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[Posted: April 27, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is down 0.3% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

0.4% from the prior close.  Chinese markets were up, with the Shanghai composite up 0.4% and 

the Shenzhen index up 0.5%.  U.S. equity index futures are signaling a lower open.  With 202 

companies having reported, the S&P 500 Q1 earnings stand at $30.10, higher than the $29.24 

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

this quarter, 75.7% of the companies reported earnings above forecast, while 16.8% reported 

earnings below forecast. 

 

ECB President Draghi is speaking at the time of this writing.  Nothing has changed in terms of 

policy, but Draghi’s assessment of the economy is somewhat supportive, although still rather 

cautious.  Initially, forex markets took his comments as modestly dollar bearish.  However, in the 

Q&A, Draghi made it clear that no path of tapering has been decided which reversed dollar 

weakness.  Treasury yields have turned higher in the wake of his comments.  Overall, there 

wasn’t much to signal that the ECB will be tightening soon and so we are seeing a weakening of 

the EUR. 

 

The White House sent a scare through the media last night by indicating that the U.S. is 

preparing to leave NAFTA, which would effectively kill the organization.  However, that leak 

was quashed; the president did indicate he wanted to renegotiate the treaty but that was his 

position during the campaign.  It is unclear what triggered the outburst, other than it may have 

been driven by the desire to make a splash for the 100-day mark.  On this topic, we are not going 

to make any further comments about the tax proposal until we see more detail and can assess its 

chances of passage. 

 

U.S. crude oil inventories fell 3.6 mb compared to market expectations of a 1.9 mb draw.   
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This chart shows current crude oil inventories, both over the long term and the last decade.  We 

have added the estimated level of lease stocks to maintain the consistency of the data.  As the 

chart shows, inventories remain historically high. 

 

As the seasonal chart below shows, inventories are near their seasonal peak and begin falling as 

rising refinery operations lower stockpiles.  This week’s decline puts us further below normal.  

Although inventories remain high, this seasonal level is consistent with July, meaning that we 

may be on the way to an easing of the inventory overhang.  Last year, we saw a draw of roughly 

45 mb from the April peak.  Assuming a similar drop from this year’s peak of 566.5 mb at the 

end of March, we will end up at 520 mb by late September.  Assuming a $1.09 EUR and using 

the model discussed below, fair value for oil prices is $44.15.  Thus, we would need to see a 

much larger drop to justify current prices. 

 

 
      (Source: DOE, CIM) 
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Based on inventories alone, oil prices are overvalued with the fair value price of $30.78.  

Meanwhile, the EUR/WTI model generates a fair value of $41.25.  Together (which is a more 

sound methodology), fair value is $37.39, meaning that current prices are well above fair value.  

To a great extent, it appears that the oil market has already discounted a drop in inventories and a 

weaker dollar.   

 

A key factor lowering inventories is that refinery output is unusually strong. 

 

 
Source:  DOE, CIM 
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This chart shows the level of refinery utilization as a percentage of total capacity.  Last week’s 

data hit 94%, which is rather high for this time of year.  We do expect a good summer driving 

season as the economy isn’t in recession and consumer confidence is elevated.  Still, given that 

gasoline stockpiles are ample, we doubt this level of activity will rise much more from current 

levels.   

 

On gasoline, relatively low prices should be supportive for consumption.   
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This chart shows the current average retail gasoline price divided into average hourly earnings 

for non-supervisory workers.  This tells us how many gallons a worker can purchase by working 

one hour.  The average since 1964 has been about 8.6 gallons per hour so the current price, 

relative to earnings, is not high enough to dampen consumption. 

 

However, we do have concerns about gasoline consumption. 
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The blue line shows the monthly level of consumption, which is obviously sensitive to seasonal 

factors.  The red line is the 12-month moving average.  Note that the average began to strongly 

recover beginning in 2013 but we have been seeing evidence of slowing demand over the last 

quarter.  This slowing of consumption is worrisome given that prices are not unusually high, 

employment levels are rather strong and consumer confidence is elevated.  It is possible that we 

are seeing evidence of “peak demand” for the U.S.  From 1980 to 2006, with a couple of 

exceptions, gasoline consumption has steadily increased.  This may be due to demographic 

issues, such as a rising number of baby boomers driving less and millennials driving less as a 

lifestyle preference, meaning that the uptrend is permanently broken.  If that is the case, it’s 

going to be difficult to work off the U.S. oil inventory overhang unless we see a rise in exports.  

Our position on oil is that we are in a trading range between $45 and $55 per barrel.   

 

U.S. Economic Releases 

 

The advance goods trade deficit came in narrower than expected at $64.8 bn compared to the 

forecast of $65.2 bn.  The prior report was revised downward, showing a deficit of $63.9 bn 

instead of $64.8 bn. 

                                           

 
 

The chart above shows the level of the trade balance for goods and the advance trade balance.  

Over the past three years, the trade deficit has been volatile but has generally moved sideways. 

 

Wholesale inventories came in below expectations, falling 0.1% from the prior month compared 

to the forecast rise of 0.2%.  The prior report’s gain was revised downward from 0.4% to 0.2%.  

Retail inventories rose 0.4% from the prior month. 

 

March durable goods orders came in below expectations, rising 0.7% from the prior month 

compared to the forecast of 1.3%.  The prior month’s gains were revised upward from 1.8% to 

2.3%.  Durable goods excluding transportation came in below expectations, falling 0.2% from 

the prior month compared to the forecast of a 0.4% rise.  The prior month’s gain was revised 

upward from 0.5% to 0.7%.  Capital goods orders nondefense excluding airplanes came in below 

expectations at 0.2% compared to the forecast of 0.5%.  The prior month’s loss of 0.1% was 
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revised upward to a gain of 0.1%.  Capital goods shipments nondefense excluding airplanes 

came in above expectations at 0.4% compared to the forecast of 0.1%.  The prior month’s gain of 

1.0% was revised upward to 1.1%.   

 

 
 

The chart above shows the annual change in durable goods orders and shipments.  The recent 

upswing in both new orders and shipments suggests increasing activity in the manufacturing 

sector.  Annually, new orders rose by 4.5%, shipments rose by 3.7%, unfilled orders fell by 1.0% 

and inventories rose by 0.2%. 

 

Initial jobless claims came in above expectations at 257k compared to the forecast of 245k. The 

prior report was revised downward from 244k to 243k. 
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The chart above shows the four-week moving average of jobless claims.  The four-week moving 

average fell 50k from 242.75 to 242.25. 
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The table shows the economic releases scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m apr 49.9 **

10:00 Pending Home Sales m/m mar -1.0% 5.5% **

10:00 Pending Home Sales y/y mar -2.4% **

11:00 Kansas City Manf. Activity m/m apr 17.0 20.0 **

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 Industrial Profits y/y mar 23.8% 2.3% ** Equity bullish, bond bearish

Japan Japan Buying Foreign Bonds m/m apr -1283.8 bn -796.2 bn * Equity and bond neutral

Japan Buying Foreign Stocks m/m apr 136.2 bn -231.7 bn * Equity and bond neutral

Foreign Buying Japan Bonds m/m apr -692.9 bn 410.5 bn * Equity and bond neutral

Foreign Buying Japan Stocks m/m apr 258.4 bn 315.2 bn * Equity and bond neutral

Australia Import Price Index m/m mar 1.2% 0.2% -0.5% ** Equity bullish, bond bearish

Export Price Index y/y mar 9.4% 12.4% 8.0% *** Equity bullish, bond bearish

EUROPE

Eurozone Economic Confidence y/y apr 109.6 107.9 108.2 ** Equity bullish, bond bearish

Business Climate Indicator m/m apr 1.09 0.82 0.82 ** Equity bullish, bond bearish

Industrial Confidence m/m apr 2.6 1.2 1.3 ** Equity bullish, bond bearish

Services Confidence m/m apr 14.2 12.7 12.9 ** Equity bullish, bond bearish

Consumer Confidence m/m apr -3.6 -3.6 -3.6 *** Equity and bond neutral

Germany CPI m/m apr 2.0% 1.6% 1.9% ** Equity bullish, bond bearish

Italy Economic Sentiment m/m apr 107.4 105.1 ** Equity and bond neutral

Manufacturing Confidence y/y apr 107.9 107.1 107.3 ** Equity and bond neutral

Consumer Confidence y/y apr 107.5 107.6 107.4 ** Equity and bond neutral

UK CBI Retailing Reported Sales y/y apr 38 9 6 ** Equity bullish, bond bearish

CBI Total Dist. Reported Sales y/y apr 44 32 30 ** Equity bullish, bond bearish

Switzerland Trade Balance y/y mar 3.10 bn 3.11 bn ** Equity and bond neutral

Exports Real y/y mar 2.5% -2.2% ** Equity bullish, bond bearish

Imports Real y/y mar -1.4% 2.9% ** Equity bullish, bond bearish

AMERICAS

Canada CFIB Business Barometer y/y apr 64.4 62.9 ** Equity and bond neutral

Retail Sales ex Auto y/y feb -0.1% 1.7% -0.3% ** Equity and bond neutral

Brazil FGV Inflation y/y apr 3.4% 4.9% 3.5% ** 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) 117 117 0 Up

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

TED spread (bps) 38 37 1 Neutral

U.S. Libor/OIS spread (bps) 99 98 1 Up

10-yr T-note (%) 2.31 2.30 0.01 Neutral

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

EUR/USD 3-mo swap (bps) 28 28 0 Up

Currencies Direction

dollar down Neutral

euro down Neutral

yen down Down

pound up Down

franc flat Neutral

Central Bank Action Current Prior

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

ECB Marginal Refinancing Rate 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 EU80 bn EU60 bn 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 $51.21 $51.82 -1.18% Long liquidation

WTI $49.07 $49.62 -1.11%

Natural Gas $3.25 $3.27 -0.76%

Crack Spread $16.05 $16.61 -3.37%

12-mo strip crack $13.96 $14.23 -1.85%

Ethanol rack $1.75 $1.75 -0.10%

Gold $1,264.83 $1,269.22 -0.35%

Silver $17.45 $17.49 -0.24%

Copper contract $259.80 $260.05 -0.10%

Corn contract 367.75$       366.75$       0.27%

Wheat contract 428.75$       426.50$       0.53%

Soybeans contract 956.00$       956.50$       -0.05%

Baltic Dry Freight 1147 1154 -7

Actual Expected Difference

Crude (mb) -3.6 -1.9 -1.7

Gasoline (mb) 3.4 0.8 2.6

Distillates (mb) 2.7 -1.3 3.9

Refinery run rates (%) 1.20% -0.45% 1.65%

Natural gas (bcf) 74.0

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 eastern region 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.   

 



 

 

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

www.confluenceinvestment.com 

 11 

 
 

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 4/26/2017 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 4/26/2017 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 27, 2017 
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P/E as of 4/26/2017 = 19.9x

 
 

Based on our methodology,1 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. 

                                                 
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 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. 


