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[Posted: July 21, 2017—9:30 AM EDT]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.6% from the last close.  In Asia, the MSCI Asia Apex 50 

closed up 0.1% from the prior close.  Chinese markets were down, with the Shanghai composite 

down 0.2% and the Shenzhen index down 0.2%.  U.S. equity index futures are signaling a lower 

open.  With 85 companies having reported, the S&P 500 Q2 earnings stand at $31.65, higher 

than the $31.42 forecast for the quarter.  The forecast reflects a 6.5% increase from Q2 2016 

earnings.  Thus far this quarter, 76.5% of the companies reported earnings above forecast, while 

16.5% reported earnings below forecast. 

 

Happy Friday!  Here are the items we are following this morning: 

 

Pardon me!  Numerous media reports indicate that the Trump administration is exploring 

pardoning options and ways to ring fence Special Counsel Mueller’s investigation.  There are 

overtones of Nixon in these comments.  First, seeking pardons when no one has reportedly done 

anything wrong suggests that there is fear that something illegal will be found.  Second, Special 

Investigators have wide latitude once an investigation gets underway.  Trying to restrict an 

investigation (or for that matter, pardoning protocol) gets into legal gray areas over the 

boundaries of presidential powers.  Of course, our concern remains focused on financial markets.  

One of the patterns we have seen recently is that equities tend to maintain strength while other 

financial areas seem to be reacting to these issues.  For example, we have seen Treasuries 

strengthen in recent sessions after yields had backed up earlier in the month.  Our position on the 

dollar is that the greenback is overvalued because the forex markets rapidly discounted 

tightening Fed policy (see the Asset Allocation Weekly below for details).  However, it is 

possible that recent dollar weakness is also a reaction to the growing turmoil in Washington. The 

fact that the dollar appreciated yesterday despite a rather dovish press conference and statement 

from ECB’s Draghi suggests that factors other than monetary policy are underpinning dollar 

weakness.  Simply put, the political issues in Washington are not adversely affecting equities yet, 

but that doesn’t mean that other financial markets are not reacting to these events.   

 

Brexit concerns:  The May government appears deeply divided over how to execute Brexit, 

reflecting Tory divisions that are similar to issues within the GOP here.  The populists want a 

“hard” Brexit that will restrict the ability of foreigners to work in the U.K. and loath to pay the 

EU “exit fee” for leaving.  The business wing of the Tories wants a “soft” Brexit that will 

maintain London’s financial pre-eminence which means that Brexit really isn’t much of a break 

with the EU.  Unfortunately for Britain, there are elements within the EU that see opportunity 

from Brexit and are goading the Tory negotiators toward a hard Brexit so as to bring much of 

London’s financial business to the continent.  Given PM May’s poor election performance, we 

suspect that her government is likely to face a no confidence vote at some point; the confusion 

we are seeing in negotiations may simply reflect the lack of an electoral mandate. 
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China v. India:  China and India fought over disputed parts of their border in the Himalayas in 

1962.  Currently, the two states are facing off in the Doklam plateau, which is at the trisection of 

India, China and Bhutan.  China is building a road in an area claimed by Bhutan and the latter is 

asking for Indian assistance in enforcing its claim.  This border dispute is part of rising tensions 

between the two countries.  India has quietly opposed China’s “one belt, one road” initiative and 

has recently joined naval exercises with Japan and the U.S.  As the U.S. profile declines in the 

region, tensions between India and China are likely to increase as both powers jockey for 

regional influence.   

 

U.S. Economic Releases 

 

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

the economic releases scheduled for the rest of the day.  

 

EDT Indicator Expected Prior Rating

9:45 Markit US Manufacturing PMI m/m jul 52.1 52.0 **

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

9:45 Markit US Composite m/m jul 53.0 **

10:00 Existing Home Sales m/m jun 5.56 mn 5.62 mn **

10:00 Existing Home Sales m/m jun -1.2% 1.1% **

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 Japan Buying Foreign Bonds y/y jul 947.8 bn 839.5 bn ** Equity and bond neutral

Japan Buying Foreign Stocks y/y jul 438.6 bn 324.9 bn ** Equity and bond neutral

Foreign Buying Japan bonds y/y jul 413.7 bn -408.5 bn ** Equity and bond neutral

Foreign Buying Japan Stocks y/y jul 341.0bn -35.0 bn ** Equity and bond neutral

Nationwide Deparment Sales y/y jun 1.4% 0.0% ** Equity and bond neutral

Tokyo Department Store Sales y/y jun 1.1% -1.1% ** Equity and bond neutral

New Zealand Net Migration y/y jun 6350 5900 ** Equity and bond neutral

Credit Card Spending y/y jun 8.3% 7.6% ** Equity and bond neutral

EUROPE

UK Public Finances y/y jun 18.3 bn 13.4 bn ** Equity and bond neutral

Central Government y/y jun 17.8 bn 10.5 bn ** Equity and bond neutral

Public Sector  Net Borrowing m/m jun 6.3 bn 6.0 bn 4.2 bn ** Equity and bond neutral

PSNB ex Banking Groups m/m jun 6.9 bn 6.7 bn 4.9 bn ** Equity and bond neutral

Switzerland Money Supply M3 y/y jun 4.1% 4.1% ** Equity and bond neutral

Russia Money Supply Narrow Def y/y jul 9.31 tn 9.18 tn ** 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) 131 131 0 Up

3-mo T-bill yield (bps) 112 112 0 Neutral

TED spread (bps) 19 18 1 Neutral

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

10-yr T-note (%) 2.24 2.26 -0.02 Neutral

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

EUR/USD 3-mo swap (bps) 27 27 0 Up

Currencies Direction

dollar down Neutral

euro up 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. 
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Price Prior Change Explanation

Brent $48.87 $49.30 -0.87% Long Liquidation

WTI $46.46 $46.92 -0.98%

Natural Gas $3.02 $3.04 -0.82%

Crack Spread $18.75 $18.77 -0.09%

12-mo strip crack $16.40 $16.46 -0.38%

Ethanol rack $1.69 $1.69 -0.05%

Gold $1,248.30 $1,244.49 0.31% Weaker Dollar

Silver $16.43 $16.33 0.58%

Copper contract $274.15 $271.60 0.94%

Corn contract 386.00$       391.00$       -1.28% China Release State Reserves

Wheat contract 506.00$       505.75$       0.05%

Soybeans contract 1,019.50$    1,027.00$   -0.73%

Baltic Dry Freight 964 948 16

Actual Expected Difference

Crude (mb) -4.7 -3.6 -1.1

Gasoline (mb) -4.4 -1.4 -3.0

Distillates (mb) -2.1 1.5 -3.6

Refinery run rates (%) -0.50% 0.40% -0.90%

Natural gas (bcf) 28.0 35.0 -7.0

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 along the eastern region.  There is no tropical cyclone activity expected 

during the next 48 hours.



 

 

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

www.confluenceinvestment.com 

 5 

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 21, 2017 

 

In the past few years, we have generally avoided allocations to non-U.S. markets for our asset 

allocation portfolios due to two primary concerns.  First, the dollar was rising as a result of an 

improving U.S. economy and policy divergences between the U.S. and the rest of the world.  The 

Federal Reserve was raising rates and tapering its balance sheet while the majority of the other 

nations were still adding monetary stimulus.  Second, we have had secular concerns about the 

stability and attractiveness of foreign investing in a world where the U.S. is seemingly reducing 

its hegemonic role. 

 

This quarter we have added foreign allocations into our portfolios.  The primary reason is that we 

believe the dollar’s bull market is probably coming to a close.  On a relative valuation basis, the 

dollar has become rather expensive. 
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This chart shows four purchasing power parity models for the euro, yen, British pound and 

Canadian dollar.  In all four cases, the dollar is trading “rich” by more than one standard error, 

and in two cases, nearly two standard errors from parity.  Purchasing power parity uses relative 

inflation to value currencies.  As the models show, currencies are rarely at parity.   Although 
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purchasing power parity is the oldest way to value currencies, it isn’t the most accurate.  

However, it tends to be useful at extremes, and exchange rates tend to move around the parity 

measure.  In other words, parity is something of an anchor around which the actual exchange rate 

vacillates.   

 

History also suggests that exchange rates can diverge from parity for long periods of time, which 

usually means that a catalyst is required to move currencies from extremes of under-and over-

valuation.  For example, in the above euro and pound models, the deep undervaluation in the 

mid-1980s ended with the Plaza Accord.  Yen overvaluation in the early 1990s was ended by the 

Halifax Accord.  Changes in policy or governments can trigger an end to valuation extremes as 

well. 

 

This leads us to two additional reasons for this repositioning.  We believe there are two catalysts 

which will pressure the dollar in the coming quarters.  First, the Federal Reserve appears to be 

hedging on future tightening.  Although the dots charts still indicate rising rates, a number of 

FOMC members have raised worries about raising rates while inflation remains depressed.  

Chair Yellen appears to be offering a trade to the hawks on the committee; instead of raising 

rates, balance sheet reductions can act as policy tightening.  It is possible reducing the balance 

sheet will be dollar bullish.  However, that isn’t supported by the data. 

 

 
 

Although economic theory would suggest that boosting the size of the balance sheet should 

depreciate a currency, all else held equal, the pattern on the above chart developed likely because 

QE raised hopes of stronger growth.  Our expectation is that reducing the balance sheet probably 

won’t matter, but if the pattern is consistent, balance sheet reduction may actually be dollar-

bearish.  So, we expect the anticipated monetary policy trade of fewer rate hikes for balance 

sheet shrinkage to be bearish for the dollar. 
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The second catalyst is policy disappointment from the Trump administration.  Earlier this year, 

we were worried about the dollar’s overvaluation. And, proposed tax cuts and fiscal expansion 

from the Trump administration would have been dollar bullish, even at lofty valuations.  

However, the likelihood of major policy actions have declined and each month that passes 

without a policy adjustment means that political capital is being lost and it becomes less likely 

anything will pass.  As disappointment grows, we would expect the dollar to retreat. 

 

Although we retain our secular concerns about the stability and attractiveness of foreign 

investing in a world where the U.S. is seemingly reducing its hegemonic role, these concerns are 

overshadowed by the changing dynamics of monetary stimulus. Essentially, the near-term effects 

of policy and the exchange rate outweigh our secular concerns. 

 

Finally, the issue of recent performance needs to be addressed.  Both emerging and foreign 

developed equity markets have performed very well this year and there is a concern that we may 

be shifting too late into these asset classes.  Although possible, if our expectations of a weaker 

dollar are accurate, history would suggest a longer period of foreign outperformance. 
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The red line on both charts shows the JP Morgan real dollar index. The blue line on the left chart 

is the ratio of dollar-denominated EAFE and the S&P; on the right chart, it’s the dollar-

denominated ratio of emerging markets and the S&P.  Both have been rebased to their respective 

start periods.  On both charts, a lower ratio indicates U.S. equity outperformance relative to 

foreign markets; a rising ratio shows the opposite.  In both cases, periods of dollar strength 

coincide with domestic outperformance.  Thus, even with good foreign performance this year, a 

weaker dollar may result in a longer period of foreign outperformance.   

   

  
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 7/20/2017 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 7/20/2017 close) 

 

-10.0% 0.0% 10.0% 20.0% 30.0%

Commodities

Cash

US Government Bond

US Corporate Bond

US High Yield

Real Estate

Small Cap

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), 
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P/E Update 
 

July 20, 2017 
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P/E as of 7/19/2017 = 20.0x

 
 

Based on our methodology,1 the current P/E is 20.0x, up 0.1x from last week.  The rise is due to 

rising equity prices as earning expectations are stable. 
 
 
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. 


