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[Posted: March 16, 2017—9:30 AM EDT]  Global equity markets are higher this morning.  

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

2.0% from the prior close.  Chinese markets were up, with the Shanghai composite up 0.8% and 

the Shenzhen index up 1.0%.  U.S. equity futures are signaling a higher open.  

 

The Dutch elections reflected recent polling that showed declining support for Geert Wilders.  

However, despite media commentary suggesting that populism has been halted on the continent, 

a second look suggests that it’s not quite that simple.  To recap, Wilders’s PVV party gained five 

seats, winning 20 out of the 150 seats in the lower house.  Mark Rutte’s VVD is the largest party, 

at 33 seats; however, he lost eight seats compared to the last election.  The right-wing CDA 

party, a traditional Christian-Democratic party, gained six seats and now has 19 seats.  The D66 

party also won 19 seats, gaining seven.  It is mostly a centrist party that has one primary goal, a 

more direct democracy.  The Greens also did well, gaining 10 seats for a total of 14.  The 

Socialists, a hard-left party, lost one seat, holding 14 in the new parliament.  The big loser was 

Labor, which lost 29 seats for a total of nine.   

 

Essentially, as we have seen in the U.S. and U.K., the center-left is struggling.  On the left side of 

the political spectrum, there is more support for harder left policies and so there was more 

support for the Greens and other fringe leftist parties.  The more traditional rightist parties won, 

to some extent, by moving to the populist right to stunt the appeal of the PVV.  This is the usual 

pattern; the established parties have a tendency to co-opt the ideas of emerging parties to blunt 

their influence.  Thus, what we see from this election is that the populist movement is being 

slowed as the established parties learn to incorporate the goals of the populists into the 

mainstream.  This may mean moderate immigration controls in the case of the Netherlands.  The 

likely PM Mark Rutte noted after his win that Dutch voters said “no to the wrong sort of 

populism,” but it’s worth noting that he didn’t see his victory as a defeat of populism.  It is quite 

likely that the row the Netherlands had with Turkey ended up making Rutte appear more populist 

as it may have helped him seem more anti-Muslim.   

 

To have a majority government, Rutte will need to cobble together a coalition of 76 seats.  Since 

the PVV won’t be part of any government, the more right-wing parties, the CDA and D66, will 

only get him to 71 seats.  He may add the CU party, a Calvinist, socially conservative party 

which has five seats, but currently this party is in the official opposition.  We expect it to take 

several months before a government is formed. 

 

Overall, this election likely tells us that populism is still a force in Europe but is being managed 

by the established parties.  That may mean some retreat on open borders and globalization but 

may preclude a wholesale rejection of these factors. 
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Although the BOJ and SNB made no changes to policy, as expected, we did get a surprise of 

sorts from the BOE.  Policy was left unchanged, but there was one dissent on interest rates.  One 

of the members called for a rate hike of 25 bps due to continued strength in the economy.  After 

Brexit, there was a general consensus that the economy would weaken and the British central 

bank would need to lower rates.  However, at least so far, it appears that Brexit hasn’t been all 

that negative for the U.K. and that the GBP’s decline was probably more stimulative than 

expected.  If the BOE is moving to raise rates, the bearish forecasts for the GBP are probably 

wrong and the currency could recover. 

 

The FOMC, as expected, raised rates 25 bps.  Despite the rate hike, the wording of the statement 

was not materially different than the February statement.  Minneapolis FRB President Kashkari 

dissented, calling for no change in rates.  Finally, the worry that we may see four rate hikes this 

year was put to rest—the dots chart signals that the central bank is only projecting two more 

hikes for the year. 

 

 
(Source: Bloomberg) 

 

This is Bloomberg’s dots chart along with the median of the dots (the green line) and the 

Eurodollar’s expectation for fed funds.  Although the FOMC is clearly looking for more rate 

increases than the market in 2018 and beyond, they are quite close for this year.  The median is 

looking for 1.375% by year’s end, which would be the midpoint between 1.25% and 1.50%, a 

clear signal that only two more hikes are expected for this year. 

 

To get a flavor for the Fed’s projections, here is the average dots projected by meeting. 
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The lime green dot reflects yesterday’s data.  For this year, there is clear agreement on two more 

hikes.  This meeting suggests a modest increase in expectations but nothing significant.  Both 

this chart and the Bloomberg chart above are clearly suggesting that the terminal rate for the fed 

funds target is 3.00%.   

 

If that is the terminal rate and core inflation holds around 2.00%, a case can be made that the 

expansion will continue. 
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This chart shows the effective fed funds rate less core PCE.  The data is for January since the 

PCE hasn’t been released, but assuming core inflation remains around 1.75%, even with the 25 

bps increase, the real rate is only -0.83%.  The last three business cycles ended with positive real 

fed funds.  Granted, we are seeing a steady cascade lower with each business cycle but, even 

assuming a modest decline in the “danger” rate, let’s say 2.00%, if the Fed has a core PCE of 

2.00% a recession would be triggered with a fed funds target of 4.00%.  According to the dots 

chart, that simply may not occur.  Of course, figuring out the level of tolerance for real rates and 

the economy isn’t an exact science, but the U.S. economy is in deep structural trouble if a mere 

1.00% real fed funds rate ends this expansion.   

 

Clearly, the financial and commodity markets liked the news; a rally in both bonds and stocks 

suggests the markets feared a more hawkish central bank.  In addition to the strength in equity 

and debt, gold rose and the dollar dipped.  Fears that the FOMC was preparing to raise rates 

rapidly have been mostly quelled.  A terminal rate of 3.00% means roughly three hikes each year 

for 2018 and 2019.  As the dots chart suggests, the financial markets really don’t expect that to 

occur but the remaining two hikes for this year are fully expected.   

 

U.S. crude oil inventories fell 0.2 mb compared to market expectations of a 3.0 mb build.   
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This chart shows current crude oil inventories, both over the long term and the last decade.  We 

have added the estimated level of lease stocks to maintain the consistency of the data.   As the 

chart below shows, inventories remain elevated. 

 

As the seasonal chart below shows, inventories usually increase into April before rising refinery 

operations for the summer driving season lower stockpiles.  This week’s decline merely puts us 

modestly below normal.  The draw was taken as bullish but it was mostly due to a drop in 

imports of 0.8 mbpd compared to the previous week.  Since imports are volatile, it’s unlikely that 

this week’s decline is a signal of improving fundamentals. 
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      (Source: DOE, CIM) 
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Based on inventories alone, oil prices are overvalued with the fair value price of $29.17.  

Meanwhile, the EUR/WTI model generates a fair value of $37.76.  Together (which is a more 

sound methodology), fair value is $33.82, meaning that current prices are well above fair value.  

So far, the oil markets continue to ignore the bearish rise in oil inventories and the stronger 

dollar.  The market clearly recovered on the back of better than expected weekly data; however, 

without further declines, oil prices remain vulnerable to additional weakness. 



 

 

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

www.confluenceinvestment.com 

 6 

U.S. Economic Releases 

 

Housing starts came in above expectations at 3.0% compared to the forecast of 1.4%.  The prior 

report was revised upward from a fall of 2.6% to a fall of 1.9%.  Building permits came in below 

expectations, falling 6.2% compared to the forecast fall of 1.9%.  The prior report was revised 

upward from a rise of 4.6% to a rise of 5.3%. 

 

 
 

The chart above shows single- and multi-family starts.  Single-family starts are up 3.2% from 

last year and multi-family starts are up 13.0% over the same time period.   

 

Initial jobless claims came in slightly above expectations at 241k compared to the forecast of 

240k.  This report marks the 105th week of jobless claims below 300k, the longest stretch since 

1970. 
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The chart above shows the four-week moving average of jobless claims.  The four-week moving 

average rose 0.75k to 237.25k. 

 

The Philadelphia FRB outlook came in above expectations at 32.8 compared to the forecast of 

30.0. 
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We smooth the data with a six-month average.  The current reading at 23.2 is a new cycle high 

for the current expansion.  Although this is a sentiment number, it does suggest strong 

confidence in the Philadelphia FRB district. 

 

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

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m mar 50.6 **

9:45 Bloomberg Economic Expectations m/m mar 50.0 **

10:00 Jolts Job Openings m/m jan 5562 5501 **

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 
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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

Japan Japan Buying Foreign Bonds m/m mar -0.7039t -1.1306t ** Equity and bond neutral

Japan Buying Foreign Stocks m/m mar -0.3605t 0.0763t ** Equity and bond neutral

Foreign Buying Japan Bonds m/m mar -0.0473t 0.6080t ** Equity and bond neutral

Foreign Buying Japan Stocks m/m mar -0.7227t -0.1671t ** Equity and bond neutral

India Trade Balance m/m feb -$8.8963b -$9.8409b -$9.7600b ** Equity and bond neutral

Export y/y feb 17.5% 4.3% ** Equity and bond neutral

Imports y/y feb 21.8% 10.7% ** Equity and bond neutral

Australia Consumer Inflation Expectations y/y mar 4.0% 4.1% ** Equity and bond neutral

Employment Change y/y feb -6.4k 13.5k 16.0k ** Equity bearish, bond bullish

Unemployment Rate y/y feb 5.9% 5.7% 5.7% *** Equity and bond neutral

Full-Time Employment Change m/m feb 27.1k -44.8k ** Equity and bond neutral

Part-Time Employment Change m/m feb -33.5k 58.3k ** Equity and bond neutral

Participation Rate m/m feb 64.6% 64.6% 64.6% ** Equity and bond neutral

New Zealand GDP y/y 4q 2.7% 3.5% 3.2% *** Equity bearish, bond bullish

Non Resident Bond Holdings y/y feb 62.6% 62.5% ** Equity and bond neutral

EUROPE

Eurozone EU27 New Car Registration y/y feb 2.2% 10.2% ** Equity and bond neutral

CPI y/y feb 2.0% 2.0% 2.0% *** Equity and bond neutral

Core CPI y/y feb 0.9% 0.9% 0.9% *** Equity and bond neutral

Russia CPI Weekly y/y mar 0.9% 0.9% *** Equity and bond neutral

AMERICAS

Canada Existing Home Sales m/m feb 5.2% -1.3% ** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 114 113 1 Up

3-mo T-bill yield (bps) 71 71 0 Neutral

TED spread (bps) 43 42 1 Neutral

U.S. Libor/OIS spread (bps) 91 91 0 Up

10-yr T-note (%) 2.52 2.49 0.03 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 down Neutral

yen down Down

pound up Down

franc up Neutral

Central Bank Action Current Prior Expected

FOMC Rate Decision Upper Bound 1.000% 0.750% 1.000% On forecast

FOMC Rate Decision Upper Bound 0.750% 0.500% 0.750% On forecast

RBA FX Transacions Government -A$333m -A$588m On forecast

RBA FX Transacions Market A$282m A$557m On forecast

RBA Transacions Other A$60m A$46m On forecast

BOJ Policy Rate -0.100% -0.100% -0.100% On forecast

BOJ 10-Yr Yield Target 0.000% 0.000% 0.000% On forecast

Bank of England Bank Rate 0.250% 0.250% 0.250% On forecast

BOE Asset Purchase Target 435 bn 435 bn 435 bn On forecast

BOE Corporate Bond Target 10 bn 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 $52.29 $51.81 0.93% Fall in US Inventories

WTI $49.24 $48.86 0.78%

Natural Gas $2.93 $2.98 -1.78%

Crack Spread $16.96 $16.65 1.86%

12-mo strip crack $13.96 $13.76 1.45%

Ethanol rack $1.60 $1.60 0.19%

Gold $1,225.82 $1,219.88 0.49% Weaker Dollar

Silver $17.46 $17.35 0.64%

Copper contract $269.15 $265.65 1.32%

Corn contract 365.00$       363.50$       0.41%

Wheat contract 438.00$       436.00$       0.46%

Soybeans contract 1,005.00$    998.00$       0.70%

Baltic Dry Freight 1147 1112 35

Actual Expected Difference

Crude (mb) -0.2 3.0 3.2

Gasoline (mb) -3.1 -2.0 1.1

Distillates (mb) -4.2 -1.3 2.9

Refinery run rates (%) -0.80% 0.30% 1.10%

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 the central and 

southern regions and cooler temperatures for the northeastern and western regions.  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. 

 

-3

-2

-1

0

1

2

3

0

4

8

12

16

60 65 70 75 80 85 90 95 00 05 10 15

DEVIATION
10-YR CONSTANT MATURITY YIELD

FAIR VALUE

TEN-YEAR T-NOTE MODEL

%
D

E
V

IA
T

IO
N

FAIR VALUE RATE =

2.00%

Sources:  Haver Analytics, CIM

(WITH YEN, OIL PRICES & GERMAN BONDS)

 
 

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. 

 



 

 

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

www.confluenceinvestment.com 

 11 

1.0

1.5

2.0

2.5

3.0

3.5

4.0

4.5

5.0

1930 1940 1950 1960 1970 1980 1990 2000 2010

THE ADULT EXPERIENCE OF INFLATION

FOR 60-YEAR OLD AMERICANS

A
V

E
R

A
G

E
 I

N
F

L
A

T
IO

N
 E

X
P

E
R

IE
N

C
E

Sources:  Haver Analytics, CIM  
 

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 3/15/2017 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 3/15/2017 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 16, 2017 
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P/E as of 3/15/2017 = 20.7x

 
 

Based on our methodology,1 the current P/E is 20.7x, up 0.2x from last week. Falling Q1 

earnings coupled with market strength led to the rise 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 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. 


