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[Posted: September 5, 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 0.3% from the prior close.  Chinese markets were up, with the Shanghai composite up 

0.1% and the Shenzhen index up 0.2%.  U.S. equity index futures are signaling a lower open.   

 

Goodbye summer!  We are now moving into autumn.  Here is what we are watching today: 

 

North Korea: The Hermit Kingdom was active over the holiday weekend.  It detonated another 

nuclear device, claims to have miniaturized it for a warhead and is reportedly preparing for 

another missile test.  The U.S. is working with the UNSC on additional sanctions but the 

Russians appear to have killed the idea, suggesting additional sanctions won’t work.  In some 

respects, nothing has changed.  The U.S. doesn’t want to see North Korea acquire a nuclear 

weapon that can threaten the U.S.  South Korea doesn’t want any military action, fearing it will 

face an artillery barrage that will leave thousands dead.  China isn’t pleased with North Korea’s 

actions but (a) doesn’t want any drama before the CPC’s October meetings when Chairman Xi 

gets his second term and his own team of advisors, and (b) doesn’t want to lose a buffer state on 

the Korean peninsula.  Russia likes to see the U.S. occupied with something other than Russia.  

Japan fears a North Korean attack; it also worries that the U.S. will be willing to sacrifice Tokyo 

to a nuclear attack in order to spare Los Angeles.  The situation is a mess; the U.S. must work 

quickly if it wants to prevent North Korea from acquiring a nuclear threat to the U.S. mainland.  

Although the Hermit Kingdom has missiles and devices, it hasn’t proven it can actually deliver a 

warhead.  Clearly, it is working hard to acquire such capabilities.   

 

War isn’t inevitable.  Diplomacy can still work.  However, it appears that warlike actions will be 

necessary in order to really deter North Korea.  One way to achieve this would be a total 

blockade, which is considered an act of war; to work, China must be on board.  China has mixed 

aims with North Korea but probably wouldn’t support a blockade, which would cut off oil 

supplies.  There are reports the military has a year of oil reserves in storage but the rest of the 

economy has only about a month; on the other hand, the Kim regime has historically been 

willing to tolerate extreme deprivations of the civilian economy to achieve its aims.   

 

We continue to monitor the situation.  Clearly, the financial markets are worried but don’t think 

war is imminent.  Our position is that the potential for conflict is still well below the 50/50 

threshold but probably higher than the market expects.  In today’s market, we are seeing some 

risk-off trading, with Treasuries and the JPY higher.   

 

Good world growth: As the PMI data below shows, the global economy is doing rather well.  

The JPMorgan Global Manufacturing PMI hit 53.1, the highest level since May 2011.  In 

addition, 96.3% of nations are seeing readings above the expansion line of 50, and 92.6% are 
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seeing positive yearly readings.  Developed markets are outperforming emerging and Europe is 

putting in the strongest data.   

 

Hurricane Irma: This cyclone is now a Category 5 hurricane.  The five-day forecast cone 

shows it entering the Gulf of Mexico on Sunday. 

 

 
(Source: National Hurricane Center) 

 

There is a high-pressure cell over the mid-Atlantic; meanwhile, a cold front passed through St. 

Louis yesterday evening, bringing rain and cooler temperatures.  The steering of these two 

factors will determine the path of Irma.  At present, forecasters are assuming the combination of 

these two factors will push Irma up into Florida, Georgia and the Carolinas.  Nearly all the 

models show it taking a sharply northern turn early next week.  However, if the cold front stalls, 

Irma could end up in the GOM and perhaps affect recovery efforts in Texas.   

 

The debt ceiling: We believe the debt ceiling issue is now probably resolved with the spending 

needed for Texas’s recovery.  We will be watching for how far borrowing limits are extended.  If 

they are not moved significantly, we could revisit this issue by December.   

 

U.S. Economic Releases 

 

There were no economic releases prior to the publication of this report.  The table below shows 

the economic releases and Fed events scheduled for the rest of the day. 
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EDT Indicator Expected Prior Rating

10:00 Factory Orders m/m jul -3.30% 3.0% **

10:00 Factory Orders ex Transportation m/m jul -0.2% **

10:00 Durable Goods Orders m/m jul 1.0% -6.8% **

10:00 Durable Goods Orders ex Transportation m/m jul 0.5% **

10:00 Capital Goods Orders Nondef ex Air m/m jul 0.4% **

10:00 Capital Goods Shipments Nondef ex Air m/m jul 1.0% **

Fed speakers or events

EST Speaker or event

12:30 Neel Kashkari speaks at Minneapolis

19:00 Robert Kaplan Speaks in San Francisco

District or position

Economic Releases

President of the Federal Reserve Bank of Dallas

President of the Federal Reserve Bank of Minneapolis

 
 

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 Caixin China PMI Composite m/m aug 52.4 51.9 ** Equity and bond neutral

Caixin China Pmi Services m/m aug 52.7 51.5 ** Equity and bond neutral

Japan Nikkei Japan PMI Services m/m aug 51.6 52.0 ** Equity and bond neutral

Nikkei Japan Composite m/m aug 51.9 51.8 ** Equity and bond neutral

India Nikkei India PMI Services m/m aug 47.5 45.9 ** Equity bearish, bond bullish

Nikkei India PMI Composite m/m aug 49.0 46.0 ** Equity bearish, bond bullish

Australia CBA Australia PMI Services m/m aug 54.2 57.0 ** Equity and bond neutral

CBA Australia PMI Composite m/m aug 54.1 56.7 ** Equity and bond neutral

AiG Performance of Services Index m/m aug 53.0 56.4 ** Equity and bond neutral

ANZ Roy Morgan Weekly Consumption m/m sep 114.1 113.5 ** Equity and bond neutral

BoP Current Account Balance q/q 2q -A$9.6 bn -A$3.1 bn -A$7.5 bn ** Equity bearish, bond bullish

Net Exports of GDP q/q 2q 0.30 -0.70 0.00 ** Equity bullish, bond bearish

New  Zealand ANZ Commodity Price m/m aug -0.8% -0.8% ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Services m/m aug 54.7 54.9 54.9 ** Equity and bond neutral

Markit Eurozone Composite m/m aug 55.7 55.8 55.8 ** Equity and bond neutral

Retail Sales m/m jul -0.3% 0.5% -0.3% ** Equity and bond neutral

France Markit France Services m/m aug 54.9 55.5 55.5 ** Equity and bond neutral

Markit France Composite m/m aug 55.2 55.6 55.6 ** Equity and bond neutral

Germany Markit Germany Services m/m aug 53.5 53.4 53.5 ** Equity and bond neutral

Markit/BME Germany Composite y/y aug 55.8 55.7 55.7 ** Equity and bond neutral

Italy Markit/ADACI Italy Services y/y aug 55.1 56.3 55.5 ** Equity and bond neutral

Markit/ ADACI Italy Composite y/y aug 55.8 56.2 55.8 ** Equity and bond neutral

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

Markit/CIPS UK Services m/m aug 53.2 53.8 53.5 ** Equity and bond neutral

Markit/ CIPS UK Composite m/m aug 54.0 54.1 54.0 ** Equity and bond neutral

Official Reserve Changes m/m aug $1.603 bn $1.273 bn ** Equity and bond neutral

Switzerland GDP y/y 2q 0.3% 1.1% 1.0% *** Equity bearish, bond bullish

CPI y/y aug 0.5% 0.3% 0.5% *** Equity and bond neutral

Russia Markit Russia PMI Services m/m aug 54.2 52.6 53.9 ** Equity and bond neutral

Markit Russia PMI Composite m/m aug 54.2 53.4 ** 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) 99 99 0 Neutral

TED spread (bps) 33 33 0 Neutral

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

10-yr T-note (%) 2.13 2.17 -0.04 Neutral

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

EUR/USD 3-mo swap (bps) 24 24 0 Up

Currencies Direction

dollar down Neutral

euro down Up

yen up Neutral

pound up Down

franc down Down  
 

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 $52.71 $52.34 0.71% Long Liquidation

WTI $47.98 $47.29 1.46%

Natural Gas $3.03 $3.07 -1.34%

Crack Spread $23.56 $24.18 -2.58%

12-mo strip crack $19.04 $19.35 -1.61%

Ethanol rack $1.70 $1.70 0.00%

Gold $1,331.51 $1,333.87 -0.18%

Silver $17.88 $17.87 0.01%

Copper contract $316.30 $311.80 1.44%

Corn contract 358.75$       355.25$       0.99%

Wheat contract 444.75$       438.75$       1.37%

Soybeans contract 961.75$       949.50$       1.29%

Baltic Dry Freight 1187 1183 4

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.  Precipitation is expected for the East Coast.   

Hurricane Irma is discussed above. 
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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 1, 2017 
 

We have previously documented the difference between S&P 500 operating earnings reported by 

Thomson/Reuters and Standard and Poor’s.  Although both series purport to measure the same 

thing, there can be rather wide divergences.  These exist due to differences in how unusual 

events are accounted for; we do often see long periods where the two series are identical but, in 

this bull market, the Thomson/Reuters data has tended to consistently exceed the S&P numbers. 
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This chart shows the two series from 1994, with the lower line showing their ratio.  The reason 

we monitor these divergences is that an elevated ratio has led to bear markets and recessions in 

two previous instances.  Fortunately, the ratio is narrowing, although the difference in terms of 

the past four quarters is still notable, with Thomson/Reuters at $125.07 while the S&P is at 

$116.14. 

 

One reason for the recent change in the ratio could be oil prices. 
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The drop in oil prices coincided with a widening of the ratio.  Thus, it is possible that S&P treats 

the impact of falling oil prices on earnings differently than Thomson/Reuters.  If oil prices 

remain elevated from recent lows, the spread between the two series should also narrow. 

 

This year’s earnings story continues to be the expansion of margins.  Looking at S&P operating 

earnings compared to GDP, we have seen a solid recovery in margins.  Our margin model has 

been projecting a recovery and stabilization around the level of 5.5% of GDP.  If that is the case, 

the growth rate in earnings should slow to the pace of nominal GDP over the next few quarters.   
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Based on our analysis, we are on pace for a year-end operating earnings number, basis Standard 

and Poor’s, of $121.50, a 14.3% rise over this series report from last year.  A similar growth 

number for Thomson/Reuters would put this year’s earnings at $136.10 compared to the current 

expectation of $131.10.  However, since the gap between the two earnings series is narrowing, 

current expectations are probably about right as that would be consistent with the current ratio.  

If the two narrow further, current expectations may be too high.  Still, in any case, margins 

remain strong and should offer support for equities. 

   

 
 

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 9/1/2017 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 9/1/2017 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 
 

August 31, 2017 
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P/E as of 8/30/2017 = 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. 


