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[Posted: May 23, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 0.8% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.2% from the prior close.  Chinese markets were down, with the Shanghai composite down 

0.5% and the Shenzhen index down 2.1%.  U.S. equity index futures are signaling a higher open.  

With 473 companies having reported, the S&P 500 Q1 earnings stand at $30.80, higher than the 

$29.24 forecast for the quarter.  The forecast reflects a 9.1% increase from Q1 2016 earnings.  

Thus far this quarter, 73.2% of the companies reported earnings above forecast, while 20.3% 

reported earnings below forecast. 

 

A deadly terrorist attack occurred in Manchester, U.K. last night as an apparent suicide bomber 

exploded a bomb outside a concert venue as a concert was ending.  At present, 22 have died and 

over 50 were wounded.  IS has taken responsibility for the attack.  The effect on financial 

markets was small, although it may become an issue if (a) there are follow up attacks, and/or (b) 

if it affects the Tories’ lead in the polls.   

 

EU negotiators and Greece failed to reach an agreement on debt relief despite seven hours of 

talks.  Nothing has really changed; the IMF and Greece want debt relief and the Northern 

Europeans don’t want to give them any.  We look for a patch to get Greece through the summer 

and then serious talks that will involve debt forgiveness will be likely after the German elections 

this autumn.  The good news is that this issue shouldn’t affect markets; the bad news is that we 

doubt Germany will be any more open to debt forgiveness after the election and Greece will 

eventually have to face exiting the Eurozone. 

 

EU negotiators finished talks on Brexit and have given negotiators a mandate to extract 

maximum costs for legacy promises, while also requiring Britain to offer broad EU citizen rights 

to those living in the U.K.  This looks to us as an opening position for talks but if these are the 

actual demands of the EU then we expect the U.K. to simply walk away from talks and live 

without trade access to the EU beyond what is proffered by WTO rules.  A “hard” Brexit will be 

quite damaging to the U.K. economy; it’s hard to imagine the London financial district surviving 

in its present form.  At the same time, an EU without Britain is one that loses its most potent 

military and thus will be vulnerable to Russian intrusions.  The EU is worried that if it doesn’t 

take a hard line on the U.K., other nations may decide to exit the EU, too; at the same time, too 

harsh of a stance may end up being a loss for both sides. 

 

Oil prices fell overnight but have worked their way back to unchanged.  We expect the Saudis to 

“do whatever it takes” to keep prices propped up.  However, there are reports that the Trump 

administration is considering selling off half of the nation’s SPR, or about 344 mb of oil, which 

would seriously undermine OPEC efforts to keep prices high.  After the warm meetings the 
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president just had in Riyadh, it seems unlikely that this proposal will have legs.  But if it does, it 

would be a negative for oil prices. 

 

Finally, we are seeing a major spike in bitcoin prices. 

 

 
(Source: Bloomberg) 

 

It isn’t clear what is causing this parabolic move in the cryptocurrency.  Sales against yen are 

rising but that may be due to reports that the currency is gaining wider acceptance as a medium 

of exchange.  In some respects, cryptocurrencies have all the benefits of gold with less downside; 

it can be transmitted electronically and is weightless!  However, it isn’t obvious that the 

blockchain is completely immune to hacking.  Still, this rally does have the look of a mania and 

may have become the instrument of any “fear trades” in the market.   

 

U.S. Economic Releases 

 

There were no economic releases prior to the publication of this report.  The table below shows 

the economic releases and Fed events scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

9:45 Markit Eurozone Services m/m may 53.1 53.1 **

9:45 Markit Eurozone Composite m/m may 53.2 **

10:00 New Home Sales m/m apr 610k 621k **

10:00 New Home Sales m/m apr -1.8% 5.8% **

10:00 Richmond Fed Manufacturing Index m/m may 15 20 **

EST Speaker or event

15:00 Neel Kashkari speaks at Minneapolis

17:00 Patrick Harker Speaks in New York President of the Federal Reserve Bank of Philadelphia

Economic Releases

Fed speakers or events

District or position

President of the Federal Reserve Bank of Minneapolis
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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 Nikkei Japan PMI Mfg m/m apr 52.0 52.7 ** Equity and bond neutral

All Industry Activity Index m/m apr -0.6% 0.7% -0.5% ** Equity bearish, bond bullish

Supermarket Sales y/y apr 0.6% -1.8% ** Equity and bond neutral

National Dept Sales y/y apr 0.7% -0.9% ** Equity and bond neutral

Tokyo Dept Store Sales y/y apr -0.8% -0.2% ** Equity and bond neutral

Machine Tool Orders y/y apr 34.7% 34.7% ** Equity and bond neutral

Australia ANZ Roy Morgan Consumption y/y apr 110.4 109.4 ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Manufacturing m/m may 57.0 56.7 56.5 ** Equity bullish, bond bearish

Markit Eurozone Services y/y may 56.2 56.4 56.4 ** Equity and bond neutral

Markit Eurozone Composite y/y may 56.8 56.8 56.7 ** Equity and bond neutral

Germany GDP y/y 1q 2.9% 2.9% 2.9% *** Equity and bond neutral

Exports q/q 1q 1.3% 1.8% 1.5% ** Equity and bond neutral

Imports q/q 1q 0.4% 3.1% 1.0% ** Equity and bond neutral

Markit/BME Germany Manufacturing m/m may 59.4 58.2 58.0 ** Equity bullish, bond bearish

Markit Germany Services m/m may 55.2 55.4 55.5 ** Equity and bond neutral

Markit/ BME Germany Composite m/m may 57.3 56.7 56.6 ** Equity and bond neutral

France Business Confidence m/m may 105 104 105 ** Equity and bond neutral

Manufacturing Confidence m/m may 109 108 108 ** Equity bullish, bond bearish

Production Outlook Indicator m/m may 7 1 ** Equity bullish, bond bearish

Markit France Manufacturing m/m may 54.0 55.1 55.2 ** Equity and bond neutral

Markit France Services m/m may 58.0 56.7 56.7 ** Equity bullish, bond bearish

Markit France Composite m/m may 57.6 56.6 56.6 ** Equity and bond neutral

UK Public Finances m/m apr -15.2 bn 34.3 bn ** Equity and bond neutral

Central Government m/m apr -15.2 bn 18.3 bn 8.0 bn ** Equity bearish, bond bullish

Public Sector Net Borrowing m/m apr 9.6 bn 4.4 bn 8.7 bn ** Equity and bond neutral

CBI Retailing Reported Sales m/m may 2 38 10 ** Equity and bond neutral

CBI Total Dist. Reported Sales m/m may 18 44 31 ** Equity and bond neutral

Switzerland Trade Balance m/m apr 1.97 bn 3.1 bn ** 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) 119 117 2 Up

3-mo T-bill yield (bps) 90 89 1 Neutral

TED spread (bps) 29 28 1 Neutral

U.S. Libor/OIS spread (bps) 105 105 0 Up

10-yr T-note (%) 2.25 2.24 0.01 Neutral

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

EUR/USD 3-mo swap (bps) 31 31 0 Up

Currencies Direction

dollar up Neutral

euro down Down

yen up Down

pound down Neutral

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 $53.66 $53.87 -0.39% Long liquidation

WTI $50.94 $51.13 -0.37%

Natural Gas $3.28 $3.33 -1.56%

Crack Spread $17.68 $17.82 -0.79%

12-mo strip crack $15.26 $15.33 -0.46%

Ethanol rack $1.62 $1.62 -0.06%

Gold $1,259.68 $1,260.63 -0.08% Stronger Dollar

Silver $17.13 $17.17 -0.19%

Copper contract $258.15 $259.55 -0.54%

Corn contract 372.25$       375.00$       -0.73%

Wheat contract 431.00$       434.25$       -0.75%

Soybeans contract 951.00$       956.50$       -0.58%

Baltic Dry Freight 954 956 -2

Actual Expected Difference

Crude (mb) -2.0

Gasoline (mb) -0.8

Distillates (mb) -1.0

Refinery run rates (%) 0.00%

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 expected for the central 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.  

 

May 19, 2017 

 

One of the significant “known/unknowns” is the true condition of the labor market.  The below 

chart highlights the issue. 

 

 
 

The blue line is the unemployment rate, while the red line is the employment/population ratio 

(scale inverted).  From 1980 until 2010, these two series closely tracked each other.  During the 

period since the last recession, the two have clearly diverged.  The current unemployment rate is 

4.4%; if the relationship from 1980 to 2010 had held constant, the unemployment rate would be 

approximately 7.5%.   

 

For policymakers, the problem is determining which measure of the labor market best 

characterizes the degree of slack in the economy.  If the employment/population ratio is correct, 

then ample slack exists and policymakers should keep policy accommodative.  If the 

unemployment rate is the better measure, then labor markets are tight and the FOMC needs to be 

raising rates.  

 

To determine the degree of accommodation, we use four variations of the Mankiw Rule.  The 

Mankiw Rule models attempt to determine the neutral rate for fed funds, which is a rate that is 

neither accommodative nor stimulative.  Mankiw’s model 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, 
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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.     
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Using the unemployment rate, the neutral rate is now 3.29%.  Using the employment/population 

ratio, the neutral rate is 1.13%.  Using involuntary part-time employment, the neutral rate is 

2.60%.  Using wage growth for non-supervisory workers, the neutral rate is 1.15%.  Note that for 

two of the variations, wage growth and the employment/population ratio, the FOMC is already 

near the neutral rate.  The fact that policymakers appear driven to lift rates further suggests they 

believe that some other measure is a proper measure of slack.  

 

Since the Great Financial Crisis, it has been unclear which measure of employment accurately 

characterizes the labor market.  Because the Fed had been conducting very easy monetary policy, 

the debate was mostly academic; that isn’t the case anymore.  If the most accurate measure is 

actually the employment/population ratio or wage growth, but the Fed thinks either the 

unemployment rate or involuntary part-time employment is the correct indicator of slack, then 

policymakers could run the risk of overtightening and potentially risking a recession.   
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TIGHT POLICY

EASY POLICY

NEUTRAL RATE = 1.15%

 
 

This chart shows the issue; this is the Mankiw model variation using wage growth.  The lower 

line on the chart shows the deviation from the neutral rate as projected by the model.  When the 

rate is below zero, policy is leaning toward accommodative.  Note the parallel lines on the lower 

part of the chart; these lines measure a standard error on either side of the neutral rate.  When the 

deviation is within the parallel lines, it suggests policy is mostly neutral.  Thus, based on wage 

growth, we are close enough to neutral policy that the Fed could stand pat until either wage 

growth accelerates or core CPI rises.   

 

Thus, the coming months will be key.  If this model is the most accurate measure of slack then 

the Fed needs, at most, one more hike.  Policy would be tight at a fed funds target of 2.40%, so 

there is some margin for error.  Based on the dots chart, we would be at this level by the end of 

next year.  Simply put, we could be approaching a period where monetary policy shifts to a 

headwind.  

 

The path of monetary policy has been a key element in the asset allocation committee’s analysis 

of the economy and markets.  We are moving into a more critical phase where the potential for a 

policy error is rising.  By year’s end, we could have a fed funds rate that would be modestly 

higher than neutral using at least two of the four variations of the Mankiw Rule model.  That 

would increase the potential for a recession which we would expect to have a negative impact on 

equity markets.  Thus, this is an issue we will be closely monitoring into the second half of 2017. 

   

  
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 5/22/2017 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 5/22/2017 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 
 

May 18, 2017 
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P/E as of 5/17/2017 = 19.9x

 
 

Based on our methodology,1 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. 

                                                 
1 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. 


