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[Posted: March 15, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  

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

unchanged from the prior close.  Chinese markets were mixed, with the Shanghai composite up 

0.1% and the Shenzhen index remaining relatively unchanged.  U.S. equity futures are signaling 

a higher open.  

 

Happy Ides of March! 

 

There are two big events today—the FOMC meeting ends with an expected rate hike, along with 

new dots and a press conference, and the Dutch go to the polls.  The key issue for the FOMC is 

the path of future rate hikes.  The current base expectation is two more hikes this year after 

today’s rate change, which would put the year-end upper level of the target at 1.50%.  It should 

be remembered that the Fed now has a range of 25 bps for the target rate and does vary that rate 

within those bounds. 

 

 
 

As this chart shows, most of the time the Fed keeps the rate near the mid-point of the range; 

assuming a hike of 25 bps today, the effective rate will likely be around 0.875%.   

 

Another way of looking at policy is through the inflation-adjusted rate of fed funds.  The chart 

below looks at the effective fed funds rate less the yearly change in CPI. 

 

Daily Comment 
 

By Bill O’Grady, Kaisa Stucke, 

and Thomas Wash 



 

 

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

www.confluenceinvestment.com 

 2 

 
 

Real fed funds rose over the past two years mostly due to a decline in inflation.  As oil prices 

have recovered, the level of real fed funds has declined which may be prompting the move to 

raise rates.  Compared to the core rate, real fed funds have mostly been steady at -1.50%.  

Although the Fed tends to focus on core inflation, it should be noted that inflation expectations, 

measured by the TIPS spread, mostly track oil prices, meaning that the FOMC may be paying 

closer attention to oil prices.  This might explain the decision to move in March, which was not 

expected until about three weeks ago.  We look for a somewhat hawkish statement and dots chart 

today, with Chair Yellen diluting some of this hawkishness in the press conference. 

 

In the Netherlands, polls close at 4:00 EDT.  We expect meaningful results around three hours 

after the polls close.  Although Geert Wilders is getting a lot of attention, there is little chance he 

will be the next PM even though he will likely win the plurality of the electorate.  The 

Netherlands political system has numerous parties and none of them have indicated they would 

form a government with Wilders.  Instead, we will be watching Wilders’s performance to gauge 

the degree of populist support in Europe.  Recent polls have suggested some softening of 

support; if this trend holds, he may receive less than the 20% expected.  However, the recent 

weakness may reflect preference falsification, a factor seen with Brexit and in the U.S. 

presidential election.  If we do see evidence of preference falsification, it may mean that Le Pen 

in France could do better than current polls suggest.   

 

Finally, as Secretary of State Tillerson visits Japan, there is evidence that China is continuing 

construction activity on islands and shoals in the South China Sea.  Candidate Trump indicated 

during the campaign that China was doing this due to a lack of respect for President Obama.   

Continued activity suggests that China doesn’t see the change in the White House as material.  

We do note that Chairman Xi and President Trump will meet in early April.  We will be 

watching to see if this construction activity will be part of the discussions between the two 

leaders.    
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U.S. Economic Releases 

 

MBA mortgage application rose 3.1% from the prior week.  Purchases and refinancing rose 2.3% 

and 4.1%, respectively.  The average 30-year fixed rate mortgage rose by 10 bps from 4.36% to 

4.46%. 

 

Empire manufacturing came in above expectations at 16.4 compared to the forecast of 15.0. 
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The chart above shows the six-month moving average of the Empire State Business Conditions 

Index.  This moving average indicates that the manufacturing sector has begun to pick up steam. 

 

CPI came in above expectations at 0.1% compared to the forecast of unchanged.  Core CPI was 

in line with forecasts at 0.2%. 
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The chart above shows the relationship of the year-to-year change in headline CPI and core CPI.  

Although the rise in headline CPI can be partially attributed to higher energy prices, core CPI 

suggests that there has also been a rise in the general price of goods.  The Fed’s preferred gauge 

of inflation is the PCE, but the rise in CPI does suggest that the Fed should raise rates. 

 

Retail sales advance were in line with the forecast at 0.1%.  The prior report was revised upward 

from 0.4% to 0.6%.  Core retail sales were also in line with forecasts at 0.2%.  The prior report 

was revised upward from 0.7% to 1.1%.  The retail sales control group came in below 

expectations at 0.1% compared to the forecast 0.2%.  The prior report was revised from 0.2% to 

0.8%. 
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The chart above shows the year-to-year change in retail sales and food services excluding auto 

and gas.  The sustained growth of retail sales suggests that the economy has stabilized.  

 

Real average weekly earnings fell 0.3% from the prior month.  The prior report was revised 

upward from a fall of 0.6% to a fall of 0.5%.  Real average hourly earnings were unchanged 

from the prior month.  The prior report was revised upward from unchanged to a rise of 0.1%. 

 

The table below shows the economic releases and Fed events scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

10:00 NAHB Housing Market Index m/m mar 65 65 **

10:00 Business Inventories m/m jan 0.3% 0.4% **

16:00 Total Net Tic Flows m/m dec -$42.8b **

16:00 Net Long-Term TIC Flows m/m jan -$12.9b **

EST Speaker or event

14:00 FOMC Rate Decision

Economic Releases

Fed speakers or events

District or position

Members of the Board of Governors  
 

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

Japan Tokyo Condominium Sales y/y feb 3.3% -7.4% ** Equity and bond neutral

Industrial Production y/y jan -0.4% 3.2% ** Equity and bond neutral

Capacity Utilization m/m jan 0.1% 0.6% ** Equity and bond neutral

India CPI m/m 2q 3.7% 3.2% 3.6% *** Equity and bond neutral

Australia Westpac Consumer Confidence m/m feb 0.1% 2.3% ** Equity and bond neutral

New Motor Vehicles Sales m/m jan -4.1% -0.9% ** Equity and bond neutral

New Zealand BoP Current Account Balance m/m 4q -2.335b -4.891b -2.425b ** Equity and bond neutral

EUROPE

Eurozone Employment y/y 4q 1.1% 1.2% *** Equity and bond neutral

France CPI y/y feb 1.2% 1.2% 1.2% *** Equity and bond neutral

Italy Retail Sales y/y jan -0.1% -0.2% 0.8% ** Equity bearish, bond bullish

General Government Debt m/m jan 2.2504t 2.2177t ** Equity and bond neutral

CPI EU Harmonized y/y feb 1.6% 1.6% 1.6% *** Equity and bond neutral

U.K. Claimant Count Rate y/y feb 2.1% 2.1% ** Equity and bond neutral

Jobless Claims Change y/y feb -11.3k -42.4k ** Equity and bond neutral

Average Weekly Earnings 3M y/y jan 2.2% 2.6% 2.4% ** Equity and bond neutral

Weekly Earnings ex Bonus 3M y/y jan 2.3% 2.6% 2.5% ** Equity and bond neutral

ILO Unemployment Rate 3M y/y jan 4.7% 4.8% 4.8% ** Equity and bond neutral

Employment Change m/m jan 92k 37k 87k ** Equity bullish, bond bearish

Switzerland Producer & Import Prices y/y feb 1.3% 0.8% 1.8% ** Equity and bond neutral

Russia Trade Balance y/y jan 11.4b 11.8b 11.6b ** Equity and bond neutral

Export y/y jan 25.1b 31.1b 24.6b ** Equity and bond neutral

Imports y/y jan 13.7b 19.3b 13.5b ** Equity and bond neutral

AMERICAS

Mexico Industrial Production y/y jan -0.1% -0.6% 0.0% *** Equity and bond neutral

Manufacturing Production m/m jan 4.3% 1.8% 2.8% ** Equity bullish, bond bearish  
 

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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 113 112 1 Up

3-mo T-bill yield (bps) 76 75 1 Neutral

TED spread (bps) 38 37 1 Neutral

U.S. Libor/OIS spread (bps) 90 90 0 Up

10-yr T-note (%) 2.58 2.60 -0.02 Neutral

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

EUR/USD 3-mo swap (bps) 26 26 0 Up

Currencies Direction

dollar down Neutral

euro up Neutral

yen up Down

pound up Down

franc up Neutral

Central Bank Action Current Prior Expected

FOMC Rate Decision Upper Bound 0.750% 1.000% On forecast

FOMC Rate Decision Upper Bound 0.500% 0.750% On forecast

Bank of England Bank Rate 0.250% 0.250% On forecast

BOE Asset Purchase Target 435 bn 435 bn On forecast

BOE Corporate Bond Target 10 bn 10 bn 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 $51.89 $50.92 1.90% Bullish API

WTI $48.74 $47.72 2.14%

Natural Gas $2.95 $2.94 0.34%

Crack Spread $17.49 $17.51 -0.11%

12-mo strip crack $14.17 $14.13 0.26%

Ethanol rack $1.60 $1.60 -0.06%

Gold $1,201.23 $1,199.12 0.18% Weaker Dollar

Silver $16.89 $16.88 0.06%

Copper contract $266.10 $263.50 0.99%

Corn contract 364.00$       362.25$       0.48%

Wheat contract 436.50$       430.50$       1.39%

Soybeans contract 1,004.75$    999.25$       0.55%

Baltic Dry Freight 1112 1099 13

Actual Expected Difference

Crude (mb) 3.0

Gasoline (mb) -2.0

Distillates (mb) -1.3

Refinery run rates (%) 0.30%

Natural gas (bcf) -56.0

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. 

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.  

 

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 3/14/2017 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 3/14/2017 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. 


