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[Posted: February 24, 2017—9:30 AM EST]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is down 1.2% from the last close.  In Asia, the MSCI Asia Apex 50 closed 

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

0.1% and the Shenzhen index up 0.4%.  U.S. equity futures are signaling a lower open.  With 

455 companies having reported, the S&P 500 Q4 earnings stand at $31.46, higher than the 

$30.77 forecast for the quarter.  The forecast reflects a 3.2% increase from Q4 2015 earnings.  

Thus far this quarter, 66.2% of the companies reported earnings above forecast, while 22.2% 

reported earnings below forecast. 

 

During a panel discussion at the CPAC convention, White House Chief Strategist Steve Bannon 

and White House Chief of Staff Reince Priebus sought to quell rumors of a possible rift between 

the two. The discussion was mild-tempered, with both stating that they respect each other and are 

focused on helping President Trump fulfill the promises he made on the campaign trail. Even 

though Priebus kept the conversation light by restating the conservative platform, Bannon, on the 

other hand, caused a bit of a stir by claiming that he plans to “deconstruct the administrative 

state” and promote “economic nationalism.” We interpret these comments as essentially wanting 

to create an economy that looks inward for growth as opposed to outward, as well as taking the 

U.S. out of all multinational institutions. As we have noted before, Bannon’s goals are populist 

in nature and directly contradict the traditional conservative pillars such as economic self-

reliance and multi-lateral free trade agreements. Although the two were able to get along on 

stage, we firmly believe they have fundamentally different worldviews and will continue to butt 

heads until one of them eventually wins out. As we see it, Priebus has the edge as the president 

seems to be more focused on deregulation and lowering taxes than he is on challenging current 

trade agreements. 

 

In other news, it seems that President Trump’s cabinet members have decided to walk back some 

of his more controversial promises. Treasury Secretary Steve Mnuchin stated that he is not ready 

to label China a currency manipulator, but instead will regularly review foreign exchange 

markets to determine who is cheating. President Trump had campaigned on labeling China a 

currency manipulator when he took office. Meanwhile, Rex Tillerson and John Kelley sought to 

ease tensions with Mexico by stating that the U.S. will not seek mass deportations and the recent 

immigration policy change is not a “military operation,” which President Trump had described it 

as during a meeting with manufacturing CEOs. The opposing stances within the Trump 

administration are likely not a result of dissent but rather a way to set the groundwork for future 

negotiations. This is not the first time the Trump administration has tried to smooth over 

relationships with other countries. Two weeks ago, President Trump told Chinese President Xi 

Jinping that he would honor the “one China” policy; prior to taking office, President Trump had 

challenged the policy by taking a phone call from the Taiwanese president. The change in tone is 

likely a positive sign for equity markets as it appears that Trump will seek a more conciliatory 
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tone when negotiating with foreign leaders. Trump’s brash style had led many foreign leaders to 

become more defiant so as not to appear weak to their constituents. Yesterday, Mexico’s Foreign 

Affairs Secretary Luis Videgaray threatened to not accept the measures of the immigration ban if 

the U.S. continues to make decisions without consulting them first. The change in tone should 

lead to a better negotiating environment going forward. 

 

In Europe, negotiations between the United Kingdom and the Eurozone have become more 

complicated as Brussels stated it will seek €60 billion from the UK if it leaves the Eurozone. 

Although the bill has been referred to as an “exit charge,” it is likely also a result of the UK’s 

other commitments to the EU such as pension obligations and past pledges to the bloc’s budget 

and projects. Brussels also stated it will not start trade talks until it is given assurance on what 

will happen to EU citizens currently living in the UK. This signals that the EU may be taking a 

harder negotiating stance following the trigger of Article 50 of the Lisbon Treaty.  

 

U.S. Economic Releases 

 

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

domestic releases scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 New Home Sales m/m jan 570k 536k **

10:00 New Home Sales m/m jan 6.3% -10.4% **

10:00 U. of Michigan Sentiment m/m feb 111.2 **

10:00 U. of Michigan Current Expectations m/m feb 85.7 **

10:00 U. of Michigan 1 yr Inflation m/m feb 2.8% **

10:00 U. of Michigan 5-10 yr Inflation m/m feb 2.5% **

Economic Releases

 
 

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

EUROPE

France Consumer Confidence y/y feb 100 100 100 ** Equity and bond neutral

Italy Industrial Orders y/y dec -0.9% 0.1% -0.8% ** Equity and bond neutral

Industrial Sales y/y dec 9.4% 3.9% ** Equity and bond neutral

Economic Sentiment y/y dec 104.0 102.5 ** Equity and bond neutral

Manufacturing Confidence y/y dec 106.3 104.8 104.6 ** Equity and bond neutral

Consumer Confidence Index y/y dec 106.6 108.8 108.8 ** Equity and bond neutral

U.K. BBA Loans for House Purchase y/y jan 44.657k 43.228k 42.600k ** Equity and bond neutral

AMERICAS

Canada CFIB Business Barometer m/m feb 62.9 60.1 ** Equity and bond neutral

Brazil National Unemployment Rate m/m jan 12.6% 12.0% 12.5% *** Equity and bond neutral

Primary Budget Balance m/m jan 36.7 bn -70.7 bn 11.9 bn ** Equity bullish, bond bearish

Nominal Budget Balance m/m jan 0.3 bn -105.2 bn -15.7 bn ** Equity bullish, bond bearish

Net Debt % GDP m/m jan 46.4% 45.9% 46.6% ** 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) 105 105 0 Up

3-mo T-bill yield (bps) 50 50 0 Neutral

TED spread (bps) 56 55 1 Neutral

U.S. Libor/OIS spread (bps) 74 74 0 Neutral

10-yr T-note (%) 2.36 2.37 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) 28 28 0 Neutral

Currencies Direction

dollar down Neutral

euro flat Neutral

yen up Down

pound up Down

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. 
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Price Prior Change Explanation

Brent $56.12 $56.58 -0.81% Long Liquidation

WTI $54.07 $54.45 -0.70%

Natural Gas $2.64 $2.62 1.03%

Crack Spread $17.78 $17.80 -0.13%

12-mo strip crack $15.06 $15.14 -0.54%

Ethanol rack $1.61 $1.61 -0.15%

Gold $1,257.14 $1,249.56 0.61%

Silver $18.32 $18.19 0.73%

Copper contract $267.60 $265.90 0.64%

Corn contract 373.50$       372.50$       0.27%

Wheat contract 452.00$       453.50$       -0.33%

Soybeans contract 1,025.50$    1,022.50$   0.29%

Baltic Dry Freight 856 806 50

Actual Expected Difference

Crude (mb) 0.6 3.5 -2.9

Gasoline (mb) -1.5 -1.5 0.0

Distillates (mb) -4.9 -1.0 -3.9

Refinery run rates (%) -1.10% 0.05% -1.15%

Natural gas (bcf) -89.0 -81.0 -8.0

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, 

while the western region is expected to have cooler temps.  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.  

 

February 24, 2017 

 

Emerging market equities have been the best performing asset class year to date among the 12 

we use in our asset allocation program.  Given that we currently have no exposure to emerging 

markets, it makes sense to review this market stance.  The U.S. dollar is one of the key variables 

impacting the relative performance of emerging markets to the S&P 500.   
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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 81.1%, meaning that a stronger 

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

 

It is worth noting that for the past few months both the dollar and the emerging markets/S&P 

ratio have been mostly range-bound.  Only since the Trump victory has the dollar broken out to 

the upside.  The lack of performance from the U.S. market relative to emerging markets may be 

signaling that equity investors don’t believe the dollar’s strength will be maintained.  The 

breakout is based on two expectations.  First, the FOMC will tighten credit further.  Although we 

do expect this to occur, it is also well anticipated.  Second, the Trump administration has 

promised fiscal stimulus in the form of infrastructure and defense spending, coupled with tax 

cuts.  In the past, fiscal stimulus has led to tighter monetary policy which will likely boost the 
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dollar.  In addition, if President Trump implements trade impediments, the dollar will likely 

strengthen as well. 

 

It is possible that some degree of doubt has developed about the likelihood of fiscal stimulus.  It 

is rarely remembered that new presidents take some time to assemble a team and work with 

Congress on getting new laws passed.  As the above chart shows, the last dollar spike in 2000 

didn’t lead to a new high in the equity ratio.  Perhaps equity investors concluded that the 

greenback was probably near the end of its bull run. 

 

At the same time, dollar strength has been associated with emerging market crises.  The Latin 

American Debt Crisis in the 1980s and the Asian Economic Crisis of the late 1990s coincided 

with dollar strength.  In addition, U.S. trade barriers will disrupt the prevailing model of 

development for emerging market nations.  Thus, in the coming months, our asset allocation 

process will need to determine if the risk/reward calculus for emerging equities makes sense.  

Ultimately, it is difficult to make a bullish case for emerging equities without dollar weakness.  

The longer dollar strength continues, the greater the risk that recent gains in emerging equities 

will not be sustainable.   

    

  
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 2/23/2017 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 2/23/2017 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 
 

February 23, 2017 

 

 
 

Based on our methodology,1 the current P/E is 19.8x, up 0.1 from last week.  Declining Q1 

earnings in addition to rising equity prices led to an increase in the multiple. 
 
 
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 (Q2 and Q3) and two estimates (Q4, Q1).  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. 


