
 

 

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

www.confluenceinvestment.com 

 1 

[Posted: May 24, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is down 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 closed 

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

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

475 companies having reported, the S&P 500 Q1 earnings stand at $30.79, higher than the 

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

Thus far this quarter, 73.5% of the companies reported earnings above forecast, while 20.2% 

reported earnings below forecast. 

 

Financial and commodity markets are very quiet this morning.  U.S. equity futures markets are 

mostly steady, the dollar is becalmed and there is a modest bid for Treasuries.  There was some 

important news overnight.  Here are the high points: 

 

Moody’s downgrades China: The U.S. credit rating agency downgraded Chinese sovereign 

debt from Aa3 to A1.  In the previous rating, Chinese debt was considered “high quality and very 

low credit risk.”  The agency describes the new rating as “upper-medium grade and low credit 

risk.”  The reason for the downgrade is Moody’s estimation that debt levels are high and growth 

is slowing.  Initially, Chinese markets weakened on the news but recovered after the initial 

shock.  In China, there are essentially two groups fighting over this issue.  One group wants to 

address the debt issue by restructuring the economy away from investment and toward 

consumption.  This action will likely reduce growth but would, paradoxically, improve wellbeing 

as more funds end up with households.  The other group is wedded to growth at all costs and 

wants to keep investment high even if it requires more debt.  President Xi must balance these two 

groups; there is no clear favorite, although, like his predecessors, he tends to lean toward the 

latter.  The Moody’s decision will tend to strengthen the hand of the former group.  In reality, 

this is a warning.  In the near term, China will likely be able to maintain decent growth and 

social stability.  However, at some point, China will need to restructure its economy or face 

either a major social breakdown or years of Japanese-style stagnation. 

 

Britain raises terror threat level to “critical”: In the British warning system, this level means 

that an attack is expected imminently.  Previously, the level was “severe,” meaning an attack is 

highly likely; most of the time, this is the government’s threat level.  Until yesterday’s increase, 

the level had been severe for 998 days.  So far, financial markets are taking the terrorist event in 

stride. 

 

Fed minutes later today: Although most FOMC minutes are a bit of a yawn, the most recent 

ones have been closely monitored not only for clues on the path of future interest rates but also 

on balance sheet management.  We expect quiet markets going into the release of the minutes at 
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2:00 EDT.  We note that the current fed funds futures projection of a rate hike at the June 13-14 

meeting is 100%, so any surprise would be a dovish one. 

 

The Trump budget: We are not spending a lot of time on the recently released Trump budget 

because it has almost no chance of getting approved.  But, there are a couple of issues the budget 

does highlight that are worth examining.  First, when the decision is made to hold the two major 

middle-class entitlements, Social Security and Medicare, untouched, the budget is a battle over 

defense spending and everything else.  If the decision is made to raise defense spending, then 

everything else is going to be reduced unless revenue is raised through some form of revenue 

enhancement, either overt tax increases or less obvious reforms that reduce tax expenditures.  

Until the major middle-class entitlements are addressed, this is the problem budget officers face.  

Second, the growth problem is a real issue and if anyone has the answer to this one they can 

expect heroic treatment from future historians.   

 

 
 

This chart shows the quarterly change in GDP, annualized, with the 10-year average of the data 

and the 3% growth line.  Since the early 1950s, economic growth has tended to hold around 3%.  

It’s only been since the lackluster recovery from the Great Financial Crisis that growth has been 

persistently sluggish.  The current 10-year average is a mere 1.4%, although the average is 

affected by the deep drop in growth in 2008.  Getting growth back to 3% is key; it’s not clear 

how exactly to do that.  Our take is that the key to depressed growth is deleveraging.  If one 

wants to boost growth then reducing the debt load, mostly on households, is critical.  This isn’t 

the only issue but, in our opinion, it’s the most important factor.   
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U.S. Economic Releases 

 

MBA mortgage applications rose 4.4% from the prior week.  Purchases fell by 0.8%, while 

refinancing rose 10.5%.  The average 30-year fixed rate mortgage fell by 6 bps from 4.23% to 

4.17%. 

 

The Q1 house price purchase index rose 1.4% from the prior quarter.  The FHFA home price 

index came in stronger than forecast, up 0.6% compared to estimates of a 0.5% rise.   

 

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

EDT Indicator Expected Prior Rating

10:00 Existing Home Sales m/m apr 5.65 mn 5.71 mn **

10:00 Existing Home Sales m/m apr -1.1% 4.4% **

EST Speaker or event

14:00 FOMC Rate Decision

18:00 Robert Kaplan Speaks in College Station, Texas

21:25 Charles Evans Speaks in Shanghai

Economic Releases

President of the Federal Reserve Bank of Chicago

Fed speakers or events

District or position

Members of the Board of Governors

President of the Federal Reserve Bank of Dallas

 
 

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 Leading Index m/m apr 105.5 105.5 ** Equity and bond neutral

Coincindent Index m/m apr 114.4 114.6 ** Equity and bond neutral

Australia Westpac Leading Index y/y apr -0.12% 0.08% ** Equity and bond neutral

Skilled Vacancies m/m apr 0.1% -0.6% ** Equity and bond neutral

Construction Work Done q/q 1q -0.7% -0.2% -0.5% ** Equity bearish, bond bullish

New Zealand Trade Balance m/m apr 578 mn 332 mn 267 mn ** Equity bullish, bond bearish

Exports m/m apr 4.75 bn 4.65 bn 4.40 bn ** Equity bullish, bond bearish

Imports m/m apr 4.17 bn 4.31 bn 4.10 bn ** Equity and bond neutral

EUROPE

Germany GfK Consumer Confidence m/m jun 10.4 10.2 10.2 ** Equity and bond neutral

AMERICAS

Brazil FGV Consumer Confidence m/m may 84.2 82.2 ** Equity and bond neutral

Canada Wholesale Trade Sales m/m mar 0.9% -0.2% 0.8% ** Equity and bond neutral

Bloomberg Nanos Confidence m/m may 57.9 58.1 ** Equity and bond neutral

Mexico Retail Sales y/y june 6.1% 3.6% 5.5% ** Equity bullish, bond bearish  
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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) 119 119 0 Up

3-mo T-bill yield (bps) 91 89 2 Neutral

TED spread (bps) 28 29 -1 Neutral

U.S. Libor/OIS spread (bps) 107 107 0 Up

10-yr T-note (%) 2.28 2.28 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 33 33 0 Up

Currencies Direction

dollar down Neutral

euro up Down

yen down Down

pound up Neutral

franc down Neutral

Central Bank Action Current Prior

Bank of Canada Rate Decision 0.500% 0.500% 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 $54.26 $54.15 0.20% Short Covering

WTI $51.51 $51.47 0.08%

Natural Gas $3.21 $3.22 -0.37%

Crack Spread $17.75 $17.47 1.60%

12-mo strip crack $15.34 $15.19 1.01%

Ethanol rack $1.60 $1.61 -0.38%

Gold $1,251.97 $1,251.22 0.06%

Silver $17.08 $17.06 0.10%

Copper contract $257.85 $259.60 -0.67%

Corn contract 370.75$       369.50$       0.34%

Wheat contract 429.75$       429.50$       0.06%

Soybeans contract 948.75$       948.25$       0.05%

Baltic Dry Freight 949 954 -5

Actual Expected Difference

Crude (mb) -2.0

Gasoline (mb) -0.8

Distillates (mb) -1.0

Refinery run rates (%) 0.00%

Natural gas (bcf) 72.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report
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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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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 5/23/2017 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 5/23/2017 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. 


