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[Posted: March 17, 2017—9:30 AM EDT]  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 

0.4% from the prior close.  Chinese markets were down, with the Shanghai composite down 

1.0% and the Shenzhen index down 0.8%.  U.S. equity futures are signaling a lower open.  

 

Happy St. Patrick’s Day! 

 

It’s a quiet morning in what has been a busy week.  The only major news today is that 

Chancellor Merkel, who was due to visit earlier this week but was unable due to the snowstorm, 

is in Washington today.  Merkel represents the established liberal order which Trump has vowed 

to upend.  The meetings today could be interesting. 

 

For the most part, economic expansions end for three reasons—inventory overhangs, overly tight 

monetary policy or a geopolitical event.  Technology has mostly eliminated the first reason; 

firms have become so adept at managing inventory that overhangs are less common.  The 

remaining two reasons have thus become more important.  Geopolitical events were mostly to 

blame for the 1973-75 recession (the OPEC oil embargo was due, in part, to U.S. support for 

Israel in the Yom Kippur War) and the 1990-91 recession (the Gulf War was the culprit).  The 

rest have been caused by overly tight monetary policy.   

 

Currently, monetary policy appears accommodative—real fed funds remain negative and, by any 

measure of the Mankiw Rule (see today’s Asset Allocation Weekly below), policy is easy.  Thus, 

paying attention to the other mentioned factor, geopolitics, makes some sense.  And, when the 

lead headline in the FT says America’s “strategic patience” with North Korea has been 

exhausted, it makes us take notice.  Secretary of State Tillerson said today that the U.S. considers 

the military option “on the table” if North Korea continues to ratchet up its military threats.  We 

view this as a form of signaling.  The military option should always be on the table.  After all, if 

North Korea did something aggressive, like invade South Korea, the U.S. would almost certainly 

respond militarily.  By saying the military option is available is to suggest that there is some sort 

of red line, or trigger, that would warrant military intervention.  What might that be?  Evidence 

that North Korea has a deliverable nuclear warhead might be enough.   

 

Since the end of WWII, nuclear weapons have evolved into more of a doomsday defense than an 

offensive weapon.  Essentially, a nation with deliverable nukes cannot be forced to 

unconditionally surrender.  If Hitler had had deliverable nukes, he probably could have forced 

the Allies to offer a peace deal or face the total destruction of Washington or Moscow.  If 

Pyongyang had a deliverable nuclear weapon, the likelihood of an invasion to overthrow the 

regime would decline significantly.  This is the lesson of Saddam Hussein and Muammar 
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Gadhafi; without a doomsday weapon, your regime can be overthrown and you can face 

execution.   

 

Threatening the North Korean regime will more likely than not spur Kim Jong Un to achieve a 

deliverable weapon.  However, it is unknown how exactly the U.S. will act if North Korea goes 

nuclear.  Two states have joined the nuclear club in recent years—India and Pakistan.  These 

didn’t appear to be a threat to the U.S. because the weapons are mostly pointed at each other.  

Iran’s calculus was to have a program and get close to “breakout,” getting a weapon, without 

actually doing so.  Iran was able to use this brinksmanship to get most international sanctions 

lifted.  The reason Iran probably never moved to cross the nuclear line is that it wasn’t sure 

whether Israel or the U.S. would view this as an existential threat and attack its nuclear facilities.   

 

North Korea’s “Young Marshall” is clearly trying to solidify his position; this is why he has been 

on a dramatic execution binge.1  This activity would suggest he feels insecure and may do 

something rash.  Managing this situation will require delicate diplomacy, which may not be 

forthcoming from this administration.  That doesn’t necessarily mean we are on the brink of war 

but it does suggest that the risks are rising.  Even if the conflict remains contained and 

conventional, it may lead to a recession if concerns rise enough.  Thus, we are closely 

monitoring the situation with North Korea for signs of escalation.   

 

U.S. Economic Releases 

 

Industrial production came in below expectations, remaining unchanged compared to the forecast 

of a 0.2% rise.  The prior report was revised upward from a decline of 0.3% to 0.1%.  Capacity 

utilization came in slightly below expectations at 75.4% compared to the forecast of 75.5%.  The 

prior report was revised upward from 75.3% to 75.5%.  Manufacturing production was in line 

with estimates at an increase of 0.5%.  The prior report was revised upward from 0.2% to 0.5%. 

 

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

EDT Indicator Expected Prior Rating

10:00 U. of Michigan Sentiment m/m mar 97.0 96.3 **

10:00 U. of Michigan Current Expectations m/m mar 111.0 111.5 **

10:00 U. of Michigan Expectations m/m mar 87.1 86.5 **

10:00 U. of Michigan 1 yr Inflation m/m mar 2.7% **

10:00 U. of Michigan 5-10 yr Inflation m/m mar 2.5% **

Economic Releases

No speakers or events scheduled

Fed speakers or events

 
 

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 

                                                 
1 See WGR, 3/6/17, The Assassination of Kim Jong Nam. 

http://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_3_6_2017.pdf
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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 Foreign Direct Investment m/m feb 9.2% -9.2% -4.2% *** Equity bullish, bond bearish

New Zealand BusinessNZ Manufacturing PMI m/m feb 55.2 51.6 ** Equity bullish, bond bearish

ANZ Consumer Confidence Index m/m mar 125.2 127.4 ** Equity and bond neutral

ANZ Consumer Confidence m/m mar -1.7% -1.0% ** Equity and bond neutral

EUROPE

Eurozone Trade Balance m/m jan 15.7b 24.5b 22.0b ** Equity and bond neutral

Construction Output y/y jan -6.2% 3.2% ** Equity and bond neutral

France Wages q/q 4q 0.1% 0.1% 0.1% ** Equity and bond neutral

Italy Trade Balance Total y/y jan -0.574b 5.798b ** Equity bearish, bond bullish

Russia Money Supply Narrow Def y/y feb 8.86t 8.78t ** Equity and bond neutral

PPI y/y feb 15.1% 12.7% 13.2% ** Equity and bond neutral

AMERICAS

Brazil Formal Job Creation Total m/m feb 35612 -40864 26000 ** 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. 

 

Today Prior Change Trend

3-mo Libor yield (bps) 114 113 1 Up

3-mo T-bill yield (bps) 71 71 0 Neutral

TED spread (bps) 43 42 1 Neutral

U.S. Libor/OIS spread (bps) 91 91 0 Up

10-yr T-note (%) 2.52 2.49 0.03 Neutral

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

EUR/USD 3-mo swap (bps) 26 26 0 Up

Currencies Direction

dollar up Neutral

euro down Neutral

yen up 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 $52.02 $51.74 0.54% Short Covering

WTI $49.04 $48.75 0.59%

Natural Gas $2.93 $2.90 0.83%

Crack Spread $16.98 $16.95 0.21%

12-mo strip crack $14.06 $14.02 0.25%

Ethanol rack $1.61 $1.61 0.29%

Gold $1,229.31 $1,226.61 0.22% Profit taking

Silver $17.37 $17.32 0.30%

Copper contract $268.15 $267.75 0.15%

Corn contract 365.75$       366.00$       -0.07%

Wheat contract 435.75$       436.00$       -0.06%

Soybeans contract 1,003.00$    1,001.50$   0.15%

Baltic Dry Freight 1172 1147 25

Actual Expected Difference

Crude (mb) -0.2 3.0 -3.2

Gasoline (mb) -3.1 -2.0 -1.1

Distillates (mb) -4.2 -1.3 -2.9

Refinery run rates (%) -0.80% 0.30% -1.10%

Natural gas (bcf) -53.0 -56.0 3.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for the central and 

southern regions and cooler temperatures for the northeastern and western regions.  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.  

 

March 17, 2017 

 

The FOMC has moved on rates; as expected, the Fed lifted its target fed funds rate to a range 

between 75 bps and 100 bps.  The projections are for a 1.50% rate by the end of 2017 and a 

2.25% rate by the end of 2018.   

 

In this week’s report, we want to examine the current neutral policy rates that are generated by 

our variations of the Mankiw Rule.  The Mankiw Rule attempts to determine the neutral rate for 

fed funds, which is a rate that is neither accommodative nor stimulative.  The Mankiw Rule 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.     

 

When we create each model, a deviation from the neutral rate is generated and this deviation is 

compared to the distribution of deviations.  In general, one standard error should capture 66% of 

the deviation from forecast, assuming normally distributed deviations.  When the deviation is 

inside of one standard error, it is generally within the acceptable range.    
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The charts above show our four variations of the Mankiw Rule.  We have published the neutral 

rates for each model on each chart.  Two of the variations, using the unemployment rate and 

involuntary part-time employment, are well outside the lower standard error line, suggesting easy 

policy.  However, the variations using the employment/population ratio and wage growth for 

non-supervisory workers is at or within one standard error, which indicates that policy is closer 

to neutral. 

 

So, what does the FOMC think is the appropriate variation?  Given their forecast of a 1.50% rate 

by year’s end, we would argue that they are probably leaning toward the most dovish variation, 

the one using the employment/population ratio.  As we argued earlier,2 the 

employment/population ratio has been a better guide to wage growth than the unemployment 

rate.  If this is correct, the longer term expectation for a policy rate of 2.25% is based on 

expectations that core CPI will rise or there will be continued improvement in the 

employment/population ratio.  If neither occur, we could be at the terminal rate by year’s end.   

 

Overall, this means the FOMC, while raising rates, still has a mostly dovish bent.  By choosing 

the most dovish variation of the Mankiw Rule, we are likely closer to the end of this rate cycle, 

assuming that core CPI remains mostly steady and the employment/population ratio doesn’t 

                                                 
2 See Asset Allocation Weekly, 2/10/2017. 

http://www.confluenceinvestment.com/wp-content/uploads/AAW_Feb_10_2017.pdf
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unexpectedly rise.  Such a stance is bullish for equities; however, it may be bearish for the dollar 

which may bring some adjustments to our current asset allocation mix.   

  

 
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 3/16/2017 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 3/16/2017 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 16, 2017 
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P/E as of 3/15/2017 = 20.7x

 
 

Based on our methodology,3 the current P/E is 20.7x, up 0.2x from last week. Falling Q1 

earnings coupled with market strength 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. 

                                                 
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. 


