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[Posted: July 24, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is down 0.1% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

0.5% from the prior close.  Chinese markets were up, with the Shanghai composite up 0.4% and 

the Shenzhen index also up 0.4%.  U.S. equity index futures are signaling a lower open.  With 97 

companies having reported, the S&P 500 Q2 earnings stand at $31.70, higher than the $31.42 

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

this quarter, 78.4% of the companies reported earnings above forecast, while 14.4% reported 

earnings below forecast. 

 

It’s another quiet, summertime session.  Here are the items we are watching this morning: 

 

OPEC meeting: The OPEC meeting is wrapping up with no new production cuts.  However, 

Saudi Arabia has promised to reduce its oil exports which is modestly positive.  As we noted last 

week, Saudi oil exports tend to fall in the northern hemisphere summer due to rising electricity 

demand in the kingdom.  Thus, the decision to “reduce” exports has more to do with the need for 

domestic energy.  It is a bullish move in the short run but we doubt exports will remain at 

summer levels once autumn comes.  In addition, Kuwait noted that the cartel may extend 

production cuts past Q1 2018, taking a page out of the central bank’s playbook of managing 

expectations.  Over the past decade, central banks have used the concept of “forward guidance” 

to steer policy expectations.  Kuwait’s comment hints that the cartel may be planning something 

similar.  Overall, the meeting was neutral to negative for oil prices; the market was hopeful that 

OPEC would announce further production cuts, but didn’t expect them.  If Saudi oil export cuts 

allow for a drop in U.S. oil inventories, it would be bullish for oil prices.   

 

Venezuelan sanction threats get serious: The Trump administration is considering financial 

sanctions on Venezuela that would prohibit the Venezuelan state oil company, PDVSA, from 

making dollar transactions.  This would mean the country would be isolated from the U.S. 

financial system and the global reserve currency.  Since oil is priced in dollars, this would be a 

major blow to the country.  Although PDVSA could accept another currency, say, the EUR, the 

European banks would not want to risk U.S. sanctions and probably would not participate in 

PDVSA transactions.  This would leave Venezuela to the “tender mercies” of Russia and China, 

both major creditors of the Maduro government.  The U.S. has threatened the sanctions if the 

Maduro government goes ahead with making a new constitution.   

 

The importance of “Mooch”: Last week, President Trump shook up his White House by 

appointing Anthony Scaramucci as communications director.  Known as “Mooch,” his 

appointment was vehemently opposed by Chief of Staff Priebus and Advisor Bannon.  On the 

face of it, this appointment shouldn’t affect markets directly so, normally, we wouldn’t 

comment.  However, this one may change the shape of things and thus requires some 
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examination.  It appears that Priebus’s objection is mostly personal; he doesn’t seem to like 

Scaramucci and the appointment undermines Priebus’s authority since Scaramucci will directly 

report to the president.  The resignation of Priebus’s ally, Sean Spicer, further undermines the 

Chief of Staff.  Bannon’s distrust of Scaramucci is more due to his Wall Street ties.  Bannon 

fears that Trump has another establishment figure who will fall in line with Mnuchin and Cohn.  

Here are some reasons we are watching this appointment with interest.  First, if Priebus resigns, 

and odds are high that he will, Cohn is the most likely replacement.  This might mean he won’t 

become Fed Chair and would reopen this position.  Kevin Warsh would be the likely leading 

candidate for Fed Chair (Warsh is probably a hawk).  Second, if Bannon decides he is isolated 

and the establishment has won, he too may resign and the populist cause is probably lost.  Thus, 

the Mooch appointment could be a big deal. 

 

The sanctions bill: A bill putting new sanctions on Russia, Iran and North Korea is headed for 

the president’s desk.  Although there is much controversy surrounding Russia, most presidents 

don’t like foreign policy from Congress.  As with every bill, the president will have two choices; 

he can sign the bill and limit his ability to operate in foreign policy.  Or, he can veto the bill and 

raise concerns that he is unwilling to punish Russia and cause more headaches for the White 

House.  We suspect he will reluctantly sign the bill, especially because it also includes actions 

against Iran and North Korea.  At the same time, we want to reiterate that no administration 

wants foreign policy meddling from Congress. 

 

Infrastructure looks dead: The NYT reported over the weekend that a move to boost 

infrastructure spending has mostly fallen by the wayside.  The establishment GOP was never 

much in favor of spending on fears it mostly bolsters Democrat Party supporters; in addition, 

they didn’t want to raise the deficit or increase taxes to fund spending.  There has been some 

interest in public/private partnerships but those are limited to projects that generate a stream of 

income.  In a world with very low interest rates, if such projects were easily feasible, one would 

think they would have already been funded.  Allowing infrastructure spending to stagnate will 

potentially hurt the president in 2020 as his support of such a program was popular with the 

right-wing populists. 

 

Capital flight discussed: Emily Badger had a column in yesterday’s NYT discussing the impact 

of foreign capital flight into local real estate markets.  The influx of foreign money has tended to 

raise prices in these select areas, boosting the wealth of existing homeowners but making it 

difficult for new buyers to afford housing in these areas.  The article mentions that China alone 

invested $153 bn in U.S. real estate last year (03/16 - 03/17), up 49% from the previous year.  

We suspect the money coming in is price insensitive as it represents an “escape pod” for wealthy 

foreigners looking to secure a space in the U.S. in case of future unrest at home.  For the U.S., 

these inflows are a mixed bag.  The investment should be welcome but the concentration of 

buying does affect American buyers and can force U.S. citizens to live in regions that are not 

their first choice. 

 

Manafort, Kushner, Trump (Donald, Jr.) testify today: The session before the Senate 

Intelligence Committee is closed and not under oath.  We don’t expect anything initially out of 

the testimony, although we do look for leaks to emerge in the coming days.  If there is anything 

to this Russian situation, this meeting will be the preliminary one. 
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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.  

 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Nikkei Japan PMI Mfg y/y jul 52.2 52.4 ** Equity and bond neutral

Supermarket Sales y/y jun -1.2% -1.8% ** Equity and bond neutral

Leading Index y/y may 104.6 104.7 ** Equity and bond neutral

Coincident Index y/y may 115.8 115.5 ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Manufacturing PMI m/m jul 56.8 57.4 57.2 ** Equity bearish, bond bullish

Markit Eurozone Services PMI m/m jul 55.4 55.4 55.4 ** Equity and bond neutral

Markit Eurozone Composite PMI m/m jul 55.8 56.3 56.2 ** Equity bearish, bond bullish

Germany Markit Germany Manufacturing PMI m/m may 58.3 59.6 59.2 ** Equity bearish, bond bullish

Markit Germany Services PMI m/m jun 53.5 54.0 54.3 ** Equity bearish, bond bullish

Markit Germany Composite PMI m/m jun 55.1 56.4 56.3 ** Equity bearish, bond bullish

France Markit France Manufacturing PMI m/m jun 55.4 54.8 54.6 ** Equity bullish, bond bearish

Markit France Services PMI m/m jun 55.9 56.9 56.7 ** Equity bearish, bond bullish

Markit France Composite PMI m/m jun 55.7 56.6 56.4 ** Equity bearish, bond bullish

Switzerland Total Sight Deposits CHF m/m jul 579.1 bn 578.9 bn ** Equity and bond neutral

Domestic Sight Deposits CHF y/y jul 475.4 bn 482.7 bn ** Equity and bond neutral

AMERICAS

Canada CPI y/y jun 1.0% 1.3% 1.1% *** Equity bearish, bond bullish

Retail Sales m/m may 0.6% 0.8% 0.2% ** Equity and bond neutral

Retail Sales ex Auto m/m may -0.1% 1.5% 0.0% ** Equity and bond neutral

Brazil Current Account Balance m/m jun $1.330 bn $2.884 bn $2.500 bn ** Equity bearish, bond bullish

Mexico Unemployment Rate y/y jun 3.3% 3.6% 3.5% *** Equity bullish, bond bearish  
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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) 114 114 0 Neutral

TED spread (bps) 17 17 0 Neutral

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

10-yr T-note (%) 2.24 2.24 0.00 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 down Up

yen up 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. 

 
Price Prior Change Explanation

Brent $48.53 $48.06 0.98% Saudi Arabia cutting exports

WTI $46.13 $45.77 0.79%

Natural Gas $2.93 $2.97 -1.41%

Crack Spread $18.50 $18.44 0.33%

12-mo strip crack $16.34 $16.38 -0.24%

Ethanol rack $1.68 $1.69 -0.17%

Gold $1,256.43 $1,254.98 0.12%

Silver $16.54 $16.52 0.14%

Copper contract $273.45 $272.25 0.44%

Corn contract 387.00$       393.50$       -1.65% Improved Weather Conditions

Wheat contract 493.25$       499.25$       -1.20%

Soybeans contract 1,004.50$    1,022.25$   -1.74%

Baltic Dry Freight 977 964 13

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

with warmer temperatures for the western region.  Precipitation is expected along the southern 

region.  There is no tropical cyclone activity expected over 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 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 7/21/2017 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 7/21/2017 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 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. 


