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[Posted: March 29, 2017—9:30 AM EDT]  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 up 

0.1% from the prior close.  Chinese markets were down, with the Shanghai composite down 

0.4% and the Shenzhen index down 0.7%.  U.S. equity futures are signaling a lower open.  

 

The big news today is no surprise but is still important—PM May formally declared Article 50, 

beginning the process of the U.K.’s exit from the EU.  The law gives both parties two years to 

work out the exit details.  Article 50 has never been used before so the U.K. and the EU are 

creating the framework for any future nations to leave the EU.  The law does allow for 

extensions, so we may not be finished in two years and a trade deal will probably take much 

longer to execute.  We note that there has been a good bit of speculation on what will occur; 

most analysts expect this to be a negative event for the U.K., although Brexit supporters suggest 

the opposite.  Because this action is unprecedented, we believe there will be lots of surprises that 

develop.  Here are a few ideas we have been thinking about: 

 

The U.K. government is about to expand.  The EU provides regulations for a myriad of 

industries across Europe.  Although members grumble about being restrained by “Brussels,” the 

fact is that the individual nations reduce governance costs by consolidating regulation.  The U.K. 

will now have to take over this governance.  While this will give the U.K. government more 

control over its economy and society, it will need to build the bureaucracy to actually regulate 

these activities.  Sadly, we expect the EU to require similar regulations for tradeable goods and 

services, so the new U.K. regulations will likely look much like the ones it had before Brexit.  

This expansion of government will be expensive and likely lead to higher deficits. 

 

Devolution may follow.  Scotland has already started the process for an independence 

referendum.  Northern Ireland is making similar noise.  If former nations that were once 

independent decide they would like to return to the EU, or simply want independence, nations 

within Europe could split.  Given that most nations in Europe have regions that would like more 

autonomy, other nations may face pressure to either follow the U.K. out of the EU in a bid for 

more independence or these regions will need to be placated in order to avoid this threat. 

 

A broader rethink of the EU may be developing.  Next week’s WGR will look at the EU at 

60; on March 25, the EU officially celebrated its 60th birthday.  Interestingly enough, there is 

growing sentiment that the current structure isn’t working and a looser confederation might be 

more effective.  Brexit may turn out to be the turning point that the EU needed to adjust and 

historians may decide that it was this event that led to a new arrangement for the EU.  The 

tensions within the EU have always been about sovereignty.  Simply put, Brexit is a signal that 

sovereignty is important to nation states and the pseudo-consolidation offered by the EU is no 

substitute for the nation state. 

 

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 

The role of financial markets is to discount the future—Brexit will be hard to discount and 

thus market volatility for European assets will probably rise.  The current consensus is that 

Brexit will be negative for the U.K. economy.  The weakness in the GBP is part of that 

expectation. 
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This chart shows the purchasing power parity for the GBP/USD; this model uses relative 

inflation to establish the valuation of the exchange rate.  The current exchange rate, around 

$1.25, is well below the calculated parity of $1.6439.  In fact, this is the second weakest level for 

the GBP since currencies floated in the early 1970s.  The weakness is mostly due to Brexit and 

fears that it will lead to a much weaker economy.  If the U.K. economy manages to avoid a 

downturn, the currency is quite cheap and could rebound. 

 

One of the more interesting market actions this morning has been the drop in the EUR. 

 

 
(Source: Bloomberg) 
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Note that the EUR/USD rate dropped sharply around the time the letter from May to Donald 

Tusk, the current EU president, was acknowledged.  It has recovered a bit but the market really 

doesn’t expect Brexit to be bearish for the EUR.  In fact, it might be because other nations may 

leave and the actual membership of the Eurozone could be more fluid than the market expects.  

Again, this drop may only be temporary, but the fact that the currency sold off was unexpected. 

 

In other news, the GOP is starting to consider its options on tax reform.  It will be daunting to 

execute.  Rules require that any use of budget reconciliation, which would allow tax reform to 

pass through the Senate without 60 votes, needs to be part of a broader budget bill.  Since the 

White House budget was mostly panned it would mean that a new budget would have to be built.  

Congressional GOP budget plans assumed the repeal of ACA which didn’t happen (perhaps that 

is why we are hearing members talk about taking another swing at repeal).  Another problem is 

that any tax change created by this process requires a 10-year sunset, which will dampen the 

effectiveness.   

 

The other way to go about this process is to try to make it bipartisan by appealing to Democrats.  

Getting to 60 votes in the Senate requires eight Democrats to join with all Republicans.  The 

good part about that course of action is that the tax changes would be permanent unless changed 

by Congress in the future; the sunset would not occur.  The bad news is that this is not a 

bipartisan environment.  We did note yesterday that the president is considering linking tax 

reform and infrastructure spending together, perhaps to encourage Democrats to go along with 

tax reform in order to get the infrastructure spending they want.  However, if the president insists 

on not signing one without the other, he risks getting neither.   

 

Tax reform is probably easier than health care reform.  However, that doesn’t mean it’s easy.  

Consequently, the idea that this can be done quickly is probably incorrect. 

 

Yesterday, the Conference Board reported that March consumer confidence jumped to a 16-year 

high.  The rise is significant as it should also be supportive for equities.   
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This chart shows the consumer confidence index along with the Shiller P/E.  Since the early 

1990s, the two series are highly correlated, around 87%.  Although the Shiller P/E is 

complicated, the rise in consumer confidence suggests that it would be reasonable to expect 

multiple expansion.  A simple model of the Shiller P/E and consumer confidence suggests a P/E 

of 33.1x relative to the current 29.0x.   

 

Finally, Vice Chair Fischer suggested two more rate hikes this year.  We suspect this is the 

baseline for the FOMC, putting the upper limit of fed funds at 1.50% by December.   

 

U.S. Economic Releases 

 

MBA mortgage applications fell 0.8% from the prior week.  Purchases rose by 1.2%, while 

refinancing fell by 2.9%.  The 30-year fixed rate fell by 13 bps to 4.33%. 

 

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

EDT Indicator Expected Prior Rating

10:00 Pending Home Sales m/m feb 2.5% -2.8% **

10:00 Pending Home Sales y/y feb 2.7% **

EST Speaker or event

11:30 Eric Rosengren to address NY Assoc for Business Economics

13:15 John Williams speaks  to students in Boise, Idaho

Economic Releases

Fed speakers or events

District or position

President of the Federal Reserve Bank of San Francisco

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 

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Retail Trade y/y feb 0.1% 1.0% 0.7% ** Equity bearish, bond bullish

Retail Sales m/m feb 0.2% 0.5% 0.3% ** Equity and bond neutral

Department Store, Supermarket Sales m/m feb -2.7% -1.1% -1.8% ** Equity bearish, bond bullish

Small Business Confidence m/m mar 50.5 47.7 ** Equity and bond neutral

EUROPE

Germany Import Price Index y/y feb 0.7% 0.9% 0.4% ** Equity and bond neutral

France Consumer Confidence y/y mar 100 100 100 ** Equity and bond neutral

Italy Economic Sentiment y/y mar 105.1 104.0 ** Equity and bond neutral

Manufacturing Confidence y/y mar 107.1 106.3 106.0 ** Equity bullish, bond bearish

Consumer Confidence y/y mar 107.6 106.6 106.6 ** Equity bullish, bond bearish

UK Net Consumer Credit y/y mar 1.4b 1.4b 1.3b ** Equity and bond neutral

Net Lending Sec. on Dwelling y/y feb 3.5b 3.4b 3.5b *** Equity and bond neutral

Mortgage Approvals m/m mar 68.3k 69.1k 69.9k ** Equity and bond neutral

Money Supply Supply M4 m/m mar -0.3% 0.9% ** Equity and bond neutral

M4 Money Supply m/m mar 5.7% 7.0% ** Equity and bond neutral

M4 Ex IOFCs 3M annualised m/m mar 4.0% 1.8% 1.6% ** Equity bullish, bond bearish

Switzerland UBS Consumption Indicator m/m feb 1.50 1.43 ** Equity and bond neutral

Credit Suisse Survey Expectations m/m mar 29.6 19.4 ** Equity bullish, bond bearish

AMERICAS

Mexico Unemployment Rate m/m feb 3.4% 3.6% 3.5% *** Equity bullish, bond bearish

International Reserves Weekly y/y feb $175.015b $174.825b ** Equity bullish, bond bearish

Brazil Federal Debt Total y/y feb 3.135t 3.053t ** Equity and bond neutral

IBGE Services Sector Volume m/m feb -7.3% -5.7% -4.5% ** Equity bearish, bond bullish

.

 
 

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) 115 115 0 Up

3-mo T-bill yield (bps) 77 76 1 Neutral

TED spread (bps) 38 39 -1 Neutral

U.S. Libor/OIS spread (bps) 92 92 0 Up

10-yr T-note (%) 2.40 2.42 -0.02 Neutral

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

EUR/USD 3-mo swap (bps) 22 22 0 Up

Currencies Direction

dollar up Neutral

euro down Neutral

yen up Down

pound up 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 $51.65 $51.33 0.62% Short Covering

WTI $48.62 $48.37 0.52%

Natural Gas $3.13 $3.10 0.97%

Crack Spread $19.07 $18.73 1.79%

12-mo strip crack $15.08 $14.84 1.57%

Ethanol rack $1.64 $1.64 0.22%

Gold $1,252.91 $1,251.82 0.09% Market Uncertainty

Silver $18.15 $18.20 -0.26%

Copper contract $266.15 $267.60 -0.54%

Corn contract 360.00$       357.75$       0.63%

Wheat contract 427.50$       424.50$       0.71%

Soybeans contract 973.50$       972.00$       0.15%

Baltic Dry Freight 1333 1282 51

Actual Expected Difference

Crude (mb) 1.4

Gasoline (mb) -2.0

Distillates (mb) -1.1

Refinery run rates (%) 0.50%

Natural gas (bcf) -37.0

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.  

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 24, 2017 

 

In a recent Bloomberg Surveillance podcast,1 Sebastian Mallaby made an interesting observation 

about the recent Fed tightening.  He noted how the asset markets mostly ignored or cheered the 

move.  Mallaby suggested that this isn’t necessarily a good outcome, meaning that central bank 

tightening should not be welcomed by the financial markets.  When it is, it can make the markets 

complacent; this is one of the main tenets of Hyman Minsky’s research.     

 

This chart clearly shows how financial markets have changed. 
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The blue line on the chart shows the Chicago FRB Financial Conditions Index.  It measures the 

level of stress in the financial system.  It is constructed of 105 variables, including the level of 

interest rates, credit spreads, equity and debt market volatility, delinquencies, borrower and 

lender surveys, debt and equity issuance, debt levels, equity levels and various commodity prices 

(including gold).  A rising line indicates increasing financial stress.  The red line is the effective 

fed funds rate.  Until 1998, the two series were positively and closely correlated.  When the Fed 

raised rates, financial stress rose; when the Fed lowered rates, stress declined. 

 

We believe one factor that changed this relationship is policy transparency.  Starting in the late 

1980s, the Fed became increasingly transparent.  Before 1988, for example, the FOMC would 

meet but issue no statement about what it had decided to do.  Investors and the financial system 

had to guess if policy had been changed.  Starting in 1988, the central bank began publishing its 

                                                 
1 https://www.bloomberg.com/news/audio/2017-03-16/trump-s-budget-is-borderline-incompetent-furman-says  

https://www.bloomberg.com/news/audio/2017-03-16/trump-s-budget-is-borderline-incompetent-furman-says
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target rate.  In the 1990s, it began issuing a statement when rates changed; eventually, a 

statement followed all meetings.  As the FOMC has become more transparent, the correlation 

between stress and the level of fed funds has changed.  Essentially, the markets now know with a 

high degree of certainty when rate changes are likely.  This is especially true of tightening.  The 

FOMC appears to avoid making rate hikes that surprise the market. 

 

Central bank policy goals are another factor that may have changed the stress/fed funds 

relationship.  Although Congress has specifically tasked the Fed with managing full employment 

and low inflation, all central banks exist to act as lenders of last resort.  Central banks provide 

liquidity during panics to prevent widespread financial firm failures during crises.  For most of 

the post-Depression period, the financial system was heavily regulated; investment banking and 

commercial banking were separated by Glass-Steagall, and the Bank Holding Company Act 

restrained bank operations across state lines.  This led to a high number of small commercial 

banks. 
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This chart shows the number of commercial banks in the U.S.  There is a break in the series 

around 1905; we have put together a time series from a variety of sources.  There was a sharp 

consolidation of banks during the 1920s into the early years of the Depression.  Banking 

regulation kept the number mostly stable.  Financial institution failures show how the financial 

system stabilized from the mid-1930s into the early 1980s. 
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Financial firm failures began to rise during WWI and spiked during the Great Depression.  The 

regulatory environment focused on stability until the 1980s, when deregulation began.  The goal 

of deregulation was to improve the efficiency of the banking system.  Although it did improve 

efficiency, it also made it more fragile.  The rise in failures in the 1980s was due to the S&L 

Crisis, while the recent rise was due to the Great Financial Crisis.   

 

From the mid-1930s into the early 1980s, the Federal Reserve did not have to concern itself with 

financial stability.  In a world of widely distributed, heavily regulated commercial and 

investment banks, the odds of failure were low and the impact from any particular failure was 

insignificant.  Thus, monetary policy could be conducted simply to manage the goals of 

controlled inflation and full employment.  However, in the current deregulated environment, the 

Fed now has to be concerned with financial system stability.  This is why we believe the central 

bank has opted to become more transparent.  The problem is, that by adopting this policy, the 

central bank has lost control over financial stress.  The data indicates that when the FOMC raises 

rates, financial stress tends to remain stable…until some sort of crisis occurs.  And, perversely, 

easing policy seems to have little effect on reducing stress.   

 

Instead, what seems to happen is that monetary policy, by being transparent and designed not to 

increase financial stress, leads to overconfident investors who tend to build asset prices to 

unsustainable levels.  This leads to eventual asset price corrections and easier monetary policy.  

Following Hyman Minsky’s theory, low financial stress becomes the catalyst for rising asset 

prices that eventually become problematic; unfortunately, the usual response of easing monetary 

policy does little to reduce financial stress.  

 

What does this mean for investors?  Sadly, it means that monetary policy seems designed to 

maintain low levels of financial stress and tends to lift asset prices to the point of 

unsustainability, which then leads to painful corrections.  This isn’t the only factor involved; this 

same monetary policy tends to foster long economic expansions which also support asset prices.  

Although each investor’s goals and risk tolerance is different, this analysis suggests that risks are 
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higher than they first appear and balanced portfolios are one of the better longer term responses 

to this condition.   

   

  
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 3/28/2017 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 3/28/2017 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 23, 2017 

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM 4Q TRAILING P/E

P
/E

Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 3/22/2017 = 20.7x

 
 

Based on our methodology,2 the current P/E is 20.7x, unchanged from last week.  
 
 
 
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. 

                                                 
2 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. 


