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[Posted: May 1, 2017—9:30 AM EDT]  Global equity markets are mixed this morning with 

most markets closed for May Day.  Europe was closed today.  In Asia, the MSCI Asia Apex 50 

closed down 0.2% from the prior close.  Chinese markets were closed.  U.S. equity index futures 

are signaling a higher open.  With 290 companies having reported, the S&P 500 Q1 earnings 

stand at $30.40, higher than the $29.24 forecast for the quarter.  The forecast reflects a 9.1% 

increase from Q1 2016 earnings.  Thus far this quarter, 76.2% of the companies reported 

earnings above forecast, while 16.9% reported earnings below forecast. 

 

It’s May Day, the international labor day.  As noted above, a large number of financial markets 

are closed today, including China and most European markets.  Direct news flow is less than 

normal due to the closed markets.  Here are the items of note: 

 

See you in September: Congressional negotiators reached an agreement to fund the government 

into autumn when the debt ceiling will be hit and a broader spending package will be required.  

The vote is expected to be held early this week.  There is $12.5 bn of new military spending and 

$1.5 bn for border security, although no wall money was allocated.  The border spending only 

covers technology and repair to existing structures.  Democrats were able to spare spending for 

Planned Parenthood, money to pay for Medicaid for Puerto Rico and a modest $100 mm for 

opioid addition reduction.   

 

China’s PMI data a bit soft: China’s PMI data came in a bit soft at 51.2.  We have been 

watching steadily tightening policy in China and this may be an early sign that policy is starting 

to “bite.”   

 

 
(Source: Bloomberg) 
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This chart shows the overnight Shanghai LIBOR.  Since the January trough, rates are up just 

over 70 bps.  It is something of a surprise that policymakers are tightening policy into the 

October CPC meetings.  We have speculated that Chairman Xi wants to see a robust economy as 

he kicks off his second term.  The best explanation for tightening policy is growing concern over 

rising debt and non-performing loans.  China can achieve any growth it wants; it has an 

investment-driven growth model and so debt levels are the only constraints.  The problem with 

determining debt capacity is that it really can’t be established ex ante; it can only be established 

ex post.  In other words, the debt limit is discovered when a debt crisis occurs.  Until the crisis, 

no one really knows.  It is no great secret that China needs to change its model to drive growth 

from consumption.  The transition will (a) mean periods of lower growth, and (b) weaken the 

power of those who have benefited from the current investment model.   

 

The FOMC meets on Wednesday: We don’t expect any policy changes.  This meeting doesn’t 

have a press conference and lately the central bank seems to reserve changes for meetings with 

such conferences.  We will be watching for signs that the FOMC is teeing up for a June rate hike, 

but a lack of signal doesn’t mean that a hike won’t come.  After all, there wasn’t anything in the 

January meeting statement that hinted at a March rise.  The financial markets might take the lack 

of signal as an indicator that a hike is not coming soon, which would probably be a mistake.  We 

do look for the Fed to acknowledge that some of the economic data has softened, but we also 

expect the committee to suggest that the slowing is temporary.  

  

Matteo Renzi wins back party leadership: Renzi, the former PM of Italy, stepped down last 

year when he failed to pass political reform proposals.  He ran to lead the Democratic Party and 

won the leadership vote with 72% of the ballots cast.  Although Renzi is clearly popular within 

his party, the populist Five Star Movement continues to lead in the polls with 30% of the 

electorate.  Similar to the Netherlands, it isn’t clear whether the Five Star Movement can form a 

government as it’s possible no other party will work with it.  National elections are expected in 

February 2018; this may be the most risky election for the Eurozone in the next 12 months.   

 

Other European elections: In France, Macron continues to hold a dominating lead.  The latest 

polls show 60% support for Macron compared to 40% for Le Pen.  Although there are still 

reasons to worry about Sunday’s election (e.g., preference falsification may be overstating 

Macron’s support; the wide margin may lead to complacency and a low turnout, which would 

help Le Pen), overcoming 20 points in less than a week would be unprecedented in modern 

Western elections.  As we noted last week, Truman overcame such differences but it took him 

about two months.  We would not be shocked to see a tighter final vote; 55% for Macron to 45% 

for Le Pen would be a likely outcome, but a Le Pen victory would be a shocker.  Meanwhile, in 

Germany, the recent gains by Socialist Party candidate Martin Schulz are evaporating as 

Merkel’s lead has widened by eight points to 37%.  The most likely outcome for forming a 

government remains a “grand coalition” of the Socialists and the Christian Democrats/Christian 

Social Union.  The Greens and the Left Party are unlikely coalition candidates and the Free 

Democrats, often a junior coalition partner for the CDU/CSU, probably won’t get enough votes 

to form a government.  Still, a Merkel win in September will be seen as good for markets.   

 

Other items: Although the media focus continues around the 100-day mark for the Trump 

administration, we noted a couple of good weekend editorials.  The NYT carried an op-ed by 
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R.R. Reno suggesting that the Reagan era is over and the GOP is rapidly becoming a nationalist 

party.1  This is a theme we have been discussing since 2014; the U.S. two-party system is one of 

forced coalitions and these coalitions are currently in flux.  The cosmopolitan elites, who have 

benefited from globalization and deregulation, are becoming less welcome in the evolving GOP.  

We note a comment from The Hill that suggests the political obituaries for Steve Bannon were 

probably premature; economic nationalism has been a focus of the president’s recent speeches.2  

The FT noted in a similar op-ed that Sen. Sanders (I-VT) is now the most popular politician in 

the U.S.3  Rana Foroohar notes that voter concerns are mostly economic.  She also notes the 

leadership of the Democrat Party is remarkably ignoring this trend.  We are reminded of the 

German sociologist Max Weber who made a distinction between class and status.  Class is 

determined by income and wealth, while status is the social group(s) to which one belongs.  

Since Clinton, the Democrat Party has become less of a party of class and more of a party of 

status.  In other words, the party has focused on helping a status group’s power through 

regulation, which gives rise to its focus on racial and gender rights.  However, the Democrats 

have increasingly ignored class, becoming the party that supports technological disruption.  

Status rights are important but, in the current environment, not as important as class.  Donald 

Trump is recreating the GOP into a working-class party, which may become uncomfortable for 

some elements of the business class currently in that party’s coalition.  We don’t know how this 

is going to shake out but it does appear the coalitions are shifting and what defines a Democrat or 

Republican in the coming years may be much different than what defines them currently.   

 

U.S. Economic Releases 

 

Personal income came in below expectations at 0.2% compared to the forecast of 0.3%.  The 

prior report’s gain was revised downward from 0.4% to 0.3%.  Personal spending came in below 

expectations, remaining unchanged from the prior month compared to the forecast of a 0.2% rise.  

Real personal spending came in below expectations at 0.3% compared to the forecast of 0.4%. 

 

                                                 
1 https://www.nytimes.com/2017/04/28/opinion/sunday/republicans-are-now-the-america-first-party.html 
(paywall) 
2 http://thehill.com/homenews/administration/330987-bannon-reasserts-influence-in-100-days-push  
3 https://www.ft.com/content/b34f5536-2c02-11e7-bc4b-5528796fe35c (paywall) 

https://www.nytimes.com/2017/04/28/opinion/sunday/republicans-are-now-the-america-first-party.html
http://thehill.com/homenews/administration/330987-bannon-reasserts-influence-in-100-days-push
https://www.ft.com/content/b34f5536-2c02-11e7-bc4b-5528796fe35c
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The chart above shows the year-over-year change in personal income. 

 

The PCE deflator was in line with expectations, falling 0.2% from the prior month.  The core 

PCE was also in line with expectations, falling 0.1% from the prior month. 

 

 
 

The chart above shows the relationship between the year-over-year change in personal 

consumption and core personal consumption price deflators.  The drop in the PCE is further 

evidence of weak consumption in Q1 GDP; if consumption continues to weaken we expect the 

Fed to become more reluctant to raise rates.  

 

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



 

 

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

www.confluenceinvestment.com 

 5 

EDT Indicator Expected Prior Rating

9:45 Markit US Manufacturing PMI m/m apr 52.8 52.8 **

10:00 ISM Manufacturing PMI m/m apr 57.0 57.6 **

10:00 ISM Prices Paid m/m apr 67.5 70.5 **

10:00 ISM New Orders m/m apr 64.5 **

10:00 ISM Employment m/m apr 58.9 **

10:00 Construction Spending m/m mar 0.4% 0.8% **

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

China Manufacturing PMI m/m apr 51.2 51.8 51.7 ** Equity and bond neutral

Non-manufacturing PMI m/m apr 54.0 55.1 ** Equity and bond neutral

Japan Nikkei Japan PMI m/m apr 52.7 52.8 ** Equity and bond neutral

Vehicle Sales y/y apr 5.4% 13.8% ** Equity and bond neutral

India Eight Infrastructure Industries m/m apr 5.0% 1.0% ** Equity and bond neutral

Australia Corelogic House Px m/m apr 0.1% 1.4% ** Equity and bond neutral

AiG Perf of Mfg Index m/m apr 59.2 57.5 ** Equity and bond neutral

Melbourne Institute Inflation y/y apr 2.6% 2.2% ** Equity and bond neutral

Commodity Index SDR y/y apr 38.6% 50.1% ** Equity and bond neutral

EUROPE

Switzerland Retail Sales y/y mar 2.1% 0.6% ** Equity and bond neutral

AMERICAS

Canada MLI Leading Indicator y/y apr 0.5% 0.4% ** 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) 117 117 0 Up

3-mo T-bill yield (bps) 78 78 0 Neutral

TED spread (bps) 39 39 0 Neutral

U.S. Libor/OIS spread (bps) 100 99 1 Up

10-yr T-note (%) 2.30 2.28 0.02 Neutral

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

EUR/USD 3-mo swap (bps) 34 34 0 Up

Currencies Direction

dollar down Neutral

euro up Neutral

yen up Down

pound down Down

franc up 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. 

 
Price Prior Change Explanation

Brent $51.72 $52.05 -0.63% Long liquidation

WTI $49.08 $49.33 -0.51%

Natural Gas $3.29 $3.28 0.55%

Crack Spread $15.01 $15.12 -0.75%

12-mo strip crack $13.21 $13.32 -0.83%

Ethanol rack $1.73 $1.73 -0.30%

Gold $1,262.93 $1,268.28 -0.42%

Silver $17.13 $17.22 -0.51%

Copper contract $260.05 $260.75 -0.27%

Corn contract 371.00$       366.50$       1.23% Planting delays

Wheat contract 441.25$       432.25$       2.08%

Soybeans contract 964.25$       956.25$       0.84%

Baltic Dry Freight 1147 1154 -7

Shipping

Energy Markets

Metals

Grains

 
 

Heavy rains, snow and flooding are occurring in many parts of the Midwest (most of us spent the 

weekend avoiding rain in the St. Louis area).  The heavy rain and cold weather will delay 

planting, which may have an adverse impact on crop yields. 

 

Weather 

 

The 6-10 and 8-14 day forecasts show cooler to normal temperatures for most of the country, 

with warmer temps expected for the western region.  Precipitation is expected for most of the 

western region 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.  

 

April 28, 2017 

 

Last week, we discussed the impact of reducing the size of the Federal Reserve’s balance sheet 

on stocks and bonds.  This week we will discuss the effects of QE on monetary policy.  

 

The FOMC dropped rates to near zero by January 2009.  Although European central banks 

(including the ECB) have since taken policy rates below zero, in 2009, the “zero lower bound” 

was considered to be the lowest rates could fall.  Thus, when the Fed wanted to stimulate further, 

it felt it could not lower rates below zero.  The U.S. central bank was left with nothing but 

unconventional policy.  The two policy tools employed at this point were forward guidance and 

QE.  The former was a clear signal from the Fed that rates would be kept low for the foreseeable 

future.  The latter was the expansion of the balance sheet.   

 

The problem was that it was difficult to determine how much stimulus these tools generated.  

One attempt to answer this question came from the Atlanta FRB.  To estimate the impact of 

unconventional policy, Wu and Xia used the yield curve to measure the impact on borrowing 

rates. 

 

 
 

Based on their analysis, QE and forward guidance were the equivalent of negative nominal rates 

of nearly -3.0%.  As tapering set in, the “shadow” rate rose rapidly.  The bank has discontinued 

calculating the rate, suggesting that once the fed funds target rate leaves the zero floor, the 

applicability of the shadow rate is reduced.  Essentially, they argue that once rates lift off the 

zero bound, the shadow fed funds rate is no longer applicable.   
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Using the shadow rate as a guide, we can get a feel for how much policy has tightened relative to 

earlier cycles. 
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This chart shows the effective fed funds rate from 1957 to 1982, the estimated and actual target 

from 1982 to 2009, the shadow rate (shaded in yellow on the chart) from 2009 to 2015 and a 

return to the target rate after 2015.  We have then calculated the trough and peak in fed funds tied 

to the end of each expansion from 1960 through 2008 along with the current cycle using the 

shadow rate.   

 

Trough  Trough  Peak Peak Rate  Months  
Rate 
(bps) Month 

Rate 
(bps) Month Change 

Peak to 
Trough 

63 May-58 400 Nov-59 337 18 

379 Jul-67 900 Oct-69 521 27 

329 Feb-72 1078 Sep-73 749 19 

461 Jan-77 1378 Dec-79 917 35 

961 Aug-80 1910 Jun-81 949 10 

587 Dec-86 981 May-89 394 29 

475 May-99 650 Dec-00 175 19 

100 Apr-05 525 Jul-08 425 40 

-289 Aug-14 87.5 Mar-17 376.5 31 

      Average 
   

558.375 24.8625 

(Source: Haver Analytics, CIM) 

 

We have highlighted the current cycle in yellow and excluded it from the average.  To reach the 

average level that has preceded recessions in the past, the FOMC will need to make around seven 
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more rate hikes of 25 bps.  Excluding the Volcker money-targeting regime years would reduce 

the average by roughly 125 bps, meaning that the Yellen Fed will be flirting with recession with 

only two more rate hikes. 

 

We are quite concerned about this situation because of an unresolved policy debate.  It is unclear 

if QE stimulation is a function of the level or the change in the balance sheet.  If it’s the level, 

the balance sheet is quite large; however, if it’s the change that matters, then reducing the 

balance sheet could create unanticipated risks for the economy and markets. 

 

 
 

The balance sheet, scaled to GDP, is off its all-time highs but, at 23.4%, is well above the pre-

QE level of 5.8%.  If level is the key determinant of stimulus, then the FOMC can reduce the 

balance sheet substantially.  On the other hand, the Wu-Xia shadow rate seems to follow the 

yearly changes in the balance sheet. 
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Comments from Fed officials clearly signal that policymakers believe the level is the key 

indicator of stimulus; last week’s report, which compared equity markets to the level of the 

balance sheet, would support that contention.  However, as the above chart suggests, a case can 

be made that the change in the balance sheet has an impact as well. 

 

By 2018, it is quite possible the FOMC will have raised rates by another 50 bps and will have 

started the process of reducing the balance sheet.  The latter policy could tighten monetary policy 

by an unknown amount.  And, as we noted above, excluding the early Volcker years, two rate 

hikes may be getting us closer to recession levels than generally believed if the shadow rate 

accurately represents the actual trough in the policy rate.  It should be remembered that forward 

guidance was part of the policy as well.  Simply indicating that hikes will occur in the future 

affects financial markets today.  Although this isn’t an immediate concern, it appears we are 

gliding into a period of enhanced risk by autumn.  Adding to this issue is that both Chair Yellen 

and Vice Chair Fischer are expected to leave the FOMC in January.  Depending on who 

President Trump appoints, we could have a change in the policy stance of the central bank. 

 

We will be watching financial markets closely in the coming months to see how these issues we 

have raised over the past three weeks will affect the economy and financial markets.  Our 

concern is that policymakers and markets have never experienced a sustained drop in the Fed’s 

balance sheet; it may be innocuous or it may be a problem.  History will be of only modest use 

and thus the potential for a mistake will be elevated.   

   

  
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 4/28/2017 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 4/28/2017 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 
 

April 27, 2017 
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P/E as of 4/26/2017 = 19.9x

 
 

Based on our methodology,4 the current P/E is 19.9x, 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. 

                                                 
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 two actual quarters (Q3 and Q4) and two estimates (Q1 and Q2).  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. 


