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[Posted: April 25, 2017—9:30 AM EDT]  Global equity markets are up this morning.  The 

EuroStoxx 50 is up 0.27% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 1.4% 

from the prior close.  Chinese markets were up, with the Shanghai composite up 0.2% and the 

Shenzhen index up 0.5%.  U.S. equity index futures are signaling a higher open.  With 108 

companies having reported, the S&P 500 Q1 earnings stand at $29.82, higher than the $29.24 

forecast for the quarter.  The forecast reflects a 9.1% increase from Q1 2016 earnings.  Thus far 

this quarter, 75.0% of the companies reported earnings above forecast, while 18.5% reported 

earnings below forecast. 

 

We are seeing some follow through from yesterday’s French election rally, although the 

magnitude is understandably less.  The financial markets appear comfortable that Macron will 

win in the runoff, and with good reason.  It would be a real shocker to see Le Pen overcome a 

25-point deficit in the polls.  To give this lead some context, most reliable polls put Dewey ahead 

of Truman by 17 points in late September 1948.  However, this lead narrowed to a mere five 

points by the end of October.  Macron’s lead is clearly more than what Dewey enjoyed and the 

time for Le Pen to narrow the gap is shorter. 

 

Still, if the past year has told us anything it’s that surprises are possible.  The European media is 

noting that Le Pen is out aggressively campaigning while Macron appears to be taking a 

breather.  Dewey’s campaign was also low key.  The elements of an upset are in place.  Macron 

is a political novice; his support is broad but not very committed and he has no real party 

apparatus to boost the usual politicking that goes with elections.  If the mainstream parties decide 

to adopt Macron as one of their own, which is what we expect, he will probably be the winner.  

But, if the wide margin breeds complacency, this election may be closer than expected.  The one 

factor to watch, which is consistent with the Truman/Dewey contest, is a narrowing of the polls.  

If an upset is to come, look for the 25-point lead to narrow significantly going into the election 

on May 7. 

 

The Trump administration has indicated that it wants a major corporate tax cut, lowering the 

highest rate to 15%.  This is a massive cut. 

 

Daily Comment 
 

By Bill O’Grady, Kaisa Stucke, 
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As the horizontal line shows, this would be the lowest rate since 1937.  Unlike the House plan, it 

doesn’t appear that Trump has offered any revenue offsets.  A simple cut is estimated to boost 

the deficit by $2.4 trillion1 over the next decade.  We suspect this proposal will land with a 

“thud” on Capitol Hill.  Most Republicans will be quite uncomfortable with expanding the 

deficit, while Democrats will view the cut as a giveaway to upper income households and won’t 

support it.   

 

Most public finance analysis suggests the incidence (who pays) of the corporate tax falls on 

households in the form of either higher prices or reduced dividends.  Although the research is 

somewhat mixed, most analysis suggests that the incidence of the corporate tax falls more on 

upper income households. 

 

 
 

This chart shows the effective corporate tax rate by selected household income groups.  Clearly, 

most of the tax falls on the highest income brackets.   

                                                 
1 https://www.washingtonpost.com/business/economy/trump-seeks-15-percent-corporate-tax-rate-even-if-it-
swells-the-national-debt/2017/04/24/0c78a35c-2923-11e7-be51-b3fc6ff7faee_story.html?hpid=hp_hp-top-table-
main_trumptax-130pm:homepage/story&utm_term=.2c81aecfaee2  

https://www.washingtonpost.com/business/economy/trump-seeks-15-percent-corporate-tax-rate-even-if-it-swells-the-national-debt/2017/04/24/0c78a35c-2923-11e7-be51-b3fc6ff7faee_story.html?hpid=hp_hp-top-table-main_trumptax-130pm:homepage/story&utm_term=.2c81aecfaee2
https://www.washingtonpost.com/business/economy/trump-seeks-15-percent-corporate-tax-rate-even-if-it-swells-the-national-debt/2017/04/24/0c78a35c-2923-11e7-be51-b3fc6ff7faee_story.html?hpid=hp_hp-top-table-main_trumptax-130pm:homepage/story&utm_term=.2c81aecfaee2
https://www.washingtonpost.com/business/economy/trump-seeks-15-percent-corporate-tax-rate-even-if-it-swells-the-national-debt/2017/04/24/0c78a35c-2923-11e7-be51-b3fc6ff7faee_story.html?hpid=hp_hp-top-table-main_trumptax-130pm:homepage/story&utm_term=.2c81aecfaee2
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Meanwhile, on trade, the administration announced it is implementing new tariffs on Canadian 

softwood.  This issue has been a controversial one for some time.  U.S. producers complain that 

Canadian softwood is subsidized by provincial governments.  The tariffs will range from 3% to 

24%.  This dispute follows one in which the Canadians complained that the U.S. is subsidizing 

milk; a product from the milk used in cheese and yogurt is being exported to Canadian 

processors.  Currently, Canada has decided to support its own dairy farmers to thwart U.S. dairy 

exports.  These disputes indicate rising trade tensions.  Reducing the trade deficit is something 

the president campaigned on and he appears to be taking increasingly aggressive steps in this 

direction.  Given that these actions don’t require Congressional approval, quick action is possible 

in this arena.  We will have more to say on this issue in the coming weeks. 

 

Although a government shutdown on Saturday is possible, it does appear unlikely.  President 

Trump offered “flexibility” on the border wall, suggesting he will accept just about anything that 

promises something with regard to the proposal.  At this point, neither party appears keen on 

taking the potential blame for a closure.  In past shutdowns, the Freedom Caucus was more than 

willing to accept responsibility for this action.  Since no one wants to bear the blame, it’s 

unlikely that a shutdown will happen.  Instead, look for a continuing resolution to keep the 

government funded.  

 

U.S. Economic Releases 

 

The S&P CoreLogic Case-Schiller 20-City Home Price Index for February came in below 

expectations at 0.69% compared to the forecast of 0.72% from the prior month.  The S&P 

CoreLogic Case-Schiller U.S. HPI increased by 5.76% from the prior year.  The prior report was 

revised downward from 5.73% to 5.66%. 

 

The FHFA home price index came in stronger than forecast, up 0.8% compared to estimates of a 

0.4% rise.  The prior report was revised upward from unchanged to a rise of 0.2%.  Home prices 

rose 6.4% from a year ago.  The strongest growth came from the Mountain and Pacific regions.  

Year-over-year price growth has remained stable, coming in at 5-6% over the past two years. 
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The table below shows the economic releases scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 New Homes Sales m/m mar 584k 592k **

10:00 New Homes Sales m/m mar -1.4% 6.1% **

10:00 Conference Board Consumer Confidence m/m apr 122.5 125.6 **

10:00 Conference Board Present Situation m/m apr 143.0 **

10:00 Conference Board Expectations m/m apr 113.8 **

10:00 Richmond Fed Manf. Activity m/m apr 16 22 **

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 Swift Global Payments y/y mar 1.8% 1.8% ** Equity and bond neutral

Japan PPI Services y/y mar 0.8% 0.8% 0.7% ** Equity and bond neutral

EUROPE

France Business Survey Overall Demand y/y apr 9 11 ** Equity and bond neutral

Business Confidence m/m apr 104 104 104 ** Equity and bond neutral

Manufacturing Confidence m/m apr 108 104 105 ** Equity and bond neutral

Production Outlook Indicator m/m apr 1 3 3 ** Equity and bond neutral

Own-Company Production Outlook m/m apr 14 12 13 ** Equity and bond neutral

UK Public Finances y/y mar 34.3 bn 12.9 bn ** Equity and bond neutral

Central Government NCR y/y mar 18.3 bn -3.6 bn ** Equity and bond neutral

Public Sector Net Borrowing y/y apr 4.4 bn 1.1 bn 1.5 bn ** Equity bullish, bond bearish

PSNB ex Banking Groups y/y apr 5.1 bn 1.8 bn 3.1 bn ** Equity bullish, bond bearish

AMERICAS

Canada Bloomberg Nanos Confidence m/m apr 59.1 58.6 ** Equity and bond neutral

Mexico Econmic Activity y/y feb 1.0% 3.0% 1.1% ** 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) 116 115 1 Up

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

TED spread (bps) 36 36 0 Neutral

U.S. Libor/OIS spread (bps) 98 97 1 Up

10-yr T-note (%) 2.30 2.27 0.03 Neutral

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

EUR/USD 3-mo swap (bps) 27 27 0 Up

Currencies Direction

dollar down Neutral

euro up Neutral

yen down Down

pound up Down

franc down 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 $51.67 $51.60 0.14% Short Covering

WTI $49.24 $49.23 0.02%

Natural Gas $3.06 $3.07 -0.13%

Crack Spread $17.74 $17.96 -1.24%

12-mo strip crack $14.79 $14.88 -0.60%

Ethanol rack $1.75 $1.76 -0.14%

Gold $1,269.11 $1,276.31 -0.56% Bullish Equities

Silver $17.82 $17.94 -0.65%

Copper contract $258.35 $256.50 0.72%

Corn contract 364.50$       365.50$       -0.27%

Wheat contract 418.25$       419.25$       -0.24%

Soybeans contract 967.75$       971.75$       -0.41%

Baltic Dry Freight 1170 1195 -25

Actual Expected Difference

Crude (mb) -1.9

Gasoline (mb) 0.8

Distillates (mb) -1.3

Refinery run rates (%) -0.45%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show cooler to normal temperatures for the central region of the 

country, with warmer temps expected for both of the coasts.  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 21, 2017 

 

Last week, we discussed the impact of reducing the size of the Federal Reserve’s balance sheet 

on the economy.  This week we will discuss the effects of QE on financial markets.  

 

The relationship between the balance sheet and equities seems rather straightforward; expanding 

the balance sheet appears to be clearly supportive for equities. 
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This chart shows the S&P 500 Index regressed against the Fed’s balance sheet.  From 2009 until 

last year, this equity index closely tracked the level of the balance sheet.  Equities have lifted 

above the forecast level of the balance sheet recently.  If the relationship holds, equities are 

vulnerable to a large decline.  On the other hand, there is no evidence to suggest that bank 

reserves somehow found their way into the equity market.  Comparing the Shiller P/E (CAPE) 

suggests that the effect of QE was probably psychological; after fed funds reached the zero 

bound, QE signaled to investors that policy was still easy. 
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This chart regresses the CAPE against the Fed’s balance sheet; the CAPE’s behavior is similar to 

that of the overall equity market.  After the election, the market has mostly risen on multiple 

expansion, rising well above the model’s fair value.   

 

It should be noted that low interest rates could have a similar effect.  However, the fact that 

equities and the P/E seemed to track the balance sheet does suggest that QE had an impact on 

market psychology.   

 

The impact on bonds is rather interesting.   
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The gray bars show periods when QE was implemented.  Especially after QE 1, periods of QE 

tended to coincide with rising rates.  When QE was ending (shown by the decline in the yearly 

growth rate of the balance sheet), rates tended to decline.  Despite the FOMC bond buying, rates 

rose mostly on fears of inflation.  Once QE ended, those fears eased and bond yields declined.  

The most recent rise is likely due to expectations of fiscal stimulus that will boost growth and 

potentially raise inflation.   

 

If the Fed’s expanding balance sheet was a supportive psychological factor for bonds and stocks, 

will the contraction have the opposite impact?  Simply put, we don’t know.  If the economy and 

earnings are improving, the drop in the balance sheet probably won’t matter.  Unfortunately, if 

the economy disappoints, cutting the balance sheet could have a bearish impact on these assets.   

 

Next week we will examine the impact of the Fed’s balance sheet on monetary policy. 

   

  
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 4/24/2017 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 4/24/2017 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 20, 2017 
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P/E as of 4/19/2017 = 19.9x

 
 

Based on our methodology,2 the current P/E is 19.9x, 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 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. 


