calculated the number of states 

with unemployment below the natural rate.  What we found is consistent with the above graph.  

In other words, it doesn’t appear that regional issues were holding down wages. 

 

                                                 
1 This rate is sometimes called the Non-Accelerating Inflation Rate of Unemployment, or NAIRU.  The idea is to 
determine what level of unemployment is the lowest rate attainable before higher inflation is triggered. 
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Since 1987, average wage growth is 2.98%; in the periods where the percentage of state 

unemployment rates below the natural rate exceeds 65%, wage growth was 3.89%.  The current 

combination is unusually low. 

 

However, as part of this research, we did find another interesting factor.  There has been 

speculation that low inflation rates may be affecting wage growth.  To test that thesis, we 

subtracted annual wage growth for non-supervisory workers against the three-year average of the 

yearly change in CPI.  Our reason for using the average is that businesses and workers tend to 

react to the recent trend in inflation and not necessarily the most current number.  We found 

results that were more consistent with this theory. 
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Over the same time frame, real wage growth was 0.26%, but when the percentage of states with 

unemployment below the natural rate exceeds 65%, real wage growth is 1.04%.  As the chart 

shows, real wage growth is consistent with tight labor markets as defined by the percentage of 

state unemployment rates below the national natural rate. 

 

So, the puzzle of why wage growth is slow may simply be due to low inflation.  The three-year 

average of inflation may act as an anchor in the wage bargaining process and wage growth will 

probably remain stalled without rising inflation.   A cursory glance at the annual rate of inflation 

relative to the three-year average suggests that the average rate will likely remain stable for the 

foreseeable future.  Thus, wage growth will probably remain stable, increasing the risk that 

tightening monetary policy will have an adverse impact on the economy and markets.  Of course, 

the wage issue is a matter of debate within the FOMC which could mean that the path of 

tightening is slow and measured, more in line with the financial market’s expectations 

surrounding future policy.   

   

  
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 7/17/2017 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 7/17/2017 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 13, 2017 
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P/E as of 7/12/2017 = 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. 


