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

EuroStoxx 50 is relatively unchanged from the last close.  In Asia, the MSCI Asia Apex 50 

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

0.3% and the Shenzhen index up 0.2%.  U.S. equity index futures are signaling a higher open.   

 

In Britain, Theresa May’s decision to call a snap election in order to win a larger mandate 

backfired last night.  The Tories, who were supposed to win more seats, lost their majority and 

barely squeaked out a plurality.  Final results show that the Tories lost 12 seats, falling to 318 in 

Parliament, and their rivals in the Labour Party won 31 seats, increasing their total to 261.  This 

outcome is seen as a stunning loss for the Tories who now need the help of a minority party in 

order to secure the additional eight seats needed to form a government.  As of right now, the 

Democratic Unionist Party (DUP), a party from Northern Ireland that won 10 seats, is likely to 

help the Tories form a government but will not form a coalition.  Despite the market’s negative 

reaction, there is growing sentiment that the election has possibly paved a way for a “soft” 

Brexit.  The voting results suggest that May’s insistence that “no deal is better than a bad deal” 

may have hurt the Tories in anti-Brexit strongholds such as London.  In the event that May fails 

to form a government, Jeremy Corbyn, leader of the Labour Party, will likely have to make 

concessions to the DUP (10 seats),  Liberal Democrats (12 seats) and the Sottish National Party 

(35 seats) in order to form a government, all of whom are strongly in favor of a “soft” Brexit.  

That being said, May is expected to retain her role as prime minister as Brexit negotiations begin 

in 10 days, but it is unclear whether she will be able to retain her role as party leader in the long 

term.  The GBP is currently down 147 bps relative to the dollar from the prior close. 

 

Yesterday’s testimony by former FBI Director Comey is being spun furiously by both sides.  Our 

take is that it’s damaging but not fatal.  It doesn’t appear that there is a clear case of obstruction.  

Comey’s decision to leak is normal for Washington but it does taint his image.  Former AG 

Lynch came off badly.  For the financial markets, probably the best model to think about this 

issue is not Watergate, but Whitewater.  There may not be much here, but the administration’s 

handling of the issue keeps leading to concern that “something” is being covered up.  That means 

the special investigation will continue for months, if not years, and will be a distraction for the 

administration.  If they are going to have any legislative success, they need to figure out how to 

manage this distraction. 

 

Yesterday, the Federal Reserve issued its Financial Accounts of the U.S. for Q1, otherwise 

known as the “Flow of Funds” report.  It offers a plethora of useful and interesting data about the 

economy and the health of important sectors of the economy.  The charts below show a few of 

our favorites. 
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The chart below shows net worth as a percentage of after-tax income.  It has reached a new 

record high as financial assets rise and housing prices recover. 

 

 
 

Deleveraging has slowed, but we are still seeing households lower their debt levels relative to 

after-tax income. 

 

 
 

We are seeing a steady healing of the real estate sector.  Owners’ equity in real estate continues 

to approach 60%, which history would suggest is “normal.”  In other words, as we approach this 

level, we could see homeowners and potential buyers view home buying as a less risky activity.  

If so, we could see a boost in homebuilding that would help the economy.   
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The Flow of Funds report also publishes national income data.  Labor picked up modestly in Q1 

but its share remains depressed.  The steady loss of share is likely a factor in the rise of political 

populism. 
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Rental income reached a new high, one of the factors that has made real estate investments 

attractive. 
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Our last chart examines the income from interest and dividends. 
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Dividends are currently about 6% of national income, with interest income under 3%.  The last 

time we had dividends consistently exceeding interest income was in the 1950s and early 1960s, 

a period of financial repression.  This chart portrays investor preference of income-producing 

equities.    
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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

10:00 Wholesale Inventories m/m apr -0.3% -0.3% **

10:00 Wholesale Trade Sales m/m apr 0.2% 0.0% **

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

China CPI y/y may 1.5% 1.2% 1.5% ** Equity and bond neutral

PPI y/y may 5.5% 6.4% 5.6% ** Equity and bond neutral

Japan Money Stock M2 y/y may 3.9% 4.3% 4.3% ** Equity and bond neutral

Money Stock M3 y/y may 3.4% 3.6% 3.6% ** Equity and bond neutral

Tertiary Industry Index m/m apr 1.2% -0.2% 0.5% ** Equity bullish, bond bearish

India Local Car Sales m/m may 166630 190788 ** Equity and bond neutral

Australia Home Loans m/m apr -1.9% -0.5% -1.0% ** Equity bearish, bond bullish

Investment Lending m/m apr -2.3% 0.8% ** Equity and bond neutral

Owner-Occupier Loan Value m/m may -1.1% 0.9% ** Equity and bond neutral

EUROPE

Germany Current Account Balance y/y 1q 15.1 bn 30.2 bn 24.5 bn ** Equity bearish, bond bullish

Exports m/m apr 0.9% 0.4% 0.3% ** Equity bullish, bond bearish

Imports m/m apr 1.2% 2.4% -0.5% ** Equity and bond neutral

Labor Costs y/y 1q 2.5% 3.0% ** Equity and bond neutral

France Budget Balance y/y apr -57.9 bn -29.6 bn ** Equity and bond neutral

Industrial Production y/y apr -0.5% 2.0% 1.2% ** Equity bearish, bond bullish

Manufacturing Production y/y apr 1.1% 3.5% 1.8% ** Equity bearish, bond bullish

Italy Unemployment Rate Quarterly m/m may 11.6% 11.9% 11.6% ** Equity and bond neutral

UK Industrial Production y/y apr -0.8% 1.4% -0.3% ** Equity bearish, bond bullish

Manufacturing Production m/m apr 0.0% 2.3% 0.7% ** Equity bearish, bond bullish

Construction Output m/m may -0.6% -0.7% 0.4% ** Equity bearish, bond bullish

Trade Balance m/m may -2050 -4900 -3500 ** Equity and bond neutral

BoE/ TNS Inflation Next 12 mths m/m may 2.8% 2.9% ** Equity and bond neutral

Russia Money Supply Narrow Def m/m jun 8.97 tn 9.00 tn ** Equity and bond neutral

AMERICAS

Mexico CPI y/y may 6.2% 6.2% 5.8% ** Equity and bond neutral

Canada New Housing Price Index m/m apr 3.9% 3.3% 3.3% ** Equity and bond neutral  
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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) 122 122 0 Up

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

TED spread (bps) 25 24 1 Neutral

U.S. Libor/OIS spread (bps) 114 114 0 Up

10-yr T-note (%) 2.20 2.19 0.01 Neutral

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

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

Currencies Direction

dollar up Neutral

euro down Down

yen down Down

pound down Neutral

franc down 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 $47.96 $47.86 0.21% Short Covering

WTI $45.74 $45.64 0.22%

Natural Gas $3.06 $3.03 0.99%

Crack Spread $16.13 $16.05 0.53%

12-mo strip crack $14.10 $13.99 0.74%

Ethanol rack $1.67 $1.67 -0.19%

Gold $1,274.07 $1,278.01 -0.31% Stronger dollar

Silver $17.35 $17.44 -0.50%

Copper contract $262.65 $260.95 0.65%

Corn contract 383.25$       385.75$       -0.65%

Wheat contract 445.25$       449.25$       -0.89%

Soybeans contract 937.00$       938.00$       -0.11%

Baltic Dry Freight 824 821 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) 106.0 99.0 7.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report
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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 



 

 

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

www.confluenceinvestment.com 

 9 

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 6/8/2017 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 6/8/2017 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. 


