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[Posted: February 14, 2017—9:30 AM EST]  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 

0.1% from the prior close.  Chinese markets were relatively unchanged, with the Shanghai 

composite up slightly above 0.0% and the Shenzhen index down slightly below 0.0%.  U.S. 

equity futures are signaling a lower open.  With 361 companies having reported, the S&P 500 Q4 

earnings stand at $31.70, higher than the $30.77 forecast for the quarter.  The forecast reflects a 

3.2% increase from Q4 2015 earnings.  Thus far this quarter, 67.0% of the companies reported 

earnings above forecast, while 20.8% reported earnings below forecast. 

 

Happy Valentine’s Day!  

 

For a mostly quiet market day there is a lot of news to digest.  Let’s get started! 

 

Flynn out: Yesterday, when Kellyanne Conway suggested that National Security Director Flynn 

had the full support of the president, we suspected he was doomed.  We have all seen this vote of 

confidence just before someone gets ousted (most often in sports—when a general manager or 

owner gives a coach or field manager his “full confidence,” he is usually gone soon after).  We 

see two takeaways from this situation that affect markets.  First, Flynn’s short tenure and the 

circumstances of his resignation suggest a chaotic and mismanaged White House.  It isn’t unique 

to Trump; most new administrations have the air of confusion for at least three to six months.  

However, given Trump’s lack of military or government experience, worries about his ability to 

manage the government are elevated and so this resignation adds to fears that the incoming 

president will struggle.  And, the more he seems unable to control his message or policy path, the 

less confidence the markets will have in his ability to get anything accomplished.  Second, Mike 

Allen at Axios has developed a useful taxonomy for the administration’s tensions when he 

describes it as the “confrontationalists” versus the “conformists.”  The former, which include 

Bannon, Conway, Sessions and Miller, want to confront the Washington system and make 

aggressive moves on both foreign and domestic policy.  We have characterized these members as 

populists.  The conformists are the Kushners, Preibus, Cohn, Mattis and Tillerson, who want to 

execute the president’s policies within the framework of Washington.  We have characterized 

this group as establishment.  Flynn was a confrontationalist and the replacement names would 

fall into the conformist category, so the former team is losing a position. 

 

If one backs away from the noise surrounding Flynn, there are a couple of oddities.  First, Flynn 

would have known that his calls were being monitored.  He had deep experience in intelligence 

and should have been shocked if the conversations weren’t being taped.  The fact that he seemed 

to have multiple conversations does suggest that he, and his Russian counterpart, may have been 

consulting superiors.  Second, although the Logan Act could be in play, which makes it illegal 

for private citizens to negotiate for the U.S., in fact, private citizens are involved in these sorts of 
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things all the time.  When a business leader talks to a foreign leader about investment in a 

foreign nation, there are potentially policy issues involved.  Few people have ever been indicted 

under the act and no one has ever been prosecuted.1  Thus, the threat of “blackmail” is probably 

not all that strong.  Think of it this way; if the Logan Act was strictly enforced, no new 

administration could make contact with foreign governments.  That doesn’t make much sense. 

 

Instead, we suspect that Flynn was trying to create a policy that would be favorable to Russia in 

return for cooperation against IS.  This is likely a fool’s errand; Russia’s primary goal in the 

region is to boost its influence through supporting Assad and IS hasn’t been a serious threat to 

the Syrian leader.  It is quite possible that Mattis and Tillerson don’t support this deal with 

Russia and opposed Flynn trying to engineer it.  Clearly, Flynn putting the vice president in a 

bad light is a real problem, but what we may be seeing here is simply a fight over policy and the 

conformists won. 

 

Our take has been that Trump needs to placate both constituencies.  The person that could prove 

to be the most powerful person beside the president is the one who shows him the path to this 

end.  It isn’t obvious to us who that person will be, although if we had to bet, we are watching 

Jared Kushner.  The equity markets and the dollar are rooting for the conformists.  They would 

represent establishment policy goals and support low inflation. 

 

Yellen to Congress: The Fed chair goes to Capitol Hill for her semiannual testimony.  

Currently, the fed funds futures put the odds of a March rate hike at 30%.  Although we don’t 

think the case for a rate hike is all that strong, we suspect Yellen would like the flexibility to 

raise rates in March even if the board decides to stand pat.  Thus, we would not be shocked to see 

a rather hawkish speech today even if the FOMC decides not to hike next month.   

 

Is Merkel in trouble?  Reuters is reporting that the three leftist parties in Germany probably 

have enough support to form a government.  Current polls suggest the SPD and Greens have 

about 38% support in the electorate; to form a government, the SPD would have to accept the 

hard-left Linke Party, which is seeing 10% support.  Given proportional voting rules, 48% would 

probably be enough to form a narrow majority in the Bundestag.  The key question is whether or 

not the SPD, a center-left party, could accept a coalition with the Linke.  The latter wants to pull 

out of NATO, is open to a new security agreement with Russia and wants the removal of all U.S. 

bases from Europe.  It also supports debt relief for European nations.  We suspect the SPD would 

rather join with Merkel’s coalition but would want a much larger profile in the new government.  

 

Kim Jong-nam dies: According to numerous media sources, Kim Jong-un’s estranged older 

brother, Kim Jong-nam, has died in Malaysia.  Although unconfirmed, it does appear he may 

have been poisoned, supposedly by North Korean operatives.  The elder Kim had been critical of 

his sibling’s government; if he was assassinated, it adds to evidence of the brutality of the North 

Korean regime. 

 

 

 

                                                 
1 https://fas.org/sgp/crs/misc/RL33265.pdf  

https://fas.org/sgp/crs/misc/RL33265.pdf
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U.S. Economic Releases 

 

NFIB small business optimism came in above expectations at 105.9 compared to the forecast of 

105.0.  This is the largest year-over-year change in the history of the survey.  Hopes of tax cuts 

and deregulation continue to boost small business optimism. 
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PPI final demand came in above expectations at 0.6% compared to the forecast of 0.3%.  Core 

PPI came in above expectations at 0.4% compared to the forecast 0.2%. 
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The chart above shows the relationship between PPI final demand and core PPI. The upward 

trend in PPI suggests that the costs of producing goods are increasing.  If firms are able to push 

these price pressures onto consumers, CPI will rise.  However, the historical record on this 

ability is somewhat spotty.  If firms find that households refuse to pay higher prices, the rise in 

input prices will lead to either (a) unemployment, or (b) tighter profit margins.  We would 

suspect the latter is more likely. 

 

The table below shows the Fed events scheduled for the rest of the day. 

 

EST Speaker or event

10:00 Janet Yellen speaks before Senate Banking Panel

14:00 Robert Kaplan Speaks in Houston President of the Federal Reserve Bank of Dallas

Chairman of Board of Governors of Federal Reserve

Economic Releases

 No economic releases today

Fed speakers or events

District or position

 
 

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

China CPI y/y jan 2.5% 2.1% 2.4% *** Equity and bond neutral

PPI y/y jan 6.9% 5.5% 6.5% ** Equity and bond neutral

Japan Tokyo Condominium Sales y/y jan -7.4% 13.2% ** Equity and bond neutral

Industrial Production y/y dec 3.2% 3.0% *** Equity and bond neutral

Capacity Utilization m/m dec 0.6% 3.0% ** Equity and bond neutral

India Wholesale Price Index y/y jan 5.3% 3.4% 3.2% ** Equity bullish, bond bearish

Australia ANZ Roy Morgan Weekly Consumption m/m jan 116.4 117.5 ** Equity and bond neutral

NAB Business Conditions m/m jan 16 11 ** Equity and bond neutral

NAB Business Confidence m/m jan 10 6 ** Equity and bond neutral

New Zealand REINZ House Sales y/y jan -14.7% -10.7% ** Equity and bond neutral

Food Prices m/m jan 2.8% -0.8% ** Equity and bond neutral

EUROPE

Eurozone Industrial Production y/y dec -1.6% 1.5% -1.5% *** Equity and bond neutral

GDP y/y 4q 1.7% 1.8% 1.8% *** Equity and bond neutral

Germany GDP y/y 4q 1.2% 1.5% 1.4% *** Equity and bond neutral

CPI y/y jan 1.9% 1.9% 1.9% *** Equity and bond neutral

Zew Survey Current Situation y/y jan 76.4 77.3 77.0 ** Equity and bond neutral

Zew Survey Expectations y/y dec 10.4 16.6 15.0 ** Equity and bond neutral

Italy GDP y/y 4q 1.1% 1.0% 1.0% ** Equity and bond neutral

U.K. CPI y/y jan 1.8% 1.6% 1.9% *** Equity and bond neutral

CPI Core y/y jan 1.6% 1.6% 1.7% *** Equity and bond neutral

RPI m/m jan 2.6% 2.5% 2.8% ** Equity and bond neutral

PPI Input y/y jan 1.7% 1.8% 1.0% ** Equity and bond neutral

PPI Output m/m jan 3.5% 2.7% 3.2% ** Equity and bond neutral

House Price Index y/y jan 7.2% 6.7% 6.5% ** Equity and bond neutral

Switzerland CPI y/y jan 0.3% 0.0% 0.3% *** Equity and bond neutral

Producer & Import Prices y/y jan 0.8% 0.0% 0.5% ** Equity and bond neutral

Russia Budget Balance y/y jan -23.4 bn -2967.3 bn 225.0 bn ** Equity and bond neutral

AMERICAS

Brazil Retail Sales y/y dec -4.9% -4.6% -3.5% ** Equity bearish, bond bullish  
 

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) 104 103 1 Up

3-mo T-bill yield (bps) 53 51 2 Neutral

TED spread (bps) 51 52 -1 Neutral

U.S. Libor/OIS spread (bps) 70 70 0 Neutral

10-yr T-note (%) 2.44 2.44 0.00 Neutral

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

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

Currencies Direction

dollar down Neutral

euro up Neutral

yen up Down

pound down Down

franc up Neutral  
 



 

 

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

www.confluenceinvestment.com 

 6 

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 $56.17 $55.59 1.04% Short Covering

WTI $53.41 $52.93 0.91%

Natural Gas $2.92 $2.94 -0.68%

Crack Spread $13.50 $13.10 3.02%

12-mo strip crack $15.64 $15.35 1.87%

Ethanol rack $1.65 $1.65 -0.03%

Gold $1,231.26 $1,225.26 0.49% Weaker Dollar

Silver $17.96 $17.82 0.78%

Copper contract $279.65 $278.30 0.49%

Corn contract 381.25$       382.75$       -0.39%

Wheat contract 462.00$       467.00$       -1.07%

Soybeans contract 1,061.50$    1,065.75$   -0.40%

Baltic Dry Freight 688 702 -14

Actual Expected Difference

Crude (mb) 3.5

Gasoline (mb) 0.6

Distillates (mb) 0.8

Refinery run rates (%) 0.00%

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, 

while the western region is expected to have cooler temps.  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.  

 

February 10, 2017 

 

For better or worse, the Federal Reserve tends to conduct policy based on some variant of the 

Taylor Rule, which essentially means that the FED sets the policy interest rate based upon 

changes in the inflation rate and the level of slack in the economy.  The rule suggests that if there 

is little available capacity in an economy, continued growth will lead to higher inflation, as such, 

tighter monetary policy is necessary to bring inflation back to target levels.  On the other hand, if 

slack exists, rising growth is less of an inflation risk and the central bank can avoid rushing to 

raise interest rates. 

 

The hard part of this approach is measuring slack.  Some models, including the one John Taylor 

created, use the difference between GDP and potential GDP to measure slack in the economy.  

The problem is that potential GDP can only be estimated, not measured.  Greg Mankiw created 

an alternative to the Taylor Rule using the unemployment rate as a proxy for slack.  We have 

expanded on Mankiw’s original idea by creating three other variations, one that uses the 

employment/population ratio, another using involuntary part-time workers as a percentage of the 

total labor force and a third using yearly wage growth for non-supervisory workers. 
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Using the different variations, the FOMC is either modestly behind the curve (the employment/ 

population ratio puts the neutral policy rate at 1.36%) or well behind the curve (the 

unemployment rate version puts the neutral policy rate at 3.67%).  The question for 
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policymakers, in particular, and economists and strategists, in general, is which variation best 

reflects the level of economic slack?   

 

This pair of charts offers an insight into what may be the best answer. 
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The chart on the left shows the relationship of wages to the unemployment rate, while the chart 

on the right shows the relationship of wages to the employment/population ratio.  From the late 

1980s until the last recession, the two employment-related series generally tracked wages but 

they have diverged broadly in this recovery.  One of the mysteries of the recovery is the 

weakness in wage growth despite the low unemployment rate.  In fact, a simple model of the two 

suggests that wage growth should be 3.5% by Q3, well over the current 2.4%.  However, relative 

to the employment/population ratio, wage growth should only be around the current level of 

2.4% by September, which is equal to current wage growth.   

 

In other words, the employment/population ratio appears to be, at present, a better indicator of 

slack.  The low ratio suggests that the large number of those not working is somehow acting as a 

dampener on wages, meaning that, perhaps, the low ratio is either signaling to employers that 

they don’t have to bid up wages to attract workers, or telling employees that there are enough 

people looking for jobs to prevent them from asking for higher pay. 

 

We know that anecdotal evidence is mixed.  Two articles from the Wall Street Journal show the 

divergence.  One headline reads, “Skilled Workers are Scarce in a Tight Labor Market.”2  A 

second says, “Higher Jobless Rate Suggests Economy has Room to Run.”3  Although we are 

sympathetic to the former article, the data seem to confirm the latter one.  In other words, there 

are regional and industry pockets where wages are being bid up due to the lack of workers.  

However, on a national level, that doesn’t appear to be the case.  There is evidence that labor 

                                                 
2 https://www.wsj.com/articles/skilled-workers-are-scarce-in-tight-labor-market-1486047602 (paywall) 
3 https://www.wsj.com/articles/u-s-added-a-robust-227-000-jobs-in-january-1486128784 (paywall) 

https://www.wsj.com/articles/skilled-workers-are-scarce-in-tight-labor-market-1486047602
https://www.wsj.com/articles/u-s-added-a-robust-227-000-jobs-in-january-1486128784
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market mobility has declined4 which may be leading to wider regional pay divergences, but 

overall the above analysis does tend to suggest that wage growth remains stifled and the 

employment/population ratio is probably a better measure of slack in the economy. 

 

If this is the case, the Mankiw Rule version using the employment/population ratio is probably 

the guide to Fed policy.  This would imply that the FOMC does need to raise rates if it desires a 

neutral policy, but not much more than the three hikes expected this year.  Our analysis of the 

10-year Treasury market suggests that, assuming current oil prices, inflation trends, German 10-

year sovereign yields and the yen/dollar exchange rate, current yields have discounted a fed 

funds target of 1.75%.  If the FOMC does not raise fed funds to that level, long-duration assets 

may become attractive as the year unfolds.  Of course, part of the problem is that those other 

variables will likely not remain constant.  For now, we maintain our mostly negative view 

toward long-duration fixed income but acknowledge that the FOMC may not lift rates to levels 

projected by the markets unless wage growth rises.  In our estimation, for that to occur, the 

employment/population ratio must rise.    

  

  

 
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.  

                                                 
4 http://equitablegrowth.org/equitablog/declining-u-s-labor-mobility-is-about-more-than-geography/  

http://equitablegrowth.org/equitablog/declining-u-s-labor-mobility-is-about-more-than-geography/
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Data Section 

 

U.S. Equity Markets – (as of 2/13/2017 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 2/13/2017 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 
 

February 9, 2017 
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P/E as of 2/8/2017 = 19.7x

 
 

Based on our methodology,5 the current P/E is 19.7x, up 0.1x from last week.  Falling Q1 

earnings expectations led to the rise 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. 

                                                 
5 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 and last 
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 and Q3) and two estimates (Q4, 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. 


