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[Posted: March 31, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is down 0.3% from the last close.  In Asia, the MSCI Asia Apex 50 closed 

down 0.8% from the prior close.  Chinese markets were up, with the Shanghai composite up 

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

 

Global equity markets had a weak tone overnight but much of that is probably related to quarter-

end adjusting.  We did see good Chinese data (see below) and sentiment surveys remain robust.  

For example, the National Association of Manufacturers’ outlook survey hit a new all-time high 

for the 20-year history of the index.  We suspect some of this reflects hopes of trade relief from 

the Trump administration.  The key is whether or not this boost in sentiment, seen in both 

business and consumer surveys, will translate into real growth.  History suggests that we should 

see a boost to the economy over the next two to three quarters.  However, there isn’t much 

evidence in the actual output data of a robust expansion. 

 

On the trade issue, the administration is starting the push to address the trade deficit.  Commerce 

Secretary Ross and the U.S. trade representative (Robert Lighthizer, who hasn’t been confirmed 

yet) are expected to conduct a comprehensive study on how foreign nations are taking advantage 

of the U.S.  They are expected to report back to the president in 90 days on their findings.  At the 

same time, Peter Navarro, the head of the newly created National Trade Council, is arguing that 

there is too much “dumping” occurring that the U.S. isn’t penalizing.  Dumping occurs when a 

nation sells goods and services into the U.S. below the cost of production.   

 

Given the struggles this administration has faced in terms of execution, it remains to be seen if 

much will come of all this.  However, unlike health care and tax reform, there is much the 

president can do on trade without Congress.  And, there are few champions of free trade left in 

Congress.  Thus, we would expect little pushback from the legislature on protectionist measures.  

The reserve currency issue seems to have eluded this administration.  Simply put, the reserve 

currency nation needs to run a trade deficit or it reduces the global money supply and cuts 

growth.  The global ramifications of trade impediments will be negative for growth.   

 

It should be remembered that the quickest way to reduce imports is to weaken consumption. 
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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 

 
 

This chart shows the three-year average contribution to GDP from consumption and imports 

(imports shown on an inverted scale).  The two series are tightly correlated.  In general, the 

causality runs consumption to imports, which means that reducing imports doesn’t necessarily 

bring down consumption but consumption changes imports.  Thus, the attempt to simultaneously 

boost growth and lower imports probably fails. 

 

Of course, the other way to reduce the trade deficit would be to lift exports.  Exports are always 

dependent on foreign growth but are also sensitive to the dollar.  The Trump administration will 

likely figure out at some point that a weaker currency is key to narrowing the trade deficit. 
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Once this realization sets in, we would expect the FOMC to become the target of scorn as it 

raises rates.  If the administration wants a narrower trade deficit, it needs a weaker dollar, which 

would be helped by easier monetary policy.  The Fed raising the policy rate doesn’t support that 

goal. 

 

We note the president warned, via tweet, that meetings next week with General Secretary Xi will 

be contentious.  The steps the administration is taking with trade probably reflect this warning. 

 

In South Africa, President Zuma has fired his well-respected finance minister, Pravin Gordhan, 

in a bid to solidify control.  As we have noted, this move hasn’t been taken well by the financial 

markets.  Gordhan was seen as a steady leader, one who modified the free-spending habits of 

Zuma.  With Gordhan out of the way, markets fear an inflationary fiscal and regulatory 

expansion.   

  

U.S. Economic Releases 

 

Personal income was in line with expectations, rising 0.4% from the prior month.  Personal 

spending came in below expectations, rising 0.1% compared to the forecast of 0.2%.  Real 

spending came in below expectations, falling 0.1% compared to the forecast of a 0.1% rise. 

 

 
 

The chart above shows the year-over-year change in personal income. 

 

The PCE deflator was in line with expectations, rising 0.1% from the prior month.  The core PCE 

was also in line with expectations with a rise of 0.2% from the prior month.  
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The chart above shows the relationship between the year-over-year change in personal 

consumption and core personal consumption price deflators.  Although the PCE deflator 

exceeded the Fed’s 2.0% target, coming in at 2.1%, the core PCE came in at 1.8%.  This supports 

the Fed’s case that further tightening is needed. 

 

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

EDT Indicator Expected Prior Rating

9:45 Chicago Purchasing Manager m/m mar 56.9 57.4 **

10:00 U. of Michigan Sentiment m/m mar 97.6 97.6 **

10:00 U. of Michigan Current Expectations m/m mar 114.5 **

10:00 U. of Michigan Expectations m/m mar 86.7 **

10:00 U. of Michigan 1 yr Inflation m/m mar 2.4% **

10:00 U. of Michigan 5-10 yr Inflation y/y feb 2.2% **

EST Speaker or event

12:30 Neel Kashkari Answers Questions at Banking Conference

Economic Releases

Fed speakers or events

District or position

President of the Federal Reserve Bank of Minneapolis  
 

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 
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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 Manufacturing PMI m/m mar 51.8 51.6 51.7 ** Equity and bond neutral

Non-manufacturing PMI m/m mar 55.1 54.2 ** Equity and bond neutral

Japan Housing Starts y/y mar -2.6% 12.8% -1.4% ** Equity and bond neutral

Annualized Housing Starts m/m mar 0.940m 1.001m 0.953m ** Equity and bond neutral

Construction Orders y/y mar 5.7% 1.1% ** Equity and bond neutral

Jobless Rate y/y feb 2.8% 3.0% 3.0% *** Equity and bond neutral

Industrial Production y/y feb 4.8% 3.7% 3.9% *** Equity bullish, bond bearish

National CPI y/y feb 0.3% 0.4% 0.2% *** Equity and bond neutral

Overall Household Spending y/y feb -3.8% -1.2% -1.7% ** Equity bearish, bond bullish

India Eight Infrastructure Industries m/m feb 1.0% 3.4% ** Equity and bond neutral

Australia Private Sector Credit m/m feb 0.3% 0.2% 0.5% ** Equity bearish, bond bullish

New Zealand Building Permits m/m feb 14.0% 0.8% ** Equity bullish, bond bearish

ANZ Activity Outlook y/y mar 38.8 37.2 ** Equity and bond neutral

ANZ Business Confidence y/y mar 11.3 16.6 ** Equity and bond neutral

EUROPE

Eurozone CPI Core y/y mar 0.7% 0.9% 0.8% *** Equity and bond neutral

CPI Estimate y/y mar 1.5% 2.0% 1.8% *** Equity and bond neutral

Germany Retail Sales y/y feb -2.1% 2.3% 0.4% ** Equity bearish, bond bullish

Unemployment Rate y/y mar 5.8% 5.9% 5.9% ** Equity and bond neutral

France CPI y/y mar 1.1% 1.2% 1.2% ** Equity and bond neutral

PPI y/y feb -0.8% 3.3% *** Equity and bond neutral

Consumer Spending m/m mar 0.5% 1.4% 1.1% ** Equity bearish, bond bullish

Italy CPI y/y feb 1.4% 1.5% 1.5% *** Equity and bond neutral

PPI y/y feb 3.7% 2.8% *** Equity bullish, bond bearish

UK Nationwide House y/y mar 3.5% 4.5% 4.0% ** Equity and bond neutral

Current Account Balance y/y 4q -12.1b -25.5b -16.0b ** Equity and bond neutral

GDP y/y 4q 1.9% 2.0% 2.0% *** Equity and bond neutral

Index of Services m/m jan -0.1% 0.2% 0.2% ** Equity bearish, bond bullish

Total Business Investment y/y 4q -0.9% -0.9% -0.9% ** Equity and bond neutral

Russia Money Supply Narrow Def m/m mar 8.81t 8.93t ** Equity and bond neutral

AMERICAS

Canada GDP y/y jan 2.3% 2.0% 1.9% *** Equity bullish, bond bearish

Brazil Economic Activity y/y jan -0.8% -1.8% -0.5% ** Equity bearish, bond bullish

National Unemployment rate y/y feb 13.2% 12.6% 13.1% ** Equity and bond neutral

Mexico Budget Balance YTD y/y feb -29.6b -31.5b ** Equity and bond neutral

.

 
 

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) 115 115 0 Up

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

TED spread (bps) 40 40 0 Neutral

U.S. Libor/OIS spread (bps) 93 93 0 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) 24 24 0 Up

Currencies Direction

dollar up Neutral

euro up Neutral

yen up Down

pound up Down

franc up Neutral

Central Bank Action Current Prior Expected

Mexican Overnight Rate 6.500% 6.250% 6.500% 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 $52.62 $52.96 -0.64% long liquidation

WTI $50.09 $50.35 -0.52%

Natural Gas $3.22 $3.19 0.88%

Crack Spread $18.56 $18.64 -0.44%

12-mo strip crack $14.73 $14.76 -0.19%

Ethanol rack $1.67 $1.65 0.85%

Gold $1,242.52 $1,242.64 -0.01% Stronger dollar

Silver $18.10 $18.12 -0.11%

Copper contract $265.70 $267.15 -0.54%

Corn contract 358.75$       357.50$       0.35%

Wheat contract 422.25$       421.00$       0.30%

Soybeans contract 961.50$       963.00$       -0.16%

Baltic Dry Freight 1324 1338 -14

Actual Expected Difference

Crude (mb) 0.9 1.4 -0.5

Gasoline (mb) -3.7 -2.0 -1.7

Distillates (mb) -2.5 -1.1 -1.4

Refinery run rates (%) 1.90% 0.50% 1.4%

Natural gas (bcf) -43.0 -37.0 -6.0

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 northern states. 
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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 31, 2017 

 

Historically, recessions tend to come from three sources—overly tight monetary policy, 

geopolitical events and inventory overhangs.  The latter has mostly become irrelevant due to 

improved inventory management, leaving overly tight monetary policy and geopolitical events as 

the typical causes of downturns.  As our regular readers know, we monitor both quite closely.   

 

One of the problems with monetary policy is determining “tightness.”  Although we have a 

plethora of models that attempt to calculate the “neutral rate” for fed funds, in reality, the correct 

neutral rate changes over time due to economic conditions.  Again, we usually focus on inflation 

and the most visible data, such as the employment report and GDP, to gauge the health of the 

economy.  However, we also monitor more obscure numbers which may offer insights into the 

economy that are not being picked up by the bigger and more common reports. 

 

One of these lesser watched metrics tracks vehicle miles driven.  The Federal Highway 

Administration measures how many miles are being driven by all vehicles, including commercial 

vehicles and passenger cars and trucks.  We have found that miles driven are sensitive to 

economic activity and oil prices. 
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These charts show the same data on different time scales.  The left chart shows the rolling 12-

month data on vehicle miles driven since the early 1970s.  The gray bars indicate periods when 

the monthly total is not a new peak.  Once a new peak is reached, the gray bar ends.  Although 

there have been short-term declines from the peak, there were three significant events seen in 

1973-75, 1979-82 and 2007-2014.  All three of these events occurred during deep recessions that 

coincided with high oil prices.  The chart on the right shows the data since 2000.  Note that we 

finally reached a new peak in early 2015, just over seven years after the previous high in late 

2007.   
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As the chart on the right shows, in 2014, miles driven began to accelerate, suggesting the 

economy was improving.  However, since Q2 2016, the growth rate in miles driven has started to 

stall.  Although it is still making new highs, the slowdown does raise concerns. 

 

 
 

This chart shows the annual change in the 12-month rolling total for vehicle miles driven.  Until 

2012, negative readings coincided with recessions but only severe ones that also suffered from 

high oil prices.  However, even the 1990-91 downturn, which was part of the oil spike caused by 

the Iraqi invasion of Kuwait, did not bring a negative reading to this number.   

 

There is a structural trend in the data as well.  Note that the level of driving seems to grow at a 

slower pace during each expansion.  The expansion after the 1973-75 recession was 3.8%; the 

expansion after the 1980-82 recession was 4.1%.  However, the subsequent growth rate after the 

1990-91 recession was 2.5% and after the 2001 recession was 1.3%.  In this expansion, the 

average growth rate in miles driven is a mere 0.8%.  Why are fewer miles being driven?  We 

suspect a number of factors are at work.  To some extent, the law of large numbers is having an 

effect.  There are simply constraints to driving that are probably leading to slower growth, 

namely, road infrastructure and the amount of the population that can afford to own a car.  The 

aging baby boom population is being replaced by Americans who seem to drive less.1  The 

advent of social media may reduce the need to drive; baby boomers used to “cruise” to meet 

friends.  The internet allows gatherings to occur without leaving home. 

 

                                                 
1 https://www.washingtonpost.com/news/wonk/wp/2014/10/14/the-many-reasons-millennials-are-shunning-
cars/?utm_term=.3061591ca7d9  

https://www.washingtonpost.com/news/wonk/wp/2014/10/14/the-many-reasons-millennials-are-shunning-cars/?utm_term=.3061591ca7d9
https://www.washingtonpost.com/news/wonk/wp/2014/10/14/the-many-reasons-millennials-are-shunning-cars/?utm_term=.3061591ca7d9
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Still, the jump in the data from 2014 into early 2016 and the subsequent slowdown do concern 

us.  This drop could be an early warning that consumers are retrenching; the lack of wage growth 

may be weighing on household spending.  We note that consumption trends are showing slowing 

growth. 

 

 
 

This chart shows the three-year moving average of the contribution to GDP coming from 

household consumption.  The sharp decline in the last recession shows how damaging the last 

recession was to the household sector.  Although the recovery has been robust, the level of 

growth remains well below previous cycles.  In addition, for the past three quarters, the trend 

contribution level has been stuck at 2%.  If this reading fails to accelerate, it would suggest 

growth will remain slow. 

 

Thus, the miles driven number does suggest some softening in the economy.  The slowdown 

isn’t serious enough to signal an imminent recession, but it should give policymakers pause on 

moving aggressively on interest rates.  If monetary policy remains accommodative, the bullish 

environment for equities should remain in place.   

   

  
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 3/30/2017 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 3/30/2017 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 30, 2017 
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P/E as of 3/29/2017 = 20.8x

 
 

Based on our methodology,2 the current P/E is 20.8x, up 0.1x from last week.  Elevated equity 

values and falling earnings expectations for Q1 led to the modest rise. 
 
 
 
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. 


