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[Posted: May 8, 2017—9:30 AM EDT]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.5% from the last close.  In Asia, the MSCI Asia Apex 50 

closed up 1.0% from the prior close.  Chinese markets were down, with the Shanghai composite 

down 0.8% and the Shenzhen index down 2.0%.  U.S. equity index futures are signaling a lower 

open.  With 414 companies having reported, the S&P 500 Q1 earnings stand at $30.64, higher 

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

earnings.  Thus far this quarter, 73.4% of the companies reported earnings above forecast, while 

20.5% reported earnings below forecast. 

 

Emmanuel Macron won a resounding victory in Sunday’s French presidential elections, winning 

66.1% to 33.9%, an even bigger landslide than polls suggested.  Le Pen did do well in the de-

industrializing north and in the anti-immigrant south, but she struggled elsewhere.  To win, Le 

Pen needed the left-wing populists to vote for her; instead, they either voted for Macron or 

abstained.  In addition, as we have seen in other elections, right-wing populists are never enough 

of an electorate to win outright.  The candidate must also gather support from establishment 

right-wingers and Le Pen apparently failed to gather support from the establishment right.  

Abstentions were 27% of the ballots, suggesting a rather disappointed electorate.   

 

The next political event will be legislative elections next month.  Current polls suggest Macron’s 

emerging party will get 24% of the seats, with the center-right attracting 22%.  The National 

Front is expected to grab 21% of the seats, with the left getting 28%.  The remaining 5% tends to 

go to fringe parties.  It isn’t clear if Macron can form a majority with his followers and the 

center-right, so the lack of power in the legislature could hamper his ability to press his 

deregulation platform into law.   

 

Although the major media is trumpeting Macron’s win as a triumph over populism, we doubt this 

election will signal the end of the movement.  It is important to remember that Jean-Marie Le 

Pen lost the 2002 presidential election 82.2% to 17.8% to Jacques Chirac.  So, even though 

Marine Le Pen was soundly beaten, her numbers improved dramatically in 15 years.  If Le Pen 

had been able to build a message that attracted the center-right, which is what Trump was able to 

accomplish, the outcome might have been much different.  On the other hand, the “Nader 

coalition”1 of the populist left and right failed to materialize in France and has mostly failed 

everywhere.  But, that doesn’t mean it could never occur. 

 

Market reaction to the Macron win was anti-climactic.  Given Macron’s lead in the polls, the 

financial markets had discounted his win by seeing European equities and the EUR rise into the 

                                                 
1 Nader, R. (2014). Unstoppable: The Emerging Left-Right Alliance to Dismantle the Corporate State. New York, NY: 
Nation Books. 
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vote.  Consequently, we are seeing long liquidation of positions, leading to a weaker currency 

and lower equities this morning.   

 

Saudi Arabia and Russia have signaled that the current production cut agreement could be 

extended into 2018.  Our position is that the Saudis will take the Draghi option (“do whatever it 

takes”) to prop up oil prices into the Saudi Aramco IPO next year.  The primary beneficiary will 

be U.S. domestic oil producers who will benefit from higher prices and the ability to gain market 

share from these overseas producers.   

 

China’s foreign reserves edged higher, up $20.4 bn to $3.029 trillion.  The Chinese government 

has been successful in cutting outflows from China, bolstering reserve numbers.  Although the 

trade data (see below) was a bit better than expected, it came mostly from falling imports.  

Commodity imports were especially disappointing, with crude import volumes down 15.8%, 

petroleum products down 3.4%, copper off a whopping 25.1% and iron ore down 13.0%.  The 

drop in commodity imports is a major negative for commodity-producing nations as it suggests 

that the Chinese economy may be slowing.  There are growing worries about China’s debt load.  

The FT2 quotes a World Bank study warning that state and local government borrowing is 

growing despite regulatory efforts to curtail debt growth.  These government entities are using 

the shadow banking system to lend to special purpose vehicles to expand borrowing and skirt 

regulatory hurdles.   

 

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

10:00 Labor Market Conditions Index m/m mar 1.0 0.4 **

EST Speaker or event

15:30 Loretta Mester speaks  to New York President of the Federal Reserve Bank of Cleveland

Economic Releases

Fed speakers or events

District or position

 
 

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 

                                                 
2 https://www.ft.com/content/799a1afa-3135-11e7-9555-
23ef563ecf9a?utm_source=The+Sinocism+China+Newsletter&utm_campaign=7796306811-
EMAIL_CAMPAIGN_2017_05_08&utm_medium=email&utm_term=0_171f237867-7796306811-
29661833&mc_cid=7796306811&mc_eid=e77499fecc (pay wall) 

https://www.ft.com/content/799a1afa-3135-11e7-9555-23ef563ecf9a?utm_source=The+Sinocism+China+Newsletter&utm_campaign=7796306811-EMAIL_CAMPAIGN_2017_05_08&utm_medium=email&utm_term=0_171f237867-7796306811-29661833&mc_cid=7796306811&mc_eid=e77499fecc
https://www.ft.com/content/799a1afa-3135-11e7-9555-23ef563ecf9a?utm_source=The+Sinocism+China+Newsletter&utm_campaign=7796306811-EMAIL_CAMPAIGN_2017_05_08&utm_medium=email&utm_term=0_171f237867-7796306811-29661833&mc_cid=7796306811&mc_eid=e77499fecc
https://www.ft.com/content/799a1afa-3135-11e7-9555-23ef563ecf9a?utm_source=The+Sinocism+China+Newsletter&utm_campaign=7796306811-EMAIL_CAMPAIGN_2017_05_08&utm_medium=email&utm_term=0_171f237867-7796306811-29661833&mc_cid=7796306811&mc_eid=e77499fecc
https://www.ft.com/content/799a1afa-3135-11e7-9555-23ef563ecf9a?utm_source=The+Sinocism+China+Newsletter&utm_campaign=7796306811-EMAIL_CAMPAIGN_2017_05_08&utm_medium=email&utm_term=0_171f237867-7796306811-29661833&mc_cid=7796306811&mc_eid=e77499fecc
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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 Foreign Reserves m/m apr $3.0295 tn $3.009 tn $3.020 tn ** Equity and bond neutral

Trade Balance m/m apr $38.05 bn $23.93 bn $35.20 bn ** Equity bullish, bond bearish

Imports m/m apr 11.9% 20.3% 18.0% ** Equity bullish, bond bearish

Exports m/m apr 9.0% 16.4% 11.3% ** Equity and bond neutral

Japan Consumer Confidence Index m/m apr 43.2 43.9 43.5 ** Equity and bond neutral

Australia Building Approvals y/y apr -19.9% -4.9% -10.0% ** Equity bearish, bond bullish

ANZ Job Advertisements m/m apr 1.4% 0.3% ** Equity and bond neutral

NAB Business Conditions m/m apr 14 14 ** Equity and bond neutral

NAB Business Confidence m/m apr 13 6 ** Equity and bond neutral

EUROPE

Eurozone Sentix Investor Confidence y/y may 27.4 23.9 25.2 ** Equity bullish, bond bearish

Germany Factory Orders y/y mar 2.4% 4.6% 2.1% ** Equity and bond neutral

UK Halifax House Price m/m apr -0.1% 0.0% 0.1% ** Equity and bond neutral

Switzerland Total Sight Deposits y/y may 573.1 bn 571.4 bn ** Equity and bond neutral

Domestic Sight Deposits y/y may 480.5 bn 479.5 bn ** Equity and bond neutral

Russia CPI y/y apr 4.1% 4.3% 4.2% *** Equity and bond neutral

AMERICAS

Canada Housing Starts m/m mar 214.0k 253.7k 215.0k ** 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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 118 118 0 Up

3-mo T-bill yield (bps) 87 87 0 Neutral

TED spread (bps) 31 31 0 Neutral

U.S. Libor/OIS spread (bps) 103 102 1 Up

10-yr T-note (%) 2.33 2.35 -0.02 Neutral

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

EUR/USD 3-mo swap (bps) 30 30 0 Up

Currencies Direction

dollar up Neutral

euro down Neutral

yen up Down

pound down 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 $49.12 $49.10 0.04% Short Covering

WTI $46.25 $46.22 0.06%

Natural Gas $3.23 $3.27 -1.16%

Crack Spread $16.41 $16.02 2.43%

12-mo strip crack $13.72 $13.47 1.89%

Ethanol rack $1.67 $1.67 0.06%

Gold $1,232.59 $1,228.01 0.37%

Silver $16.37 $16.34 0.15%

Copper contract $248.90 $252.85 -1.56%

Corn contract 369.00$       370.75$       -0.47%

Wheat contract 437.75$       442.25$       -1.02%

Soybeans contract 969.75$       973.00$       -0.33%

Baltic Dry Freight 994 1004 -10

Shipping

Energy Markets

Metals

Grains

 
 

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 mountain region.  Precipitation is expected for most of the 

western region.
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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 5, 2017 

 

In our most recent quarterly asset allocation meetings, our analysis determined that emerging 

markets would not be added to the portfolios.  Since this asset class has been this year’s best 

performer, some explanation is in order.  One of the primary reasons we have refrained from 

adding emerging markets is the dollar’s strength.   
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The blue line on this chart looks at the relative performance of emerging markets to the S&P 

500.  When the line is rising, the S&P is outperforming emerging markets.  The red line is the 

JPM real dollar index.  The two series are positively correlated at 80.8%, meaning that a stronger 

dollar tends to reflect the S&P 500 outperforming the emerging markets.  This correlation has 

weakened modestly recently, but is still quite elevated. 

 

The second reason we have been reluctant to add emerging markets is because the relative 

outperformance is occurring with weaker commodity prices. 
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Although the correlation isn’t as strong as with the dollar, rising commodity prices tends to 

coincide with stronger relative emerging market performance.  Although commodities are off 

their lows, they remain depressed. Thus, the current level of commodity prices seems to support 

weaker relative emerging market equities. 
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This chart shows a model of the emerging market/S&P 500 relative performance regressed 

against the JPM dollar index, the CRB index and fed funds (advanced six months).  Currently, 

the model is suggesting that emerging market equities are overvalued relative to the S&P against 

these three independent variables. 
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Despite this overvaluation, it is possible that the strong relative performance of emerging 

markets is anticipating a recovery in commodities, a slowing of monetary policy tightening or a 

weaker dollar.  The dollar lifted on expectations of tighter policy and if the FOMC does not raise 

rates as much as expected or if foreign central banks reverse their current easy policy stances, 

then the dollar could weaken.  However, this model suggests that emerging market equities have 

already discounted that outcome.  Thus, we are concerned that emerging market equities may be 

ahead of the fundamentals.  If this is true, the current strong performance of emerging markets 

could stall even with dollar weakness, rising commodities or a stall in Fed tightening.  And, if the 

dollar rises, commodities fall further or the FOMC raises rates according to the “dots plot,” 

emerging markets could be quite vulnerable.  For now, we believe the risks exceed the potential 

return from these levels.   

   

   

  
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 5/5/2017 close) 

 

-20.0% -10.0% 0.0% 10.0% 20.0%

Energy
Telecom

Financials
Utilities

Industrials
Consumer Staples

S&P 500
Materials

Health Care
Consumer Discretionary

Technology

YTD Total Return

-0.5% 0.0% 0.5% 1.0% 1.5% 2.0%

Financials

Health Care

Consumer Staples

Technology

S&P 500

Consumer Discretionary

Utilities

Industrials

Materials

Telecom

Energy

Prior Trading Day Total Return

 
(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 5/5/2017 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), 



 

 

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

www.confluenceinvestment.com 

9 

 

P/E Update 
 

May 4, 2017 
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P/E as of 5/3/2017 = 20.0x

 
 

Based on our methodology,3 the current P/E is 20.0x, up 0.1x from last week.  The rise in the 

multiple has mostly come from the recent rise in equity prices. 
 
 
 
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. 

                                                 
3 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. 


