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[Posted: February 15, 2017—9:30 AM EST]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is up 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

0.8% from the prior close.  Chinese markets were down, with the Shanghai composite down 

0.2% and the Shenzhen index down 0.9%.  U.S. equity futures are signaling a lower open.  With 

370 companies having reported, the S&P 500 Q4 earnings stand at $31.35, higher than the 

$30.77 forecast for the quarter.  The forecast reflects a 3.2% increase from Q4 2015 earnings.  

Thus far this quarter, 66.5% of the companies reported earnings above forecast, while 21.6% 

reported earnings below forecast. 

 

We continue to watch the drama in Washington.  What we find most interesting is that equity 

markets continue to churn higher despite the turmoil.  We believe there are two reasons for the 

continued strength.  First, earnings are continuing to edge higher and thus prices should rise so 

long as multiples remain steady.  So far, the issues in the capitol haven’t led to a loss of 

confidence.  Second, as we have discussed regularly, we see the Trump administration as the 

populists against the establishment, or “Bannon versus Ryan.”  As conditions deteriorate, Ryan is 

winning.  Flynn’s departure and reports of investigations of Russian ties to the Trump campaign 

will likely pressure the Bannon wing, which seems supportive of Russia.  If the Bannon wing 

weakens, the void will be filled by the establishment, meaning the Trump presidency evolves 

from a champion of populist change to a traditional Republican center-right administration.  That 

means more focus on deregulation and tax cuts, less on trade and immigration restrictions.  Until 

Trump’s troubles affect the GOP’s ability to pass tax cuts and deregulation, equity markets will 

remain supported.   

 

Chair Yellen’s comments yesterday were upbeat about the economy.  The Fed raising rates into 

economic strength isn’t a bad outcome for equities, although it is bearish for fixed income.  She 

didn’t lay the groundwork for a March hike but made a clear case for at least two hikes, and 

likely three, from June into December.   

 

With the release of CPI, we can update our Mankiw Rule models.  The Mankiw Rule models 

attempt to determine the neutral rate for fed funds, which is a rate that is neither accommodative 

nor stimulative.  Mankiw’s model is a variation of the Taylor Rule.  The latter measures the 

neutral rate using core CPI and the difference between GDP and potential GDP, which is an 

estimate of slack in the economy.  Potential GDP cannot be directly observed, only estimated.  

To overcome this problem with potential GDP, Mankiw used the unemployment rate as a proxy 

for economic slack.  We have created four versions of the rule, one that follows the original 

construction by using the unemployment rate as a measure of slack, a second that uses the 

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

total labor force and a fourth using yearly wage growth for non-supervisory workers.     

 

 

Daily Comment 
 

By Bill O’Grady, Kaisa Stucke, 

and Thomas Wash 
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TARGET

MANKIW RULE
(CIM VARIATION)

MANKIW WITH EMPLOYMENT/POPULATION = 1.47%

MANKIW WITH PART TIME = 3.00%

MANKIW WITH UNEMPLOYMENT RATE = 3.75%

MANKIW WITH WAGES = 1.95%

Sources:  Greg Mankiw, Haver Analytics, CIM
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Using the unemployment rate, the neutral rate is now 3.75%.  Using the employment/population 

ratio, the neutral rate is 1.47%.  Using involuntary part-time employment, the neutral rate is 

3.00%.  Using wage growth for non-supervisory workers, the neutral rate is 1.95%.  All these 

models support rate hikes by the FOMC; we suspect that the doves on the committee are 

focusing on the employment/population ratio, which would call for around three to four more 

rate increases to achieve policy neutrality.    

 

Although we have seen this situation before, Greece is facing another crisis.  This time, the IMF 

wants Greece to receive some form of debt relief; although write-offs will eventually occur, the 

IMF would probably accept restructuring (extend maturities and reduce rates).  The EU (read: 

Germans) will have none of this and insist that Greece run a primary surplus1 of 3.5% of GDP.   

This austerity is almost impossible for Greece to achieve but there is little political space for 

compromise with elections looming across northern Europe.  German Finance Minister Schäuble 

has made it clear that either Greece meets the EU’s demands or it can leave the Eurozone.  So 

far, when faced with this choice, the Greeks have caved.  But, at some point, leaving will become 

more attractive.  The risk for the Eurozone is that if Greece leaves and prospers, it will be 

difficult for Italy and Spain to stay.  If these nations leave, the Eurozone as we now know it is 

finished.  How it will evolve remains to be seen but the risks surrounding European investments 

will be elevated.   

 

 

 

 

                                                 
1 (Total fiscal revenue less (total fiscal spending minus interest payments))/GDP 
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U.S. Economic Releases 

 

MBA mortgage applications fell 3.7% from the prior week. Purchases and refinancing fell 4.5% 

and 2.9%, respectively.  The 30-year fixed rate mortgage dropped 3 bps, falling from 4.35% to 

4.32%. 

 

Empire manufacturing came in far above expectations at 18.7 compared to the forecast of 7.0. 

 

 
 

The chart above shows the six-month moving average of the Empire State Business Conditions 

Index.  This moving average shows the manufacturing sector in New York is approaching trend 

growth. 

 

CPI came in above expectations at 2.5% compared to the forecast of 2.4%.  Core CPI also came 

in above expectations at 2.3% compared to the forecast of 2.1%.  This data suggests that inflation 

is beginning to pick up. 
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The chart above shows the relationship between core CPI and headline CPI.  Even though the 

Fed prefers to use the PCE as its primary tool for measuring inflation, a strong core CPI could 

provide further evidence for a case to raise rates in March. 

 

Advance retail sales came in above expectations at 0.4% compared to the forecast of 0.1%.  The 

prior report was revised upward from 0.6% to 1.0%.  Core retail sales came in above 

expectations at 0.7% compared to the forecast of 0.3%.  The prior report was revised upward 

from unchanged to 0.1%.  The retails sales control group, which excludes auto, gas stations and 

building materials, came in above expectations at 0.4% compared to the forecast of 0.3%.  The 

prior report was revised upward from 0.2% to 0.4%. 

 

 
 

The chart above shows retail sales and food services. 



 

 

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

www.confluenceinvestment.com 

 5 

 
 

The chart above shows the core retail sales. 

 

 
 

The chart above shows the retail sales control group. 

 

Although there is a one-month lag in the data, online shopping now represents about 10.4% of 

total retail sales.  This trend is changing the distribution network for retail and is affecting how 

American households shop. 
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Industrial production came in below expectations, falling 0.3% compared to the unchanged 

forecast.  The prior report was revised downward from 0.8% to 0.6%.  Capacity utilization came 

in slightly below expectations at 75.3% compared to the forecast of 75.4%.  The prior report was 

revised upward from 75.5% to 75.6%.  Manufacturing production was in line with estimates at 

an increase of 0.2%. 

 

 
 

The chart above shows the industrial production index. Despite the dip, industrial production is 

still relatively stable.  We note that, on a monthly basis, manufacturing industrial production rose 

0.3% but was offset by a 5.7% plunge in utility production.  A mild January led to weaker utility 

output. 
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The chart above shows the level of capacity utilization. 

 

Real average weekly earnings decreased by 0.6% from the prior year.  The prior report was 

revised upward from 0.2% to 0.4%.  Real average hourly earnings remained unchanged from the 

prior year. 

 

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

 

EDT Indicator Expected Prior Rating

10:00 NAHB Housing Index m/m feb 67 67 **

10:00 Business Inventories m/m dec 0.40% 0.70% **

10:00 Net Long-Term TIC Flows m/m dec $30.8 bn **

10:00 Total Net TIC Flows m/m dec $23.7 bn **

EST Speaker or event

10:00 Janet Yellen speaks before Senate Banking Panel

13:00 Patrick Harker Speaks on New Jersey on Economic Outlook

13:10 Eric Rosengren to address NY Assoc for Business Economics

19:15 William Dudley will Speaks on Bank Culture in New York

Chairman of Board of Governors of Federal Reserve

President of the Federal Reserve Bank of Philadelphia

Economic Releases

President of the Federal Reserve Bank of New York

Fed speakers or events

District or position

President of the Federal Reserve Bank of Boston

 
 

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 



 

 

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

www.confluenceinvestment.com 

 8 

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

Australia Westpac Consumer Confidence m/m feb 99.6 97.4 ** Equity and bond neutral

New Motor Vehicle Sales m/m jan 0.6% 0.3% ** Equity and bond neutral

EUROPE

Eurozone Trade Balance y/y dec 24.5 bn 22.7 bn 22.0 bn ** Equity and bond neutral

Italy General Government Debt y/y dec 2.2177 tn 2.2294 tn ** Equity and bond neutral

U.K. Claimant Count Rate y/y jan 2.1% 2.3% 2.3% ** Equity and bond neutral

Jobless Claims Change y/y jan -42.4k -10.1k 0.5k ** Equity bearish, bond bullish

Average Weekly Earnings 3M y/y dec 2.6% 2.8% 2.8% ** Equity and bond neutral

AMERICAS

Canada Manufacturing Sales m/m dec 2.3% 1.5% 0.3% ** Equity and bond neutral

Existing Home Sales m/m jan -1.3% 2.2% ** 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) 104 104 0 Up

3-mo T-bill yield (bps) 53 53 0 Neutral

TED spread (bps) 51 50 1 Neutral

U.S. Libor/OIS spread (bps) 71 71 0 Neutral

10-yr T-note (%) 2.48 2.47 0.01 Neutral

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

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

Currencies Direction

dollar up Neutral

euro down Neutral

yen down Down

pound down 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 $55.65 $55.97 -0.57% Bearish API Data

WTI $52.88 $53.20 -0.60%

Natural Gas $2.97 $2.91 2.24%

Crack Spread $13.13 $13.04 0.64%

12-mo strip crack $15.44 $15.45 -0.05%

Ethanol rack $1.62 $1.63 -0.76%

Gold $1,226.68 $1,228.13 -0.12% Stronger Dollar

Silver $17.89 $17.96 -0.35%

Copper contract $274.15 $273.70 0.16%

Corn contract 380.25$       381.75$       -0.39%

Wheat contract 460.50$       463.50$       -0.65%

Soybeans contract 1,053.00$    1,056.00$   -0.28%

Baltic Dry Freight 685 688 -3

Actual Expected Difference

Crude (mb) 3.5

Gasoline (mb) 0.6

Distillates (mb) 0.8

Refinery run rates (%) 0.00%

Natural gas (bcf) -128.0

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. 

 

-4

-2

0

2

4

6

8

10

12

88 90 92 94 96 98 00 02 04 06 08 10 12 14 16

MANKIW USING EMPLOYMENT/POPULATION

MANKIW USING UNEMPLOYMENT RATE

MANKIW USING PART TIME AS % OF LABOR FORCE

MANKIW USING Y/Y% WAGE CHG FOR NON-SUPERVISORY WORKERS

TARGET

MANKIW RULE
(CIM VARIATION)

MANKIW WITH EMPLOYMENT/POPULATION = 1.36%

MANKIW WITH PART TIME = 2.84%

MANKIW WITH UNEMPLOYMENT RATE = 3.67%

MANKIW WITH WAGES = 1.83%
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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 2/14/2017 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 2/14/2017 close) 
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Source: Bloomberg

  
 

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. 


