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[Posted: April 5, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

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

0.7% from the prior close.  Chinese markets were up, with the Shanghai composite up 1.5% and 

the Shenzhen index also up 1.9%.  U.S. equity futures are signaling a higher open.  

 

Yesterday, Richmond FRB President Lacker announced he was stepping down immediately after 

admitting he was involved in a leak of confidential information to an analyst with Medley 

Advisors, a well-connected Washington think tank.  In October 2012, Medley published details 

of Fed deliberations that were non-public.  In a conversation with that analyst, Lacker refused to 

comment on the information, which may have given the impression that he was confirming the 

report.  We doubt that Lacker was the source of the leak; the public information we have 

suggests he was not but, perhaps inadvertently, confirmed it for Medley.  Still, his abrupt 

resignation and acceptance of responsibility usually occurs as part of a deal to spare Lacker from 

further investigation.  We suspect the leaker has still not been found.1 

 

In the short run, his departure isn’t a big deal.  First of all, he was leaving in October anyway.  

Second, he wasn’t a voter this year.  The FOMC is losing one of its hawks; we rated Lacker as a 

one-star hawk, our most hawkish designation.  Usually, regional FRBs replace presidents with 

similar characteristics.  After all, it’s the bank board that appoints these presidents and there is 

some degree of continuity on these boards.  However, given the whiff of scandal that surrounds 

Lacker, the Richmond FRB may decide to go a different direction which may lead to a more 

centrist replacement.   

 

It looks as if Syrian President Assad’s forces used chemical weapons in an area controlled by 

rebel forces.  We note that this attack closely follows comments from the administration’s 

ambassador to the U.N. suggesting that regime change is not the goal of the Trump government.  

Although that is the de facto policy of this administration, some things are better left unsaid.  

Confirming Assad’s position might have given him confidence that he could get away with using 

chemical weapons.  However, in all fairness, U.S. Syrian policy has been a mess for some time.  

President Obama’s red line in Syria that was crossed and subsequently ignored was poorly 

managed.  Allowing the Russians to participate in Syria was a mistake as well. 

 

We think the best way to examine U.S. Middle East policy is to consider it as part of the postwar 

order.  The U.S., in addition to containing communism, froze conflict zones in Europe and Asia 

by taking over the defense of Western Europe and Japan.  This gave confidence to other parties 

in the region who would have normally been traditional enemies that they had nothing to fear.  

                                                 
1 For a compilation of the report, see https://www.nytimes.com/2017/04/04/business/lacker-leak-
fed.html?ref=business. 
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So, demilitarizing Germany (and, effectively, the rest of Europe) told Russia and the other 

European nations that the U.S. was the keeper of the peace and traditional regional rivalries were 

no longer a threat.  In the Far East, by taking over Japan’s defense, China knew it was protected 

from Japanese attack.  In the Middle East, the U.S. enforced the flawed existing borders, which 

meant living with the brutal autocrats in the region who were the only ones capable of 

maintaining order in states that were not created for natural stability but for the benefit of 

colonial powers.  In the Middle East, we can safely say that American postwar policy is no 

longer in existence.  By supporting the Arab Spring, the U.S. has unleashed tribalist and 

nationalist factors that will likely shape the region for the next three decades.  Richard Haass has 

suggested that conditions in the Middle East closely resemble Europe in the 17th century during 

the bloody Thirty Years War.  At this point, the Middle East is in turmoil and we don’t expect it 

to improve anytime soon.  For markets, so far, the conflicts haven’t affected oil production and 

so the impact hasn’t been significant.  However, continued conflict will raise the likelihood that, 

at some point, oil flows will be disrupted. 

 

As Chairman Xi and President Trump gather together in Florida, the Young Marshal in 

Pyongyang launched an intermediate range ICBM.  The response from the White House was, 

“the clock has now run out and all options are on the table.”  It is unclear what exactly this 

means, but it does suggest that some options might include military activity.  It doesn’t appear 

that the financial markets are expecting such action; if they did, we would expect equity values 

to be declining sharply, with Treasury prices and the dollar rising as well.  We don’t expect 

military action by the U.S. either but our confidence in this position isn’t strong due to the nature 

of the Trump administration.  We continue to monitor conditions closely. 

 

By all accounts, the French debate wasn’t good for Le Pen; her opponents attacked her position 

on the Eurozone and her responses were deemed weak.  European political systems tend to 

isolate populists as the establishment parties, who usually oppose each other, unite to prevent a 

populist victory.  We expect a similar outcome in France.  However, it will all come down to 

turnout.  It doesn’t appear to us that the other candidates foster strong feelings among supporters; 

at the same time, Le Pen supporters seem to be committed.  If voter participation is low, Le Pen 

has a better chance of winning than current polls suggest.  However, even a low turnout may not 

be enough to grant her a victory.   

 

U.S. Economic Releases 

 

MBA mortgage applications fell 1.6% from the prior week.  Purchases rose 0.7%, while 

refinancing fell by 4.2% from the prior week.  The 30-year fixed rate rose 1 bp from 4.33% to 

4.34%. 

 

ADP employment change came in above expectations at 263k compared to the forecast of 185k.  

The prior report was revised downward from 298k to 245k. 
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The chart above shows period change of the nonfarm payrolls and ADP employment change.  A 

strong ADP employment change number signals a good BLS non-farm payroll report for Friday.  

This suggests that the labor market is still strengthening. 

 

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

EDT Indicator Expected Prior Rating

9:45 Markit US Services PMI m/m mar 53.1 52.9 **

9:45 Markit US Composite PMI m/m mar 53.2 **

10:00 ISM Non-Manufacturing Composite m/m mar 57.0 57.6 **

EST Speaker or event

14:00 FOMC Meeting Minutes

20:00 Simon Potter Speaks on Money Markets in Los Angeles Vice President of Federal Reserve Bank of New York

Economic Releases

Fed speakers or events

District or position

Members 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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Nikkei Japan PMI Services m/m mar 52.9 51.3 ** Equity bullish, bond bearish

Nikkei Japan PMI Composite m/m mar 52.9 52.2 ** Equity and bond neutral

Australia AiG Perf of Services Index y/y mar 51.7 49.0 ** Equity bullish, bond bearish

New Zealand QV House Prices m/m mar 12.9% 13.5% ** Equity and bond neutral

ANZ Job Advertisements y/y mar 1.6% 0.4% ** Equity and bond neutral

ANZ Commodity Price y/y Feb 0.4% 2.0% ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Services m/m mar 56.0 56.5 56.5 ** Equity and bond neutral

Markit Eurozone Composite m/m mar 56.4 56.7 56.7 *** Equity and bond neutral

Germany Markit Germany Services PMI m/m mar 55.6 55.6 55.6 ** Equity and bond neutral

Markit Germany Composite PMI m/m mar 57.1 57.0 57.0 ** Equity and bond neutral

Italy Markit/ADACI Italy Services m/m mar 52.9 54.1 54.3 ** Equity and bond neutral

Markit/ADACI Italy Composites m/m mar 54.2 54.8 54.9 ** Equity and bond neutral

France Markit France Services m/m feb 57.5 58.5 58.5 *** Equity and bond neutral

Markit France Composite y/y feb 56.8 57.6 57.6 *** Equity and bond neutral

UK New Car Registraion m/m mar 8.4% -0.3% ** Equity and bond neutral

Markit/CIPS UK Services PMI m/m mar 55.0 53.3 53.4 ** Equity bullish, bond bearish

Markit/CIPS UK Composite PMI m/m mar 54.9 53.8 53.8 ** Equity bullish, bond bearish

Official Reserves Changes m/m mar $77m $360m ** Equity and bond neutral

Unit Labor Costs m/m 4q 2.1% 2.3% ** Equity and bond neutral

Russia Markit Russia PMI Services m/m mar 56.6 55.5 55.0 ** Equity and bond neutral

Markit Russia PMI Composite m/m mar 56.3 55.4 ** 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. 

 

Today Prior Change Trend

3-mo Libor yield (bps) 115 115 0 Up

3-mo T-bill yield (bps) 78 76 2 Neutral

TED spread (bps) 37 39 -2 Neutral

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

10-yr T-note (%) 2.35 2.36 -0.01 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 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. 
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Price Prior Change Explanation

Brent $54.68 $54.17 0.94% Expected drop in inventories

WTI $51.53 $51.03 0.98%

Natural Gas $3.27 $3.29 -0.64%

Crack Spread $19.46 $19.47 -0.03%

12-mo strip crack $15.46 $15.45 0.06%

Ethanol rack $1.74 $1.74 0.17%

Gold $1,253.03 $1,256.28 -0.26%

Silver $18.28 $18.31 -0.18%

Copper contract $265.00 $261.20 1.45%

Corn contract 364.75$       363.00$       0.48%

Wheat contract 428.25$       427.00$       0.29%

Soybeans contract 947.00$       937.75$       0.99%

Baltic Dry Freight 1255 1282 -27

Actual Expected Difference

Crude (mb) -1.5

Gasoline (mb) -1.5

Distillates (mb) -1.0

Refinery run rates (%) 0.50%

Natural gas (bcf) 9

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 the Midwest and 

northwestern 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.   



 

 

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

www.confluenceinvestment.com 

 7 

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 4/4/2017 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 4/4/2017 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. 


