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[Posted: June 8, 2017—9:30 AM EDT]  Global equity markets are higher this morning.  The 

EuroStoxx 50 is up 0.6% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 0.1% 

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

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

 

Welcome to Super Thursday! 

 

Today, there is a slew of geopolitical events that may have an impact on global markets.  In 

Europe, the ECB will hold a press conference about current and future policy decisions.  In the 

U.S., former FBI Director James Comey testifies to the Senate Committee about Trump’s 

influence in the Russia investigation.  In the U.K., there are parliamentary elections to decide the 

prime minister.  

 

The ECB has decided to hold rates at their current levels and maintain the current level of 

quantitative easing.  Prior to the press conference, the ECB released a statement that left out the 

mention of possibly lowering interest rates in the future.  The market has interpreted this as a 

signal that the ECB is willing to exit the stimulus program.  As mentioned yesterday, the ECB 

has cut its inflation forecast and revised its GDP forecast higher.  During the press conference, 

Mario Draghi added that he expects monetary policy to remain the same for an extended period 

of time, even after the stimulus program ends.  He went on to say that increased momentum in 

the Eurozone economy shows that risks to the global outlook were broadly balanced, but the 

momentum has not translated into stronger inflation dynamics.  Draghi warned that global 

macroeconomic developments still present downside risk and that the ECB is prepared to 

increase asset purchases if the outlook were to become less favorable or financial conditions 

become inconsistent.  After the press conference, the euro depreciated against the dollar.  

 

With the release of former FBI Director Comey’s statement that Trump asked him to “lift the 

cloud” of the investigation by publically stating that Trump was not personally under 

investigation, Comey’s testimony today could prove to be a bit anti-climactic.  The primary 

market worry would be that enough information will emerge to further distract the Trump 

administration from other goals.  We do note that Senate GOP leaders are looking at a health 

care bill; reports suggest that McConnell will give it a few weeks and, if nothing is done, tax 

issues will be taken up.  Tax cuts are what the market is mostly concerned over so if the Senate 

can move forward then it probably means equities will at least hold at current levels. 

 

The other major item today is the British election.  Polls are scattered, with some late polls 

showing a dead heat, while others show a 10% lead for the Tories.  Our expectation is a 

Conservative win but no major pickup in seats and thus no expanded mandate.  This isn’t a great 

outcome but it probably doesn’t move the financial markets.   

 

Daily Comment 
 

By Bill O’Grady, Kaisa Stucke, 

and Thomas Wash 
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U.S. crude oil inventories unexpectedly rose 3.3 mb compared to market expectations of a 3.5 

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 have been declining.  We note that, as part 

of an Obama era agreement, there was a 1.7 mb sale of oil out of the Strategic Petroleum 

Reserve.  This is part of a $375.4 mm sale (or 8.0 mb) done, in part, to pay for modernization of 

the SPR facilities.  International agreements require that OECD nations hold 90 days of imports 

in storage.  Due to falling imports, the current coverage is near 140 days.  Taking that into 

account, the build was a less ominous 1.7 mb.   

 

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 are seeing stock declines at a rather rapid pace.  Assuming a similar drop from this 

year’s peak of 566.5 mb at the end of March, we will end up at 505 mb by late September.  In 

fact, current inventory levels have already declined more than the seasonal trough, which is 

supportive.  As a result, last week’s rise is something of an anomaly; we would not be surprised 

to see declines resume next week. 
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(Source: DOE, CIM) 
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Based on inventories alone, oil prices are overvalued with the fair value price of $37.17.  

Meanwhile, the EUR/WTI model generates a fair value of $53.24.  Together (which is a more 

sound methodology), fair value is $47.34, meaning that current prices are below fair value.  

Inventory levels remain a drag on prices but the oil market seems to be ignoring the impact of 

dollar weakness.  Our position has been that oil prices are in a range between $45 and $55 per 

barrel and, accordingly, oil is attractive at current levels.  The worries about OPEC shattering 

over Qatar appear to us to be misplaced.  The cartel has managed to maintain relations with 

members at war before.  A bigger risk is that a conflict develops that disrupts flows.  It’s not 

highly likely, but it is more likely than OPEC expanding output based on tensions with Qatar.   
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U.S. Economic Releases 

 

Initial jobless claims came in above expectations at 245k compared to the forecast of 240k.  The 

prior report was revised upward from 248k to 255k. 
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The chart above shows the four-week moving average of initial jobless claims.  The four-week 

moving average rose from 239.75k to 242k. 

 

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

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m apr 51.2 **

12:00 Household Change in Net Worth m/m apr $2.043 tn **

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 Trade Balance m/m may $40.81 bn $38.05 bn $47.80 bn ** Equity bearish, bond bullish

Imports y/y may 14.8% 11.9% 8.3% ** Equity bearish, bond bullish

Exports y/y may 8.7% 8.0% 7.2% ** Equity and bond neutral

Japan GDP q/q 1q 1.0% 2.2% 2.4% ** Equity bearish, bond bullish

BoP Current Account Balance m/m apr 1.9519 tn 2.9077 tn 1.6988 tn ** Equity and bond neutral

Trade Balance m/m apr 553.6 bn 865.5 bn 494.0 bn ** Equity and bond neutral

Bank Lending Incl Trust m/m may 3.2% 3.0% ** Equity and bond neutral

Bank Lending Ex Trust m/m may 3.3% 3.0% 3.0% ** Equity and bond neutral

Tokyo Avg Office Vacancies m/m may 3.41 3.39 ** Equity and bond neutral

Bankruptcy y/y may 19.5% -2.2% ** Equity and bond neutral

Australia Trade Balance m/m apr A$0.555 bn A$3.107 bn A$2.000 bn ** Equity bearish, bond bullish

EUROPE

Eurozone GDP y/y 1q 1.9% 1.7% 1.7% ** Equity bullish, bond bearish

Germany Industrial Production y/y apr 2.9% 1.9% 2.1% ** Equity bullish, bond bearish

France Trade Balance m/m apr -5.535 bn -5.353 bn -5.950 bn ** Equity and bond neutral

Current Account Balance m/m apr -3.1 bn -3.0 bn ** Equity and bond neutral

Switzerland Unemployment Rate y/y may 3.2% 3.3% 3.0% ** Equity and bond neutral

CPI y/y may 0.5% 0.4% 0.3% ** Equity and bond neutral

AMERICAS

Mexico Formal Job Creation Total m/m may 26.7k 26.8k ** 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) 122 122 0 Up

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

TED spread (bps) 25 25 0 Neutral

U.S. Libor/OIS spread (bps) 114 113 1 Up

10-yr T-note (%) 2.20 2.17 0.03 Neutral

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

EUR/USD 3-mo swap (bps) 32 32 0 Up

Currencies Direction

dollar up Neutral

euro down Down

yen down Down

pound down Neutral

franc down Neutral

Central Bank Action Current Prior

Bank of England Bank Rate 0.250% 0.250% 0.250% On forecast

ECB Deposit Facility Rate -0.400% -0.400% -0.400% On forecast

ECB Asset Purchase Target EU60 bn EU60 bn EU60 bn On forecast

RBI Repurchase Rate 6.250% 6.250% 6.250% On forecast

RBI Reverse Repo Rate 6.000% 6.000% 6.000% On forecast

RBI Cash Reserve Ratio 4.000% 4.000% 4.000% On forecast  
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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 $48.03 $48.06 -0.06% Higher than expected US inventory

WTI $45.69 $45.72 -0.07%

Natural Gas $3.03 $3.02 0.43%

Crack Spread $16.29 $15.86 2.70%

12-mo strip crack $14.21 $13.92 2.11%

Ethanol rack $1.68 $1.68 -0.02%

Gold $1,285.55 $1,287.15 -0.12% Stronger dollar

Silver $17.63 $17.60 0.17%

Copper contract $257.75 $255.15 1.02%

Corn contract 388.75$       384.75$       1.04%

Wheat contract 448.75$       444.75$       0.90%

Soybeans contract 939.75$       930.75$       0.97%

Baltic Dry Freight 821 818 3

Actual Expected Difference

Crude (mb) 3.3 -3.5 6.8

Gasoline (mb) 3.3 0.0 3.3

Distillates (mb) 4.4 0.8 3.6

Refinery run rates (%) -0.90% 0.00% -0.9%

Natural gas (bcf) 99.0

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 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 2, 2017 

 

In the last FOMC minutes, policymakers signaled another hike at the upcoming June 14th 

meeting.  We continue to closely monitor financial conditions but, so far, financial markets are 

rather sanguine about the impact of policy tightening.    
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The blue line on the chart shows the Chicago FRB Financial Conditions Index, which measures 

the level of stress in the financial system.  It is constructed of 105 variables, including the level 

of interest rates, credit spreads, equity and debt market volatility, delinquencies, borrower and 

lender surveys, debt and equity issuance, debt levels, equity levels and various commodity prices 

(including gold).  A rising line indicates increasing financial stress.  The red line is the effective 

fed funds rate.  Until 1998, the two series were positively and closely correlated.  When the Fed 

raised rates, financial stress rose; when the Fed lowered rates, stress declined. 

 

We believe there are two factors that changed this relationship.  The first is policy transparency.  

Starting in the late 1980s, the Fed became increasingly transparent.  For example, before 1988, 

the FOMC would meet but issue no statement about what it had decided to do.  Investors and the 

financial system had to guess whether policy had been changed.  Starting in 1988, the central 

bank began publishing its target rate.  In the 1990s, it began issuing a statement when rates 

changed.  Eventually, a statement followed all meetings.  As the FOMC has become more 

transparent, the correlation between stress and the level of fed funds has changed.  Essentially, 

the markets now know with a high degree of certainty when rate changes are likely.  This is 

especially true of tightening.  The FOMC appears to avoid making rate hikes that surprise the 

market. 
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The second factor is financial system stability.  From the Great Depression into the 1980s, 

policymakers put a high premium on system stability at the expense of efficiency.  Bank failures 

were rare and there were a large number of rather small institutions.  In addition, commercial 

banks were separated from investment banks.  The drive to improve efficiency led to 

consolidation among commercial banks and a breakdown of the barriers between commercial 

and investment banks.  Although this made the system more efficient, it also undermined 

stability.  Thus, when raising rates, the Fed must pay close attention to system stability to prevent 

crises, which has tended to lead to gradual and measured policies; this behavior maintains 

stability…until it doesn’t! 

 

Essentially, policymakers and investors face the Minsky Paradox; the more stable markets 

become the more risks investors take, leading to conditions that cannot be sustained.  

Unfortunately, it’s hard to know in advance when rate hikes become problematic.  It is likely that 

as rates rise, factors that may have been manageable at lower rates become dangerous at higher 

rates.  Those conditions can change faster than policymakers can likely react.  For now, there 

isn’t much evidence of trouble but the fact that policy is tightening raises the likelihood, however 

small, that problems could develop. 

 

  

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

 
 

Based on our methodology,1 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. 

                                                 
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. 


