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[Posted: October 5, 2017—9:30 AM EDT]  Global equity markets are higher this morning.  

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

0.2% from the prior close.  Chinese markets were closed due to National Day.  U.S. equity index 

futures are signaling a higher open.   

 

Financial markets are very quiet again this morning in front of the employment data on Friday.  

Here is what we are watching: 

 

PM May’s no good, very bad day: With compliments to Judith Viorst,1 the Tory PM has had a 

really rough run recently.  She was attempting to give a speech that the FT has characterized as a 

“relaunch,”2 in which she would discuss Tory plans for energy and housing, when she was struck 

by a coughing fit and was barely able to deliver her comments.  Just before her speech a 

prankster had delivered a phony pink slip, telling her she had been fired.  And, earlier in the 

week, her foreign secretary, Boris Johnson, undermined May’s positions on Brexit.  The Tories 

are really struggling; recent polling shows that voters under the age of 34 are rapidly abandoning 

the conservative party.  A think tank estimates that the average age of a Tory voter is 72.3  If the 

Tories continue to flounder, it just might open up a window for the Corbyn-led Labour Party to 

gain control of the government.  He represents left-wing populism in a nearly pure form.  If 

Labour wins, we would expect the GBP to suffer severe losses.  The U.K. currency is weaker 

this morning due to the political disarray. 

 

Did he say that out loud?!  Former Fed Governor Dan Tarullo told the FT something that many 

of us have speculated about for a while.  He admitted the Fed does not have a reliable theory of 

inflation.4  For the most part, the FOMC tends to rely on the Phillips Curve, which postulates that 

there is a relationship between labor slack and inflation.  Tight labor markets tend to bring higher 

inflation and vice versa.  Although there is some evidence to support this idea through the 1970s, 

the relationship is now spotty at best as the economy has become increasingly globalized and 

deregulated.  If Tarullo is right, and we side with his position, the Fed should wait until inflation 

actually presents itself before acting to raise rates.  That isn’t the majority thinking at the Fed, 

although Governor Brainard, along with Presidents Kashkari and Bullard, would fall into the 

minority of Phillips Curve heretics.   

                                                 
1 https://www.amazon.com/Alexander-Terrible-Horrible-Classic-Board/dp/1442498161. Most parents have 
probably read this book to their children at some point.  
2 https://www.ft.com/content/e5cf6b1c-a8d6-11e7-93c5-
648314d2c72c?emailId=59d5b9918df16b0004214a71&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 
(paywall) 
3 https://www.ft.com/content/b97e04d8-a854-11e7-ab55-27219df83c97 (paywall) 
4 https://www.ft.com/content/a5438cce-a933-11e7-ab55-27219df83c97?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56 (paywall) 
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Saudi King to Moscow: For the first time ever, a Saudi king is visiting Russia.  King Salman 

and President Putin are meeting today, further evidence of a warming relationship.  We see two 

factors driving this growing friendship.  First, OPEC’s power has been diminishing because it 

doesn’t control enough supply to easily adjust prices.  In the 1970s, there were periods when 

OPEC oil was half of consumption.  It is now around a third.  Getting cooperation from Russia 

puts it over 45% of supply, meaning supply measures are much more effective.  Second, we 

suspect the Saudis realize the U.S. is gradually withdrawing from the region.  Since WWII, the 

U.S. and Saudi Arabia have had a strong security relationship.  This was bolstered by the First 

Gulf War where the U.S. based Allied troops in the Kingdom to enforce existing borders.  

However, the Saudis opposed the U.S. invasion of Iraq (the Second Gulf War), fearing it would 

leave Iraq too weak and fractured to act as a counterweight to Iran.  Those fears turned out to be 

justified.  President Obama’s fumbling of the Syrian “red line” added to concerns about U.S. 

commitment and competency in stabilizing the region.  Saudi Arabia appears to be looking at 

alternatives to the U.S.  Russia is far from perfect—it has somewhat close relations with Iran and 

has, in the past, acted as a free-rider on OPEC supply cuts.  But, a visit by a Saudi king to Russia 

indicates that relationships in the Middle East are becoming fluid. 

 

Puerto Rico bonds continue to slide: Yesterday, we noted that the price of Puerto Rico’s bonds 

fell sharply after the president’s comments suggesting debt forgiveness for the island 

commonwealth.  That trend continues. 

 

 
(Source: Bloomberg) 

 

This chart gives some longer term perspective on the price of this bond, which matures in 2035.  

Note the price collapse.  Price declines of this magnitude will trigger some sort of resolution but 

we suspect creditors are at great risk at this point; so does the market. 
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Energy recap: U.S. crude oil inventories fell 5.0 mb compared to market expectations of a 0.5 

mb increase.   
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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 declined.  The impact of Hurricane 

Harvey is diminishing as refinery operations recover.  We also note the SPR fell by 1.0 mb, 

meaning the total draw was 6.0 mb.   

 

As the seasonal chart below shows, inventories fell this week.  It appears we have started the 

inventory rebuild period sooner than normal this year due to the hurricane.  However, over the 

past two weeks, inventories have declined, which is a modest surprise based on the seasonal 

pattern.   

 

 
(Source: DOE, CIM) 
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(Source: DOE, CIM) 

 

Refinery operations did ease last week but in line with seasonal norms.  If we get a normal 

refinery maintenance season, we would expect two more weeks of falling run rates and a 

recovery thereafter.  We note that distillate demand has been rather strong, running well above 

average and last year.  During power outages, diesel demand for electricity generation tends to 

rise and we suspect that is occurring, especially in the Caribbean.  Given the devastation, diesel 

consumption will likely remain elevated, which should support refining activity. 
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Based on inventories alone, oil prices are undervalued with the fair value price of $52.25.  

Meanwhile, the EUR/WTI model generates a fair value of $66.53.  Together (which is a more 

sound methodology), fair value is $61.71, meaning that current prices are well below fair value.  

If the Fed does continue to tighten policy and the dollar recovers, it will tend to undermine oil 

prices, although we would note that oil has been underperforming the dollar’s weakness.  Thus, 

the adverse impact of a stronger dollar on oil should not be material.   

 

U.S. Economic Releases 

 

The August Challenger job cuts report fell by 27.0% from the prior year.  The index measures 

the number of announced job cuts by employers, which is a proxy for future layoffs but does not 

necessarily indicate the state of current layoffs. 

 

Initial jobless claims came in below expectations at 260k compared to the forecast of 265k.   
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The chart above shows the four-week moving average of initial jobless claims.  The four-week 

moving average fell from 278.5k to 269.0k.   

 

The trade deficit came in narrower than expected at $42.4 bn compared to the forecast of $42.7 

bn.  The prior report was revised downward from $43.7 bn to $43.6 bn. 

 

 
 

The chart above shows the level of the trade balance for goods and services.  Over the past six 

years, the trade deficit has been volatile but has generally moved sideways.   
 

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

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m jul 51.6 **

10:00 Factory Orders m/m sep 1.0% -3.3% **

10:00 Factory Orders ex Trans m/m sep 0.5% **

10:00 Durable Goods Orders m/m sep 1.7% 1.7% **

10:00 Durable Goods Orders ex Transportation m/m sep 0.2% **

10:00 Cap Goods Orders Nondef Ex Air m/m sep 0.9% **

10:00 Cap Goods Ship Nondef Ex Air m/m sep 0.7% **

EST Speaker or event

10:00 Patrick Harker Speaks at Fintech Event

16:30 Esther George Speaks in Denver on Economic Outlook

Economic Releases

Fed speakers or events

District or position

President of the Federal Reserve Bank of Philadelphia

President of the Federal Reserve Bank of Kansas City  
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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 sep -1.014 tn 0.234 tn ** Equity and bond neutral

Japan buying foreign stocks m/m sep 0.471 tn 0.070 tn ** Equity and bond neutral

Foreign buying Japan bonds m/m aug 0.391 tn -1.390 tn ** Equity and bond neutral

Foreign buying Japan stocks m/m sep 0.953 tn -0.924 tn ** Equity and bond neutral

India Nikkei India PMI Services m/m sep 50.7 47.5 ** Equity bullish, bond bearish

Nikkei India PMI Composite m/m sep 51.1 49.0 ** Equity bullish, bond bearish

Australia Trade Balance m/m aug A$989 mn A$460 mn A$850 mn ** Equity bullish, bond bearish

Retail Sales m/m aug -0.6% 0.0% 0.3% ** Equity bearish, bond bullish

EUROPE

Eurozone Markit Eurozone Retail m/m sep 52.3 50.8 ** Equity and bond neutral

Germany Markit Germany Construction m/m sep 53.4 54.9 ** Equity and bond neutral

Markit Germany Retail m/m sep 52.8 53.0 ** Equity and bond neutral

France Markit France Retail m/m sep 53.3 50.4 ** Equity and bond neutral

Italy Markit Italy Retail PMI m/m sep 50.2 48.0 ** Equity bullish, bond bearish

UK New Car Registrations y/y sep -9.3% -6.4% ** Equity and bond neutral

Switzerland CPI y/y sep 0.7% 0.5% 0.6% *** Equity and bond neutral

AMERICAS

Brazil Markit Brazil PMI Composite m/m sep 51.1 49.6 ** Equity and bond neutral

Markit Brazil PMI Services m/m sep 50.7 49.0 ** Equity and bond neutral

Mexico Gross Fixed Investment m/m jul -2.5% -0.9% -1.4% ** Equity bearish, bond bullish  
 

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) 134 134 0 Up

3-mo T-bill yield (bps) 104 105 -1 Neutral

TED spread (bps) 30 29 1 Neutral

U.S. Libor/OIS spread (bps) 121 120 1 Up

10-yr T-note (%) 2.32 2.32 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 36 36 0 Up

Currencies Direction

dollar up Down

euro down Up

yen up Neutral

pound down Neutral

franc down Neutral  
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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 $56.16 $55.80 0.65% Bullish IEA Report

WTI $50.06 $49.98 0.16%

Natural Gas $2.93 $2.94 -0.20%

Crack Spread $19.84 $19.11 3.82%

12-mo strip crack $19.99 $19.62 1.87%

Ethanol rack $1.61 $1.62 -0.30%

Gold $1,278.06 $1,274.85 0.25% Eurozone Uncertainty

Silver $16.66 $16.58 0.44%

Copper contract $297.85 $295.90 0.66%

Corn contract 349.25$       348.25$       0.29%

Wheat contract 441.25$       442.00$       -0.17%

Soybeans contract 962.50$       958.25$       0.44%

Baltic Dry Freight 1320 1308 12

Actual Expected Difference

Crude (mb) -6.0 -0.5 -5.5

Gasoline (mb) 1.6 1.0 0.6

Distillates (mb) -2.6 -1.5 -1.1

Refinery run rates (%) -0.50% 0.80% -1.30%

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, 

with warmer to normal temps on the West Coast and in the eastern region.  Precipitation is 

expected in the eastern region.  A tropical storm has made landfall in Nicaragua and is expected 

to strengthen into a hurricane and move into the Gulf of Mexico on Saturday.
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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.  
 

September 29, 2017 
 

The Financial Accounts of the U.S. was released last week by the Federal Reserve.  The report is 

a treasure trove of data about the economy.  This report shows the flow of funds and the balance 

sheet of the American economy.  Although there is much to look at, here are a few charts that 

show the underlying health of the economy and the financial system. 

 

First, household debt relative to after-tax income has stabilized.  Essentially, household 

deleveraging has come to an end but we are not seeing releveraging relative to income. 

 

 
 

This is a “good news/bad news” situation.  On the good side, the end of deleveraging will 

support stronger consumption.  When households are trying to pay back debt, it acts as a 

dampener on economic growth.  If households begin to add to debt relative to their incomes, 

growth accelerates.5  The bad news is that the deleveraging has ended at historically high levels 

of debt.  Although this level is probably manageable at current interest rates, spending may prove 

to be unusually sensitive to interest rates due to the current elevated levels of debt relative to 

income. 

 

                                                 
5 Assuming, of course, that all the additional consumption would not be supplied by imports. 



 

 

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

www.confluenceinvestment.com 

 10 

-8

-4

0

4

8

12

-15

-10

-5

0

5

10

50 55 60 65 70 75 80 85 90 95 00 05 10 15

BUSINESS HOUSEHOLDS

GOVERNMENT FOREIGN

NET SAVING BY ECONOMIC SECTOR

Sources: Haver Analytics, CIM

(as % of GDP)

%
 G

D
P

%
 G

D
P

 
 

This chart is one we closely monitor; it is net saving by sector.  Net saving in macroeconomics is 

much like a balance sheet—saving in one sector is always offset by dissaving in another and the 

sum of the four sectors always equals zero.  What is most disturbing in the data is that household 

saving has declined and business saving has increased.  In general, business saving funds 

investment; in a well-functioning economy, businesses should be dissavers.  Rising business 

saving means less investment and the decline in household saving means that the household 

sector will become vulnerable to economic weakness.   
 

The last chart of interest is the shares of national income.  We divide national income into what 

is earned by labor compared to capital. 
 

24

26

28

30

32

34

36

38

40

60

61

62

63

64

65

66

67

68

55 60 65 70 75 80 85 90 95 00 05 10 15

CAPITAL (profits, dividends, interest, rent and proprietor's income) WORKER

SHARES OF NATIONAL INCOME

%
 la

b
o
r s

h
a
re

, n
a
tio

n
a
l in

c
o
m

e
%

 c
a
p
it
a
l 
s
h
a
re

, 
n
a
ti
o
n
a
l 
in

c
o
m

e

Sources:  Haver Analytics, CIM  



 

 

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

www.confluenceinvestment.com 

 11 

Since roughly 1990, the labor share has tended to decline and has made new lows in each 

business cycle.  Capital income has performed in an opposite fashion.  This growing divergence 

is part of the reason for the rise in populism.  Even with the advanced age of the business cycle 

and low unemployment, the labor share remains low relative to history.   

 

The Financial Accounts of the U.S. are showing that the expansion is getting a bit old.  Although 

there is no evidence of a recession on the horizon, the weakness in household saving is a 

concern.  The end of deleveraging does bode well for the economy in the short run but the 

continued high level of debt is a worry.  Finally, the current political problems the country is 

facing will likely require a drop in the share of capital at some point.  That will not be a 

favorable event for financial assets.   

 

 
 

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 10/4/2017 close) 

 

-20.0% 0.0% 20.0% 40.0%

Energy
Telecom

Consumer Staples
Utilities

Consumer Discretionary
Financials

S&P 500
Industrials
Materials

Health Care
Technology

YTD Total Return

-0.5% 0.0% 0.5% 1.0% 1.5%

Financials

Technology

Energy

Industrials

Materials

Telecom

S&P 500

Consumer Staples

Health Care

Consumer Discretionary

Utilities

Prior Trading Day Total Return

 
(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 10/4/2017 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 
 

October 4, 2017 
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P/E as of 10/3/2017 = 19.9x

 
 

Based on our methodology,6 the current P/E is 19.9x down 0.6x from last week.  The drop in the 

P/E is because we have rolled into Q4 and are working with higher earnings estimates for Q4.   
 
 
 
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. 

                                                 
6 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 two actual quarters (Q1 and Q2) and two estimates (Q3 and Q4).  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. 


