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Looking for something to read? See our Reading List; these books, separated by category, are
ones we find interesting and insightful. We will be adding to the list over time.

[Posted: March 18, 2024—9:30 AM EDT] Global equity markets are higher this morning. In
Europe, the Euro Stoxx 50 is up 0.3% from its prior close. In Asia, the MSCI Asia Apex 50
Index closed up 0.7%. Chinese markets were higher, with the Shanghai Composite up 1.0% from
its previous close and the Shenzhen Composite up 1.6%. US equity index futures are signaling a
higher open.

The Confluence macro team publishes a plethora of research reports and multimedia offerings on
a weekly and quarterly basis, all available on our website. We highlight recent publications
below, with new items of the day emphasized in bold:

e Bi-Weekly Geopolitical Report (3/11/2024) (with associated podcast): “Rebirth of US
Nuclear Deterrence”

e Asset Allocation Quarterly — Q1 2024 (1/26/2024): Discussion of our asset allocation
process, Q1 2024 portfolio changes, and our outlook for the markets.

e Asset Allocation Q1 2024 Rebalance Presentation (2/5/2024): Video presentation
featuring the Asset Allocation Committee as they review the asset allocation strategies,
recent portfolio changes, and the current macro environment.

e Asset Allocation Bi-Weekly (3/18/2024) (with associated podcast): “The Fed’s Other
Policy Tool”

e The 2024 Outlook: Slow-Bicycle Economy (12/18/2023) (with associated Confluence of
Ideas podcast)

e Confluence of Ideas podcast (2/13/2024) “Reviewing the Asset Allocation Rebalance:
Q1 2024»

Our Comment today opens with the Bank of Japan’s likely abandonment of negative interest
rates this week. We next review a wide range of other international and US developments with
the potential to affect the financial markets today, including news that even Beijing-friendly
emerging markets are starting to push back against China’s surging exports and big changes
coming in the US commercial and residential real estate markets.

Japan: Sources say the Bank of Japan finally plans to end its negative interest rate policy at its
two-day policy meeting that begins today, based on its assessment that the economy has at last
achieved a virtuous cycle of moderate wage gains and modest price inflation. The revised policy
rate of 0.0% or more would mark Japan’s first non-negative interest rate since 2016.
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Nevertheless, BOJ policymakers have signaled that they will still keep their benchmark rate
accommodative, probably in the range of 0.0% to 0.1%.

One implication of higher (or at least non-negative) interest rates in Japan is that the
country’s investors may be tempted to repatriate the enormous sums they’ve invested
abroad in search of better yields. A new survey by Bloomberg shows that about 40% of
investment managers think Japanese investors will be tempted to start bringing capital
back home at the first rate hike.

News reports on the Bloomberg story emphasized that “only” 40% of investment
managers think the Japanese would be tempted to repatriate funds early. To us, 40%
sounds like a significant slice. In any case, large amounts of capital shifting back to
Japan would likely boost the yen (JPY) and potentially take some of the wind out of US
stocks and bonds.

China-Brazil: New reporting says the Brazilian government has launched several anti-dumping
investigations as imports of Chinese industrial products soar. The probes target products ranging

from steel and chemicals to tires and could ultimately result in the imposition of tariffs, as
demanded by Brazilian industries. However, to avoid antagonizing Beijing and to preserve
Brazil’s access to the Chinese market for agricultural products, Brazilian President Lula da Silva
will probably try to minimize any trade barriers against China.

We have long argued that China will eventually adopt a neo-colonial relationship with
the other members of its evolving geopolitical and economic bloc. To absorb its massive
excess capacity and help pay the associated debts, Beijing will focus on exporting cheap,
relatively advanced manufactured products to its friends, largely transforming them into
mere commodity suppliers to China. As in classic colonialism, the result would be big
trade surpluses for China and trade deficits for its partners.

In our analysis, Brazil is still a member of the China-leaning bloc. It is not quite a
Chinese colony yet, and it still maintains a trade surplus with China. As Lula faces the
domestic political costs of the evolving China-Brazil trade relationship, a big question is
whether he will accept those costs and be drawn closer into the China bloc or resist them
and stay out of that camp.

With China’s excess industrial capacity and debt prompting ever-increasing exports at
predatory prices, we note that several other emerging markets have also recently taken
steps to protect their domestic markets from the Chinese onslaught, as have some major
developed countries. Both the threat to domestic manufacturers and the potential
pushback against Chinese exporters will likely have big implications for global investors
in the coming months.

China: January-February industrial production was up a solid 7% year-over-year, beating
expectations and marking the strongest annual growth in almost two years. However, other data

showed property investment was down 9% year-over-year in the same period, and new
construction starts were down 30%. The figures suggest manufacturers are seeing some benefit
from the government’s modest stimulus measures, but with domestic demand weak, a lot of the
new output will likely be exported at low, dumping-level prices.
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India: The Electoral Commission of India announced on Saturday that the next parliamentary
elections will begin on April 19, with the voting staggered across the country’s various states and
due to wrap up on June 1. Prime Minister Modi and his Hindu nationalist Bharatiya Janata Party
are widely expected to win the lower house of parliament, giving Modi a third five-year term. A
win by the pro-US, business-friendly Modi would likely be taken positively by investors.

Pakistan-Afghanistan: The Pakistani military this morning launched airstrikes against Islamist
militants in Afghanistan after accusing them of conducting attacks in Pakistan over the weekend.
The Taliban government in Kabul condemned the strikes as a violation of its territory. However,
given militants based in Afghanistan have increasingly launched attacks on Pakistan since the
Taliban took power in 2021, the Pakistanis appear to have had enough and may now continue
their airstrikes until the militant threat is reduced.

Russia: In the presidential election completed yesterday, President Putin appears to be on track
to win a new term in office that will allow him to rule until 2030. With some 25% of the ballots
counted, Putin was reportedly winning 88% of the votes. Of course, with all potentially
competitive opposition candidates barred from participating, the election is in no way free or fair.
Nevertheless, Putin is sure to trumpet the result as a mandate justifying his autocratic rule.

European Union: The Wall Street Journal today carries an article explaining the continued
rapid rise of European defense stocks as governments boost their purchases of ammunition,
military equipment, and weapons. The article notes that European governments are rapidly
boosting their defense budgets not only in fear of Russian aggression but also in response to
former President Trump’s hints that he might renege on US commitments under NATO’s mutual
defense treaty.

e The article is consistent with our oft-written belief that defense spending is likely to rise
around the world in the coming years, creating potential investment opportunities in
defense companies and other firms that have a lot of defense business.

e Notably, European defense stocks outperformed those of the US over the last year,
probably because of the Europeans’ greater urgency to rearm and the US’s continued
fiscal squabbles.

Cuba: Prompted by recent electricity blackouts and food shortages, hundreds of protesters took
to the streets in two cities over the weekend. In response, the government shut down mobile
internet service, just as it did to short-circuit similar protests in July 2021.

Global Cocoa Market: In bad news for chocolate lovers everywhere (doesn’t everyone love
chocolate?), global cocoa prices late last week set a new record high for the first time since 1977.
The price of near cocoa futures rose $1,105 per metric ton on Thursday and Friday to reach
$8,018 per ton, three times the price from one year ago. Prices so far this morning have topped
$8,400 per ton. Cocoa prices are rising in response to bad weather in West Africa, where most
of the world’s supply is grown.
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US Monetary Policy: In a Financial Times poll of academic economists, more than two-thirds
of respondents thought the Federal Reserve would cut interest rates no more than two times in
2024, with the first cut coming in late summer. Even though investors have begun to come
around to the fact that the Fed is likely to hold rates higher for longer than anticipated, the poll
suggests market participants may still be expecting too many rate cuts this year.

US Labor Market: In what is likely to become a politically controversial position, economists
at Goldman Sachs have released analysis suggesting that strong net immigration in 2023 was a
key reason why the US economy and payrolls were able to rise so much but didn’t put further
upward pressure on consumer price inflation. Looking forward, the analysts think continued
strong immigration will continue to boost the US’s potential economic growth in 2024 while also
keeping a lid on wages and inflation.

Exhibit 1: We Estimate That Elevated Immigration Will Boost Potential GDP Growth by 0.3ppto 2.1%

Percentage points

Percentage points

25

Contributions to 2024 Potential GDP Growth, GS Estimates

25

Potential Labor Force

3 - -
1.0 1.0
0.5 0.5
0.0 + T 00
Economywide Longer-Term Elevated
Productivity Demographic Immigration
Growth Implied

Total

Source: Goldman Sachs Global Investment Research

US Commercial Real Estate Market: New data from Kastle Systems shows that even on their
peak occupancy days, office buildings in 10 major cities are still filled with only about 61.7% of
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the employees they had before the COVID-19 pandemic. Moreover, the rate of improvement has
slowed to a crawl. The data suggests that office buildings and the debt that backs them will
remain a significant financial risk in the coming months and years.

U.S. average office occupancy rate on peak weekday

Weekly average of 10 select metro areas with highest occupancy rates; March 11, 2020, to March 6, 2024

e 61.7%

Data: Kastle Systems. Chart: Axios Visuals

US Residential Real Estate Market: The National Association of Realtors on Friday said it has
reached a deal to settle the multiple lawsuits it has been fighting over its standard practice of
charging home sellers a commission of about 6%, split between the seller’s and buyer’s agents.
Under the deal, commissions will now be negotiated between the seller and his/her agent, and
between the buyer and his/her agent. Total commissions are expected to fall to 3% to 4%,
sharply reducing realtor income and leading to a mass exit from the industry.

US Economic Releases

There were no significant economic releases prior to the publication of this report. The table
below lists the economic releases and/or Fed events scheduled for the rest of the day.

Economic Releases
EST|Indicator Expected Prior Rating
10:00|NAHB Housing Market Index m/m Mar 48.0 48.0 *
Federal Reserve

No Fed speakers or events for the rest of today

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
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closely for possible complications, and green indicates neutral conditions. We will add a
paragraph below if any development merits further explanation.

Country I Indicator I I I Current I Prior I Expected | Ratingl Market Impact

ASIA-PACIFIC

Japan Core Machine Orders y/y Jan -10.90% -0.70% -10.50%| *** |Equity and bond neutral

China Retail Sales YTD vy Feb 5.5% - 5.6%| ** |Equity and bond neutral
Industrial Production YTD vy Feb 7.0% 5%| ** |Equity and bond neutral
Fixed Assed Ex Rural YTD m/m Feb 4.2% 3%| ** |Equity and bond neutral

EUROPE

Eurozone CPI vy Feb F 2.6% 2.6% 2.6%| *** |Equity and bond neutral
Core CPI v/y Feb F 3.1% 3.1% 3.1%| ** |Equity and bond neutral
Trade Balance SA m/m Jan 11.4b 14.3b ** |Equity and bond neutral

UK Rightmove House Prices vy Mar 0.8% 0.1% ** |Equity and bond neutral

Switzerland Domestic Sight Deposits CHF w/w 15-Mar 461.0b 468.4b *  |Equity and bond neutral
Total Sight Deposits CHF w/w 15-Mar 469.2b 477.4b * Equity and bond neutral

AMERICAS

Canada Int'l Securities Transactions m/m Jan 8.88b 10.80b *  |Equity and bond neutral

Brazil Formal Job Creation m/m Jan 180395 -440006 85000/ ** |Equity and bond neutral
Economic Activity Index vy Jan 3.45% 1.34% 3.70%| ** |Equity and bond neutral
FGV Inflation IGP-10 m/m Mar -0.17% -0.65% -0.30%| ** |Equity and bond neutral

Financial Markets

The table below highlights some of the indicators that we follow daily. 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.

Fixed Income Today Prior Change Trend
3-mo Libor yield (bps) 559 559 0 Down
3-mo T-bill yield (bps) 523 524 -1 Up
U.S. Sibor/OIS spread (bps) 533 533 0 Down
U.S. Libor/OIS spread (bps) 534 534 0 Down
10-yr T-note (%) 4.30 4.31 -0.01 Up
Euribor/OIS spread (bps) 393 393 0 Up
Currencies Direction

Dollar Flat Up
Euro Up Down
Yen Flat Down
Pound Flat Up
Franc Up Down

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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DOE Inventory Report | Price | Prior | Change Explanation

Energy Markets

Brent $85.69 $85.34 0.41%
WTI $81.45 $81.04 0.51%
Natural Gas $1.76 $1.66 6.22%
Crack Spread $34.06 $33.00 3.19%
12-mo strip crack $26.81 $26.02 3.01%
Ethanol rack $1.80 $1.80 0.02%
Metals

Gold $2,160.74 $2,155.90 0.22%
Silver $25.18 $25.19 -0.04%
Copper contract $412.75 $412.45 0.07%
Grains

Corn contract $437.75 $436.75 0.23%
Wheat contract $536.00 $528.50 1.42%
Soybeans contract $1,191.25 $1,198.25 -0.58%
Shipping

Baltic Dry Freight | 2,374 | 2,350 | 24
Weather

The 6-10 and 8-14 day forecasts currently call for warmer-than-normal temperatures in southern
Texas and southern Florida to recede into the New England region, with cooler-than-normal
temperatures expected for the rest of the country. The precipitation outlook calls for wetter-than-
normal conditions in virtually the entire country.
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Data Section

US Equity Markets — (as of 3/15/2024 close)

YTD Total Return Prior Trading Day Total Return
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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.
These charts represent the new sectors following the 2018 sector reconfiguration.

Asset Class Performance — (as of 3/15/2024 close)

YTD Asset Class Total Return )
] ; ‘ Growth This chart shows the year-to-date
! | Lot peveltoped loca currency) returns for various asset classes,
4 ‘ . -
, i cap updated daily. The asset classes are
] Foreign Developed (5) ranked by total return (including
Emerging Markets (local curren: - . - . . .
] Commosten o dividends), with green indicating
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! smalcap returns from the beginning of the
igh Yiel .
—: US Corporate Bond year, as Of prIOI' C|OS€
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— Real Estate
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Source: Bloomberg

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), Real Estate (FTSE NAREIT Index), Emerging Markets (MSCI Emerging Markets (USD
and local currency) Index), Cash (iShares Short Treasury Bond ETF), US Corporate Bond
(iShares iBoxx $ Investment Grade Corporate Bond ETF), US Government Bond (iShares 7-10
Year Treasury Bond ETF), US High Yield (iShares iBoxx $ High Yield Corporate Bond ETF),
Commodities (Bloomberg total return Commodity Index), Value (S&P 500 Value), Growth
(S&P 500 Growth).
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P/E Update

March 14, 2024

LONG-TERM TRAILING P/E
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Based on our methodology,* the current P/E is 22.45x, up 0.11x from our last report. The
improvement in the multiple reflects an increase in the stock price index, outweighing a modest
increase in earnings.

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 This 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 Bloomberg estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings
sum includes three actual quarters (Q1, Q2 and Q3) and one estimate (Q4). 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 long-term dataset for P/E ratios.
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