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[Posted: September 7, 2017—9:30 AM EDT]  Global equity markets are generally mixed this 

morning.  The EuroStoxx 50 is up 0.9% from the last close.  In Asia, the MSCI Asia Apex 50 

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

down 0.6% and the Shenzhen index down 0.3%.  U.S. equity index futures are signaling a higher 

open.   

 

Happy productivity day!  Lots of news this morning; here is what we are watching: 

 

The ECB: The ECB’s statement was a repeat of the one from a few weeks ago.  In the press 

conference, the reporters focused most of their questions on the exchange rate.  President Draghi 

deftly fended off these questions by not commenting on any particular level and by discussing 

the exchange rate outside the parameters of broader policy goals.  In response to the lack of 

direct opposition to the recent rise in the EUR, the currency rose rather sharply, shown in the 

chart below.   

 

 
(Source: Bloomberg) 

 

The fact that policy didn’t change and there is no indication that policy will markedly tighten 

anytime soon, the EUR’s rise suggests that (a) the financial markets realize the EUR is still 

undervalued (we put fair value around $1.300), and (b) the dollar’s weakness is originating from 

the U.S. and not from abroad.   

 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 
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The Trump Shuffle: President Trump stunned the GOP leadership (and probably much of the 

party) by cutting a deal with the Democrat Party leadership to pass a short-term debt ceiling bill.  

House Minority Leader Pelosi and Senate Minority Leader Schumer engineered a deal that will 

raise the debt ceiling but only until December.  The media is full of reports from GOP activists 

apoplectic about this turn of events.  Although the degree of anger is understandable, we are 

somewhat surprised by the shock.  Our position has been that our two-party system is a program 

of enforced coalitions; history shows that these coalitions change over time.  The GOP houses a 

number of different factions.  The GOP establishment is mostly center-right; supportive of 

markets, deregulation and moderately conservative on social matters.  This group is generally 

resigned to large government and thus wants to shape that government to its own ends.  There is 

a small government faction, often called the “Tea Party” and includes the Freedom Caucus in the 

House, that wants to return government to the pre-Roosevelt period; Grover Norquist is the key 

leader of this group.  Social conservatives have also gravitated to the GOP.  The key to Trump’s 

victory was wooing the disaffected white working class voters; traditionally Democrats, this 

group has discovered that the Democrats are focused more on identity rather than class.  In other 

words, the Democrat Party leadership will celebrate differences in culture while purposely 

ignoring economic issues.  This explains why the Democrat leadership was caught flat-footed by 

the rise of Bernie Sanders.  Trump promised to restrict globalization (in both trade and 

immigration) and increase government support (he wanted a bigger health care program and 

infrastructure spending).   

 

After the election, the GOP leadership wanted to accommodate the goals of the Tea Party and the 

establishment through tax cuts and spending reductions.  Although Trump wasn’t necessarily 

opposed to these measures, his focus was on the white working class.  When the Freedom 

Caucus wanted to tie spending cuts to the debt ceiling increase and was willing to risk hurricane 

aid to get what it wanted, Trump decided to get a better deal from the opposition party.  

Although the media is suggesting Trump has no ideology,1 we would suggest otherwise; he 

wants to help the working class who have been harmed by a nearly four-decade bipartisan policy 

of deregulation and globalization.  Note that he characterized the GOP health care plan as harsh 

and is ok with tax cuts, but has no worries about the deficit.  In other words, he sees no need to 

cut spending.   

 

Although other presidents have “triangulated” between their own party and the opposition (Bill 

Clinton was a master at this), we see Trump as doing something different.  He is creating 

conditions that will lead to a realignment of party coalitions.  We don’t know how that will 

evolve; third parties might emerge for a time.  It’s important to remember that the Whig Party 

existed from 1834 to 1854 but was unable to hold together (slavery led to the dissolution).  A 

multi-ethnic (or, perhaps, multi-identity) working class party and a market-oriented party of 

globalization and deregulation could emerge.   

 

                                                 
1 https://www.washingtonpost.com/opinions/trump-offers-us-a-glimpse-behind-the-curtain-theres-nothing-
there/2017/09/06/c0b30556-933b-11e7-aace-04b862b2b3f3_story.html?stream=top-
stories&utm_campaign=newsletter_axiosam&utm_medium=email&utm_source=newsletter&utm_term=.e46d8ed
77cf2  

https://www.washingtonpost.com/opinions/trump-offers-us-a-glimpse-behind-the-curtain-theres-nothing-there/2017/09/06/c0b30556-933b-11e7-aace-04b862b2b3f3_story.html?stream=top-stories&utm_campaign=newsletter_axiosam&utm_medium=email&utm_source=newsletter&utm_term=.e46d8ed77cf2
https://www.washingtonpost.com/opinions/trump-offers-us-a-glimpse-behind-the-curtain-theres-nothing-there/2017/09/06/c0b30556-933b-11e7-aace-04b862b2b3f3_story.html?stream=top-stories&utm_campaign=newsletter_axiosam&utm_medium=email&utm_source=newsletter&utm_term=.e46d8ed77cf2
https://www.washingtonpost.com/opinions/trump-offers-us-a-glimpse-behind-the-curtain-theres-nothing-there/2017/09/06/c0b30556-933b-11e7-aace-04b862b2b3f3_story.html?stream=top-stories&utm_campaign=newsletter_axiosam&utm_medium=email&utm_source=newsletter&utm_term=.e46d8ed77cf2
https://www.washingtonpost.com/opinions/trump-offers-us-a-glimpse-behind-the-curtain-theres-nothing-there/2017/09/06/c0b30556-933b-11e7-aace-04b862b2b3f3_story.html?stream=top-stories&utm_campaign=newsletter_axiosam&utm_medium=email&utm_source=newsletter&utm_term=.e46d8ed77cf2
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In the short run, although the debt ceiling issue is probably off the table for now, it will return 

soon enough.  For the opposition party, making the majority vote to raise the ceiling multiple 

times before the midterm elections is a favorable outcome.  However, Democrats should be 

careful in how they embrace the president.  If Trump can craft a protectionist policy and raise 

infrastructure spending, he could woo some Berniecrats and widen the divisions within the 

Democrat Party as well.  In our opinion, the key point here is that the party coalitions are 

shifting; instead of thinking about party, investors should focus on factions.  Conditions will 

likely become increasingly confusing if one’s thinking remains in the framework of traditional 

GOP/Democrat characteristics.    

 

Fed Drama: Vice Chair Fischer dropped a blockbuster yesterday by unexpectedly resigning, 

effective Oct. 13, for “personal reasons.”  We have no insight into what those might be, but we 

note he is 73 years old and the grind of central banking is probably a lot for anyone.  Although 

we expected Fischer to be out early next year, this removes a mainstream voter and a sage central 

banker from the FOMC.  At the same time, Gary Cohn, who was thought to be a lock for the Fed 

chair job, is apparently unlikely to get the position.  The president doesn’t handle criticism well; 

the very public criticism that Cohn expressed over the Charlottesville issue appears to have 

changed the president’s mind.  The combination of these two events probably means the odds 

that Yellen gets extended have increased markedly.  It is also worth noting that virtually all the 

candidates for governor positions reported in the media are hawks.  We suspect that Trump is 

figuring this out and has no interest in appointing a hard money person to the Fed.  Thus, we 

would not be shocked if none of the names mentioned are actually nominated and more dovish 

candidates are recommended by the White House.  As noted in the above discussion, the 

president really isn’t a small government, low inflation person.  He is ok with deficits and 

inflation and it would make more sense for him to choose Fed governors who share those 

positions.  And, we would not be surprised to see Cohn leave soon.   

 

The Tropical Situation: We have three active hurricanes; one will likely hit Mexico, Jose will 

probably go out to sea, but Irma is another matter.  Its forecast path is to hit Florida and then 

move into the Atlantic Seaboard.  Next week, we could see weather disruptions in this region.   

 

U.S. Economic Releases 

 

Initial jobless claims came in above expectations at 298k compared to the forecast of 245k.  

 



 

 

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

www.confluenceinvestment.com 

 4 

200

300

400

500

600

700

07 08 09 10 11 12 13 14 15 16 17

FOUR-WEEK AVERAGE OF

INITIAL CLAIMS

TH
O

U
SA

N
D

S

Sources:  BLS, CIM  
 

The chart above shows the four-week moving average of initial jobless claims. The four-week 

moving average increased from 236.75k to 250.25k. 

 

Nonfarm productivity came in above expectations, rising 1.5% from the prior quarter compared 

to the forecast gain of 1.3%.  Unit labor costs came in below expectations, rising 0.2% from the 

prior quarter compared to the forecast gain of 0.3%.  The chart below shows yearly changes in 

unit labor costs.  The fact that unit labor costs, which are labor costs adjusted for productivity, 

are near zero explains why profit margins have improved recently.  

 

 
 

The chart above shows the year-over-year change in unit labor costs. 

 

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

9:45 Bloomberg Consumer Comfort m/m sep 53.3 **

Fed speakers or events

EST Speaker or event

12:15 Loretta Mester speaks on Economic Outlook

19:00 William Dudley will Speak on US Economic Outlook

20:15 Esther George Speaks in Denver on US  Economic Outlook

District or position

Economic Releases

President of the Federal Reserve Bank of Kansas City

President of the Federal Reserve Bank of New York

President of the Federal Reserve Bank of Cleveland

 
 

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 -117.9 bn 359.6 bn * Equity and bond neutral

Japan buying foreign stocks m/m sep 161.4 bn 218.0 bn * Equity and bond neutral

Foreign buying Japan bonds m/m sep 1359.2 bn 504.6 bn * Equity and bond neutral

Foreign buying Japan stocks m/m sep -158.3 bn -246.0 bn * Equity and bond neutral

Official Reserves m/m aug $1268.0 bn $1260.0 bn ** Equity and bond neutral

Tokyo Average Office Vacancies m/m aug 3.35 3.22 ** Equity and bond neutral

Leading Index CI m/m jul 105.0 105.7 105.1 ** Equity and bond neutral

Coincident Index m/m jul 115.6 117.1 115.8 ** Equity and bond neutral

Australia AiG Performance of Construction Index m/m aug 55.3 60.5 ** Equity and bond neutral

Retail Sales m/m jul 0.0% 0.3% 0.2% ** Equity bearish, bond bullish

Trade Balance m/m jul A$460 mn A$856 mn A$1000 mn ** Equity bullish, bond bearish

EUROPE

Eurozone Industrial Production m/m jul 4.0% 2.4% 4.6% *** Equity and bond neutral

Gross Fix Capital m/m 2q 0.9% 1.3% 1.0% ** Equity and bond neutral

Government Expenditure m/m 2q 0.5% 0.4% 0.5% ** Equity and bond neutral

Household Consumption m/m 2q 0.5% 0.3% 0.5% ** Equity and bond neutral

GDP m/m 2q 2.3% 2.2% 2.2% *** Equity bullish, bond bearish

France Trade Balance m/m jul -5.968 bn -4.657 bn ** Equity and bond neutral

Current Account Balance m/m jul -4.2 bn -2.1 bn ** Equity and bond neutral

UK Halifax House Prices m/m aug 1.1% 0.4% 0.2% ** Equity bullish, bond bearish

Switzerland Foreign Currency Reserves y/y aug 716.7 bn 714.3 bn ** Equity and bond neutral

AMERICAS

Canada Labor Productivity m/m jul -0.1% 1.4% ** 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) 132 132 0 Up

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

TED spread (bps) 29 27 2 Neutral

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

10-yr T-note (%) 2.08 2.11 -0.03 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 up Up

yen up Neutral

pound up Down

franc up Down

Central Bank Action Prior Expected

Selic Rate 8.250% 9.250% 8.250% On forecast

ECB Main Refinancing Rate 0.000% 0.000% 0.000% On forecast

ECB Marginal Lending Facility 0.250% 0.250% 0.250% On forecast

ECB Deposit Facility Rate -0.400% -0.400% -0.400% On forecast

ECB Asset Purchase Target EU60 bn EU60 bn EU60 bn On forecast

Bank of Canada Rate Decision 1.000% 0.750% 0.750% On forecast  
 

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 $54.47 $54.20 0.50% Weather Conditions

WTI $49.01 $49.16 -0.31%

Natural Gas $3.01 $3.00 0.33%

Crack Spread $22.73 $22.33 1.79%

12-mo strip crack $19.41 $19.29 0.64%

Ethanol rack $1.69 $1.69 -0.09%

Gold $1,339.87 $1,334.22 0.42% Market Uncertainty

Silver $17.91 $17.88 0.19%

Copper contract $313.30 $315.15 -0.59%

Corn contract 359.75$       361.00$       -0.35%

Wheat contract 445.00$       445.75$       -0.17%

Soybeans contract 975.75$       971.00$       0.49%

Baltic Dry Freight 1250 1215 35

Actual Expected Difference

Crude (mb) 2.5

Gasoline (mb) -5.0

Distillates (mb) -2.5

Refinery run rates (%) -7.00%

Natural gas (bcf) 64.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report
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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 eastern region.  Precipitation is expected for the Pacific 

region.  Hurricane Irma has made landfall on the northern coast of the Dominican Republic and 

is expected to make its way toward Florida over the weekend.  Tropical Storm Katia and 

Tropical Storm Jose have strengthen into hurricanes.  Hurricane Katia is expected to make 

landfall near Veracruz, while Hurricane Jose has already made landfall on the Caribbean islands.  

At this time, it is unclear as to whether any of these tropical disturbances will have an impact on 

the production and shipment from refineries located in the Gulf of Mexico; we will continue to 

monitor this situation.
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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 9/6/2017 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 9/6/2017 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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P/E as of 9/6/2017 = 20.4x

 
 

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. 


