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

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

0.6% from the prior close.  Chinese markets were up, with the Shanghai composite up 0.1% and 

the Shenzhen index up 0.7%.  U.S. equity index futures are signaling a higher open.  With 423 

companies having reported, the S&P 500 Q1 earnings stand at $30.65, higher than the $29.24 

forecast for the quarter.  The forecast reflects a 9.1% increase from Q1 2016 earnings.  Thus far 

this quarter, 72.8% of the companies reported earnings above forecast, while 20.8% reported 

earnings below forecast. 

 

There isn’t a lot of economic or market news this morning.  Most of the market talk is swirling 

around the low level of the VIX.  Our contention is that the Fed is actively trying to suppress 

financial stress; in doing so, the need for insurance against stress, essentially, the VIX, isn’t as 

necessary.  The problem that arises is that there are periods, such as the Great Financial Crisis, 

when investors lose faith in the Fed’s ability to contain stress.  In such periods, stress soars and, 

consequently, so does the VIX.  

 

 
 

This chart shows the Chicago FRB National Financial Conditions Index, one of the many 

different stress indices.  It has 105 different variables, including the level of interest rates, 

spreads, volatility indices for various financial products, precious metals prices, etc.  A reading 
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of zero is normal; any reading under zero suggests low financial stress.  Since the early 1990s, it 

appears the Fed has actively tried to prevent stress from developing.  The trouble with this policy 

is that it breeds complacency, encouraging investors to take on increasing risk, confident in the 

view that the central bank is protecting them from danger.  

 

Part of the problem with the VIX is that it suffers from time decay.  In other words, like most 

insurance, each day that the insurance isn’t needed the payment for the protection is permanently 

lost.  Simply recognizing that the VIX is low doesn’t necessarily mean that it should be bought; 

if conditions remain stable, it will continue to fall.  We view the low VIX as an indication of 

investor complacency but would argue that, at heart, it’s really a reflection of the conduct of 

monetary policy.   

 

There are three geopolitical concerns we are monitoring today.   

 

A surge in Afghanistan?  It appears the administration is considering an increase in U.S. 

military involvement in Afghanistan.  Over the past couple of years, the Taliban has been 

steadily gaining control of the countryside.  Advisors to the president are putting together a plan 

to boost U.S. troop presence with the goal of forcing the Taliban to negotiate a settlement.  

Currently, it appears that the level of troops is too small to be consequential but large enough to 

be a target.  However, it’s difficult to see how an increase of a few thousand troops will change 

the Taliban’s battle plan, which has always been to outlast the U.S.  In fact, this has generally 

been the battle plan of insurgents in Afghanistan throughout history.  Although we harbor serious 

doubts that escalation will work, the political danger is that much of the president’s political 

support came from those who supported a de-escalation of U.S. hegemony.  Escalating in 

Afghanistan flies in the face of that promise and could prompt a political backlash. 

 

A new president in South Korea.  Exit polls suggest that Moon Jae-in of the Democratic Party 

will become South Korea’s next president.  He is replacing the disgraced Park Geun-hye, who 

faces corruption charges.  South Korea tends to oscillate between conservative hardliners and 

more liberal leaders.  Park was a conservative who conducted a hardline policy with North 

Korea.  Moon is expected to be more conciliatory with the Kim regime.  History shows that 

neither stance seems to work all that well with North Korea.  At the same time, the incoming 

Moon government will face a tricky diplomatic situation with the U.S.  The Trump 

administration has been very critical of the free trade agreement with South Korea and has 

threatened the South Koreans with a bill for the THAAD missile defense system the U.S. 

recently installed on the peninsula.  Thus, the incoming Moon government will likely enjoy a 

very short honeymoon. 

 

How will Macron govern?  The new French president now faces parliamentary elections on 

June 11 and 18.  The goal of any French president is to have a majority of seats in the legislature 

so the government is unified.  However, Macron’s party is new and, at this juncture, has no seats 

in the legislature.  Although Macron has indicated his new party will have a candidate for every 

seat, it is difficult to see how he can assemble such a roster unless there are massive defections 

from the major parties.  So far, that hasn’t occurred.  There is still about a month before the first 

round of elections are held but the most likely outcome is a divided government where Macron 
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will have to work with a prime minister who isn’t from his party.  If there is disarray in France, 

the parties of the extreme left and right will tend to gain power.    

 

U.S. Economic Releases 

 

The National Federation of Independent Business Optimism Index came in above expectations at 

104.5 compared to the forecast of 104.0.  After peaking in January at 105.9, the index has been 

slowly falling.  It still remains quite elevated. 
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The table below shows the economic releases and Fed events scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 JOLTS Job Opening m/m mar 5725 5743 **

10:00 Wholesale Inventories m/m mar -0.1% -0.1% **

10:00 Wholesale Trade Sales m/m mar 0.6% **

EST Speaker or event

13:00 Eric Rosengren to address NY Assoc for Business Economics

16:15 Robert Kaplan Speaks in College Station, Texas

Economic Releases

Fed speakers or events

District or position

President of the Federal Reserve Bank of Dallas

President of the Federal Reserve Bank of Boston

 
 

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 BoP Current Account Balance m/m apr $19.0 bn $11.8 bn ** Equity and bond neutral

Japan Labor Cash Earnings m/m feb -0.4% 0.4% 0.5% ** Equity bearish, bond bullish

Real Cash Earnings y/y apr -0.8% 0.0% ** Equity and bond neutral

India Local Car Sales m/m apr 190788 190065 ** Equity and bond neutral

Australia Retail Sales m/m mar -0.1% -0.1% 0.3% ** Equity and bond neutral

Retail Sales ex inflation q/q 1q 0.1% 0.9% 0.5% ** Equity bearish, bond bullish

EUROPE

Germany Industrial Production y/y may 1.9% 2.5% 2.5% *** Equity and bond neutral

Trade Balance y/y mar 25.4 bn 19.9 bn 21.5 bn ** Equity bullish, bond bearish

Current Account Balance m/m apr 30.2 bn 20.4 bn 26.5 bn ** Equity bullish, bond bearish

Exports y/y may 0.4% 0.8% 0.2% ** Equity and bond neutral

Imports y/y may 2.4% -1.6% 1.6% ** Equity and bond neutral

France Bank of France Business Sentiment y/y apr 104 103 103 ** Equity and bond neutral

Budget Balance YTD y/y mar -29.6 bn -21.5 bn ** Equity and bond neutral

Italy Retail Sales y/y mar -0.4% -1.0% 0.7% ** Equity and bond neutral

Switzerland Unemployment Rate y/y apr 3.3% 3.3% 3.2% *** Equity and bond neutral

AMERICAS

Canada Bloomberg Nanos Confidence m/m may 59.0 59.4 ** Equity and bond neutral

Building Permits m/m mar -5.8% -2.5% 2.8% ** Equity bearish, bond bullish  
 

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) 88 88 0 Neutral

TED spread (bps) 31 30 1 Neutral

U.S. Libor/OIS spread (bps) 104 104 0 Up

10-yr T-note (%) 2.39 2.39 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 29 29 0 Up

Currencies Direction

dollar up Neutral

euro down Down

yen down Down

pound down Neutral

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 $49.27 $49.34 -0.14% Long liquidation

WTI $46.38 $46.43 -0.11%

Natural Gas $3.22 $3.17 1.42%

Crack Spread $16.55 $16.45 0.63%

12-mo strip crack $13.78 $13.71 0.52%

Ethanol rack $1.66 $1.66 -0.29%

Gold $1,224.49 $1,226.23 -0.14% Stronger Dollar

Silver $16.21 $16.23 -0.14%

Copper contract $250.00 $249.35 0.26%

Corn contract 367.25$       366.00$       0.34%

Wheat contract 434.25$       433.50$       0.17%

Soybeans contract 965.00$       964.75$       0.03%

Baltic Dry Freight 1001 994 7

Actual Expected Difference

Crude (mb) -2.0

Gasoline (mb) 0.4

Distillates (mb) -0.8

Refinery run rates (%) -0.30%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

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 5/8/2017 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 5/8/2017 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 4, 2017 
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Based on our methodology,1 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. 

                                                 
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. 


