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[Posted: June 13, 2017—9:30 AM EDT]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 0.3% from the last close.  In Asia, the MSCI Asia Apex 50 

closed up 0.3% from the prior close.  Chinese markets were mixed, with the Shanghai composite 

down 0.4% and the Shenzhen index up 1.3%.  U.S. equity index futures are signaling a higher 

open.   

 

After a two-day correction in tech stocks, equities are stabilizing this morning.  Although the 

drop in the popular sector seemed to come out of nowhere, it looks to us like a fairly normal 

market correction, merely some profit taking.  In a world of ultra-low volatility, such pullbacks 

are less common and thus receive a lot of media coverage.  However, in the broader context, we 

haven’t seen anything so far in the decline that looks like it will have “legs.”  That isn’t to say 

the group isn’t richly priced or a “good buy,” but it also doesn’t mean the recent pullback is the 

start of a larger market correction. 

 

Bloomberg1 is reporting that there is evidence of broad election interference by Russia in the 

2016 presidential campaign.  There have been scattered reports for weeks of Russian actions but 

this is the first time we have seen a reputable source indicating that there were Russian 

cyberattacks on election software in at least 39 states.  Our view on this issue, which the article 

confirms, is that Russia’s goal wasn’t necessarily to sway the election in either direction but to 

undermine confidence in the electoral process.  There were worries that these cyberattacks might 

corrupt voter rolls and lead to spoiled ballots or slow the counting process.  What is particularly 

worrisome is that there is no unified electoral process in the U.S.  Voting procedures are set at 

the state and local government levels and the degree of technical sophistication varies widely.  

On the other hand, having to attack some 7,000 county voting registration rolls would be a 

massive task and may not yield the desired results. 

 

Partisan divisions have tended to undermine the legitimacy of presidents since the 2000 election.  

From hanging chads to controversies surrounding birth certificates, constant rumors of irregular 

voting and legislative attempts to increase the legal hurdles for voting, the voting process has 

become another battleground area in American politics.  Now we can add Russian hacking to the 

list.   

 

From Russia’s perspective, the goal is to support candidates who want to end the hegemonic role 

that America has played since WWII.  In the last election, Hillary Clinton represented the 

establishment policies that would have maintained this role.  President Trump’s campaign slogan 

made it clear he did not support this policy any longer.  Thus, it would make sense that the Putin 

                                                 
1 https://www.bloomberg.com/politics/articles/2017-06-13/russian-breach-of-39-states-threatens-future-u-s-
elections?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories  

 

Daily Comment 
 

By Bill O’Grady, Kaisa Stucke, 

and Thomas Wash 

https://www.bloomberg.com/politics/articles/2017-06-13/russian-breach-of-39-states-threatens-future-u-s-elections?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories
https://www.bloomberg.com/politics/articles/2017-06-13/russian-breach-of-39-states-threatens-future-u-s-elections?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories


 

 

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

www.confluenceinvestment.com 

 2 

regime would support measures to help Trump.  It is probably worth noting that Putin would 

have likely supported Bernie Sanders as well because his foreign policy positions were similar to 

Trump’s; neither candidate supported the two major trade deals and Sanders voted against the 

Iraq War.  Thus, if the race would have been Sanders v. Rubio, for example, Russia would have 

probably tried to undermine the latter’s campaign.  

 

Meanwhile, Putin is facing his own unrest as protests were held across Russia yesterday.  

Reports indicate that events were held in 145 cities across the country.  Security forces in Russia 

moved quickly to quash the unrest.  It has to be unsettling for the regime that it is mostly young 

Russians involved in the protests.  We don’t think the regime is in any sort of immediate trouble 

as these events are not going to drive the Russian president from office.  However, faith in the 

Russian government rests on the person of Putin; polls show that his approval ratings, which run 

around 80%, are well above the government’s approval ratings in the low 60%.  To ensure the 

protests don’t gain momentum, the Kremlin is planning to tap one of its sovereign funds and 

there are rumors that Putin may sack his long time protégé Dmitry Medvedev, the current PM 

and former president.  The government is also trying to revive its old patriotic youth movements 

in an attempt to control the uprising.  Clearly, the regime is concerned about these protests.  We 

note that the U.S. Senate is considering new sanctions on Russia. 

 

Qatar is apparently running the blockade through Oman.  The current blockade, which shows no 

signs of easing, continues to divide the region, with Iran and Turkey using the opportunity to 

support divisions within the Gulf Cooperation Council.  In other Middle East news, the Saudi 

defense purchase deal is facing opposition in Congress. 

 

The FOMC begins its meeting today, concluding tomorrow.  This is a “presser” meeting so we 

will get a press conference, new economic forecasts and “dots.”  It is a near certainty that the Fed 

will raise rates tomorrow.  We will be watching for hints of future policy rates. 

 

The Bank of Canada surprised the markets by signaling a rate hike is in the offing.  The CAD 

rallied on the news. 

 

Finally, the WSJ2 is reporting the mortgage issuance industry is “re-learning” how to sell 

subprime mortgages.  Early in my career (clearly, this is Bill writing), I was part of the process 

of winding down Latin America’s debt crisis, which ended by debt/equity swaps in the late 

1980s.  I remember at the time thinking, “It will be another generation before anyone lends to 

South America again.”  It took about five years.  The reason is that the previous lenders are 

usually swept away and find other jobs, and a new group enters without any experience of the 

pain suffered by the previous generation of lenders.  This WSJ article describes well how this 

process works. 

 

 

 

 

                                                 
2 https://www.wsj.com/articles/does-anyone-remember-how-to-make-a-subprime-mortgage-
1497259803?mod=nwsrl_today_s_markets (paywall) 

https://www.wsj.com/articles/does-anyone-remember-how-to-make-a-subprime-mortgage-1497259803?mod=nwsrl_today_s_markets
https://www.wsj.com/articles/does-anyone-remember-how-to-make-a-subprime-mortgage-1497259803?mod=nwsrl_today_s_markets


 

 

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

www.confluenceinvestment.com 

 3 

U.S. Economic Releases 
 

The NFIB small business optimism came in line with expectations at 104.5.  After peaking in 

January at 105.9, the index has been slowly falling.  It still remains quite elevated. 
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PPI final demand was in line with expectations, remaining unchanged from the prior month.  

Core PPI came in above expectations at 0.3% compared to the forecast of 0.1% from the prior 

month.  
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The chart above shows the relationship between PPI final demand and core PPI.  Annually, 

headline prices rose 2.6%, while core PPI rose 1.8%.  Core PPI remains stagnant at around 2.0% 

for the past decade.  This may suggest that suppliers are not facing any inflationary pressures.  

This could be attributed to increased competition among intermediaries; dollar strength probably 

plays a role as well.   
 

There are no economics releases or Fed events scheduled for the rest of the day.  

 

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 Manpower Survey q/q 3q 5.0% 4.0% ** Equity and bond neutral

Japan BSI Large All Industry q/q 2q -2.0 1.3 ** Equity and bond neutral

BSI Large Manufacturing q/q 2q -2.9 1.1 ** Equity and bond neutral

Manpower Survey y/y 3q 24.0 23.0 ** Equity and bond neutral

India Manpower Survey q/q 3q 15.0% 18.0% ** Equity and bond neutral

Australia NAB Business Conditions m/m may 12 14 ** Equity and bond neutral

NAB Business Confidence m/m may 7 13 ** Equity and bond neutral

Credit Card Purchases m/m apr A$22.9 bn A$27.4 bn ** Equity and bond neutral

Credit Card Balances m/m apr A$52.0 bn A$52.2 bn ** Equity and bond neutral

Manpower Survey q/q 3q 7.0% 11.0% ** Equity and bond neutral

New Zealand Manpower Survey q/q 3q 12.0% 14.0% ** Equity and bond neutral

EUROPE

Eurozone ZEW Survey Expectations m/m jun 37.7 35.1 ** Equity and bond neutral

Germany Wholesale Price Index y/y may 3.1% 4.7% ** Equity and bond neutral

ZEW Survey Expectations m/m jun 88.0 83.9 85.0 ** Equity bullish, bond bearish

ZEW Survey Current Situation m/m jun 18.6 20.6 21.7 ** Equity and bond neutral

UK CPI y/y may 2.9% 2.7% 2.7% *** Equity bullish, bond bearish

RPI y/y may 3.7% 3.5% 3.5% ** Equity bullish, bond bearish

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

PPI Input m/m may 11.6% 16.6% 13.5% ** Equity and bond neutral

PPI Output y/y may 3.6% 2.8% 2.9% ** Equity and bond neutral

House Price Index y/y apr 5.6% 4.1% 3.6% ** Equity bullish, bond bearish

AMERICAS

Brazil Retail Sales m/m apr 1.9% -4.0% -1.7% ** Equity bullish, bond bearish

Retail Sales Broad m/m may -0.4% -2.7% -2.9% ** Equity and bond neutral

Canada Bloombeg Nanos Confidence m/m jun 57.8 57.9 ** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 124 123 1 Up

3-mo T-bill yield (bps) 98 98 0 Neutral

TED spread (bps) 26 25 1 Neutral

U.S. Libor/OIS spread (bps) 115 114 1 Up

10-yr T-note (%) 2.22 2.22 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 33 33 0 Up

Currencies Direction

dollar down Neutral

euro up Down

yen down Down

pound up Neutral

franc up Neutral  
 

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 $48.37 $48.29 0.17% Short Covering

WTI $46.12 $46.08 0.09%

Natural Gas $3.05 $3.02 0.93%

Crack Spread $15.42 $15.54 -0.77%

12-mo strip crack $13.86 $13.88 -0.18%

Ethanol rack $1.67 $1.67 0.01%

Gold $1,263.19 $1,266.18 -0.24%

Silver $16.81 $16.96 -0.87%

Copper contract $258.15 $261.55 -1.30%

Corn contract 380.75$       377.25$       0.93%

Wheat contract 440.00$       434.00$       1.38%

Soybeans contract 934.75$       931.25$       0.38%

Baltic Dry Freight 870 849 21

Actual Expected Difference

Crude (mb) -2.3

Gasoline (mb) -1.2

Distillates (mb) 0.5

Refinery run rates (%) 0.00%

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 most of the eastern region.
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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.  

 

June 9, 2017 

 

We have been monitoring the S&P 500 performance relative to new GOP administrations.  

Based on the historical pattern, the market has reached the average peak level a few weeks early. 
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This chart shows the performance of the S&P 500 on a weekly close basis, indexed to the first 

Friday of the first trading week in the year of the election.  We have averaged the first four years 

of a new GOP president.  So far, this cycle’s equity market has generally, though not perfectly, 

followed the average.  Based on that pattern, the current level of the market is around the usual 

peak.  Clearly, this election cycle could be different, but the average does suggest we could be 

poised for a period of weakness.   

 

So, what might cause a pullback?  Here are a few candidates: 

 

A debt ceiling crisis: The Treasury indicates that the government may begin to shut down as 

early as August if the debt ceiling isn’t lifted.  With the GOP controlling Congress and the White 

House, raising the debt limit should be perfunctory.  However, there are rumblings that the 

Freedom Caucus will demand spending cuts to agree to any debt limit increases.  The 

Democrats, after watching President Obama deal with two government shutdowns and the 

sequester over the debt limit, are in no mood to work with the administration and may force the 

congressional leadership to deal with the Freedom Caucus.  If another debt limit crisis triggers a 
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new government shutdown and raises fears of a potential downgrade of Treasury debt, a pullback 

in equities would likely result. 

 

Winds of war on the Korean Peninsula: The U.S. will have three carrier groups in the East 

China Sea in the coming weeks.  Although we doubt the Trump administration wants a war with 

North Korea, the U.S. is putting enough assets in the region to go to war if it so decides.  A full-

scale attack on North Korea would be a bloody affair; the Hermit Kingdom has been preparing 

for such an attack for years and even if its nuclear program isn’t ready to deliver a weapon, its 

conventional forces will wreak havoc on the South.  Even a hint of a conflict will likely prompt a 

pullback in risk assets. 

 

Monetary policy worries: The FOMC appears driven to raise the fed funds target rate.  As we 

have noted before, there is a good deal of uncertainty surrounding the degree of slack that 

remains in the economy.  The FOMC appears to be leaning toward the notion that the economy 

is getting close to capacity and further declines in unemployment will surely lead to inflation 

rising over target.  Although financial markets didn’t react well to the rate hike in December 

2015, the subsequent increases have occurred without incident.  Telegraphing the increases has 

reduced the risk to rate hikes but the odds of overtightening will increase if the Federal Reserve 

has miscalculated the level of slack in the economy.  This potential concern, coupled with plans 

to begin reducing the size of the balance sheet later this year, could begin to undermine market 

sentiment. 

 

We want to note that the average decline shown on the above graph is not a numerical forecast; 

we tend to view the direction as a more important indicator than level.  It suggests that a period 

of equity market weakness is a growing possibility later this summer.  What we don’t see, at 

least so far, is evidence of anything more than a pullback.  Recessions tend to be the primary 

factors that lead to bear markets.  The economy is doing just fine; the yield curve hasn’t inverted, 

the ISM manufacturing index is comfortably above 50 and there hasn’t been any evidence in the 

labor markets to suggest a drop in economic growth.  Thus, we may see a weak summer for 

stocks but nothing that would lead us to take a defensive position in the equity markets.  Instead, 

a pullback will likely create an opportunity for investors.   

 

 

  

 
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 6/12/2017 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 6/12/2017 close) 

 

-10.0% 0.0% 10.0% 20.0%

Commodities

Cash

US Government Bond

US Corporate Bond

US High Yield

Small Cap

Real Estate

Mid Cap

Large Cap

Foreign Developed (local currency)

Emerging Markets (local currency)

Foreign Developed ($)

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 
 

June 8, 2017 
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P/E as of 6/7/2017 = 20.3x

 
 

Based on our methodology,3 the current P/E is 20.3x, unchanged from last week.   
 
 
 
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. 

                                                 
3 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 three actual quarters (Q3, Q4 and Q1) and estimate (Q2).  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. 


