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[Posted: January 04, 2017—9:30 AM EST]  Global equity markets are steady to higher this 

morning.  The EuroStoxx 50 is mostly steady from the last close.  In Asia, the MSCI Asia Apex 

50 closed mostly unchanged from the prior close as well.  Chinese markets were up, with the 

Shanghai composite up 0.7% and the Shenzhen index up 1.2%.  U.S. equity futures are signaling 

a higher open.   

 

It was mostly quiet overnight.  Perhaps the most interesting news came from National Front 

Leader Marine Le Pen, who indicated that she would want a single currency in Europe to 

continue even if France leaves the Eurozone.  Le Pen has said before that if she wins the 

presidency she will hold a referendum on exiting the Eurozone and returning to the franc.  

However, today she seemed to indicate that she really wants a return to the old European 

Monetary System (EMS), which was a series of exchange rate pegs with some degree of 

flexibility.  We suspect she is trying to soften her currency position in front of the spring 

elections.  Polls suggest most voters in France would prefer to stay in the Eurozone and our 

research suggests that there is little need for France to leave the single currency.  Simply put, in 

terms of relative inflation, there are no serious valuation problems in France.  By harkening back 

to the pre-Eurozone era, Le Pen is, it seems, looking to “make France great again.”  Of course, 

the EMS also existed when there were two Germanys. 

 

Britain’s ambassador to the EU resigned in frustration with the May government.  Sir Ivan 

Rogers was one of the country’s most experienced diplomats.  He has consistently indicated that 

Brexit would be messy and difficult and that the EU is likely to make the process onerous, 

simply as a warning to other members that leaving is costly.  According to the FT, members of 

the May administration were tired of Roger’s pessimism; sadly, he is probably giving the prime 

minister an accurate picture of Britain’s future outside the EU. 

 

According to Bloomberg, Chinese officials are looking at a number of measures to curb capital 

flight.  China allows households to move $50k each year offshore; this year, reports suggest the 

paperwork has expanded to discourage such actions.  As we have documented over the past year, 

China has been spending part of its foreign exchange reserves to slow the CNY’s weakness.  

According to reports, China is “encouraging” state owned firms to bring offshore funds back to 

China and may require them to convert these offshore holds to CNY.   

 

One of the indicators we monitor is bitcoin. 

 

 

Daily Comment 
 

By Bill O’Grady, Kaisa Stucke, 

and Thomas Wash 



 

 

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

www.confluenceinvestment.com 

 2 

 
(Source: Bloomberg) 

 

This chart shows the CNY against the XBT/USD relationship over the past two years; we have 

seen the two exchange rates steadily diverge.  This may be due to Chinese investors using the 

anonymous bitcoin architecture as a conduit to push money out of China.  If this is the case, and 

Chinese authorities can’t find a way to close this portal, bitcoin could continue to rise and China 

will be forced to use more of its reserves to prevent the CNY from weakening further and faster.     

 

U.S. Economic Releases 

 

Today, MBA mortgage applications showed an increase of 0.1% from last week.  Purchases fell 

1.4%, while refinances rose 1.7% from last week.  The 30-year fixed rate fell 6 bps from 4.45% 

to 4.39%.  

 

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

 

EDT Indicator Expected Prior Rating

Wards Domestic Vehicle Sales m/m dec 13.70 mn 13.85 mn **

Wards Total VehIcle Sales m/m dec 17.70 mn 17.75 mn **

14:00 FOMC Meeting Minutes

Fed speakers or events

Economic Releases

Federal Reserve Board  
 

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 
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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 Westpac-MNI Consumer Sentiment m/m dec 116.6 114.9 ** Equity bullish, bond bearish

Japan Nikkei Japan PMI Mfg m/m dec 52.4 51.9 ** Equity bullish, bond bearish

India Nikkei India PMI Services m/m dec 46.8 46.7 ** Equity and bond neutral

Nikkei India PMI Composite m/m dec 47.6 49.1 ** Equity and bond neutral

EUROPE

Eurozone CPI Estimate y/y dec 1.1% 0.6% 1.0% *** Equity and bond neutral

CPI Core y/y dec 0.9% 0.8% 0.8% *** Equity and bond neutral

Markit Eurozone Services PMI m/m dec 53.7 53.1 53.1 ** Equity and bond neutral

Markit Eurozone Composite PMI m/m dec 54.4 53.9 53.9 ** Equity and bond neutral

Germany Markit Germany Services PMI m/m dec 54.3 53.8 53.8 ** Equity and bond neutral

Markit/ BME Germany Composite PMI m/m dec 55.2 54.8 54.8 ** Equity and bond neutral

France Consumer Confidence m/m dec 99 98 99 ** Equity and bond neutral

Markit France Services PMI m/m dec 52.9 52.6 52.6 ** Equity and bond neutral

Markit France Composite PMI m/m dec 53.1 52.8 52.8 ** Equity and bond neutral

Italy Markit/ ADACI Italy Composite m/m dec 52.3 53.0 53.4 ** Equity and bond neutral

Markit/ ADACI Italy Services m/m dec 52.9 52.6 53.3 ** Equity and bond neutral

CPI EU Harmonized m/m dec 0.4% -0.2% 0.2% *** Equity bullish, bond bearish

U.K. Markit/ CIPS UK Construction m/m dec 54.2 52.8 52.5 ** Equity bullish, bond bearish

Net Consumer Credit m/m nov 1.9 bn 1.6 bn 1.6 bn ** Equity bullish, bond bearish

Net Lending Sec. Dwelling m/m nov 3.2 bn 3.3 bn 3.3 bn ** Equity and bond neutral

Mortgage Approvals m/m nov 67.5k 67.5k 68.5k ** Equity and bond neutral

Money Supply M4 m/m nov 0.4% 1.1% ** Equity and bond neutral

AMERICAS

Canada MLI Leading Indicator m/m nov 0.3% 0.3% ** Equity and bond neutral

Brazil Markit Brazil PMI Composite m/m dec 45.2 45.3 ** Equity and bond neutral

Markit Brazil PMI Services m/m dec 45.1 44.4 ** Equity bullish, bond bearish  
 

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) 100 100 0 Neutral

3-mo T-bill yield (bps) 52 51 1 Up

TED spread (bps) 48 49 -1 Down

U.S. Libor/OIS spread (bps) 67 67 0 Neutral

10-yr T-note (%) 2.45 2.45 0 Neutral

Euribor/OIS spread (bps) -32 -32 0 Neutral

EUR/USD 3-mo swap (bps) 50 50 0 Neutral

Currencies Direction

dollar down Up

euro up Down

yen up Down

pound up Down

franc up Down  
 

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 $55.80 $55.47 0.59% OPEC hopes

WTI $52.63 $52.33 0.57%

Natural Gas $3.33 $3.33 0.15%

Crack Spread $16.66 $16.55 0.61%

12-mo strip crack $16.86 $16.94 -0.47%

Ethanol rack $1.77 $1.80 -1.40%

Gold $1,165.33 $1,158.84 0.56% Weaker dollar

Silver $16.40 $16.30 0.66%

Copper contract $250.50 $248.90 0.64%

Corn contract 356.00$       355.75$       0.07%

Wheat contract 406.50$       406.50$       0.00%

Soybeans contract 996.25$       995.00$       0.13%

Baltic Dry Freight 953 961 -8

Actual Expected Difference

Crude (mb) -2.3

Gasoline (mb) 1.8

Distillates (mb) 0.6

Refinery run rates (%) 0.5%

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 northwestern region is expected to see colder temps.  The warming trend has pressured 

natural gas prices recently.  Precipitation is also expected for most of the country north of Texas. 
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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.  

 

Due to the holiday season, the next edition of this report will be published on January 6, 2017. 

 

December 23, 2016 

 

The Fed gave us a modest hawkish surprise last week, calling for three rate hikes in 2017 rather 

than two.  The news has boosted Treasury yields and lifted the dollar.  Equities mostly absorbed 

the news without incident.   

 

Here is a chart of the FOMC’s average dots over the past two years. 
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The fuchsia dots represent the most recent meeting.  The dots have stopped their steady 

progression toward lower levels.  For better or worse, the path of policy expectations from the 

dots suggests that the FOMC is becoming comfortable with this path of hikes.   

 

Here is the dots plot from September. 
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(Source: Bloomberg) 

 

Note the purple line, which is the LIBOR-OIS curve from the meeting day.  It has jumped from 

where it was on the meeting date in September, shown by the red line.  For the past few years, 

the FOMC dots have tended to decline toward the market.  The rise in the LIBOR-OIS curve 

suggests that process is reversing.   

 

This is the new dots plot, released at the December meeting. 

 

 
(Source: Bloomberg) 

 

For 2017, the median forecast is currently 1.375%, up from 1.125% in September.  For 2018, the 

median is up to 2.125% from 1.875%.  Two participants see no change next year but one of those 

is probably St. Louis FRB President Bullard, who has decided not to participate in the dots 
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procedure.  Although market expectations continue to lag, we did see the LIBOR-OIS rate rise to 

1.25% from 0.875% in September.   

 

This can be seen in the deferred Eurodollar futures. 
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The jump in yields since Trump’s election has been striking.  We are approaching the highest 

level of implied rates since the “taper tantrum.”  This rise triggered the onset of the dollar rally in 

mid-2014 and we note that the dollar has been rising since the election. 

 

To get some sense of where policy is in relation to the neutral rate, we use the Mankiw rule 

model, incorporating the recent rate changes by the FOMC.  This model attempts 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, 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.     
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Using the unemployment rate, the neutral rate is now 3.63%.  Using the employment/population 

ratio, the neutral rate is 1.08%.  Using involuntary part-time employment, the neutral rate is 

2.79%.  And finally, the wage growth model puts the neutral rate at 1.56%.   

 

It is still uncertain which of these variants best reflects slack (or lack thereof) in the economy.  

Although we tend to think that wage growth or the employment/population ratio is the best 

measure of slack, the key is which one policymakers view as the most consistent with measuring 

slack.  At this point, we don’t know, although we think the hawks are probably relying on the 

unemployment rate variant while the chair and most of the doves probably believe the 

involuntary part-time employment variant is the best measure.  The involuntary part-time 

employment variant is most consistent with six rate hikes over the next 24 months.  That path 

would bring the policy rate near neutral; however, if they are wrong and, for example, the 

employment/population ratio is actually correct, then policy will be overly restrictive (assuming 

that ratio doesn’t improve dramatically).  Thus, the FOMC is moving rates higher in a slow 

fashion to allow them time to adjust if it turns out there is more slack (reflected by the lower 

neutral rate variants) than some data would suggest.  Of course, by going slow, assuming the 

higher neutral rate variants are correct, the Fed could keep policy overly accommodative longer 

than it should.  However, as long as the economy remains globalized and deregulated enough to 

allow for the nearly unfettered introduction of new technology, being late isn’t all that risky.  

That assumption would change if the incoming President Trump puts up trade barriers.  Thus, the 

path of monetary policy could be a risk factor in the upcoming 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 1/3/2017 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.  The sectors are ranked by total return, with 

green indicating positive and red indicating negative return, along with the overall S&P 500 in 

black. 

 

Asset Class Performance – (as of 1/3/2017 close) 
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Source: Bloomberg

 
 

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), 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 (Dow Jones-UBS 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. 
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P/E Update 
 

December 22, 2016 
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Based on our methodology,1 the current P/E is 19.9x, up 0.1x from last week.  Rising equity 

values led to the rise in the P/E.   
 

 
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 (Q1,Q2 and Q3) and one estimate (Q4).  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. 


