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[Posted: September 29, 2017—9:30 AM EDT]  Global equity markets are generally higher this 

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

closed up 0.5% 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 lower open.   

 

Happy end of quarter day!  Q3 comes to a close today and next week we begin the march to Q4.  

Markets are quiet at quarter end.  Here is what we are watching: 

 

Social media and Russian bears: For the past several weeks, Facebook (FB, 168.73) has spent 

time in the proverbial barrel, facing rising criticism for facilitating the circulation of information 

that appears to have come from Russia.  Yesterday, it was Twitter’s (TWTR, 16.85) turn.1  The 

social media companies are arguing that they are merely facilitators of media and should not be 

held accountable for the information that others put on their platforms, even if it comes from 

foreign governments or terrorist groups.  There are two problems with that argument.  First, as 

anyone who uses these social media platforms notices, advertisements and articles start 

appearing on your phone or desktop that seem tailored to your search patterns or what you read.  

By design, social media companies are not neutral but instead support a user’s bias, which 

suggests a level of power to persuade that is potentially quite powerful and prone to 

manipulation.  Second, if one’s platform can be used for nefarious activities and the facilitator 

argues it can’t control the content, it opens itself up for regulation.  This is where broadcast 

media found itself in the 1950s and 1960s and led to “fairness clauses” and the FCC.  

Information technology has been able to operate in a permissive regulatory environment for 

decades but if the social media platforms can become conduits for manipulation then regulation 

is much more likely.2  Part of what makes tech firms so profitable is the revenue per 

employee3—the heavy use of technology and algorithms eliminates the need for workers.  

However, it is apparent that the social media firms have been unable to screen for foreign 

sources, fake accounts and social media bots that would probably require human oversight to 

discern.  Regulations that would force increased hiring would weaken the profitability of these 

companies.  This is an issue that bears close watching in the coming years.   

 

A nuclear dyad?  It appears North Korea is working to add a second nuclear delivery method to 

its arsenal.  According to 38 North, North Korea is investing in infrastructure to build a sea-

                                                 
1 https://www.axios.com/twitters-reality-check-on-russian-election-meddling-
2490707290.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=to
p-stories  
2 https://www.axios.com/the-walls-close-in-on-tech-2473228710.html  
3 http://www.businessinsider.com/top-tech-companies-revenue-per-employee-2015-10/#2-google-1154896-per-
employee-11 and http://www.visualcapitalist.com/top-20-tech-companies-revenue-per-employee/  
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launched ballistic missile.4  If North Korea does develop submarine launching capabilities, it will 

give the country a credible “second strike” capacity, meaning it could retaliate against a nuclear 

strike by a foreign power.  Although this is an unwelcome development, we do note that it would 

also create conditions of Mutual Assured Destruction (MAD) which, paradoxically, tends to 

stabilize nuclear power relations.  A nation that is a nuclear monad faces a “use it or lose it” 

decision if it thinks it will be attacked.  Thus, it has to be more open to using its nuclear weapons 

under threat.  On the other hand, a nation with a nuclear dyad (or, in the case of the U.S. and 

Russia, a triad) can credibly signal to an attacker that although you may destroy our nation, be 

assured that we will counter with an equally devastating follow on attack…or, MAD.  Currently, 

North Korea either has, or is near, a nuclear monad.  So, if it believed the U.S. was preparing to 

attack, it would be severely tempted to strike first; although it knows that it would be hit with a 

devastating attack (Gen. Powell called it “turning North Korea into a briquette”), at least it didn’t 

come to that fate without launching its own nukes.  However, if North Korea had a dyad, it 

would likely be less “hair trigger” in using its nuclear weapons.  This assumes, of course, that 

North Korea eventually adopts the behavior patterns exhibited by all the current nuclear powers.  

We suspect it would, not because we have faith in the Kim regime but because this is what game 

theory suggests would happen and the history of the Cold War shows it works.  In other words, 

the U.S. and U.S.S.R. avoided nuclear holocaust not because of the content of their characters or 

rationality but because they were locked into an equilibrium that made it stupid to behave 

otherwise.  Even China under Mao eventually followed the same path.  Simply put, a nuclear 

North Korea is terrifying but we may be approaching a balance of terror that characterized the 

Cold War, which was frightening but remarkably stable. 

 

U.S. Economic Releases 

 

Personal income came in line with expectations, rising 0.2% from the prior month.  The prior 

month’s gain was revised downward from 0.4% to 0.3%.  Personal spending came in line with 

expectations, rising 0.1% from the prior month.  Real personal spending came in line with 

expectations, falling 0.1% from the prior month.   

 

 

                                                 
4 http://www.38north.org/2017/09/nampo092817/  

http://www.38north.org/2017/09/nampo092817/
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The chart above shows the year-over-year change in personal income. 

 

The PCE deflator came in below expectations, rising 0.2% from the prior month compared to the 

forecast gain of 0.3%.  Additionally, core PCE came in below expectations, rising 0.1% from the 

prior month compared to the forecast gain of 0.2%.   

 

 
 

The chart above shows the year-over-year change in core PCE and core CPI.  Declining core CPI 

and PCE suggest that Fed tightening may have had an effect on inflation.  If this pattern persists, 

we expect the Fed to reconsider its current pace of raising rates, especially since the effects of 

balance sheet contraction on the economy are unclear. 

 

 
 

This chart shows fed funds with core PCE.  Note that real fed funds are approaching zero for the 

first time since Q2 2008. 
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This chart shows real fed funds.  The last two tightening cycles have put real fed funds near 4%, 

which would imply a nominal fed funds rate of about 5.25%.  That level appears highly unlikely; 

the most recent dots chart puts the long-term nominal fed funds rate at 2.80%.  At the current 

core PCE of 1.3%, that would put the terminal real rate at 1.50%.  As the chart suggests, that 

would be the lowest terminal real rate in modern history.   

 

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

 

EDT Indicator Expected Prior Rating

9:45 Chicago Purchasing Manager m/m sep 58.7 58.9 **

10:00 U. of Michigan Sentiment m/m sep 95.3 95.3 **

10:00 U. of Michigan Current Conditions m/m sep 113.9 **

10:00 U. of Michigan Expectations m/m sep 83.4 **

10:00 U. of Michigan 1 yr Inflation m/m sep 2.7% **

10:00 U. of Michigan 5-10 Yr Inflation m/m sep 2.6% **

EST Speaker or event

11:00 Patrick Harker Speaks at Fintech Event

Economic Releases

Fed speakers or events

District or position

President of the Federal Reserve Bank of Philadelphia  
 

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.  
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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 Jobless Rate m/m aug 2.8% 2.8% 2.8% *** Equity and bond neutral

Job-To-Applicant Ratio m/m aug 1.52 1.52 1.53 ** Equity and bond neutral

Overall Household Spending m/m aug 0.6% -0.2% 0.9% ** Equity bearish, bond bullish

National CPI y/y aug 0.7% 0.4% 0.6% *** Equity and bond neutral

National CPI Ex-Fresh Food, Energy y/y aug 0.2% 0.1% 0.2% *** Equity and bond neutral

Retail Sales m/m aug -1.7% 1.1% -0.5% ** Equity bearish, bond bullish

Retail Trade y/y aug 1.7% 1.9% 2.5% ** Equity bearish, bond bullish

Industrial Production y/y aug 5.4% 4.7% 5.2% *** Equity bullish, bond bearish

Australia Private Sector Credit y/y aug 5.5% 5.3% 5.5% ** Equity and bond neutral

New Zealand Building Permits m/m aug 10.2% -0.7% ** Equity and bond neutral

EUROPE

Eurozone CPI Estimate y/y sep 1.5% 1.5% 1.6% *** Equity and bond neutral

CPI Core y/y sep 1.1% 1.2% 1.2% *** Equity and bond neutral

Germany Retail Sales y/y aug 2.8% 2.7% 3.2% ** Equity bearish, bond bullish

Unemployment Rate m/m sep 5.6% 5.7% 5.7% *** Equity and bond neutral

Unemployment Change m/m sep -23k -5k -5k ** Equity and bond neutral

France CPI y/y sep 1.0% 0.9% 1.0% *** Equity and bond neutral

PPI y/y aug 2.0% 1.5% ** Equity and bond neutral

Italy CPI y/y sep 1.8% 0.1% 1.8% *** Equity and bond neutral

PPI y/y aug 1.6% 0.9% ** Equity and bond neutral

UK Current Account Balance q/q 2q -23.2 bn -16.9 bn -15.9 bn ** Equity bearish, bond bullish

GDP y/y 2q 1.5% 1.7% 1.7% *** Equity bearish, bond bullish

Switzerland KOF Leading Indicator m/m sep 105.8 104.1 105.5 ** Equity and bond neutral

Russia Money Supply Narrow Def m/m sep 9.32 tn 9.34 tn ** Equity and bond neutral

AMERICAS

Canada CFIB Business Barometer m/m sep 56.9 59.8 ** 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) 133 133 0 Up

3-mo T-bill yield (bps) 103 104 -1 Neutral

TED spread (bps) 30 30 0 Neutral

U.S. Libor/OIS spread (bps) 119 119 0 Up

10-yr T-note (%) 2.31 2.31 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 40 40 0 Up

Currencies Direction

dollar down Down

euro up Up

yen up Neutral

pound down Neutral

franc up Neutral

Central Bank Action Prior Expected

RBNZ Official Cash Rate 1.750% 1.750% 1.750% On forecast

Mexico Overnight Rate 7.000% 7.000% 7.000% On forecast  
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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 $57.23 $57.41 -0.31% Long Liquidation

WTI $51.40 $51.56 -0.31%

Natural Gas $3.01 $3.02 -0.33%

Crack Spread $18.93 $19.20 -1.39%

12-mo strip crack $19.20 $19.51 -1.57%

Ethanol rack $1.65 $1.65 -0.08%

Gold $1,287.34 $1,287.30 0.00%

Silver $16.83 $16.88 -0.30%

Copper contract $297.40 $298.10 -0.23%

Corn contract 352.50$       352.50$       0.00%

Wheat contract 453.75$       455.00$       -0.27%

Soybeans contract 956.75$       959.50$       -0.29%

Baltic Dry Freight 1391 1429 -38

Actual Expected Difference

Crude (mb) -1.8 2.5 -4.3

Gasoline (mb) 1.1 -1.5 2.6

Distillates (mb) -0.8 -2.1 1.3

Refinery run rates (%) 5.40% 2.75% 2.65%

Natural gas (bcf) 58.0 72.0 -14.0

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. 

Tropical storm Maria is moving away from the East Coast and further into the Atlantic Ocean. 
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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. 
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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. 
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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 9/28/2017 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 9/28/2017 close) 
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Commodities
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Mid Cap
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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 28, 2017 
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P/E as of 9/27/2017 = 20.5x

 
 

Based on our methodology,6 the current P/E is 20.5x, 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. 

                                                 
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 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. 


