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[Posted: March 22, 2017—9:30 AM EDT]  Global equity markets are down this morning.  The 

EuroStoxx 50 is down 0.6% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.9% from the prior close.  Chinese markets were down, with the Shanghai composite down 

0.5% and the Shenzhen index down 0.3%.  U.S. equity futures are signaling a lower open.  

 

Yesterday saw the first 1% decline in the S&P since October.  We have seen a strong rise in 

equities since the Trump election, with much of it coming from expectations of stronger 

economic growth due to fiscal spending, tax cuts and deregulation.  It does appear that 

expectations have become elevated; as we noted yesterday, Q1 GDP is now forecast by the 

Atlanta FRB to come in less than 1%.  Of course, we should see economic growth pick up later 

in the year but, so far, we have mostly just seen improving surveys.  The actual data has been 

modest at best.   

 

However, the bigger reason why we saw the selloff yesterday was due to a growing realization 

that it’s going to be a lot tougher to get legislation passed than election comments suggested.  

History shows that passing meaningful legislation is always hard.  As the process has become 

more transparent and earmarks have fallen out of favor, it’s getting even more difficult to pass 

bills.  The dispersed media means that any action taken by a member of Congress can now be 

scrutinized; in fact, it can be framed by the blogosphere and the punditocracy in the harshest 

terms.  The inability to offer “goodies” in the form of district or state spending makes it even 

more difficult to cobble together majorities.1  There was a reason Otto von Bismarck has been 

attributed with the quote, “laws and sausages are two things one must not watch being made.”2   

 

The American Health Care Act (AHCA) is expected to come up for a vote tomorrow.  The 

president was on Capitol Hill yesterday lobbying for its passage.  Media reports suggest the bill 

doesn’t have enough votes to pass in the House.  The Freedom Caucus is generally opposed; it 

mostly just wants to see the ACA repealed and sees the new bill as “Obamacare lite.”  Others 

among the GOP worry that the new bill will lead to fewer Americans being able to acquire 

affordable insurance.  If it fails, it will be characterized as a loss for the president.  However, 

even if it passes, it has no chance in the Senate.   

 

We will be watching how the president deals with defeat.  Will he simply accept the loss and 

move on to tax reform?  One reason the GOP leadership in Congress wanted to work on health 

care first is that they anticipated it would reduce spending, which will make it easier to make tax 

                                                 
1 A classic example was the so-called “Cornhusker Kickback,” where Sen. Ben Nelson (D-NE) was offered $100 mm 
in Medicaid funding for Nebraska for his support of the ACA.  To be fair, the funds were eventually withdrawn due 
to public outcry. 
2 Actually, this was probably misattributed to him.   
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cuts revenue neutral.  That will be harder with the ACA in place, but it won’t necessarily stop tax 

reform from proceeding.  Although the deficit hawks will be concerned about revenue-neutral 

tax cuts, we doubt the president will share those concerns.  If he simply pivots to tax reform and 

infrastructure spending, losing on health care isn’t a big deal.  The financial markets were always 

more concerned about taxes and fiscal spending; health care was mostly a side issue. 

 

Another issue probably weighing on market sentiment is the president’s conduct thus far.  

Today’s WSJ has a critical editorial on his behavior.  We expect the other major national 

newspapers to be critical; however, when the WSJ turns on a GOP president, it signals a 

problem.  The personal conduct issues, especially the loose regard for facts, undermines the 

credibility of the president.  We view this as the unnecessary consumption of political capital, the 

most precious of assets for a new president.  If it turns out that tax reform and infrastructure 

spending fail to materialize because of ill-timed legislative efforts and conspiracies, it will be 

difficult for equities to hold their gains. 
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This charts shows the S&P 500, indexed to the beginning of the election year.  The blue line 

shows the average index behavior for a new GOP president.  So far, Trump’s presidency has 

mostly been following the average pattern, which would suggest that disappointment will set in 

in the fall.  It should be noted that this is simply an average and deviations are possible.  But, we 

believe this mostly reflects the normal cycle of sentiment as there is great hope that a new 

Republican president will be market-supportive until reality sets in about nine to 10 months into 

the first year in office and the market pulls back.  If the administration fails to move forward on 

taxes and infrastructure, disappointment may set in. 
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U.S. Economic Releases 

 

MBA mortgage applications fell 2.7% from the prior week.  Purchases and refinancing fell 2.1% 

and 3.3%, respectively.  The average 30-year fixed rate was unchanged from the prior week at 

4.5%. 

 

The FHFA House Price Index came in below expectations, remaining unchanged from the prior 

month compared to the forecast rise of 0.4%.  The largest increases came from the Pacific and 

Mountain regions, which both rose 0.6%. 

 

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

EDT Indicator Expected Prior Rating

10:00 Existing Home Sales m/m feb 5.55m 5.69m **

10:00 Existing Home Sales m/m feb -2.50% 3.3% **

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 

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

Japan Trade Balance y/y feb 0.8314t -1.0869t 0.8072t ** Equity and bond neutral

Exports y/y feb 10.1% 1.3% 10.1% ** Equity and bond neutral

Imports y/y feb 1.2% 8.5% 1.3% ** Equity and bond neutral

All Industry Activity Index m/m feb 0.1% -0.3% 0.0% ** Equity and bond neutral

Supermarket Sales y/y feb -3.3% -1.6% ** Equity and bond neutral

Nationwide Dept Sales y/y feb -1.7% -1.2% ** Equity and bond neutral

Tokyo Dept Store Sales y/y feb -3.1% -1.5% ** Equity and bond neutral

Austalia Westpac Leading Index y/y feb -0.07% 0.03% ** Equity and bond neutral

Skilled Vacancies m/m feb 0.1% 1.0% ** Equity and bond neutral

EUROPE

Eurozone Current Account y/y jan 2.500b 47.000b ** Equity bearish, bond bullish

Italy Current Account y/y jan -1.913b 5.535b ** Equity bearish, bond bullish

AMERICAS

Mexico Aggregate Supply and Demand y/y 4q 1.9% 1.6% 2.2% ** 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) 116 115 1 Up

3-mo T-bill yield (bps) 75 75 0 Neutral

TED spread (bps) 41 40 1 Neutral

U.S. Libor/OIS spread (bps) 92 91 1 Up

10-yr T-note (%) 2.41 2.42 -0.01 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

Central Bank Action Current Prior Expected

RBNZ Official Cash Rate 1.750% 1.750% On forecast  
 

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 $50.23 $50.96 -1.43% Surge in API oil

WTI $47.58 $48.24 -1.37%

Natural Gas $3.06 $3.09 -1.07%

Crack Spread $18.40 $18.18 1.20%

12-mo strip crack $14.62 $14.55 0.44%

Ethanol rack $1.61 $1.62 -0.24%

Gold $1,245.47 $1,244.81 0.05% Market Uncertainty

Silver $17.50 $17.53 -0.19%

Copper contract $259.90 $261.85 -0.74%

Corn contract 360.75$       361.25$       -0.14%

Wheat contract 424.00$       426.50$       -0.59%

Soybeans contract 999.25$       1,001.50$   -0.22%

Baltic Dry Freight 1200 1205 -5

Actual Expected Difference

Crude (mb) 3.0

Gasoline (mb) -2.4

Distillates (mb) -1.0

Refinery run rates (%) 0.20%

Natural gas (bcf) -148

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, 

with cooler temps in the northwestern region.  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,3 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 

                                                 
3 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 3/21/2017 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 3/21/2017 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,4 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. 

                                                 
4 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. 


