
 

 

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

www.confluenceinvestment.com 

 1 

[Posted: March 10, 2017—9:30 AM EST]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 0.7% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 0.2% 

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

the Shenzhen index down 0.2%.  U.S. equity futures are signaling a higher open.  

 

Happy Jobs Day! 

 

The February jobs report was generally positive, with payroll easily beating estimates at 235k 

compared to the forecast of 200k.  Wage growth was pretty strong, coming in line with 

expectations at 2.8%.  Equities have responded positively to the data, whereas bonds fell sharply 

this morning.  The report shows support for a fed increase next week and if this trend persists we 

expect the fed to meet its prediction of three rate hikes this year. 

 

South Koreans have taken to the streets after the Constitutional Court upheld the legislature’s 

impeachment vote of President Park Geun-hye.  Park was accused of using her office to benefit 

colleagues.  She will be the first president to be impeached from office in South Korea.  Protests 

in response to the court decision were swift and have turned violent, with at least two deaths and 

several injuries reported.  Park’s removal from office comes at a peculiar time in which tensions 

between North and South Korea have risen.  In addition, her administration was an ally to the 

U.S. and it is unclear whether this favor will carry over to the next administration.   

 

Elections for her replacement will take place on May 6, with the early favorite being Moon Jae-

in, who narrowly lost to Park in the 2012 election.  Moon has supported the idea of a “balanced 

diplomacy” in which Korea maintains its relationship with the U.S. while also increasing its ties 

with China.  He also supports building a relationship with North Korea.  It is unclear how Moon 

would handle the deployment of THAAD, an anti-missile system to counter aggression from 

North Korea.  In the wake of North Korea’s recent missile launches, China has been vocal about 

its displeasure with THAAD being built so close to its border. 

 

In Europe, a leaked report from Madrid shows that Spain could lose an estimated 1 billion euros 

in exports as a result of a hard Brexit.  News of the possible economic consequences of Brexit on 

the Spanish economy is not surprising but probably a bit exaggerated.  The proximity of the two 

countries to one another makes them convenient trading partners, although it is worth noting that 

the pound’s relative strength to the euro has benefited Spanish goods and made Spain a popular 

travel destination for many Brits.  Therefore, it is not surprising that Spain would try to push for 

better terms for the UK.  That being said, the recent depreciation of the pound has yet to have a 

negative impact on the Spanish economy as its GDP expanded 3% year-over-year in Q4. 
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U.S. Economic Releases 

 

Nonfarm payrolls came in above expectations at 235k compared to the forecast of 200k.  The 

prior report was revised upward from 227k to 238k.  Private payrolls came in above expectations 

at 227k compared to the forecast of 215k.  The prior report was revised downward from 237k to 

221k.  Manufacturing payrolls came in above expectations at 28k compared to the forecast of 

10k.  The prior report was revised upward from 5k to 11k. 

 

 
 

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

still in an economic expansion.   

 

The unemployment rate came in line with forecasts at 4.7%. The labor force participation rate 

rose to 63.0% from 62.9%.  The underemployment rate fell to 9.2% from 9.4%. 
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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.  The relatively low unemployment level suggests the labor market 

is still pretty strong and could provide evidence for the Federal Reserve to raise rates next week. 

 

Average hourly earnings came in line with expectations at 2.8%.  The prior report was revised 

upward from 2.5% to 2.8%.  Average weekly hours came in line with expectations at 34.4. 

 

 
 

The modest rise in wage growth has eased some of the expectations of tighter monetary policy 

which has led to a modest decline in Treasury yields this morning and a small decline in the 

dollar.  To some extent, this report was a “goldilocks” one for equities; the economy is 

improving, but there is still available slack in the labor markets and wage growth remains slow.  

Thus, we are seeing equities rise off the data.  Overall, this is a positive report that will justify 

some tightening but no need for aggressive policy actions. 

 

The table below shows the domestic releases scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

14:00 MonthlY Budget Statement m/m feb -$190.0b $51.3b **

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 
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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 Foreign Reserves y/y jan $3.0051 tn $2.9982 tn $2.9690 tn ** Equity and bond neutral

Japan Official Reserve Assets y/y feb $1.2323 tn $1.2316 tn ** Equity and bond neutral

Australia AiG Perf of Construction Index y/y feb 53.1 47.7 ** Equity bullish, bond bearish

ANZ Roy Morgan Weekly Consumption m/m mar 113.9 119.1 ** Equity and bond neutral

Foreign Reserves y/y feb A$66.8 bn A$68.6 bn ** Equity and bond neutral

EUROPE

Eurozone GDP y/y 4q 1.7% 1.7% 1.7% ** Equity and bond neutral

Household Consumption y/y 4q 0.4% 0.3% 0.5% ** Equity and bond neutral

Government Expenditure y/y 4q 0.4% 0.5% 0.4% ** Equity and bond neutral

Gross Fix Capital m/m 4q 0.6% 0.2% 0.6% ** Equity and bond neutral

Germany Factory Orders m/m jan -0.8% 8.1% 4.3% ** Equity bearish, bond bullish

France Budget Balance YTD y/y jan -5.4 bn -69.0 bn ** Equity and bond neutral

Italy PPI y/y feb 2.8% 0.9% ** Equity and bond neutral

U.K. Halifax House Prices m/m feb 0.1% -0.9% 0.4% ** Equity and bond neutral

Switzerland Foreign Reserves m/m feb 668.2 bn 643.7 bn ** Equity and bond neutral

Russia Official Reserve Assets y/y feb 397.3 bn 390.6 bn 395.5 bn ** Equity and bond neutral

CPI y/y feb 4.6% 5.0% 4.6% ** Equity and bond neutral

AMERICAS

Brazil GDP y/y 4q -2.5% -2.9% -2.4% ** Equity and bond neutral

PPI Manufacturing m/m feb -0.03% 0.80% ** Equity and bond neutral

Canada International Merchandise Trade m/m feb 0.81 bn 0.92bn 0.75bn ** 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) 111 111 0 Up

3-mo T-bill yield (bps) 72 72 0 Neutral

TED spread (bps) 39 39 0 Neutral

U.S. Libor/OIS spread (bps) 88 88 0 Up

10-yr T-note (%) 2.60 2.61 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) 23 23 0 Up

Currencies Direction

dollar up Neutral

euro up Neutral

yen down Down

pound down Down

franc down Neutral  
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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 $52.47 $52.19 0.54% Short covering

WTI $49.61 $49.28 0.67%

Natural Gas $3.01 $2.97 1.24%

Crack Spread $17.51 $17.61 -0.58%

12-mo strip crack $14.32 $14.39 -0.53%

Ethanol rack $1.57 $1.57 -0.22%

Gold $1,198.17 $1,201.24 -0.26%  Fed Expectations; Stronger dollar

Silver $16.91 $16.97 -0.34%

Copper contract $259.05 $258.00 0.41%

Corn contract 366.00$       367.00$       -0.27%

Wheat contract 443.25$       444.00$       -0.17%

Soybeans contract 1,006.75$    1,011.00$   -0.42%

Baltic Dry Freight 1064 1045 19

Actual Expected Difference

Crude (mb) 8.2 1.4 6.8

Gasoline (mb) -6.6 -2.0 -4.6

Distillates (mb) -2.7 -1.0 -1.7

Refinery run rates (%) 0.45% 0.50% -0.05%

Natural gas (bcf) -68.0 -63.0 -5.00

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, 

while the eastern region is expected to have cooler temps.  Precipitation is expected for most of 

the country, excluding 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.  

 

March 10, 2017 

 

As the FOMC prepares to raise interest rates, it’s a good time to update our views on long-term 

interest rates.  The chart below shows our current estimate of fair value for the 10-year Treasury. 
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The model uses fed funds, the 15-year moving average of CPI (an inflation expectations proxy), 

the yen/dollar exchange rate, oil prices and German bond yields.  The current yield is about 42 

bps above fair value; we move above one standard error of fair value at a 10-year yield of 2.70%.  

Assuming the other variables remain steady, the current yield on the 10-year T-note has 

discounted fed funds of 1.80%, suggesting that a series of rate hikes is already in the market. 

 

The factor that could lead to a bigger bear market in long-duration fixed income would be a 

change in inflation expectations.  Our inflation proxy estimates inflation expectations of 2.1%, 

which is roughly in line with the implied 10-year inflation rate from the TIPS spread.  Our worry 

about inflation expectations is that older investors could ratchet higher if the new 

administration’s policies raise inflation concerns. 
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This chart shows the average adult (ages 16 to 60) experience of inflation for 60-year-olds.  It’s 

currently 4.2%.  It should be noted that younger Americans have, on average, experienced lower 

levels of inflation; the inflation experience of the current 50-year-old cohort is only 2.8%.  We 

expect older investors to favor fixed income to preserve capital and replace wages in retirement.  

We also assume that fixed income investors are sensitive to inflation and base their inflation 

expectations on long-run inflation experiences.  Thus, if new government policies on trade and 

infrastructure spending raise fears of inflation, older Americans may be more prone to “inflation 

panic” and demand higher rates.  Over the next 18 months, that is probably the greatest risk to 

long-duration fixed income. 

 

For now, we remain cautious on long rates and have tended to favor credit risk over duration risk 

in fixed income.  However, if inflation expectations remain anchored (and tighter monetary 

policy should assist in this effort), then long-duration fixed income assets could become more 

attractive as the Fed’s tightening cycle continues.      

  

 
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 3/9/2017 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 3/9/2017 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 
 

March 9, 2017 

 

 
 

Based on our methodology,1 the current P/E is 20.5x, relatively unchanged from last week. 

Falling Q1 earnings were balanced by a rising S&P 500.   
 
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 the actual (Q2, Q3 and Q4) and one estimate (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. 


