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[Posted: March 1, 2017—9:30 AM EST]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 1.7% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.5% from the prior close.  Chinese markets were up, with the Shanghai composite 

up 0.2% and the Shenzhen index up 0.4%.  U.S. equity futures are signaling a higher open.  With 

476 companies having reported, the S&P 500 Q4 earnings stand at $31.43, higher than the 

$30.77 forecast for the quarter.  The forecast reflects a 3.2% increase from Q4 2015 earnings.  

Thus far this quarter, 65.1% of the companies reported earnings above forecast, while 23.1% 

reported earnings below forecast. 

 

Although political analysts continue to dissect the president’s speech, the markets have clearly 

rendered a verdict—it was a winner.  The Trump trade of higher interest rates, stronger dollar 

and equities is back in force this morning.  Our take on the speech was that it was more polished 

than most of his previous remarks and less dark than the inaugural oration.  There wasn’t a lot of 

detail but there were some hints at the direction of policy.  On health care, elements of Speaker 

Ryan’s plan emerged.  The focus seemed to be on “access to coverage” rather than “coverage,” 

which would suggest that households could refuse to buy insurance without penalty.  One of the 

more popular elements of the ACA is the pre-existing condition issue; access could be met with 

high-risk pools, which have had a rather mixed record.  An expansion of tax credits and health 

savings accounts were also floated, a Ryan principle.  On the other hand, the president did 

suggest a goal to “bring down the artificially high price of drugs and bring them down 

immediately.”  That might entail allowing Medicare to directly bargain on drug prices, which 

would create an oligopsony and effectively allow the government a major role in setting drug 

prices.  On infrastructure, he called for public-private partnerships for funding, which will limit 

the level of spending; the private sector will only participate in spending that will directly 

generate revenue and there isn’t much of that coming from freeways.   

 

Although some have noted that the lack of detail is troubling, historically, such speeches are 

usually light on detail.  We view the speech as little more than a mere campaign speech and thus 

accounts for the market’s strong reaction this morning.  The optimistic tone and the improved 

delivery were clearly taken as a positive.   

 

With the speech out of the way, the focus now shifts to the FOMC.  A rising number of members 

of the committee are hinting at a March rate hike; the odds of a March hike, based on the fed 

funds futures, is at 84% this morning.  On Friday, Chair Yellen is scheduled to speak.  If she 

confirms the comments of the other members, a hike on the 15th will approach certainty.   

 

 

Daily Comment 
 

By Bill O’Grady, Kaisa Stucke, 

and Thomas Wash 
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(Source: Bloomberg) 

 

This chart shows the implied yield from the Eurodollar futures for three-month LIBOR out two 

years.  The implied yield is approaching its December highs; this level is consistent with fed 

funds of 1.84%.   

 

In France, Conservative candidate François Fillon reiterated that he would stay in the race for 

president despite the decision to postpone a campaign event at a Paris farm show.  Fillon has 

been under investigation for hiring family members for what prosecutors are saying were make-

work jobs.  He is scheduled to testify to judges on the matter on March 15th.  Current betting sites 

are giving Emmanuel Macron 10-11 odds to win the second round compared to Marine Le Pen at 

2-1.   

  

U.S. Economic Releases 

 

MBA mortgage applications rose 5.8% from the prior week.  Purchases and refinancing rose 

6.5% and 5.1%, respectively.  The 30-year fixed rate mortgage fell 6 bps from 4.36% to 4.30%.  

 

Core PCE was in line with expectations at 1.7%.  The PCE deflator came in slightly below 

expectations at 1.9% compared to the forecast of 2.0%.  Core PCE continues to hold below the 

Fed’s 2.0% target. 
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The chart above shows the relationship between personal consumption and core personal 

consumption price deflators.   

 

Personal income came in above expectations at 0.4% compared to the forecast of 0.3%.  Personal 

spending came in below expectations at 0.2% compared to the forecast of 0.3%.  Real personal 

spending fell 0.3%, below the forecast fall of 0.1%. 
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The chart above shows the year-over-year change of personal income, overall income and wages 

and salaries.  Personal income has remained relatively flat over the past two years.  Salaries, on 

the other hand, are up nearly 4.5% and have been outpacing the overall growth of personal 

income for most of the past year.  Stronger wage growth does suggest tightening labor markets 

and may support tighter monetary policy.   

 

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

 

EDT Indicator Expected Prior Rating

9:45 Markit US Manufacturing PMI m/m feb 54.5 54.3 **

10:00 ISM Manufacturing m/m feb 56.2 56.0 **

10:00 ISM Prices Paid m/m feb 68.0 69.0 **

10:30 ISM New Orders m/m feb 60.4 **

10:00 ISM Employment m/m feb 56.1 **

10:00 Construction Spending m/m jan 0.6% -0.2%

EST Speaker or event

13:00 Robert Kaplan Speaks in Dallas President of the Federal Reserve Bank of Dallas

Economic Releases

Fed speakers or events

District or position

 
 

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. 
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Non-Manufacturing PMI y/y feb 54.2 54.6 ** Equity and bond neutral

Manufacturing PMI y/y feb 51.6 51.3 51.2 *** Equity and bond neutral

Caixin China PMI Mfg y/y feb 50.8 51.0 ** Equity and bond neutral

Japan Capital Spending y/y 4q 3.8% -1.3% 0.8% ** Equity bullish, bond bearish

Capital Spending ex Spending y/y 4q 3.3% -1.4% 1.1% ** Equity bullish, bond bearish

Company Profits y/y 4q 16.9% 11.5% ** Equity and bond neutral

Company Sales y/y 4q 2.0% -1.5% ** Equity and bond neutral

Nikkei Japan PMI y/y feb 53.3 53.5 ** Equity and bond neutral

Vehicle Sales y/y feb 13.4% 8.6% ** Equity and bond neutral

India Nikkei India PMI y/y feb 50.7 50.4 ** Equity and bond neutral

Australia AiG Perf of Mfg Index y/y feb 59.3 51.2 ** Equity and bond neutral

CoreLogic House Px m/m feb 1.4% 0.7% ** Equity and bond neutral

GDP y/y 4q 2.4% 1.8% 2.0% ** Equity and bond neutral

Commodity Index y/y feb 56.0% 55.7% ** Equity and bond neutral

New Zealand QV House Prices y/y feb 13.5% 13.5% ** Equity and bond neutral

Terms of Trade Index y/y jan 5.7% -1.7% 4.0% ** Equity and bond neutral

EUROPE

Germany CPI m/m feb 2.2% 1.9% 2.1% *** Equity and bond neutral

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

Markit/BME Germany Manufacturing y/y feb 56.8 57.0 57.0 ** Equity and bond neutral

France Markit France Manufacturing y/y feb 52.2 52.3 52.3 *** Equity and bond neutral

Italy Markit/ ADACI Italy Manufacturing m/m feb 55.0 53.5 53.0 ** Equity bullish, bond bearish

GDP Annual y/y 2016 0.9% 0.8% 1.0% ** Equity and bond neutral

Deficit to GDP y/y feb 2.4% 2.6% 2.4% ** Equity and bond neutral

U.K. BRC Shop Price Index y/y feb -1.0% -1.7% -1.4% ** Equity and bond neutral

Markit UK PMI Manufacturing y/y feb 54.6 55.9 55.8 ** Equity and bond neutral

Switzerland UBS Consumption Indicator y/y jan 1.43 1.5 1.5 ** Equity and bond neutral

PMI Manufacturing m/m feb 57.8 54.6 55.5 ** Equity and bond neutral

Russia Markit Russia PMI y/y feb 52.5 54.7 ** Equity and bond neutral

AMERICAS

Canada MLI Leading Indicator m/m jan 0.6% 0.6% ** Equity and bond neutral

Current Account Balance q/q 4q -$10.73b -$18.30b -$9.75b ** 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) 105 105 0 Up

3-mo T-bill yield (bps) 60 60 0 Neutral

TED spread (bps) 45 46 -1 Neutral

U.S. Libor/OIS spread (bps) 82 81 1 Neutral

10-yr T-note (%) 2.43 2.39 0.04 Neutral

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

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

Bank of Canada Rate Decision 0.50% 0.50% On forecast  
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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 $56.74 $56.51 0.41% Short Covering

WTI $54.20 $54.01 0.35%

Natural Gas $2.81 $2.77 1.19%

Crack Spread $16.86 $17.37 -2.93%

12-mo strip crack $14.30 $14.67 -2.50%

Ethanol rack $1.61 $1.61 0.16%

Gold $1,241.59 $1,248.44 -0.55% Stronger Dollar, Fed Expectations

Silver $18.32 $18.31 0.04%

Copper contract $274.20 $271.40 1.03%

Corn contract 376.25$       373.75$       0.67%

Wheat contract 451.75$       443.75$       1.80%

Soybeans contract 1,043.75$    1,035.75$   0.77%

Baltic Dry Freight 859 878 -19

Actual Expected Difference

Crude (mb) 3.0

Gasoline (mb) -1.5

Distillates (mb) -1.0

Refinery run rates (%) 0.15%

Natural gas (bcf) -3.0

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, 

while the western region is expected to have cooler temps.  Precipitation is not 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.  

 

February 24, 2017 

 

Emerging market equities have been the best performing asset class year to date among the 12 

we use in our asset allocation program.  Given that we currently have no exposure to emerging 

markets, it makes sense to review this market stance.  The U.S. dollar is one of the key variables 

impacting the relative performance of emerging markets to the S&P 500.   
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The blue line on this chart looks at the relative performance of emerging markets to the S&P 

500.  When the line is rising, the S&P is outperforming emerging markets.  The red line is the 

JPM real dollar index.  The two series are positively correlated at 81.1%, meaning that a stronger 

dollar tends to reflect the S&P 500 outperforming the emerging markets.   

 

It is worth noting that for the past few months both the dollar and the emerging markets/S&P 

ratio have been mostly range-bound.  Only since the Trump victory has the dollar broken out to 

the upside.  The lack of performance from the U.S. market relative to emerging markets may be 

signaling that equity investors don’t believe the dollar’s strength will be maintained.  The 

breakout is based on two expectations.  First, the FOMC will tighten credit further.  Although we 

do expect this to occur, it is also well anticipated.  Second, the Trump administration has 

promised fiscal stimulus in the form of infrastructure and defense spending, coupled with tax 

cuts.  In the past, fiscal stimulus has led to tighter monetary policy which will likely boost the 
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dollar.  In addition, if President Trump implements trade impediments, the dollar will likely 

strengthen as well. 

 

It is possible that some degree of doubt has developed about the likelihood of fiscal stimulus.  It 

is rarely remembered that new presidents take some time to assemble a team and work with 

Congress on getting new laws passed.  As the above chart shows, the last dollar spike in 2000 

didn’t lead to a new high in the equity ratio.  Perhaps equity investors concluded that the 

greenback was probably near the end of its bull run. 

 

At the same time, dollar strength has been associated with emerging market crises.  The Latin 

American Debt Crisis in the 1980s and the Asian Economic Crisis of the late 1990s coincided 

with dollar strength.  In addition, U.S. trade barriers will disrupt the prevailing model of 

development for emerging market nations.  Thus, in the coming months, our asset allocation 

process will need to determine if the risk/reward calculus for emerging equities makes sense.  

Ultimately, it is difficult to make a bullish case for emerging equities without dollar weakness.  

The longer dollar strength continues, the greater the risk that recent gains in emerging equities 

will not be sustainable.   

    

  
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 2/28/2017 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 2/28/2017 close) 

 

0.0% 5.0% 10.0%

Cash

Commodities

US Government Bond

US Corporate Bond

Small Cap

US High Yield

Foreign Developed (local currency)

Real Estate

Mid Cap

Foreign Developed ($)

Emerging Markets (local currency)

Large Cap

Emerging Markets ($)

YTD Asset Class Total Return

Source: Bloomberg

  
 

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 23, 2017 

 

 
 

Based on our methodology,1 the current P/E is 19.8x, up 0.1 from last week.  Declining Q1 

earnings in addition to rising equity prices led to an increase 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 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. 


