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[Posted: September 13, 2017—9:30 AM EDT]  Global equity markets are generally mixed this 

morning.  The EuroStoxx 50 is up 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 

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

up 0.1% and the Shenzhen index up 0.4%.  U.S. equity index futures are signaling a lower open.   

 

Financial markets are quiet this morning but there is a good bit of news.  Here is what we are 

watching this morning: 

 

Census releases household income: The media is broadly reporting the Census Bureau report 

that real household income hit a new record at $59,039 in 2016, up 3.2% from the previous year.  

Although a clear improvement, most of the trends we have seen over the past four decades 

remain in place.   

 

Census has another income unit, families (as compared to households).  Family income is for 

those related by kinship or marriage, whereas household can be any group of cohabitating 

persons.  In terms of family income, we remain on the mostly flat trendline that began in the 

1970s. 
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As this chart shows, until about 1980, real family income was on a rather steep trajectory; after 

1980, that trend leveled off substantially.  Real family income for 2016 was $72,707; had we 

stayed on the earlier trendline, this number would be $102,465.  When Americans complain 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 



 

 

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

www.confluenceinvestment.com 

 2 

about “falling behind” or questioning the American dream, part of that lament is that the 

trendline fell for family income growth.  Why did this happen?  There are a number of reasons, 

but the primary one in our opinion was the combined effect of globalization and deregulation.  

These two policies, key tenets of supply-side economics, were implemented to corral inflation.  

Although inflation clearly declined, the cost to society was higher inequality. 

 

 
 

This chart shows the share of family income for the top 5% of families.1  It reached its minimum 

in the early 1980s and rose sharply afterward.  Essentially, growth in median family income 

stalled but rose sharply at the high end of the income scales.  If a worker could compete in a 

globalized economy and cope with technology, that worker was amply rewarded.  If not, the 

rewards were far less.   

 

Politically, this disparity fostered the rise of populism.  If the income distribution is going to 

change, we would expect policies designed to increase regulation of the economy and reduce 

globalization.  Those policies would be inflationary over time, which brings us to our next 

point… 

 

The rise of single-payer sentiment: Sen. Sanders (I-VT) is pushing the Democrat Party into a 

broad endorsement of single-payer health insurance.  Politically, this is a minefield.  Eliminating 

all forms of private insurance will be very disruptive.  The hope of single-payer is, “I can get all 

the health care I want for free.”  Of course, this is impossible.  Tax rates would balloon to pay for 

this change unless cost containment is implemented.  Clearly, this can be done because other 

nations do it, too.  However, expensive treatments for various maladies are often not covered.  

The potential for disappointment is high.  A much more reasonable approach would be to have a 

                                                 
1 The lower limit of family income for the top 5% is $251,183 in 2016 dollars.   
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public option for health care and mandate an insurance coverage requirement.  That would 

cover those who can’t afford private insurance.  Several European nations use this model and it 

seems to work rather well.  The problem for Democrats is that single-payer is rapidly becoming a 

litmus test for the primaries but it probably won’t be all that popular with the broad voting 

public.   

 

Bullish IEA: The International Energy Agency, an arm of the OECD, released its August report 

today.  It showed the oil supply fell 720 kbpd from July to 97.7 mbpd.  OPEC cut output by 210 

kbpd.  Oil demand expectations were also lifted, expected to increase by 1.6 mbpd this year, 

which would be the strongest demand growth in two years.  Meanwhile, Saudi Arabia is in 

discussions with OPEC to extend the production restriction agreement into mid-2018 (it’s 

scheduled to end in March 2018) and is chiding the group for cutting production but cutting 

exports less.  Cartel members have been selling oil out of inventory to maintain market share.  

Saudi Arabia is pressing the group to cut sales, not just production.  Oil prices could be poised to 

rally if Saudi Arabia can extend the output restrictions and convince OPEC to cut exports.   

 

U.S. Economic Releases 

 

MBA mortgage applications rose 9.9% from the prior week.  Purchases and refinancing are up 

10.9% and 8.9%, respectively.  The average 30-year fixed rate fell 3 bps from 4.06% to 4.03%. 

 

PPI final demand rose by 0.2% from the prior month compared to the forecast gain of 0.3%.  PPI 

excluding food and energy rose by 0.1% from the prior month compared to the forecast gain of 

0.2%.  Core PPI rose by 0.2% from the prior month compared to the forecast gain of 0.1%. 

 

 
 

The chart above shows the relationship between PPI final demand and PPI excluding food and 

energy.  Annually, headline PPI and PPI excluding food and energy rose 2.4% and 2.0%, 

respectively.   



 

 

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

www.confluenceinvestment.com 

 4 

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

 

EDT Indicator Expected Prior Rating

13:00 Monthly Budget Statement m/m aug -$119.0 bn -$107.0 bn **

No speakers or events scheduled

Fed speakers or events

Economic Releases

 
 

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 BSI Large All Industry q/q 3q 5.1 -2.0 ** Equity and bond neutral

BSI Large Manufacturing q/q 3q 9.4 -2.9 5.0 ** Equity bullish, bond bearish

PPI y/y aug 2.9% 2.6% 3.0% ** Equity and bond neutral

India CPI y/y aug 3.4% 2.4% 3.2% *** Equity bullish, bond bearish

Industrial Production y/y jul 1.2% -0.1% 1.6% *** Equity bullish, bond bearish

Australia Westpac Consumer Confidence m/m sep 97.9 95.5 ** Equity and bond neutral

New Zealand Food Prices m/m aug 0.6% -0.2% ** Equity and bond neutral

EUROPE

Eurozone Employment y/y 2q 1.6% 1.5% ** Equity and bond neutral

Industrial Production y/y jul 3.2% 2.6% 3.3% *** Equity and bond neutral

Germany Wholesale Price Index y/y aug 3.2% 2.2% ** Equity and bond neutral

CPI y/y aug 1.8% 1.8% 1.8% *** Equity and bond neutral

CPI EU Harmonized y/y aug 1.8% 1.8% 1.8% *** Equity and bond neutral

UK Claimant Count Rate y/y aug 2.3% 2.3% ** Equity and bond neutral

Jobless Claims Change m/m aug -2.8k -4.2k ** Equity and bond neutral

Average Weekly Earnings 3m/3m m/m jul 2.1% 2.1% 2.3% ** Equity and bond neutral

Weekly Earnings ex Bonus 3m/3m m/m jul 2.1% 2.1% 2.2% ** Equity and bond neutral

ILO Unemployment Rate m/m jul 4.3% 4.4% 4.4% *** Equity and bond neutral

Employment Change m/m jul 181k 125k 150k ** Equity and bond neutral

Switzerland Producer & Import Prices m/m aug 0.6% -0.1% 0.4% ** Equity bullish, bond bearish

AMERICAS

Brazil Retail Sales y/y jul 3.1% 3.0% 3.2% ** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 131 132 -1 Up

3-mo T-bill yield (bps) 102 104 -2 Neutral

TED spread (bps) 29 28 1 Neutral

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

10-yr T-note (%) 2.15 2.13 0.02 Neutral

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

EUR/USD 3-mo swap (bps) 23 23 0 Up

Currencies Direction

dollar down Down

euro up Up

yen up Neutral

pound down 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. 
 

Price Prior Change Explanation

Brent $54.63 $54.27 0.66% Bullish API Report

WTI $48.66 $48.23 0.89%

Natural Gas $3.04 $3.00 1.23%

Crack Spread $22.50 $22.52 -0.05%

12-mo strip crack $19.90 $19.99 -0.46%

Ethanol rack $1.70 $1.70 -0.06%

Gold $1,333.04 $1,331.81 0.09%

Silver $17.90 $17.91 -0.03%

Copper contract $298.85 $303.60 -1.56%

Corn contract 352.25$       351.50$       0.21%

Wheat contract 445.25$       442.00$       0.74%

Soybeans contract 955.50$       950.50$       0.53%

Baltic Dry Freight 1344 1355 -11

Actual Expected Difference

Crude (mb) 4.8

Gasoline (mb) -3.0

Distillates (mb) -2.4

Refinery run rates (%) 4.65%

Natural gas (bcf) 80.0

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, 

with cooler to normal temps in the northwestern region.  Precipitation is expected for most of the 

country.  Hurricane Irma has fully dissipated.  Hurricane Jose is still in the Atlantic Ocean and is 

expected to move toward the East Coast. 



 

 

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

www.confluenceinvestment.com 

 6 

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 8, 2017 
 

As the FOMC prepares to reduce its balance sheet, it’s a good time to update our views on long-

term interest rates.  The chart below shows our current estimate of fair value for the 10-year 

Treasury. 
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The model uses fed funds, the 15-year moving average of CPI (an inflation expectations proxy), 

the yen/dollar exchange rate, oil prices and German bond yields.  The current yield is on fair 

value.  Assuming the other variables remain steady, the current yield on the 10-year T-note is 

assuming the FOMC is going to hold rates steady for the foreseeable future. 

 

Is this assumption on the policy rate reasonable?  Currently, fed funds futures don’t reach a 50% 

chance of a rate hike until the June 2018 meeting, and even by next December the odds of a rate 

increase are only 67%.  We expect the Yellen FOMC to use balance sheet contraction to placate 

the hawks on the committee and thus avoid increases in fed funds until it becomes abundantly 

clear that inflation is rising.   

 

One of the reasons for expanding the Fed’s balance sheet was to lower long-term interest rates.  

In reality, the evidence of success is mixed. 
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This chart shows the 10-year T-note yield with the yearly change in the balance sheet.  The gray 

bars show official periods of QE.  A zero reading indicates no change in the balance sheet 

compared to the prior year.  Rates fell in QE1, at least initially, although they did rebound as the 

recession came to an end in mid-2009.  However, rates generally rose in QE2 and QE3.  

Although the Fed was buying longer dated Treasuries, which reduced its supply, it appears the 

demand may have weakened on fears that QE would trigger inflation.  Thus, a case could be 

made that reducing the balance sheet would have a similar effect and push rates lower.   

 

Our base case is that reducing the balance sheet will have an asymmetric effect on markets; in 

other words, it won’t have a significant impact on interest rates, unlike the apparent bearish 

impact that QE2 and QE3 had on long-term interest rates.  This is because the FOMC is framing 

the reduction in the balance sheet as “normalization,” whereas QE was designed to be 

stimulative.  Thus, our analysis suggests that the most important impact of QE was 

psychological.  However, it is possible that QE did more than just boost sentiment; if so, balance 

sheet normalization could be bullish for long-duration bonds.  

   

 
 

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 9/12/2017 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 9/12/2017 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 
 

September 7, 2017 
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Based on our methodology,2 the current P/E is 20.4x, 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. 

                                                 
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 (Q4, Q1 and Q2) and one estimates (Q3).  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. 


