
 

 

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

www.confluenceinvestment.com 

 1 

[Posted: June 22, 2017—9:30 AM EDT]  Global equity markets are generally lower this 

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

closed up 0.4% from the prior close.  Chinese markets were down, with the Shanghai composite 

down 0.3% and the Shenzhen index down 1.3%.  U.S. equity index futures are signaling a lower 

open.   

 

Most of the overnight news surrounds the oil market; we have our analysis of the weekly data 

below and we will offer our views on oil there.  We are seeing reports that China is trying to 

work out a deal with North Korea in which the Kim regime will cease missile tests in return for a 

smaller U.S. military footprint in South Korea.  Of course, China would probably like to see the 

THAAD installations removed, and the new Moon administration is pushing for lower key 

military exercises.  The problem with this proposal is that such measures have been tried before 

with little success; the North Koreans have repeatedly violated agreements.  China is afraid to 

press the Kim government too hard, fearing the regime will fail and cause a refugee crisis and 

perhaps a hostile government on the Yalu River.  We remain highly concerned about an 

escalation to conflict. 

 

U.S. crude oil inventories fell 2.4 mb compared to market expectations of a 1.2 mb draw. 
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This chart shows current crude oil inventories, both over the long term and the last decade.  We 

have added the estimated level of lease stocks to maintain the consistency of the data.  As the 

chart shows, inventories remain historically high but they are declining.  We also note that, as 

part of an Obama era agreement, there was a 0.8 mb sale of oil out of the Strategic Petroleum 

Reserve.  This is part of a 17.0 mb sale to partially pay for modernization of the SPR facilities.  

We note that sales have reached 11.3 mb this year, which likely means we should see these sales 

end in the coming weeks.  International agreements require that OECD nations hold 90 days of 
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imports in storage.  Due to falling imports, the current coverage is near 140 days.  Taking that 

into account, the draw would have been 3.2 mb, which is well more than forecast. 

 

As the seasonal chart below shows, inventories are usually well into the seasonal withdrawal 

period.  This year, that process began early.  Although the actual level of stockpiles remains 

quite high, we have seen rather sharp stock declines until the past three weeks.  We would expect 

the draws to increase as the recent rise in imports should fade. 

 

 
(Source: DOE, CIM) 
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Based on inventories alone, oil prices are overvalued with the fair value price of $38.35.  

Meanwhile, the EUR/WTI model generates a fair value of $52.03.  Together (which is a more 

sound methodology), fair value is $47.75, meaning that current prices are well below fair value.  

Currently, prices are below our expected trading range; we view oil prices as attractive on a 

short-term trading basis. 

 

 
(Source: Bloomberg) 

 

This chart shows the nearest WTI futures price.  We have drawn a box between $45 and $55 per 

barrel.  Note that nearly all prices have fallen within this range since early October.  This range 

has developed because OPEC’s cuts are being offset by rising U.S., Canadian and Brazilian 

output, leaving a mostly balanced market.  As the chart shows, prices at this level have been 

attractive entry points.  Of course, the risk is that we are seeing a downside breakout but we view 

further weakness as unlikely without strong evidence of OPEC cheating.  Thus, a recovery 

should develop in the coming weeks.  If we are correct, we should see two patterns develop.  

First, the market will need to stop declining on bullish news.  Second, in the commitment of 

traders’ data, we will need to see a sharp decline in the number of speculative long positions.   

 

Most of the time, oil markets trade in ranges because the market has a cartel structure.  A cartel 

usually keeps some production idle to bolster the price.  This excess capacity can be brought on 

line if prices rise, so the net effect is stabilization.  On the other hand, the media hates trading 

ranges; they simply aren’t news.  Thus, there is a tendency for reporters to talk up the breakout.  

That’s why most of the talk is bullish near the tops and the talk is bearish at the bottom of ranges.  

Current prices are well below fair value and we expect prices to stabilize in the coming weeks.   
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U.S. Economic Releases 

 

Initial jobless claims came in above expectations at 241k compared to the forecast of 240k.  The 

prior report was revised upward from 237k to 238k. 

 

 
 

The chart above shows the four-week moving average for initial claims.  The moving average 

rose by 1.5k from 243.25k to 244.75k, suggesting the labor market is still pretty strong. 

 

The FHFA house price index came in above expectations at 0.7% compared to the forecast of 

0.5%.  The prior report’s gain was revised upward from 0.6% to 0.7%.   

 

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

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m jun 50.0 **

9:45 Bloomberg Economic Expected m/m jun 49.5 **

10:00 Leading Index m/m may 0.3% 0.3% **

11:00 Kansas City Fed Manf. Activity m/m jun 9 8 **

EST Speaker or event

10:00 Jerome Powell speaks before Senate Banking Committee

Economic Releases

Member of the Board of Governors

Fed speakers or events

District or position
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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 Japan Buying Foreign Bonds m/m may 1090.1 bn 526.6 bn * Equity and bond neutral

Japan Buying Foreign Stocks m/m may 367.1 bn 50.4 bn * Equity and bond neutral

Foreign Buying Japan Bonds m/m may -601.8 bn 309.6 bn * Equity and bond neutral

Foreign Buying Japan Stocks m/m may -331.6 bn -143.1 bn * Equity and bond neutral

New Zealand Net Migration m/m may 5900 5780 ** Equity and bond neutral

Credit Card Spending y/y may 7.6% 6.4% ** Equity and bond neutral

EUROPE

France Business Confidence m/m jun 106 105 105 ** Equity and bond neutral

Manufacturing Confidence m/m jun 108 109 109 ** Equity and bond neutral

Production Outlook Indicator m/m jun 17 7 ** Equity and bond neutral

Own-Company Production Outlook m/m jun 13 14 ** Equity and bond neutral

UK CBI Trends Total Orders m/m jun 16 9 7 * Equity bullish, bond bearish

CBI Trends Selling Prices m/m jun 23 23 20 * Equity bullish, bond bearish

Switzerland Trade Balance m/m may 3.40 bn 1.97 bn ** Equity and bond neutral

Exports Real m/m may 2.9% -2.5% ** Equity and bond neutral

Imports Real m/m may 2.0% 2.6% ** Equity and bond neutral

Retail Sales Real y/y may 0.7% 0.0% 0.5% ** Equity bullish, bond bearish  
 

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) 129 128 1 Up

3-mo T-bill yield (bps) 97 97 0 Neutral

TED spread (bps) 32 31 1 Neutral

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

10-yr T-note (%) 2.16 2.16 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 30 30 0 Up

Currencies Direction

dollar down Neutral

euro down Up

yen up Neutral

pound down Down

franc down Down

Central Bank Action Prior Expected

RBNZ Official Cash Rate 1.750% 1.750% 1.750% On forecast  
 

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 $45.10 $44.82 0.62% Short Covering

WTI $42.71 $42.53 0.42%

Natural Gas $2.91 $2.89 0.66%

Crack Spread $16.11 $15.99 0.77%

12-mo strip crack $14.68 $14.62 0.41%

Ethanol rack $1.67 $1.67 -0.22%

Gold $1,250.16 $1,246.48 0.30% Weaker Dollar

Silver $16.55 $16.47 0.51%

Copper contract $261.60 $261.50 0.04%

Corn contract 376.00$       376.75$       -0.20%

Wheat contract 474.50$       479.50$       -1.04%

Soybeans contract 927.50$       927.75$       -0.03%

Baltic Dry Freight 844 847 -3

Actual Expected Difference

Crude (mb) -2.5 -1.2 -1.3

Gasoline (mb) -0.6 0.1 -0.7

Distillates (mb) 1.1 0.5 0.6

Refinery run rates (%) -0.40% 0.00% -0.4%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

except for the western region which shows warmer temps.  Precipitation is expected for the 

southern region.  Hurricane Cindy has made landfall near the Texas/Louisiana border.  This 

storm will likely cause some minor well closures in the GOM and will likely lead to some oil 

import disruptions as well.  However, we do not expect it to have lasting effects on supplies.
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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 16, 2017 

 

Last week, the Federal Reserve published its Financial Accounts of the United States report, 

more commonly called the “Flow of Funds” data.  The report offers a plethora of insights into 

the economy.  This week we want to examine the household debt situation. 

 

In Q1, household debt reached $15.1 trillion, up 3.4% from the previous year. 

 

 
 

Although the growth in liabilities is positive for consumption, note that the current growth rate is 

well below the 9.8% average from 1946 through 2006.  As we will show below, deleveraging 

continues but the pace has slowed dramatically.  Still, part of the reason for sluggish growth is 

that households are simply not borrowing as quickly as what we have seen in the postwar period. 

 

As noted, deleveraging has continued but the pace has slowed to a crawl. 
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Household debt (non-profit debt is not meaningful) is down to 78.2% of GDP after peaking at 

97.7%.  It is virtually impossible to determine the “correct” or sustainable level of debt, but a 

solid case can be made that any reading above 60% is probably not manageable over the long 

run.  Of course, there are three ways this ratio can decline, falling levels of debt, rising real GDP 

relative to debt or rising inflation relative to debt.  The lack of inflation has probably prevented 

an even larger drop in this ratio. 

 

Low interest rates have reduced the servicing costs. 
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This chart shows household debt service costs as a percentage of after-tax income.  Debt service 

costs rose steadily from 1993 into 2007.  The combination of falling interest rates and the level 

of debt has led to a sharp drop in debt service costs.  At these levels of debt service, one would 

expect that households would be encouraged to expand their debt levels.  However, the 

“hangover” from the debt crisis has not yet diminished.   

 

As long as households are reluctant to borrow, economic growth will remain slow and inflation 

low.  This combination should lead to moderate policy tightening from the FOMC and an 

extended business cycle.  If borrowing were to increase, these conditions might change but, for 

the foreseeable future, we expect borrowing to remain sluggish and economic growth to remain 

weak as well.   

 

 
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 6/21/2017 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 6/21/2017 close) 
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Mid Cap

Real Estate
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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 22, 2017 
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P/E as of 6/21/2017 = 20.5x

 
 

Based on our methodology,1 the current P/E is 20.5x, up 0.1x 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. 

                                                 
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 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. 


