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[Posted: April 12, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 0.1% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 0.7% 

from the prior close.  Chinese markets were down, with the Shanghai composite down 0.5% and 

the Shenzhen index down 0.8%.  U.S. equity index futures are signaling a modestly lower open.  

With 25 companies having reported, the S&P 500 Q1 earnings stand at $27.58, lower than the 

$29.24 forecast for the quarter.  The forecast reflects a 9.1% increase from Q1 2016 earnings.  

Thus far this quarter, 72.0% of the companies reported earnings above forecast, while 16.0% 

reported earnings below forecast. 

 

SOS Tillerson is in Moscow as tensions are rising.  The White House is accusing the Kremlin of 

having prior knowledge of the sarin attack in Syria and attempting to cover up the attack.  Putin 

is suggesting that the U.S. is being “duped” by rebels into attacking the Assad regime.  It’s 

difficult to see how these talks have any hope of success.  We did mention yesterday that 

Tillerson met with European members of the G-7 in Italy.  The U.K., along with the U.S., called 

for Russia to abandon Assad; Italy and Germany, both facing refugee issues, were more cautious.    

 

Yesterday, a tour bus carrying members of the Borussia Dortmund soccer team in Germany was 

attacked with three bombs.  One member of the team was reportedly injured.  The game was 

rescheduled for today.  Borussia Dortmund is one of the most popular teams in Germany; it 

appears this may have been a terrorist attack.   

 

Iran holds presidential elections on May 19.  Registration for this office began yesterday and it 

seems the conservatives are running Ebrahim Raisi for the presidency.  In the past, the 

conservatives have run a number of candidates that tend to dilute the vote, giving hope to 

centrists (liberals are pretty much excluded from the race).  There is growing speculation tht 

Raisi was handpicked by Ayatollah Khamenei.  If it is a two-man race, the current president, 

Hassan Rouhani, would face an uphill battle for reelection.  If Raisi wins, we may see Iran retreat 

from foreign investment which would slow its development and may hamper oil production.  We 

note that former president Ahmadinejad is making noise about running.  Khamenei could 

probably prevent him from running by having the Guardian Council disqualify him, but such a 

move would be unpopular with the poor in Iran who remember the former president fondly.  A 

more conservative Iranian president would be an unwelcome outcome for the U.S. and Sunni 

powers in the region. 

 

In response to rising tensions between the U.S. and North Korea, Trump issued a stark warning 

via Twitter that the U.S. is prepared to act alone if China is unwilling to intervene in North 

Korea.  Rodong Sinmun, a state-run newspaper in North Korea, stated that Pyongyang has its 

“nuclear sights” focused on U.S. military bases in South Korea and on the U.S. mainland.  In our 

opinion, even though North Korea does have the capability to strike U.S. bases in South Korea, it 
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is still unable to launch a missile that could land in the U.S.  Nevertheless, China has issued a 

statement that it is committed to the denuclearization of the Korean Peninsula.  In addition, the 

Global Times, a Chinese state-run newspaper, reported that Beijing is losing patience with North 

Korea and would consider cutting off oil exports if it continues to cause trouble.  This Saturday 

could prove to be a test for both Kim Jong Un and President Trump as North Korea celebrates 

the birth of the country’s founder, Kim Il Sung.  It is expected that Kim Jong Un will use the 

occasion to showcase the country’s military capabilities by launching another missile.  If this 

were to happen, President Trump is likely to respond militarily, further escalating tensions 

between the two countries.  We will continue to monitor this situation as it unfolds. 

 

U.S. Economic Releases 

 

MBA mortgage applications rose 1.5% from the prior week.  Purchases rose 2.9%, while 

refinancing remained unchanged.  The average 30-year fixed rate fell by 6 bps from 4.34% to 

4.28%. 

 

The import price index came in line with expectations, falling 0.2% from the prior month.  The 

prior report was revised upward from 0.2% to 0.4%.  The core import price index came in above 

expectations at 0.2% compared to the forecast of unchanged from the prior month.  The export 

price index rose above expectations at 0.2% as forecasts showed unchanged prices from the prior 

month. 

 

 
 

The chart above shows the year-over-year change of the import price index and CPI.  Because 

the two variables are highly correlated, the rise in import prices suggests that a rising CPI should 

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

EDT Indicator Expected Prior Rating

2:00 Monthly Budget Statement m/m mar -$169 bn -$108 bn **

EST Speaker or event

8:00 Robert Kaplan Speaks in Fort Worth , Texas

Economic Releases

Fed speakers or events

District or position

President of the Federal Reserve Bank of Dallas  
 

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 CPI y/y mar 0.9% 0.8% 1.0% *** Equity and bond neutral

PPI y/y mar 7.6% 7.8% 7.5% *** Equity and bond neutral

India Local Car Sales m/m mar 190065 172623 ** Equity and bond neutral

Japan PPI m/m mar 1.4% 1.0% 1.4% ** Equity and bond neutral

CPI y/y mar 3.8% 3.7% 3.9% *** Equity and bond neutral

Industrial Production y/y feb -1.2% 2.7% 1.3% *** Equity bearish, bond bullish

Australia Westpac Consumer Confidence m/m Apr 99.0 99.7 * Equity and bond neutral

EUROPE

Germany WPI y/y mar 0.0% 0.5%  *** Equity and bond neutral

UK ILO Unemployment m/m feb 4.7% 4.7% 4.7% *** Equity and bond neutral

Claimant Count Rate y/y mar 2.2% 2.1% ** Equity and bond neutral

Average Weekly Earnings 3m/3m y/y feb 2.3% 2.2% 2.2% ** Equity and bond neutral

Employment Change 3m/3m y/y feb 39k 92k 70k ** Equity and bond neutral

AMERICAS

Canada Teranet/NB Home price index y/y mar 0.9% 1.0%  * Equity and bond neutral

Brazil Retail Sales m/m feb -0.2% -0.7% 0.5% ** Equity bearish, bond bullish

Retail Sales Broad y/y feb 1.4% -0.2% 2.1% ** 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) 116 116 0 Up

3-mo T-bill yield (bps) 80 80 0 Neutral

TED spread (bps) 36 36 0 Neutral

U.S. Libor/OIS spread (bps) 95 94 1 Up

10-yr T-note (%) 2.30 2.30 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 30 30 0 Up

Currencies Direction

dollar down Neutral

euro down Neutral

yen up Down

pound up Down

franc up Neutral

Central Bank Action Current Prior Expected

BOC Rate Decision  0.500% 0.500% 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 $56.44 $56.23 0.37% Short Covering

WTI $53.56 $53.40 0.30%

Natural Gas $3.17 $3.15 0.63%

Crack Spread $18.98 $18.92 0.27%

12-mo strip crack $15.66 $15.59 0.42%

Ethanol rack $1.76 $1.75 0.21%

Gold $1,274.06 $1,274.86 -0.06%

Silver $18.34 $18.34 -0.01%

Copper contract $257.85 $260.80 -1.13%

Corn contract 374.00$       373.75$       0.07%

Wheat contract 433.25$       433.25$       0.00%

Soybeans contract 945.25$       939.25$       0.64%

Baltic Dry Freight 1262 1231 31

Actual Expected Difference

Crude (mb) -1.8

Gasoline (mb) -1.5

Distillates (mb) -1.0

Refinery run rates (%) 0.50%

Natural gas (bcf) 9.0

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 temps expected for the northwestern region.  Precipitation is expected for most of the 

country.
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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.  

 

April 7, 2017 

 

In our 2017 Outlook, our earnings forecast for the S&P 500 was $119.45 per share, up from 

$106.25 in 2016.1  Based on new data and other trends, we are raising this forecast to $126.44 for 

this year.  There are three reasons for the change. 

 

The spread between Thomson-Reuters and S&P operating earnings is narrowing.  This is 

an issue we have discussed in the past.  There are two primary sources of information for 

earnings, Standard and Poor’s and Thomson-Reuters.  Most of the time, the two sources are 

consistent.  However, since the Great Financial Crisis, the latter has tended to report higher 

operating earnings for the S&P 500 than the former.  Explanations for this divergence vary.  It 

does appear that Thompson-Reuters takes a more “relaxed” view on what costs are excluded 

compared to Standard and Poor’s.  Here is the data through Q4 2016: 
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In 2001 and 2008, the spread between the two series coincided with recessions.  Since the Great 

Recession, we have had two periods where the spread has widened; both are tied to declines in 

oil prices.  As oil prices recover, the current spread should narrow. 

 

                                                 
1 This is basis S&P operating earnings.  The other major provider, Thomson-Reuters, has the higher numbers that 
are usually reported in the media.   

http://www.confluenceinvestment.com/wp-content/uploads/Q4_2016_2017_Outlook.pdf
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Margins are showing some improvement.  We compare total S&P 500 earnings to GDP.  Our 

model for this percentage is indicating that margins will improve this year. 
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The blue line on the chart shows the actual percentage of S&P 500 total operating earnings to 

nominal GDP.  For most of this century, this percentage has been ranging between 5% and 6%.   

The drop in oil prices led to some margin compression.  We also expect improving productivity 

and a modest widening of the trade deficit to boost margins, shown above as the red line, which 

is the model forecast. 

 

Finally, the per-share data will be supported by a steadily declining divisor.  The below 

chart shows the S&P 500 divisor; it’s a scaling factor for the index.   
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To calculate the index, one takes the overall market capitalization and divides it by the divisor.  

The divisor adjusts to changes in the composition of the index, as well as new issuance, share 

repurchases and mergers.  The rise in share buybacks has led to a steady drop in the divisor; we 

are now at levels last seen in early 2000.  As the divisor declines, the per-share value rises. 

 

Despite this increase in earnings, we have not boosted our S&P 500 target forecast of 2400 for 

the year.  We view the P/E as elevated at this point and so we expect the rise in earnings to 

mostly result in a weaker multiple.  At the same time, this change will make equity markets less 

expensive and thus less vulnerable to disappointment.  If the rise in business and consumer 

sentiment supports the multiple, we will make appropriate adjustments to our forecast.   

   

  
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 4/11/2017 close) 

 

-10.0% 0.0% 10.0% 20.0%

Energy
Telecom

Financials
Industrials

S&P 500
Materials

Utilities
Consumer Staples

Consumer Discretionary
Health Care
Technology

YTD Total Return

-0.6% -0.4% -0.2% 0.0% 0.2%

Technology

Financials

Materials

S&P 500

Health Care

Energy

Consumer Discretionary

Utilities

Consumer Staples

Telecom

Industrials

Prior Trading Day Total Return

 
(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 4/11/2017 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 
 

April 6, 2017 

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM 4Q TRAILING P/E

P
/E

Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 4/5/2017 = 20.0x

 
 

Based on our methodology,2 the current P/E is 20.0x, down 0.8x from last week.  We are now 

into Q2 which means we added expectations for the current quarter to our calculation.  Those 

earnings estimates led to the decline in the multiple. 
 
 
 
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 two actual quarters (Q3 and Q4) and two estimates (Q1 and Q2).  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. 


