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[Posted: February 23, 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 

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

composite down 0.3% and the Shenzhen index up 0.1%.  U.S. equity futures are signaling a 

higher open.  With 437 companies having reported, the S&P 500 Q4 earnings stand at $31.42, 

higher than the $30.77 forecast for the quarter.  The forecast reflects a 3.2% increase from Q4 

2015 earnings.  Thus far this quarter, 66.4% of the companies reported earnings above forecast, 

while 22.2% reported earnings below forecast. 

 

Equity markets have remained relatively calm after the Fed minutes reaffirmed the outlook of 

most investors.  In the minutes, the Federal Reserve voted unanimously to maintain current rates 

due to the PCE remaining below its 2% target as well as “heightened uncertainty” about changes 

in fiscal and government policy.  However, one committee member suggested that even if 

economic and inflation data were consistent with expectations, the committee should consider 

raising rates “relatively soon” in order to maintain flexibility.  The Fed minutes reaffirmed 

market sentiment that a March rate hike remains relatively unlikely.  Nevertheless, they do 

suggest that the Fed may become more hawkish in the upcoming months. 

 

In other news, Treasury Secretary Steve Mnuchin stated that he should have a “very significant” 

tax plan by the August recess.  It is believed that his tax plan will include tax cuts to middle 

income households and businesses alike.  The Trump administration believes the increased 

growth in the economy should offset any potential losses in tax revenue, and there has also been 

talk of a controversial border adjustment tax.  During an interview on CNBC’s “Squawk Box,” 

Mnuchin stated that the Trump administration’s aim is to get the U.S. growing at a rate of 3% or 

better.  In addition to tax reform, Mnuchin believes that rolling back some of the policies laid out 

by the Obama administration would also support growth. 

 

Although we believe that Mnuchin will meet his August deadline, we are not sure if it will garner 

support in Congress.  Paul Ryan has struggled as of late to persuade Republicans to support the 

border adjustment proposal, which the president has deemed too complicated.  There has also 

been backlash from businesses such as Walmart, who believe that the plan will hurt them in the 

long run, and farmers who believe the tax will lead to a trade war.  We will continue to monitor 

these developments.  

 

U.S. Economic Releases 

 

Initial jobless claims came in above expectations at 244k compared to the forecast of 240k.  The 

prior report was revised downward from 239k to 238k. 
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The chart above shows the four-week moving average for initial claims.  The moving average 

fell by 4k from 244.5k to 240.5k, suggesting the labor market is still pretty strong.  

 

The Chicago Fed National Activity Index came in below expectations at -0.05 compared to the 

forecast of 0.0.  The prior report was revised upward from 0.14 to 0.18. 

 

 
 

The chart above shows the six-month moving average of the Chicago Fed National Activity 

Index.  The current reading is -0.125, a decrease from the last report of -0.10, suggesting that 

economic activity is still sluggish but not at recessionary levels. 
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The Q4 house price index came in line with expectations at 1.5%.  At the same time, the 

December FHFA house price index rose 0.4% from the month before, slightly weaker than the 

0.5% increase forecast. 

 

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

 

EDT Indicator Expected Prior Rating

9:45 Bloomber Consumer Comfort m/m Feb 48.1 **

11:00 Kansas City Manufacturing Activity m/m Feb 9 9 **

EST Speaker or event

13:00 Robert Kaplan Speaks in Houston President of the Federal Reserve Bank of Dallas

Economic Releases

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. 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Swift Global Payments y/y jan 1.7% 1.7% ** Equity and bond neutral

Japan PPI Services y/y jan 0.5% 0.4% 0.5% ** Equity and bond neutral

Leading Index CI y/y jan 104.8 105.2 ** Equity and bond neutral

Coincident Index y/y jan 114.8 115.2 ** Equity and bond neutral

Australia Private Capital Expenditure y/y jan -2.1% -4.0% -0.5% ** Equity bearish, bond bullish

EUROPE

Germany GDP NSA y/y jan 1.2% 1.2% 1.2% ** Equity and bond neutral

Private Consumption y/y jan 0.3% 0.4% 0.3% ** Equity and bond neutral

Government Spending y/y jan 0.8% 1.0% 0.8% ** Equity and bond neutral

Capital Investment y/y jan 0.8% 0.0% 0.8% ** Equity and bond neutral

Construction Investment y/y 4q 1.6% 0.3% 1.5% ** Equity and bond neutral

Domestic Demand y/y 4q 0.9% 0.5% 0.6% ** Equity and bond neutral

Exports y/y 4q 1.8% -0.4% 1.4% ** Equity bullish, bond bearish

Imports y/y 4q 3.1% 0.2% 1.8% ** Equity bearish, bond bullish

France Business Confidence y/y feb 104 104 104 ** Equity and bond neutral

Manufacturing Confidence y/y feb 107 106 106 ** Equity and bond neutral

Production Outlook Indicator y/y fev 5 8 ** Equity and bond neutral

Own-Company Production Outlook y/y feb 20 11 ** Equity and bond neutral

Italy Retail Sales m/m dec -0.2% 0.8% 0.9% ** Equity bearish, bond bullish

U.K. CBI Retailing Reported Sales m/m feb 9 -8 4 ** Equity and bond neutral

CBI Total Dist. Reported Sales y/y feb 25 26 24 ** Equity and bond neutral

Switzerland Industry & Construction Output y/y 4q -0.8% 1.1% ** Equity and bond neutral

Industrial Output y/y 4q -1.2% 0.4% ** Equity and bond neutral

AMERICAS

Mexico GDP m/m dec 2.4% 2.2% 2.2% ** Equity and bond neutral

Economic Activity m/m jan 2.1% 3.7% 1.7% *** Equity and bond neutral  
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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) 105 105 0 Up

3-mo T-bill yield (bps) 51 51 0 Neutral

TED spread (bps) 55 54 1 Neutral

U.S. Libor/OIS spread (bps) 73 72 1 Neutral

10-yr T-note (%) 2.40 2.41 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) 29 29 0 Neutral

Currencies Direction

dollar down Neutral

euro flat Neutral

yen up Down

pound up Down

franc up 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. 
 

Price Prior Change Explanation

Brent $56.58 $55.84 1.33% API shows a possible inventory drop

WTI $54.30 $53.59 1.32%

Natural Gas $2.70 $2.59 4.05%

Crack Spread $17.93 $17.93 -0.02%

12-mo strip crack $15.10 $15.09 0.01%

Ethanol rack $1.61 $1.61 0.02%

Gold $1,240.18 $1,237.44 0.22% Increased likelihood of a rate hike

Silver $18.02 $18.03 -0.02%

Copper contract $272.60 $274.60 -0.73%

Corn contract 377.75$       378.25$       -0.13%

Wheat contract 455.75$       456.00$       -0.05%

Soybeans contract 1,030.50$    1,033.50$   -0.29%

Baltic Dry Freight 806 778 28

Actual Expected Difference

Crude (mb) 3.5

Gasoline (mb) -1.5

Distillates (mb) -1.0

Refinery run rates (%) 0.05%

Natural gas (bcf)

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. 



 

 

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

www.confluenceinvestment.com 

 5 

 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 17, 2017 

 

A regular question we are asked by financial advisors and clients is, what is the impact of the 

Trump presidency on financial markets?  The simple response is that we don’t know for sure, but 

a pattern is starting to emerge.  And that pattern has to do with the perceptions of Trump’s two 

main constituencies.   

 

President Trump has two primary constituencies, the right-wing populists (RWP) and the right-

wing establishment (RWE).  The primary goal of the RWP is to create a surfeit of high paying, 

moderately skilled jobs.  History suggests that these jobs are often created in the manufacturing 

sector, so policies are being promoted that protect and expand these positions.  In general, 

policies favoring trade protection, immigration restrictions, infrastructure spending and the 

support of incoming foreign direct investment are being discussed.  In addition, protection for 

entitlements, especially the universal ones (those that are not granted due to means testing or 

favor a specific group) such as Social Security, Medicare and Disability, are favored.  There is 

little concern for fiscal deficits.  The RWE, on the other hand, prefer tax cuts, deregulation, 

entitlement reform and lax immigration policies.  Infrastructure spending is opposed and concern 

about fiscal deficits is high.   

 

The problem the president faces is that there isn’t much overlap between the policy preferences 

of these two groups.  That isn’t to say there isn’t any overlap.  The House GOP is trying to build 

support for its corporate tax reform by including a border adjustment tax that would leave 

revenue from exports untaxed while taxing the revenue derived from imports.  The border 

adjustment tax, in theory, would be attractive to the RWP due to its impact on trade.  At the same 

time, it would lift revenue and partially pay for corporate tax cuts.  But, for the most part, 

policies that the RWE want will not be backed by the RWP and vice versa. 

 

So far, equities and the dollar have risen when policies championed by the RWE appear to be 

advancing.  Gold, commodities and Treasuries perform better when the president seems to be 

supporting the RWP policies.  Lately, most of the policy direction seems to be favoring the 

RWE.  This is because more members of the cabinet being approved are coming from the GOP 

establishment.  It is unlikely this pattern will continue indefinitely; we would expect Trump to 

vacillate between the two groups in order to stay in power. 

 

However, at some point, the financial markets will determine where the president’s priorities lie.  

If it turns out he is truly a populist, inflation expectations will rise, which will likely be bearish 

for equities and fixed income markets.  If the Federal Reserve remains independent, under these 

conditions, the dollar will rally while commodity prices will suffer.  On the other hand, if the 

U.S. central bank’s independence is compromised, commodity prices will rise and the dollar will 

fall.  If Trump turns out to be an establishment figure at heart, equities will perform well, interest 
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rates will rise modestly and the Federal Reserve will remain independent.  We would not expect 

a runaway bull market in any asset class. 

 

Is it possible to know when the financial markets make this determination?  In reality, it 

behooves the president to maintain enough strategic ambiguity to keep both sides on board.  But, 

history does offer some guidance.  So far, the S&P 500 Index is tracking the path usually seen 

with new GOP presidents. 

 

90

95

100

105

110

115

120

125

130

25 50 75 100 125 150 175 200

NEW GOP Y2016

ELECTION CYCLES: NEWLY ELECTED PARTY

ELECTION YEAR 1ST FULL YEAR 2ND FULL YEAR 3RD FULL YEAR
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The blue line on this chart takes the average weekly performance of the S&P 500 Index rebased 

to the first Friday close in the election year of a new Republican president until the next 

presidential election year.  The data begins in 1928.  Note that performance for last year and this 

year mostly follows the historical average pattern.  If this situation continues, the S&P 500 Index 

will reach the 2375-2400 level by late Q3.   

 

The drop seen in the average at the end of the first full year could represent disappointment in the 

ability of a Republican president to actually deliver the policy changes promised during the 

election.  In other words, a degree of realism develops which leads to a correction in equities.  

Again, this analysis is simply an average and, if anything, the current president is clearly unique.  

However, if the financial markets conclude that Trump is mostly a populist, it would not be 

surprising to see equities pull back.  Thus, for now, we remain confident that equity markets will 

continue to trend higher.  This position could be tested later this year.    

  
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 2/22/2017 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 2/22/2017 close) 
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Cash
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Real Estate

Foreign Developed (local currency)

Small Cap

Foreign Developed ($)
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Large Cap
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Emerging Markets ($)

YTD Asset Class Total Return

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 23, 2017 

 

 
 

Based on our methodology,1 the current P/E is 19.8x, up 0.1 from last week.  Declining Q1 

earnings in addition to rising equity prices led to an increase 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. 

                                                 
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 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. 


