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

morning.  The EuroStoxx 50 is up 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.8% from the prior close.  Chinese markets were up, with the Shanghai composite 

up 0.1% and the Shenzhen index up 0.3%.  U.S. equity index futures are signaling a higher open.   

 

N.B.  Due to the upcoming Independence Day holiday, the next issue of the Daily Comment 

will be published on July 5th.  We want to wish you a happy and safe holiday! 

 

We expect a quiet trade today; it’s a summer Friday, there’s a holiday looming, Canada is off 

today for Canada Day (Happy 150th!) and markets have been rather choppy recently.  A pause to 

consolidate makes sense.  The key issue we are seeing is a rapid shift in policy expectations.  

Although the Fed has been on a tightening path for some time (arguably since the onset of 

tapering), it appears the ECB, BOE and BOC are in the process of either ending stimulus or 

beginning to tighten.  Tight policy almost everywhere (the BOJ being the last holdout) hasn’t 

been a feature in the financial markets since 2007.  Thus, some concern is probably warranted.  

However, as we note in this week’s AAW (see below), economic conditions generally would not 

indicate that a major selloff is in the offing.  Thus, if one occurs, it will probably come from 

something other than the economy. 

 

Other news items of note: 

 

A trade war brewing?  President Trump ran a campaign promising to restrict trade to boost 

U.S. growth and jobs.  According to Mike Allen at Axios,1 the vast majority of Trump’s cabinet 

opposed deploying steel tariffs.  The report puts the vote at 22-3.  However, Trump was one of 

the three, thus the plan is expected to move forward.  Tariffs on steel could hit 20% and the 

report suggests that other items, including aluminum, semiconductors, paper and appliances, 

could be next.  Trade wars are tricky; it’s hard to avoid self-inflicted wounds.  Raising the price 

of steel will adversely affect consumers (automakers, for example) and bring inflation.  And, 

depending on the price elasticity, it can actually reduce demand to the point where domestic steel 

producers could be harmed.  For example, if the price rises to the point where automakers reduce 

their steel consumption and substitute carbon fiber or plastic, all could be worse off.  In addition, 

retaliation is always possible.  If the U.S. hits Chinese steel exports with a tariff, expect China to 

hit American exports to China, such as agriculture products.  This could get quite interesting. 

 

                                                 
1 https://www.axios.com/exclusive-trump-plots-trade-wars-
2450764900.html?utm_medium=linkshare&utm_campaign=organic  
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Rising tensions with China: The issues with China are really a string of tit-for-tat headlines.  

The U.S. has approved a $1.4 bn arms sale to Taiwan.2  China is building new military facilities 

in the South China Sea islands.3  The U.S. has cut off China’s Bank of Dandong from the U.S. 

financial system over ties to North Korea.4  The bank is rather small but the move is likely 

designed to send a clear signal to other Chinese banks about their business dealings with North 

Korea.  It is becoming apparent that the warm ties from earlier meetings between President 

Trump and Chairman Xi have dissipated.   

 

The G-20: The world group meets next week but already it looks like it will generate lots of 

news.  Yesterday, we noted that Chancellor Merkel, the host of this gathering, will strongly 

oppose protectionism and isolationism and made no attempt to veil her displeasure with the U.S.  

President Trump announced yesterday he will meet with Russian President Putin; there are 

reports the administration intends to surround Trump with staff to avoid any compromising 

images from developing.  These meetings are usually non-events, but this one may be full of 

“fireworks.”   

 

U.S. Economic Releases 

 

Personal income came in above expectations, rising 0.4% from the prior month compared to the 

0.3% forecast.  The prior month’s report was revised downward from 0.4% to 0.3%.  Personal 

spending came in line with expectations, rising 0.1% from the prior month.  Real spending came 

in below expectations, rising 0.1% from the prior month compared to the forecast of 0.2%.   

 

 
 

The chart above shows the year-over-year change in personal income. 

                                                 
2 https://www.wsj.com/articles/trump-administration-proposes-1-42-billion-in-arms-sale-to-taiwan-1498770781  
3 http://www.reuters.com/article/us-southchinasea-china-islands-idUSKBN19L02J  
4 https://www.wsj.com/articles/u-s-to-sanction-chinese-bank-over-north-korea-financing-1498763996  

https://www.wsj.com/articles/trump-administration-proposes-1-42-billion-in-arms-sale-to-taiwan-1498770781
http://www.reuters.com/article/us-southchinasea-china-islands-idUSKBN19L02J
https://www.wsj.com/articles/u-s-to-sanction-chinese-bank-over-north-korea-financing-1498763996
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The PCE deflator came in line with expectations, falling 0.1% from the prior month.  The core 

PCE was also in line with expectations, rising 0.1% from the prior month.  The prior report’s 

gain was revised downward from 0.2% to 0.1%. 

 

 
 

The chart above shows the relationship between the year-over-year change in personal 

consumption and core personal consumption price deflators.  The PCE deflator and core PCE 

came in at 1.4% and 1.7%, respectively.  The falling PCE is a bit of a concern because it 

suggests that Fed tightening may be constraining inflation.  If this pattern persists, we expect 

increasing dissention within the FOMC regarding future rate hikes.  We note St. Louis FRB 

President Bullard was quoted yesterday suggesting the Fed’s plan for rate hikes is too aggressive 

given the data.5   

 

In defense of the more hawkish members of the committee, the real fed funds target remains 

below zero.  As the chart below shows, the gap to zero is narrowing rapidly but still remains at a 

minus 50 bps.  If one assumes some degree of “normalcy” and projects a terminal real rate of 

2%, we would need a nominal target of 3.50%.  We believe that current conditions are anything 

but normal and such a reading would almost certainly send the economy into a downturn.  

However, from the below chart, it would not be unreasonable to expect a 2% real target rate as a 

long-term goal for policy.  That idea is probably what underlies the Fed’s persistent projections 

of a higher future fed funds rate which, so far, never materializes. 

 

                                                 
5 http://www.cnbc.com/2017/06/30/feds-bullard-says-u-s-rate-hikes-too-aggressive-for-data.html  

http://www.cnbc.com/2017/06/30/feds-bullard-says-u-s-rate-hikes-too-aggressive-for-data.html
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The table below shows the economic releases scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

9:45 Chicago Purchasing Manager m/m jun 58.0 59.4 **

10:00 University of Michigan Sentiment m/m jun 94.5 94.5 **

10:00 University of Michigan Current Conditions m/m jun 109.6 **

10:00 University of Michigan Expectations m/m jun 84.7 **

10:00 University of Michigan 1 yr Inflation m/m jun 2.6% **

10:00 University of Michigan 5-10 yr Inflation m/m jun 2.6% **

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

China Manufacturing PMI m/m jun 51.7 51.2 51.0 ** Equity bullish, bond bearish

Non-Manufacturing PMI m/m jun 54.9 54.5 ** Equity bullish, bond bearish

Japan Jobless Rate m/m may 3.1% 2.8% 2.8% ** Equity bullish, bond bearish

Job-to-Applicant m/m may 1.49 1.48 1.48 ** Equity and bond neutral

Overall Household Spending m/m may -0.1% -1.4% -0.7% ** Equity and bond neutral

National CPI m/m may 0.4% 0.4% 0.5% ** Equity and bond neutral

Industrial Production m/m may -3.3% 4.0% -3.0% ** Equity bearish, bond bullish

Vehicle Production m/m may 5.5% 16.3% ** Equity and bond neutral

India Fiscal  Deficit INR Core m/m may 167739 205622 ** Equity and bond neutral

Australia Private Sector Credit y/y may 5.0% 4.9% 5.0% ** Equity and bond neutral

New Zealand Building Permits m/m may 7.0% -7.6% ** Equity and bond neutral

EUROPE

Eurozone CPI Estimate y/y jun 1.3% 1.4% 1.2% ** Equity and bond neutral

CPI core y/y jun 1.1% 0.9% 1.0% ** Equity and bond neutral

Germany Retail Sales y/y may 4.8% -0.9% 2.8% ** Equity bullish, bond bearish

Unemployment Change y/y jun 7k -9k -10k ** Equity bearish, bond bullish

Unemployment Claims Rate y/y jun 5.7% 5.7% 5.7% ** Equity and bond neutral

Italy Deficit to GDP q/q 1q 4.3% 2.4% ** Equity and bond neutral

France CPI m/m jun 0.0% 0.0% 0.0% ** Equity and bond neutral

PPI m/m may -0.6% -0.6% ** Equity and bond neutral

Consumer Spending y/y may 1.3% -0.5% 0.9% ** Equity bullish, bond bearish

UK Current Account Balance q/q 1q -16.9 bn -12.1 bn -16.9 bn ** Equity and bond neutral

GDP y/y 1q 2.0% 2.0% 2.0% ** Equity and bond neutral

Index of Services m/m apr 0.2% 0.2% 0.2% ** Equity and bond neutral

Total Business Invesments y/y 1q 0.7% 0.8% ** Equity and bond neutral

AMERICAS

Brazil National Unemployment Rate m/m may 13.3% 13.6% 13.6% ** Equity and bond neutral

Canada CFIB Business Barometer m/m jun 60.9 66.0 ** 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) 100 101 -1 Neutral

TED spread (bps) 30 29 1 Neutral

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

10-yr T-note (%) 2.26 2.27 -0.01 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 down Neutral

pound up Down

franc up Down  
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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 $47.67 $47.42 0.53% Weaker Dollar

WTI $45.31 $44.93 0.85%

Natural Gas $3.01 $3.04 -0.95%

Crack Spread $16.63 $16.73 -0.61%

12-mo strip crack $14.91 $14.93 -0.14%

Ethanol rack $1.67 $1.67 -0.04%

Gold $1,243.68 $1,245.51 -0.15%

Silver $16.58 $16.62 -0.27%

Copper contract $269.30 $269.55 -0.09%

Corn contract 373.50$       369.50$       1.08%

Wheat contract 509.50$       496.00$       2.72%

Soybeans contract 928.75$       924.75$       0.43%

Baltic Dry Freight 920 929 -9

Actual Expected Difference

Crude (mb) 0.1 -2.3 2.4

Gasoline (mb) -0.9 0.0 -0.9

Distillates (mb) -0.2 0.4 -0.6

Refinery run rates (%) -1.50% -0.30% -1.2%

Natural gas (bcf) 46.0 52.0 -6.0

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

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.  

 

June 30, 2017 

 

For equity investors, there is always a concern about the major market declines; being able to 

reduce market exposure prior to crashes like the ones in 2000 or 2008 is always desirable.  

Although large declines have occurred outside of economic recessions, they have become 

increasingly rare.  The last major market pullback absent a recession was the 1987 crash.  Thus, 

an indicator that can use high frequency economic data (data that is available on a weekly basis) 

and relate it to equities should have some value. 
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This chart shows one of our recent efforts.  The upper line is the monthly average for the S&P 

500; the lower line is an indicator built of three economic numbers—initial claims, the CRB 

commodity index and the Conference Board’s Consumer Confidence data.  We have 

standardized6 the economic data and created an indicator, shown on the bottom of the graph.  In 

general, a positive reading is generally bullish for equities.  We have placed vertical lines on the 

chart to indicate when the indicator turned negative with persistence.  These are usually periods 

of falling equities. 

                                                 
6 Standardizing entails subtracting the raw data by its average and dividing by its standard deviation.  The resulting 
number is then adjusted by how far it is from average and how far it is from its normal deviation.  Standardizing 
allows one to combine unlike indicators and essentially balance their relative effect.  In this case, the formula is 
Indicator = (standardized CRB + standardized Consumer Confidence) – standardized Initial Claims.  We subtract the 
claims data because lower claims indicates a stronger economy.  Subtracting that number thus allows the indicator 
to rise when economic data are improving and vice versa. 
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Although useful, it is clear that the indicator is somewhat “late” in that the equity decline is well 

underway by the time it becomes negative.  That would suggest that a momentum number based 

off the economic indicator might be helpful. 
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To achieve this, we calculated the 18-month change in the above indicator and set a “crash line” 

at -1.0.  The adjustment improves the indicator’s value, indicating an investor should reduce 

equity exposure sooner than the unchanged index would suggest.  At the same time, using a -1.0 

reading eliminated the false exit signals.   

 

There is an element of “data mining” here and we would not recommend using this indicator as a 

“precision instrument.”  However, it does show that these three standardized data points  are 

fairly good coincident indicators of the economy and, using an 18-month change and a filter, do 

offer reasonably good warnings when one should reduce exposure and when a market pullback is 

a mere correction.   

 

We use the period since 1997 because it makes the data easier to observe.  But, we did look at 

data from 1980 and the performance is similar.  As we would expect, the indicator did not help at 

all during the 1987 crash, confirming that its usefulness is as a gauge of the interaction between 

equities and the economy, not as a pure market indicator.   

 

What is it telling us now?  The economy is doing well enough that market declines will probably 

not be more than normal pullbacks.  Of course, this sort of indicator won’t necessarily be helpful 

if a geopolitical event triggers a major market decline.  But, the most common cause of bear 

markets in equities are recessions.  For now, that doesn’t appear to be on the horizon.  

 
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 6/29/2017 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 6/29/2017 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 
 

June 29, 2017 
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P/E as of 6/28/2017 = 20.5x

 
 

Based on our methodology,7 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. 

                                                 
7 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. 


