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[Posted: April 4, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is down 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.3% from the prior close.  Chinese markets were up, with the Shanghai composite up 0.4% and 

the Shenzhen index also up 0.4%.  U.S. equity futures are signaling a lower open.  

 

It’s another quiet and mostly sluggish day in global markets.  The French are holding a 

presidential debate today at 8:40 pm local time (2:40 EDT) that will be closely watched.  Current 

polling hasn’t changed; Le Pen and Macron will likely win the first round and the latter should 

win easily in the runoff.  However, given the mixed performance of polling in recent elections, 

there will be some degree of concern until the runoff is held on May 7.  The first round will 

occur on April 23. 

 

The NAPM remains robust, holding above 57.  We are also seeing globally strong manufacturing 

data, suggesting an improving global economy.  One of our alternative models for fed funds uses 

the NAPM manufacturing data. 
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The model compares the yearly difference in fed funds to the ISM manufacturing index; the 

index leads fed funds by six months.  Given the time adjustment, this model would project one 
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more rate hike by the end of Q3.  Assuming the economy holds recent gains, the model’s 

forecast would be consistent with three hikes for the year.  It also suggests that the FOMC isn’t 

“behind the curve” as the Phillip’s Curve-based models indicate, such as the Taylor and Mankiw 

Rules. 

 

We continue to closely monitor the situation in North Korea, especially with Chairman Xi 

visiting the president in Florida.  NBC carried a long interview1 with Thae Yong Ho, the former 

Democratic People’s Republic of Korea (DPKR) deputy ambassador to the U.K.  Ho warned that 

the “world should be ready” for some sort of missile attack from the Hermit Kingdom.  Adm. 

Stavridis (Ret), former NATO commander, suggested the current situation is unusually 

dangerous.  First, Kim Jong Un’s grip on the DPKR appears unstable, which accounts for his 

brutal purge.  Second, there is political instability in South Korea due to the impeachment of its 

president.  Third, the Trump administration appears to be aggressive in its tactics with North 

Korea.  Ho suggested that the “young marshal” is capable of anything and his removal from 

office is the only way to ensure peace.  It is rather obvious that the markets are not discounting 

any degree of flare-up on the Korean peninsula; if they were, the JPY would be significantly 

weaker because Japan would be a likely target.  We view Korea as a “gray swan”; it is a 

known/unknown, but the degree and timing are uncertain.   

 

 U.S. Economic Releases 

 

The trade deficit came in narrower than expected at $43.6 bn compared to the forecast of $44.6 

bn.  The prior report was revised narrower from $48.6 bn to $48.2 bn. 

 

 
 

                                                 
1 http://www.nbcnews.com/news/world/north-korean-defector-tells-lester-holt-world-should-be-ready-n741901  

http://www.nbcnews.com/news/world/north-korean-defector-tells-lester-holt-world-should-be-ready-n741901
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The chart above shows the trade balance of goods and services.  Generally, the trade balance has 

moved sideways over the past five years. 

 

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

EDT Indicator Expected Prior Rating

10:00 Factory Orders m/m feb 1.0% 1.2% **

10:00 Factory Orders ex Trans m/m feb 0.3% **

10:00 Durable Goods Orders m/m feb 1.70% 1.7% **

10:00 Durable Ex Transportation m/m feb 0.4% **

10:00 Cap Goods Orders Nondef Ex Air m/m feb -0.1% **

10:00 Cap Goods Ship Nondef Ex Air m/m feb -1.0% **

EST Speaker or event

16:15 Daniel Tarullo speaks at Princeton University

Economic Releases

Fed speakers or events

District or position

Member of the Board of Governors  
 

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 Monetary Base y/y mar 20.3% 21.4% ** Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption y/y mar 111.1 113.8 ** Equity and bond neutral

Trade Balance y/y Feb A$3.574b A1.302b A$1.900b ** Equity and bond neutral

EUROPE

Eurozone Retail Sales y/y feb 1.8% 1.2% 1.0% ** Equity and bond neutral

Italy Deficit to GDP 4q mar 2.4% 2.3% *** Equity and bond neutral

UK Markit/CIPS UK Construction m/m mar 52.2 52.5 52.5 ** Equity and bond neutral

Russia Reserve Fund m/m mar $16.2b $16.1b ** Equity and bond neutral

Wellbeing Fund m/m mar $73.3b $72.6b ** Equity and bond neutral

AMERICAS

Canada Markit Canada Manufacturing y/y mar 55.5 54.7 ** Equity and bond neutral

Brazil Industrial Production y/y feb -0.8% 1.4% 0.3% *** 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) 115 115 0 Up

3-mo T-bill yield (bps) 77 76 1 Neutral

TED spread (bps) 38 39 -1 Neutral

U.S. Libor/OIS spread (bps) 93 93 0 Up

10-yr T-note (%) 2.31 2.32 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) 25 25 0 Up

Currencies Direction

dollar up Neutral

euro down Neutral

yen up Down

pound down Down

franc down Neutral

Central Bank Action Current Prior Expected

RBA Cash Rate Target 1.500% 1.500% 1.500% 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 $53.43 $53.12 0.58% Short Covering

WTI $50.51 $50.24 0.54%

Natural Gas $3.15 $3.13 0.64%

Crack Spread $19.08 $19.07 0.03%

12-mo strip crack $15.10 $15.08 0.11%

Ethanol rack $1.72 $1.71 0.86%

Gold $1,259.27 $1,253.50 0.46% Stronger dollar

Silver $18.37 $18.27 0.52%

Copper contract $260.45 $260.35 0.04%

Corn contract 368.25$       367.75$       0.14%

Wheat contract 429.50$       427.75$       0.41%

Soybeans contract 940.25$       938.25$       0.21%

Baltic Dry Freight 1282 1297 -15

Actual Expected Difference

Crude (mb) -1.5

Gasoline (mb) -1.5

Distillates (mb) -1.0

Refinery run rates (%) 0.50%

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 for the western region.  Precipitation is expected for most of the country, with 

the exception of the eastern region. 
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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.  

 

March 31, 2017 

 

Historically, recessions tend to come from three sources—overly tight monetary policy, 

geopolitical events and inventory overhangs.  The latter has mostly become irrelevant due to 

improved inventory management, leaving overly tight monetary policy and geopolitical events as 

the typical causes of downturns.  As our regular readers know, we monitor both quite closely.   

 

One of the problems with monetary policy is determining “tightness.”  Although we have a 

plethora of models that attempt to calculate the “neutral rate” for fed funds, in reality, the correct 

neutral rate changes over time due to economic conditions.  Again, we usually focus on inflation 

and the most visible data, such as the employment report and GDP, to gauge the health of the 

economy.  However, we also monitor more obscure numbers which may offer insights into the 

economy that are not being picked up by the bigger and more common reports. 

 

One of these lesser watched metrics tracks vehicle miles driven.  The Federal Highway 

Administration measures how many miles are being driven by all vehicles, including commercial 

vehicles and passenger cars and trucks.  We have found that miles driven are sensitive to 

economic activity and oil prices. 
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These charts show the same data on different time scales.  The left chart shows the rolling 12-

month data on vehicle miles driven since the early 1970s.  The gray bars indicate periods when 

the monthly total is not a new peak.  Once a new peak is reached, the gray bar ends.  Although 

there have been short-term declines from the peak, there were three significant events seen in 

1973-75, 1979-82 and 2007-2014.  All three of these events occurred during deep recessions that 

coincided with high oil prices.  The chart on the right shows the data since 2000.  Note that we 

finally reached a new peak in early 2015, just over seven years after the previous high in late 

2007.   
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As the chart on the right shows, in 2014, miles driven began to accelerate, suggesting the 

economy was improving.  However, since Q2 2016, the growth rate in miles driven has started to 

stall.  Although it is still making new highs, the slowdown does raise concerns. 

 

 
 

This chart shows the annual change in the 12-month rolling total for vehicle miles driven.  Until 

2012, negative readings coincided with recessions but only severe ones that also suffered from 

high oil prices.  However, even the 1990-91 downturn, which was part of the oil spike caused by 

the Iraqi invasion of Kuwait, did not bring a negative reading to this number.   

 

There is a structural trend in the data as well.  Note that the level of driving seems to grow at a 

slower pace during each expansion.  The expansion after the 1973-75 recession was 3.8%; the 

expansion after the 1980-82 recession was 4.1%.  However, the subsequent growth rate after the 

1990-91 recession was 2.5% and after the 2001 recession was 1.3%.  In this expansion, the 

average growth rate in miles driven is a mere 0.8%.  Why are fewer miles being driven?  We 

suspect a number of factors are at work.  To some extent, the law of large numbers is having an 

effect.  There are simply constraints to driving that are probably leading to slower growth, 

namely, road infrastructure and the amount of the population that can afford to own a car.  The 

aging baby boom population is being replaced by Americans who seem to drive less.2  The 

advent of social media may reduce the need to drive; baby boomers used to “cruise” to meet 

friends.  The internet allows gatherings to occur without leaving home. 

 

                                                 
2 https://www.washingtonpost.com/news/wonk/wp/2014/10/14/the-many-reasons-millennials-are-shunning-
cars/?utm_term=.3061591ca7d9  

https://www.washingtonpost.com/news/wonk/wp/2014/10/14/the-many-reasons-millennials-are-shunning-cars/?utm_term=.3061591ca7d9
https://www.washingtonpost.com/news/wonk/wp/2014/10/14/the-many-reasons-millennials-are-shunning-cars/?utm_term=.3061591ca7d9
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Still, the jump in the data from 2014 into early 2016 and the subsequent slowdown do concern 

us.  This drop could be an early warning that consumers are retrenching; the lack of wage growth 

may be weighing on household spending.  We note that consumption trends are showing slowing 

growth. 

 

 
 

This chart shows the three-year moving average of the contribution to GDP coming from 

household consumption.  The sharp decline in the last recession shows how damaging the last 

recession was to the household sector.  Although the recovery has been robust, the level of 

growth remains well below previous cycles.  In addition, for the past three quarters, the trend 

contribution level has been stuck at 2%.  If this reading fails to accelerate, it would suggest 

growth will remain slow. 

 

Thus, the miles driven number does suggest some softening in the economy.  The slowdown 

isn’t serious enough to signal an imminent recession, but it should give policymakers pause on 

moving aggressively on interest rates.  If monetary policy remains accommodative, the bullish 

environment for equities should remain in place.   

   

  
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 4/3/2017 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 4/3/2017 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 
 

March 30, 2017 
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P/E as of 3/29/2017 = 20.8x

 
 

Based on our methodology,3 the current P/E is 20.8x, up 0.1x from last week.  Elevated equity 

values and falling earnings expectations for Q1 led to the modest rise. 
 
 
 
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. 

                                                 
3 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 the actual (Q2, Q3 and Q4) and one estimate (Q1).  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. 


