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[Posted: February 3, 2017—9:30 AM EST]  Global equity markets are generally down this 

morning.  The EuroStoxx 50 is up 0.6% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.1% from the prior close.  Chinese markets were also down, with the Shanghai 

composite moving lower by 0.6% and the Shenzhen index lower by 0.5%.  U.S. equity futures 

are signaling a higher open.  With 256 companies having reported, the S&P 500 Q4 earnings 

stand at $31.51, higher than the $30.77 forecast for the quarter.  The forecast reflects a 3.2% 

increase from Q4 2015 earnings.  Thus far this quarter, 67.0% of the companies reported 

earnings above forecast, while 20.0% reported earnings below forecast. 

 

It’s employment Friday!  We have a plethora of charts below but, in short, the report was rather 

mixed.  The payroll survey was surprisingly robust, rising 227k compared to expectations of 

+180k.  Wages were soft, with yearly average earnings rising 2.5%, less than the 2.7% rise 

expected and the 2.8% rise reported last month.  The household survey, on the other hand, was a 

bit of a dud.  The unemployment rate rose to 4.8%, up 0.1%, which was weaker than expected.  

The rate rose because the labor force rose 76k while employment actually fell 30k.  Meanwhile, 

the participation rate rose to 62.9% from 62.7% and the employment/population ratio rose to 

59.9% from 59.7%.  We do note that the BLS made benchmark revisions to the payroll survey 

and has made population adjustments which will affect the household survey going forward.  

The revisions to payrolls increased hiring by 408k since 2012; although a big number in total, 

it’s only about 9k jobs per month. 

 

The market’s initial reaction is that this report will slow the pace of monetary tightening.  We are 

seeing the dollar ease while equities and Treasuries are rising.  Still, with the revisions, this 

report is difficult to analyze and may simply be a “one-off.”  After all, it seems unusual that we 

would see such strong payroll data with falling wage growth.  For details, see below. 

 

The BOJ and the markets had a showdown overnight as the 10-year JGB yield rose to 0.115%, 

above the central bank’s target of zero.  The general expectation is that the BOJ is targeting a 

range of -0.1% to +0.1%, so the rate had increased above the target.  Traders then waited…and 

waited for the BOJ to enter the market.  During the time of usual morning operations, the bank 

bought ¥452.4 bn of bonds; participants held this was too small and the yield jumped to 0.15%.  

In the afternoon, the BOJ bought an additional ¥723.9 bn.  The JPY weakened and yields fell 

toward the upper end of the target range.  Although the stated purpose of the BOJ’s yield curve 

management is to lift growth and inflation, the forex markets are making the maintenance of a 

zero rate a key element to pricing the currency.  Essentially, if the BOJ doesn’t prove that it is 

willing to expand its balance sheet without limit to maintain a near-zero 10-year JGB, it appears 

traders will purchase JPY and lead to a stronger currency.  
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In a similar vein, two members of the ECB’s executive board, Benoit Coeure and Peter Praet, 

suggested that the central bank is not concerned about the recent rise in inflation because it is 

caused by rising oil prices.  Since the rise in oil prices is due to OPEC action and not demand, 

the bank should not end its accommodative policy because the lift in inflation is probably 

temporary.  Although this is the official reason, we suspect the ECB is worried about a stronger 

EUR and wants to counteract jawboning coming from the Trump administration that is designed 

to strengthen the Eurozone currency.   

 

U.S. Economic Releases 

 

January nonfarm payrolls showed an increase of 227k compared to the forecast of 180k.  The 

prior report was revised upward from 156k to 157k.  Private payrolls increased to 237k 

compared to the forecast of 175k.  The prior report was revised upward from 144k to 165k.  

Manufacturing payrolls were in line with expectations at 5k.  The prior report was revised 

downward from 17k to 11k. 

 

 
 

The chart above shows the change in total nonfarm employment.  This chart suggests that we are 

still in an economic expansion.  The chart below looks at the rolling yearly change in payroll 

employment.  History suggests that the economy is not in recession as long as payroll growth 

over a rolling 12-month period exceeds 1.5 mm.   
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The unemployment rate was higher than expectations at 4.8% compared to the forecast of 4.7%.  

The underemployment rate rose to 9.4% from 9.2%, and the labor force participation rate rose to 

62.9% from 62.7%. 

 

 
 

The chart above shows the relationship between the unemployment rate and the 

employment/population ratio.  The divergence of the two variables suggests that there is still 

slack within the labor market. 
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The chart above shows the underemployment rate.  This is one of the preferred measures used by 

Janet Yellen to gauge the strength of the labor market.  We expect the Fed to hold off on raising 

rates if the slight uptick in the underemployment rate becomes a trend.  

 

Average hourly earnings came in below expectations at 2.7% compared to the forecast of 2.9%.  

The prior report was revised downward from 2.9% to 2.8%. 

 

 
 

Earnings for non-supervisory workers was soft as well, falling to 2.4% from 2.5%.   
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Note these two charts, comparing the yearly change in hourly wages for non-supervisory workers 

to the unemployment rate and the employment/population ratio.  In the past, the current 

unemployment rate level would have been consistent with wage growth near 4.0%.  However, 

the current low level of the employment/population ratio is consistent with soft wage growth.  

This comparison suggests that the unemployment rate is masking significant slack in the labor 

markets and thus inflation is probably not going to be a problem for a while.  It also suggests that 

the Fed should be cautious about rate hikes.   

 

Involuntary part-time employment rose to 3.7% of the labor force, up from 3.5% last month. 

 

 
 

Overall, this is a “goldilocks” report.  The labor markets are strong enough to indicate the 

expansion is safe without evidence of overheating.   
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The table below shows the economic releases scheduled for the rest of the day. 
 

9:45 Markit US Services PMI m/m jan 55.1 **

9:45 Markit US Composite PMI m/m jan 55.4 **

10:00 ISM Non-Manf. Composite m/m jan 57.0 57.2 **

10:00 Factory Orders m/m dec 0.5% -2.4% **

10:00 Factory Orders ex Trans m/m dec 0.1% **

10:00 Durable Goods Orders m/m dec -0.4% **

10:00 Durables Ex Transportations m/m dec 0.5% **

10:00 Cap Goods Orders Nondef Ex Air m/m dec 0.8% **

10:00 Cap Goods Ship Nondef Ex Air m/m dec 1.0% **

Economic Releases

No speakers or events scheduled

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. 
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Caixin China PMI y/y jan 51.0 51.9 51.8 ** Equity and bond neutral

Japan Nikkei Japan PMI Services y/y jan 51.9 52.3 ** Equity and bond neutral

Nikkei Japan PMI Composite y/y jan 52.3 52.8 ** Equity and bond neutral

India Nikkei India PMI Services y/y jan 48.7 46.8 ** Equity bullish, bond bearish

Nikkei India PMI Composite y/y jan 49.4 47.6 ** Equity bullish, bond bearish

Australia AiG Performance of Services Index y/y jan 54.5 57.7 ** Equity and bond neutral

New Zealand ANZ Commodity Price y/y jan -0.1% 0.7% ** Equity and bond neutral

EUROPE

Eurozone Retail Sales y/y dec 1.1% 2.3% 1.8% ** Equity and bond neutral

Germany Markit Germany Services PMI y/y jan 53.4 53.2 53.2 ** Equity and bond neutral

Markit/BME Germany Composite y/y dec 54.8 54.7 54.7 ** Equity and bond neutral

France Markit France Services PMI y/y jan 54.1 53.9 53.9 ** Equity and bond neutral

Markit France Composite PMI y/y jan 54.1 53.8 53.8 ** Equity and bond neutral

Italy Markit/ADACI Italy Services PMI y/y jan 52.4 52.3 52.5 ** Equity and bond neutral

Markit/ ADACI Italy Composite PMI y/y jan 52.8 52.9 53.0 ** Equity and bond neutral

CPI NIC incl. tobacco y/y jan 0.9% 0.9% 0.5% *** Equity bullish, bond bearish

U.K. Markit/CIPS UK Services PMI y/y jan 54.5 56.2 55.8 ** Equity bearish, bond bullish

Markit/CIPS UK Services PMI y/y jan 55.5 56.7 56.0 ** Equity and bond neutral

Official Reserves Assets y/y jan $810 mn $29 mn ** Equity and bond neutral

Russia Markit Russia PMI Services y/y jan 58.4 56.5 55.8 ** Equity bullish, bond bearish

Markit Russia PMI Composite y/y jan 58.3 56.6 ** Equity bullish, bond bearish

Switzerland UBS Real Estate Bubble Index y/y 4q 1.35 1.35 ** Equity and bond neutral

AMERICAS

Brazil Markit Brazil PMI Composite m/m jan 44.7 45.2 ** Equity and bond neutral

Markit Brazil PMI Services m/m jan 45.1 45.1 ** Equity and bond neutral  
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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) 103 103 0 Up

3-mo T-bill yield (bps) 49 49 0 Neutral

TED spread (bps) 55 54 1 Neutral

U.S. Libor/OIS spread (bps) 69 69 0 Neutral

10-yr T-note (%) 2.48 2.47 0.01 Neutral

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

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

Currencies Direction

dollar up Neutral

euro down Neutral

yen down Down

pound down Down

franc down Neutral

Central Bank Action Current Prior Expected

Russia Key Rate 10.00% 10.00% 10.00% 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 $56.70 $56.56 0.25% Short Covering

WTI $53.67 $53.54 0.24%

Natural Gas $3.07 $3.19 -3.73%

Crack Spread $12.27 $12.51 -1.88%

12-mo strip crack $14.78 $14.88 -0.64%

Ethanol rack $1.57 $1.57 0.09%

Gold $1,212.08 $1,215.96 -0.32% Stronger Dollar

Silver $17.34 $17.49 -0.85%

Copper contract $265.75 $268.55 -1.04%

Corn contract 365.25$       367.50$       -0.61%

Wheat contract 431.25$       434.50$       -0.75%

Soybeans contract 1,035.75$    1,037.25$   -0.14%

Baltic Dry Freight 770 786 -16

Actual Expected Difference

Crude (mb) 6.5 3.0 3.5

Gasoline (mb) 3.9 1.5 2.4

Distillates (mb) 1.6 -0.5 2.1

Refinery run rates (%) -0.10% -0.10% 0.0%

Natural gas (bcf) -87.0 -77.0 -10.00

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.  

Precipitation is expected for most of the country except the southwestern 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.  

 

February 3, 2017 

 

Although our current allocation models exclude emerging markets, we still monitor various 

emerging market nations for potential opportunities.  A country that has been in the news 

recently is Mexico.  President Trump has been targeting Mexico and the North American Free 

Trade Agreement (NAFTA) for Mexico’s persistent trade surpluses with the U.S.   

 

 
 

This chart shows the rolling 12-month trade account with Mexico; the vertical line on the chart 

shows the month when NAFTA was enacted.  As the chart clearly shows, the trade deficit with 

Mexico has widened significantly, although it is interesting to note that it hasn’t worsened since 

the last recession.   

 

Trade deficits act as a drag on GDP; the tradeoff is microeconomic.  Imports tend to improve the 

competitiveness of an economy. 
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Until the 1980s, the U.S. tended to run modest current account surpluses.1  Note that inflation 

steadily declined after 1980.  From 1960 to 1980, inflation averaged 5.1%.  From 1980 to the 

present, it has averaged 3.3%, and since 1990, 2.1%.  Competition from foreign trade forces 

domestic firms to be more competitive and cost efficient.  At the same time, since the U.S. 

provides the reserve currency, there is an incentive for other nations to implement policies 

designed to run trade surpluses with the U.S. in order to acquire dollars.  These policies tend to 

suppress domestic consumption and expand investment, with the global effect of boosting 

growth through trade.   

 

The peso/dollar exchange rate has a strong impact on the performance of investments into 

Mexico.  Currently, our model of the exchange rate suggests the peso is deeply undervalued. 

 

                                                 
1 The current account is the merchandise trade account plus private and public transfers and remittances. 
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This model uses relative inflation and the trade account as independent variables.  It suggests the 

peso is 33% undervalued relative to the dollar.  Note that this undervaluation began in mid-2014 

as the dollar began to rise across most currencies due to expectations of U.S. monetary policy 

tightening.  The peso weakened further due to the election of Donald Trump, who promised to 

build a wall across the southern border of the U.S.   

 

The weak peso has had an effect on Mexican equity values; in peso terms, the MSCI Mexico 

Index is up 10.1% since mid-2014, an annual gain of 3.8%.  In U.S. dollar terms, it is down 

28.1%, or -12.0% annualized.   

 

Although the peso is quite competitive with the U.S. at current levels, the degree of political risk 

is so elevated at present that we are not ready to allocate to Mexican equity markets.  However, 

at some point, the currency should stabilize and offer an opportunity for our asset allocation 

accounts.  Until then, we continue to closely monitor this market.    

  

  

 
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 2/2/2017 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 2/2/2017 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 2, 2017 
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P/E as of 2/1/2017 = 19.6x

 
 

Based on our methodology,2 the current P/E is 19.6x, unchanged from our last report.   
 
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. 

                                                 
2 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. 


