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[Posted: December 02, 2016—9:30 AM EST]  Global equity markets are down this morning.  

The EuroStoxx 50 is down 1.3% from the last close.  In Asia, the MSCI Asia Apex 50 closed 

1.2% higher from the prior close.  Chinese markets were lower, with the Shanghai composite 

down 0.9% and the Shenzhen index down 1.7%.  U.S. equity futures are signaling a lower open.  

With 496 companies having reported, the S&P 500 Q3 earnings stand at $31.29, higher than the 

$29.23 forecast for the quarter.  The forecast reflects a 2.0% decline from Q3 2015 earnings.  

Thus far this quarter, 72.5% of the companies reported earnings above forecast, while 20.2% 

reported earnings below forecast. 

 

Happy employment data day!  We cover the report in more detail below but, in a nutshell, the big 

surprise was a drop in the unemployment rate to 4.6%, the lowest since August 2007.  The 

unemployment rate fell due to a 266k drop in the labor force, meaning the employment/ 

population ratio remained steady at 59.7%.  Despite the apparent tightening of the labor market, 

wage growth remains stagnant, with the growth rate of hourly earnings for non-supervisory 

workers holding steady at 2.4%.  Over the past three business cycles, an unemployment rate this 

low has coincided with wage growth near 4%.  Market reaction has been modest; the data won’t 

change the likelihood of a Fed rate hike later this month. 

 

Two major political events will occur this weekend in Europe.  First, the Italians are holding a 

referendum on streamlining government.  PM Renzi has staked his political future on securing a 

“yes” outcome.  At present, that looks like a bad move on his part.  Although Italian law makes it 

illegal to poll two weeks before an election, polling has suggested that the referendum will 

probably be defeated.  However, polling firms have not enjoyed much success lately and it 

would be consistent for them to be wrong here.  We do note that polls have indicated strong 

opposition in southern Italy, which tends to have low turnout.  We are expecting a rejection of 

the referendum and Renzi’s resignation, but we do caution that 2016 has been nothing but 

surprises so an unexpected outcome is still possible.   

 

If the referendum fails and Renzi resigns, the odds of early elections will rise.  Both the Five Star 

Movement party and the Northern League are calling for a referendum on EMU membership.  

Italian support for the Eurozone and the EU isn’t very strong and there is good evidence to 

suggest that the Italian economy needs a steadily weakening currency to function.  For example, 

using the leading indicators (LEI) as a proxy for growth, the average yearly change in Italy’s LEI 

prior to 1999 (the onset of the EMU) was 3.2% per year.  Since joining the Eurozone, LEI 

growth is a mere 0.2%.  The chart below shows the lira/DM exchange rate.   
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The Italian lira steadily weakened against the D-mark until the rate was fixed in the single 

currency.  Since Italy lost its ability to depreciate its currency against the D-mark, its economy 

has stagnated.  Thus, pressure to exit the single currency makes sense; on the other hand the 

chaos that action would bring would be immense.  If the referendum on Sunday fails and Italy 

moves toward exiting the Eurozone, Germany will face a difficult choice.  The Merkel 

government will either need to accommodate Italy’s needs by expanding consumption and 

running current account deficits within the Eurozone or watch the single currency break apart.  

Although Sunday, by itself, won’t determine this outcome, it isn’t a far stretch to see this 

scenario developing. 

 

The other vote is for a mostly ceremonial position of president of Austria.  Norbert Hofer, a 

right-wing populist who narrowly lost a similar election earlier this year that was thrown out due 

to voting irregularities, is trying for a second time to win this post.  Current polling has the race 

too close to call.  If Hofer wins, it would be the first right-wing government in Austria since 

1945.  It would also claim yet another nation for the populists. 

 

Finally, the French will vote for a new leader next spring.  The current president, François 

Hollande, will not run for another term.  This is the first time in postwar history that a French 

president has not run for another term.  It is likely that Manuel Valls, the current PM, will 

represent the Socialists against François Fillon from the conservative parties and Marine Le Pen 

from the National Front.  The final round will be held in May of next year.  Hollande’s approval 

ratings have been abysmal and he probably would not have survived the primary.  Current polls 

suggest that Fillon will face Le Pen for the presidency after the first round (in France, the first 

round eliminates all but the top two vote gatherers who then run in the final election).  Fillon is 

running as a right-wing supply side candidate, while Le Pen is a right-wing populist.   
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U.S. Economic Releases 

 

The November employment report was generally positive.  The unemployment rate fell to 4.6% 

from 4.9%, below forecast.  The unemployment rate fell as the labor force shrank, while 

employment also fell modestly.  Unemployment is now at its lowest rate in nine years. 

 

 
 

The chart above shows the unemployment rate and the employment/population ratio.  The 

employment/population ratio remained at 59.7%.  The gap between the two measures remains 

wide, which historically have been highly correlated.  The growing gap suggests that there is still 

some slack in the labor market. 

 

Average hourly earnings year-on-year came in at 2.5%, below the 2.8% forecast.  The month-on-

month change of average hourly earnings declined 0.1%, below the forecast increase of 0.2%.   
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The chart above shows the yearly change of hourly earnings.  Wages have been trending upward 

over the past few years.  Although the drop was unexpected, it has not altered the view of the 

market about the overall strength of the economy. 

 

Total nonfarm employment payrolls came in at 178k, slightly below the forecast of 180k.  The 

prior month’s report was revised downward from 161k to 142k, despite the fact that the economy 

is still increasing payroll at a stable rate. 

 

 
 

The chart above shows total change in total private employment from year to year.   

 

The labor force participation rate came in at 62.7% compared to the prior month at 62.8%. 
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The chart above shows the labor force participation rate.  The downward trend can be attributed, 

in part, to people leaving the labor force as a result of an aging population.   

 

Here are a few other charts of interest. 

 

 
 

Note how wages for non-supervisory workers continue to lag the unemployment rate.  This chart 

partly explains why workers are not pleased with the economy despite the low unemployment 

rate. 

 

Involuntary part-time employment fell, suggesting a tightening labor market.   
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It is worth noting, however, that this number remains elevated compared to the last two business 

cycles.   

 

Finally, the U-6 unemployment rate, which includes discouraged workers, did fall to 9.3%. 

 

 
 

The Fed will likely view these numbers with caution.  The labor markets are improving but there 

is still evidence that slack remains.  Thus, some precautionary tightening is probably in order but 

the data won’t support aggressive rate hikes. 

 

The table below lists the economic releases and Fed speakers scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

9:45 ISM New York m/m nov 49.2 **

EST Speaker or event

13:00 Daniel Tarullo Speaks on Financial Regulation

Economic Releases

Member of the Board of Governors

District or position

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. 
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Monetary Base y/y nov 21.5% 22.1% ** Equity and bond neutral

Australia Retail Sales m/m oct 0.5% 0.6% 0.3% ** Equity and bond neutral

EUROPE

Eurozone PPI y/y oct -0.4% -1.5% -1.0% ** Equity bullish, bond bearish

UK Markit/CIPS UK Construction y/y nov 52.8 52.6 52.2 ** Equity and bond neutral

Switzerland GDP y/y 3q 1.3% 2.0% 1.8% *** Equity bearish, bond bullish

Russia Money Supply Narrow Def y/y nov 8.53 tn 8.66 tn ** Equity and bond neutral

AMERICAS

Canada Labor Productivity m/m 3q 1.2% -0.3% 1.0% ** Equity and bond neutral

Unemployment Rate m/m nov 6.8% 7.0% 7.0% *** Equity and bond neutral

Net Change in Employment m/m nov 10.7k 43.9k -15.0k ** Equity bullish, bond bearish

Participation Rate y/y nov 65.6 65.8 ** Equity and bond neutral

Brazil Industrial Production y/y oct -7.3% -4.8% -6.8% ** 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) 93 93 0 Neutral

3-mo T-bill yield (bps) 46 46 0 Neutral

TED spread (bps) 47 47 0 Neutral

U.S. Libor/OIS spread (bps) 62 62 0 Neutral

10-yr T-note (%) 2.43 2.45 0 Neutral

Euribor/OIS spread (bps) -31 -31 0 Neutral

EUR/USD 3-mo swap (bps) 60 57 3 Up

Currencies Direction

dollar up Up

euro down Down

yen up Down

pound up Up

franc down Down  
 

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 $53.13 $53.94 -1.50% Profit taking

WTI $50.39 $51.06 -1.31%

Natural Gas $3.46 $3.51 -1.17%

Crack Spread $14.92 $15.33 -2.66%

12-mo strip crack $16.08 $16.54 -2.78%

Ethanol rack $1.76 $1.77 -0.23%

Gold $1,172.20 $1,171.69 0.04%

Silver $16.41 $16.52 -0.68%

Copper contract $260.55 $264.30 -1.42%

Corn contract 344.75$       342.50$       0.66%

Wheat contract 399.25$       395.50$       0.95%

Soybeans contract 1,030.75$    1,029.75$   0.10%

Baltic Dry Freight 1196 1204 -8

Actual Expected Difference

Crude (mb) -0.9 0.2 -1.1

Gasoline (mb) 2.1 1.2 0.9

Distillates (mb) 4.9 1.6 3.3

Refinery run rates (%) -1.0% 0.5% -1.5%

Natural gas (bcf) -50.0 -53.0 3.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 

 

The 6-10 and 8-14 day forecasts show cooler temperatures for most of the country.  Precipitation 

is also 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.  

 

December 2, 2016 

 

Last week, we discussed the likely implications of President-elect Trump’s policies on the debt 

markets.  This week, we will look at the impact on the dollar.  Since the election, the dollar has 

generally moved higher. 

 

 
(Source: Bloomberg) 

 

Using the Bloomberg dollar index, a broad-based currency measure, the dollar rose nearly 5% 

after the election.  There are a number of arguments behind the rise.  Trump campaigned for 

fiscal expansion, which could include both infrastructure spending and tax cuts.  The expected 

fiscal expansion could lead to tighter monetary policy and this particular combination is usually 

thought to be bullish for the dollar. 
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This box describes the expected outcomes from the interplay of fiscal and monetary policy.  This 

is a rough guide; the actual outcomes are mostly driven by the degree of policy adjustment.  In 

the early 1980s, the combination of real fed funds of nearly 8.5% and a fiscal deficit of almost 

6% of GDP led to a very strong dollar (the “Volcker dollar”).  Market behavior may be 

anticipating a repeat of this outcome.   

 

However, this assumption depends on the FOMC moving to tighter policy, almost a “hard 

money” stance of the Volcker years.  Simply put, we don’t know for sure whether this will be the 

outcome.  We believe that there is a political struggle in the Trump administration between the 

GOP establishment and right-wing populists.  To personalize the sides, we view it as Speaker 

Paul Ryan versus Steve Bannon.  The FOMC has two open governor positions.  If Ryan’s wing 

of the party wins, we will likely see the Fed change into a hard money central bank, which is a 

quadrant two outcome on the above table.  On the other hand, if Bannon’s wing wins, it is 

possible that we will see doves appointed to the Federal Reserve.  That scenario could lead to a 

quadrant four outcome, which would be quite different from what the market expects. 

 

The policy situation isn’t the only supporting factor for a stronger dollar.  It is estimated that over 

$2.0 trillion is held by U.S. companies offshore in order to avoid corporate taxes.  If corporate 

taxes are reformed, at least some of this money will come back home which would lift the dollar.  

If Trump were to put up trade barriers as promised, the current account deficit would shrink, 

which would reduce the supply of dollars and boost the dollar’s value as well.  Thus, for now, we 

expect the dollar to get the benefit of the doubt and it will likely continue to appreciate. 

 

What is hurt by a stronger dollar?  The two asset classes most at risk from dollar strength are 

commodities and emerging markets.  Since the election, commodity prices have been mixed; the 

Bloomberg commodity index is actually higher since the election, up 2.7%.  Industrial metals are 

up 6.4% over this time period and energy is up 5.9%.  At the same time, gold is down 7.4%.  The 

MSCI Emerging Market Index is down 2.8% since the election.  If the dollar continues to 

appreciate, these asset classes will likely face further declines.   

 

 
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 12/1/2016 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.  The sectors are ranked by total return, with 

green indicating positive and red indicating negative return, along with the overall S&P 500 in 

black. 

 

Asset Class Performance – (as of 12/1/2016 close) 

 

-10.0% 0.0% 10.0% 20.0% 30.0%

Foreign Developed ($)

Cash

US Government Bond

Real Estate

Foreign Developed (local currency)

US Corporate Bond

Emerging Markets (local currency)

Large Cap

Emerging Markets ($)

US High Yield

Small Cap
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Commodities

YTD Asset Class Total Return

Source: Bloomberg

 
 

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), 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 (Dow Jones-UBS 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. 
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P/E Update 
 

December 1, 2016 
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P/E as of 11/30/2016 = 19.7x

 
 

Based on our methodology,1 the current P/E is 19.7x, up 0.2x from our last report.  Higher equity 

levels account for the increase in the ratio. 
 

 
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 and last 
quarter, we use the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-
quarter earnings sum includes the actual (Q1,Q2 and Q3) and one estimate (Q4).  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. 


