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

EuroStoxx 50 is down 0.9% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.4% from the prior close.  Chinese markets were closed due to the Dragon Boat Festival.  U.S. 

equity index futures are signaling a lower open.   

 

Welcome back from the long weekend!  Here are the stories that caught our attention: 

  

A break in Europe: Chancellor Merkel made headlines by indicating that, in the wake of the G-

7 meeting, continental Europe must prepare to “go it alone” without the security support of the 

U.S. or U.K.  During his trip (and in an early morning tweet), the president called Germany 

“bad,” criticizing the nation’s trade surplus with the U.S. and its defense spending coming in 

below the 2% NATO target.  These are all legitimate concerns.  However, we fear it has been 

forgotten why we are in this position at all.  After WWII, the U.S. was not looking forward to 

fighting another war in Europe.  Thus, the U.S. created NATO, which America has dominated, 

and effectively disarmed the continent.  In other words, we purposely created conditions in 

which the Europeans spent less on defense and made them dependent on the U.S. for security.  

Although this was an expensive policy, it did work.  So far, we haven’t fought WWIII on 

European soil.  If Merkel is true to her word, Germany should rebuild its armed forces.  

Although this may be what the U.S. wants on the surface, Germany will be less likely to follow 

American foreign policy once it has a formidable military.  Such fears seem farfetched given the 

current state of European militaries, and they probably are in the short run.  In the longer run, 

however, a remilitarized Germany is a grave concern.   

 

Draghi remains dovish: The ECB president indicated that the Eurozone still needs “an 

extraordinary amount of monetary support.”  ECB policy has increasingly come under fire from 

German officials who want policy to tighten.  Draghi did acknowledge the Eurozone economy is 

improving but expressed concerns about continued low inflation.  On a related note, the ECB has 

been reluctant to buy Greek bonds until the current bailout is resolved. 

 

A Greek scare: There were reports overnight that seemed to suggest Greece was preparing to 

default on its debt if a bailout deal wasn’t reached.  The EUR plunged on the news, but we have 

seen a recovery after Greek officials clarified that a default wasn’t being considered.   

 

Italian elections: By February 2018, Italy will need to hold elections.  However, the major 

parties are considering early elections tied to a change in electoral law.  The proposal would be 

to use a proportional system similar to Germany’s that prevents any party that gathers less than 

5% of the national vote from seating candidates in the legislature.  Although a proportional 

system would improve the stability of Italy’s political system, a vote could bring the populist 

Five Star party to power and raise fears about Italy’s commitment to the Eurozone.  Meanwhile, 
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the NYT is reporting that the Russians are taking advantage of the Trump administration’s 

distractions elsewhere and building relationships in Italy.1  The aforementioned Five Star 

movement not only wants to hold a referendum on the Eurozone but also calls for closer relations 

with Russia and a reduction of American influence in Italy.   

 

U.K. elections: Debates were held over the weekend and were essentially called a draw.  The 

polls are still tight; the latest show the Tories with a 6% lead over Labour, which is stable but 

close enough for discomfort.  If the polls remain this tight, the best we can hope for is that the 

Conservatives hold a small majority in Parliament.  This outcome would hamper May’s ability to 

negotiate exit conditions with the EU.  The second worst outcome would be a hung election 

where no party is able to cobble together a government.  The worst outcome for the financial 

markets would be a surprise Labour win.  In some respects, a Corbyn-led Labour Party win 

would send a clear signal to the world of the unpopularity of globalization and indicate that the 

post-Cold War “Washington Consensus” is probably finished.  Although we don’t expect a 

Labour win, the polling frankly bothers us because we wonder about preference falsification; 

Corbyn is a divisive political figure and we worry that he might have more support than people 

will admit to poll takers.   

 

A second Korean War?  The U.S. is sending the U.S.S. Nimitz carrier group to northern Asian 

waters, perhaps joining the U.S.S. Carl Vinson and the U.S.S. Ronald Reagan.  It is possible that 

the Nimitz, which was originally scheduled to go to the Middle East, is going to relieve the Carl 

Vinson.  However, the U.S. tends to prefer to have three carrier groups in a region when it goes 

to war.  Having three groups makes it easier to conduct round-the-clock operations if a hot war 

erupts.  We suspect that SOD Mattis is putting the pieces in place for President Trump if he 

decides to attack North Korea.  We will have more to say on this issue in the coming weeks but 

the North Korean situation has evolved to a point where, if nothing is done, the Hermit Kingdom 

will be able to launch missile strikes on the U.S. itself.  We don’t see war as imminent (next six 

weeks) but the odds of conflict are rising.  Perhaps the carriers are the best clue—if three remain 

in place, it does indicate that the U.S. is moving to a war footing.  That signal may be designed to 

encourage the Kim government to the negotiating table or scare China into pressuring North 

Korea.  But, the stronger the signal the harder it is to “walk back.”   

 

U.S. Economic Releases 

 

Personal income came in line with expectations, rising 0.4% from the prior month.  Personal 

spending was also in line with expectations, rising 0.4% from the prior month.  The prior 

month’s report was revised upward from unchanged to 0.3%.  Real spending came in line with 

expectations, rising 0.2% from the prior month.  The prior report’s gain was revised upward from 

a rise of 0.3% to 0.5%. 

 

                                                 
1 https://www.nytimes.com/2017/05/29/world/europe/russia-courts-italy-in-us-
absence.html?emc=edit_mbe_20170530&nl=morning-briefing-europe&nlid=5677267&te=1  

https://www.nytimes.com/2017/05/29/world/europe/russia-courts-italy-in-us-absence.html?emc=edit_mbe_20170530&nl=morning-briefing-europe&nlid=5677267&te=1
https://www.nytimes.com/2017/05/29/world/europe/russia-courts-italy-in-us-absence.html?emc=edit_mbe_20170530&nl=morning-briefing-europe&nlid=5677267&te=1
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The chart above shows the year-over-year change in personal income. 

 

The PCE deflator came in line with expectations, rising 0.2% from the prior month.  The core 

PCE came in above expectations, rising 0.2% compared to the forecast of 0.1% from the prior 

month. 
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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 1.7% and 1.5%, respectively.  Despite the PCE failing to meet the Fed’s inflation 

target of 2%, this report is unlikely to deter the Fed from a possible rate hike in June. 

 

The S&P CoreLogic Case-Schiller 20-City Home Price Index for March came in below 

expectations at 0.87% compared to the forecast of 0.90% from the prior month.  The prior 

report’s gain was revised upward from 0.69% to 0.71%.  The S&P CoreLogic Case-Schiller U.S. 

HPI increased by 5.75% from the prior year.  The prior report was revised downward from 

5.76% to 5.69%. 

 

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

EDT Indicator Expected Prior Rating

10:00 Conference Board Consumer Confidence m/m may 119.8 120.3 **

10:00 Conference Board Presentation Situation m/m may 140.6 **

10:00 Conference Board Expectations m/m may 106.7 **

10:30 Dallace Fed Manufacturing Index m/m may 15.0 16.8 **

EST Speaker or event

12:00 Lael Brainard Speaks on Economy, Monetary Policy in NY

Economic Releases

Fed speakers or events

District or position

Member of the Board of Governors  
 

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

Japan Jobless Rate y/y apr 2.8% 2.8% 2.8% ** Equity and bond neutral

Job-to-Applicant Ratio y/y apr 1.48 1.45 1.46 ** Equity and bond neutral

Overall Household Spending y/y apr -1.4% -1.3% -0.7% ** Equity bearish, bond bullish

Retail Sales m/m apr 1.4% 0.2% -0.1% ** Equity bullish, bond bearish

Retail Trade y/y apr 3.2% 2.1% 2.2% ** Equity bullish, bond bearish

Department Store, Supermarket Sales m/m apr 1.1% -0.8% 0.3% ** Equity bullish, bond bearish

Australia ANZ Roy Morgan Weekly Consumption m/m apr 112.5 110.5 ** Equity bullish, bond bearish

Building Approvals y/y apr -17.2% -19.9% -18.1% ** Equity and bond neutral

New Zealand Building Permits m/m apr -7.6% -1.8% ** Equity and bond neutral

EUROPE

Eurozone Economic Confidence y/y may 109.2 109.6 110.0 ** Equity and bond neutral

Business Climate Indicator y/y may 0.90 1.09 1.11 ** Equity bearish, bond bullish

Industrial Confidence m/m may 2.8 2.6 3.1 ** Equity and bond neutral

Services Confidence m/m may 13.0 14.2 14.2 ** Equity and bond neutral

Consumer Confidence m/m may -3.3 -3.3 -3.3 ** Equity and bond neutral

Germany Import Price Index m/m apr 6.1% 6.1% 6.3% ** Equity and bond neutral

CPI y/y may 2.0% 1.6% *** Equity and bond neutral

France Consumer Confidence m/m may 102 100 101 ** Equity and bond neutral

Consumer Spending m/m apr -0.5% -0.4% 0.8% ** Equity bearish, bond bullish

GDP y/y 1q 1.0% 0.8% 0.8% *** Equity and bond neutral

Italy PPI y/y apr 4.4% 3.4% ** Equity and bond neutral

Switzerland KOF Leading Indicator m/m may 101.6 106.0 106.0 ** Equity and bond neutral

AMERICAS

Canada Current Account Balance q/q 1q -14.05 bn -10.73 bn -12.00 bn ** Equity bearish, bond bullish

Industrial Product Price m/m apr 0.6% 0.8% ** Equity and bond neutral

Raw Material Price Index m/m apr 1.6% -1.6% ** 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) 120 120 0 Up

3-mo T-bill yield (bps) 92 91 1 Neutral

TED spread (bps) 29 29 0 Neutral

U.S. Libor/OIS spread (bps) 108 108 0 Up

10-yr T-note (%) 2.24 2.25 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) 37 37 0 Up

Currencies Direction

dollar down Neutral

euro up Down

yen up 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. 
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Price Prior Change Explanation

Brent $51.89 $52.29 -0.76% Long Liquidation

WTI $49.64 $49.80 -0.32%

Natural Gas $3.19 $3.31 -3.60%

Crack Spread $17.59 $17.65 -0.38%

12-mo strip crack $15.20 $15.20 0.01%

Ethanol rack $1.65 $1.65 0.00%

Gold $1,263.55 $1,268.10 -0.36%

Silver $17.30 $17.40 -0.60%

Copper contract $255.15 $256.60 -0.57%

Corn contract 371.25$       374.25$       -0.80%

Wheat contract 435.00$       438.25$       -0.74%

Soybeans contract 924.75$       926.50$       -0.19%

Baltic Dry Freight 912 918 -6

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

with cooler temps expected for the eastern region.  Precipitation is expected for most of the 

country, excluding the northern 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.  

 

May 26, 2017 

 

The dollar is in its third major bull market since currencies began floating in 1971. 

 

 
 

This chart shows the JPM dollar index which adjusts for relative inflation and trade.  The 

previous two bull markets exhibited greater strength than the current one.  Because of the 

dollar’s reserve currency role, there will always be an underlying demand for dollars for foreign 

reserve purposes.  Thus, U.S. policymakers can run fiscal deficits and tax policies that penalize 

saving (for example, we tax income instead of consumption) and not suffer from foreign 

exchange crises.  At the same time, dollar strength can act as a drag on the economy; it tends to 

make imports more attractive and can undermine the competitiveness of domestic firms. 

 

The previous two dollar rallies were tied to specific fundamental factors.  The 1978-85 bull 

market was mostly attributable to the Volcker Federal Reserve.  Paul Volcker instituted 

monetary policy based on money supply growth instead of interest rate targets.  This allowed 

interest rates to rise to extraordinary levels (fed funds peaked at 19.1% in June 1981) and made 

the dollar very attractive.  The 1995-2002 bull market was mostly caused by productivity gains, 

although fiscal surpluses likely contributed as well.  Technology investment began to boost the 

economy in the latter half of the 1990s and made the U.S. an attractive investment venue.  The 

surplus reduced available Treasuries and made it difficult to build reserves without bidding the 
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dollar higher.  The current bull market is similar to the Volcker bull market in that it appears to 

be mostly due to monetary policy.  The Federal Reserve began to reverse its unconventional 

monetary policy measures before the other major G-7 economies, boosting the greenback. 

 

Valuing currencies is difficult as it is generally true that the currency markets focus on different 

factors over time.  There are periods when relative inflation is dominant.  During other periods, 

the external accounts drive the exchange rates, while other times interest rate differentials are 

key.  The valuation model with the longest history is purchasing power parity, which is based on 

relative inflation rates.  The thesis is that the exchange rate should act to balance prices between 

nations and so a country with higher inflation relative to another should have a weaker exchange 

rate to unify prices across countries.  In practice, we find that not all goods are tradeable, 

inflation indices are not the same across countries and relative pricing parity models don’t 

account for capital flows.  Although parity models often deviate from fair value, they can be 

useful when parity reaches an extreme. 
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This chart shows the German/U.S. parity model, which uses CPI from Germany and the U.S. to 

establish parity.  Currently, the exchange rate is nearly two standard errors below parity, 

meaning the D-mark (or the euro) is undervalued relative to the dollar.  As the chart shows, the 

exchange rate rarely stays around purchasing power parity.  However, when it reaches the two-

standard error level in either direction, it usually means the exchange rate will eventually reverse.  

It isn’t uncommon for the exchange rate to remain over or undervalued for a long period of time.  

However, we eventually do see a reversal from extreme levels.  Usually, there is a catalyst that 

brings an adjustment to valuation.  In 1985, it was the Plaza Accord which was specifically 

designed to weaken the dollar.  The end of the second bull market was likely due to the end of 

the tech bubble in equities and the Bush tax cuts, which reduced the fiscal surplus. 

 

It appears we are seeing two catalysts that may be signaling the end of this dollar bull market.   
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The reversal of monetary policy: The dollar initially rallied on the divergence of monetary 

policy.  The Federal Reserve was ending QE and beginning to raise rates, while the Bank of 

Japan (BOJ) was expanding QE and the European Central Bank (ECB) was implementing QE 

and experimenting with negative interest rates.  This kicked off the current dollar bull market 

that began in mid-2014.  Although the FOMC is planning to raise rates further that action has 

been well telegraphed.  At the same time, it appears the ECB is poised to raise rates and end its 

QE program.  And, European economic growth has been strengthening, which will likely 

accelerate policy tightening.  Even the BOJ is considering easing some of its support.  Given the 

degree of dollar overvaluation, foreign policy tightening will likely weaken the dollar in the 

coming months. 

 

Political turmoil is favoring foreign currencies: There is no lack of political turmoil in the 

developed countries.  We have had two major elections in Europe thus far, with upcoming 

German elections in the fall and Italian elections expected in February.  Brexit continues to roil 

Europe.  Tensions are rising in the Far East as North Korea continues to test missiles and 

threaten its neighbors.  When President Trump won the election in November, the dollar rose on 

expectations of trade restrictions, tax reform that would support repatriation and infrastructure 

spending which would boost growth.  As the Trump administration has gotten sidetracked on 

other issues, these expectations have dwindled.  Even though political risk remains high 

throughout the developed markets, the high dollar valuation and disappointment surrounding the 

president’s policies appear to be undermining the dollar. 

 

If the dollar’s bull market is coming to a close, what can we expect?  First, it gives a tailwind to 

foreign investment.  Emerging markets, which have been strong this year, would likely receive 

further support if the dollar begins to weaken.  Second, commodities would benefit.  For 

example, our oil inventory/EUR model for oil prices indicates that a €1.30 would generate a fair 

value for oil near $78 per barrel, even with the current elevated level of inventories.  Gold prices 

are traditionally supported by dollar weakness as well.  The asset allocation committee will be 

weighing the likelihood of dollar weakness and take appropriate measures in the coming months.   

 

   

  
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 5/26/2017 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 5/26/2017 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 
 

May 25, 2017 
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Based on our methodology,2 the current P/E is 20.3x, up 0.4x from last week.  The reason for the 

rise is that, for Q1, we have moved from I/B/E/S estimates to actual operating earnings from 

S&P.  Operating earnings from the former have been persistently higher than the official data 

from S&P.  The long expanse of our data is from S&P and so, to be consistent, we use it when 

available.  From last year, S&P operating earnings are up 21.2%, a strong recovery. 
 
 
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. 

                                                 
2 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. 


