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[Posted: September 18, 2017—9:30 AM EDT]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 0.3% from the last close.  In Asia, the MSCI Asia Apex 50 

closed up 1.3% from the prior close.  Chinese markets were up, with the Shanghai composite up 

0.3% and the Shenzhen index up 0.7%.  U.S. equity index futures are signaling a higher open.   

 

It’s Fed week!  The FOMC meets this week, beginning tomorrow and ending on Wednesday.  

This meeting will bring new forecasts, dot plots and a press conference.  Here is what we are 

watching today: 

 

The President to the UN: President Trump will address the UN today.  Although the media is 

watching this event very closely given the general anti-UN views Trump expressed during the 

campaign, we would expect a mostly neutral speech, read from a teleprompter.  There is little to 

be gained politically by making a major negative speech at a venue where most of his political 

supporters will monitor.  Although anything is possible, we would be very surprised by anything 

market moving. 

 

The Fed: The consensus outlook is that the FOMC will keep rates steady and begin the process 

of reducing the balance sheet.  This outcome is already discounted and shouldn’t have a major 

impact on financial markets.  As we have noted before, most of QE ended up on bank balance 

sheets as excess reserves.  Thus, removing those reserves shouldn’t have much of an effect on 

the real economy.  On the other hand, sentiment could be adversely affected; expanding the 

balance sheet did have a positive effect on equity markets through a higher P/E.  We will be 

watching to see if removing QE has a symmetric impact.  Our expectation is that it won’t.   

 

War drums: Although the financial markets are becoming inured to events on the Korean 

Peninsula, comments from Washington are becoming increasingly hostile.  NSC Director 

McMaster believes that North Korea isn’t stable or rational enough to use nuclear deterrence 

policy if allowed to develop a fully operational nuclear weapon.  If that is one’s stance, the only 

rational thing to do is attack before the weapon is fully developed.  The plan appears to be to first 

lean on China aggressively, pushing Beijing to clamp down hard on the North Korean economy.  

The key there is an embargo on oil flows.  If China were to cut off petroleum products to North 

Korea, the regime’s economy would grind to a halt in about a month.  If this effort fails, military 

action becomes more likely.  Despite all this war talk, we are not seeing the sort of actions we 

would expect if an attack was imminent.  There is only one carrier group in close proximity; if a 

full-scale attack is going to occur, we would expect three groups to participate.  We would also 

expect evacuations of non-essential Americans in South Korea.  Until these two events occur, we 

do not see an impending military strike.  We anticipate the financial markets will mostly ignore 

North Korea (barring an actual military strike from the Hermit Kingdom) until we see a buildup 

of carrier groups and evacuations. 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 
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A tumble in GDP expectations: The Atlanta FRB produces a report called GDPNow that keeps 

a running estimate for the current quarter’s GDP based on the path of economic reports.  The 

most recent report shows a rather sizeable dip in Q3 projections. 

 

 
 

Estimates of GDP growth, which were running around 3%, have fallen sharply to 2.2%.  Of the 

80 bps drop, 52 bps came from a drop in expected consumption, reflecting last week’s weak 

retail sales data.   
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The table above shows the contribution to GDP from various components.  The obvious drop in 

PCE is noted but investment in structures, both business and residential, fell 13 bps.  Inventory 

rebuilding is expected to add 88 bps, down from 93 bps.  We do think that much of this is 

coming from the hurricanes, which will drain inventories plus disrupt spending, at least in the 

short run.  Of course, that will reverse as rebuilding begins. 

 

Hurricane season isn’t over: Hurricane Jose is expected to brush the East Coast before 

dissipating over cool waters in the central Atlantic.  On the other hand, Hurricane Maria is 

bearing down on several of the Caribbean islands recently devastated by Hurricane Irma.  Given 

the level of damage already suffered, it is hard to imagine how recovery can continue if another 

major storm hits the region.  Current tracking models suggest the path will be similar to Jose, 

moving north, then west and eventually reaching the northern Atlantic.   

 

U.S. Economic Releases 

 

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

EDT Indicator Expected Prior Rating

10:00 NAHB Housing Market Index m/m jul 67 68 **

16:00 Total Net TIC Flows m/m may $7.7 bn **

16:00 Net Long-term TIC Flows m/m may $34.4 bn **

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 FX Net Settlement m/m aug -27.6 bn -42.8 bn ** Equity and bond neutral

Australia New Motor Vehicle Sales y/y aug 1.7% 1.8% ** Equity and bond neutral

New Zealand Performance Services Index m/m aug 57.3 56.0 ** Equity and bond neutral

EUROPE

Eurozone CPI y/y aug 1.5% 1.3% 1.5% *** Equity and bond neutral

Core CPI y/y aug 1.2% 1.2% 1.2% *** Equity and bond neutral

Italy Trade Balance EU y/y aug 2028 mn 1219 mn ** Equity and bond neutral

Trade Balance  Total y/y aug 6560 mn 4502 mn ** Equity and bond neutral

Switzerland Total Sight Deposits m/m sep 579.0 bn 579.0 bn * Equity and bond neutral

Domestic Sight Deposits m/m sep 472.6 471.5 bn * Equity and bond neutral

AMERICAS

Brazil Retail Sales y/y jul 3.1% 3.0% 3.2% ** 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) 132 132 0 Up

3-mo T-bill yield (bps) 101 101 0 Neutral

TED spread (bps) 31 31 0 Neutral

U.S. Libor/OIS spread (bps) 117 117 0 Up

10-yr T-note (%) 2.21 2.20 0.01 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 down 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 $55.39 $55.62 -0.41% Long Liquidation

WTI $49.74 $49.89 -0.30%

Natural Gas $3.08 $3.02 1.75%

Crack Spread $21.81 $21.85 -0.18%

12-mo strip crack $19.80 $19.90 -0.49%

Ethanol rack $1.69 $1.69 -0.04%

Gold $1,314.79 $1,320.18 -0.41%

Silver $17.52 $17.59 -0.42%

Copper contract $297.20 $294.90 0.78%

Corn contract 354.00$       354.75$       -0.21%

Wheat contract 447.50$       449.00$       -0.33%

Soybeans contract 972.00$       968.75$       0.34%

Baltic Dry Freight 1385 1361 24

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 to normal temps in the western region.  Tropical Storm Jose has gained strength in 

the Atlantic Ocean and is headed toward the East Coast; meanwhile, Hurricane Maria is nearing 

the islands of Guadeloupe, Dominica, St. Kitts, Martinique and St. Lucia.  The current forecast 

path has it reaching Puerto Rico by mid-week.  
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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 15, 2017 
 

In our most recent asset allocation rebalancing, we added foreign allocations to our portfolios.  

Over the past few years, we had generally avoided allocations to non-U.S. markets in asset 

allocation portfolios due to two primary concerns.  First, the dollar had been appreciating as a 

result of an improving U.S. economy and policy divergences between the U.S. and the rest of the 

world.  The Federal Reserve was raising rates and tapering its balance sheet while the majority of 

other nations were still adding monetary stimulus.  Second, we have had secular concerns about 

the stability and attractiveness of foreign investing in a world where the U.S. is seemingly 

reducing its hegemonic role.   
 

We previously noted that the dollar was deeply undervalued on a purchasing power parity basis 

and vulnerable to depreciation.  The catalysts for dollar weakness appear to be coming from two 

sources.  First, the FOMC is moving very slowly to tighten policy while the rest of the world’s 

central banks are finally withdrawing policy stimulus.  Second, uncertainty surrounding 

American governance appears to be undermining investor confidence and leading to dollar 

selling.  In this week’s report, we wanted to update the valuation levels for the dollar against the 

yen, euro, Canadian dollar and British pound. 
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This chart shows four purchasing power parity models for the aforementioned currencies.  In all 

four cases, the dollar was trading “rich” by more than one standard error, and nearly two 

standard errors from parity in two cases.  Over the past two months, three of the four currencies 

have begun to appreciate and are indicating some modest improvement in valuation.  However, 

these models all suggest that the dollar is still overvalued and thus, even with the recent 

depreciation, the greenback is still overvalued.   Hence, the narrative that a weaker dollar should 

support further gains in overseas assets remains viable.  If history is any guide, we are still in the 

early stages of a dollar reversal that should remain in place for the foreseeable future.  

 

At the same time, the secular concerns about the impact of the withdrawal of U.S. hegemony will 

likely be a bearish factor for overseas investments.  For now, we expect the dollar’s weakness to 

overshadow concerns over global stability.  But, as some point, possibly in the next couple of 

years, the dollar will be closer to fair value and the case for foreign investment will be more 

difficult to justify.   

  
 

 

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 9/15/2017 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 9/15/2017 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 14, 2017 
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P/E as of 9/13/2017 = 20.4x

 
 

Based on our methodology,1 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. 

                                                 
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 (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. 


