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[Posted: March 6, 2017—9:30 AM EST]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is down 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

0.4% from the prior close.  Chinese markets were up, with the Shanghai composite up 0.5% and 

the Shenzhen index up 1.2%.  U.S. equity futures are signaling a lower open.  With 489 

companies having reported, the S&P 500 Q4 earnings stand at $31.48, higher than the $30.77 

forecast for the quarter.  The forecast reflects a 3.2% increase from Q4 2015 earnings.  Thus far 

this quarter, 65.4% of the companies reported earnings above forecast, while 23.1% reported 

earnings below forecast. 

 

There were two news stories of note over the weekend.  First, President Trump accused the 

previous administration of wiretapping his campaign.  This is a very significant charge, akin to 

Nixon’s “plumbers” breaking into the Democratic National Headquarters.  The FBI and the 

former Director of National Intelligence have denied the charges.  James R. Clapper, the former 

Director of National Intelligence, was on the Sunday news shows denying that any such activity 

took place.  Unfortunately, Clapper’s veracity is seriously in question given that he gave false 

testimony to Congress in 2013 related to the NSA’s program to capture phone data on U.S. 

citizens.   

 

We don’t know whether this happened or not.  There was clearly some surveillance of the 

campaign tied to Russia; that’s why Michael Flynn is no longer in the White House.  However, 

we do know that any time spent by Congress or the White House investigating this issue is a 

distraction from fulfilling the president’s agenda.  And, since political capital is perishable, 

delays increase the odds that less will get done. 

 

We have updated our election cycle chart.  The blue line in the chart below shows the rebased 

S&P 500 Index behavior for a new GOP administration.  The red line shows the current 

situation.  So far, the pattern is holding reasonably well.  In fact, the current level has gotten a bit 

ahead of itself recently.  Much of the surge is based on assumptions that the president will 

accomplish tax reform and deregulation.  If the administration finds itself bogged down by other 

issues and the agenda’s momentum stalls, it will be hard to keep the market up as we head into 

the latter half of the year.   
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The other issue is North Korea, which we will discuss in the most recent WGR to be published 

later today.  In our report, we take a look at the recent assassination of Kim Jong Nam, the older 

brother of the current leader of the Democratic People’s Republic of Korea, Kim Jong Un.  North 

Korea launched four ballistic missiles over the weekend, three of which fell in Japan’s exclusive 

economic zone in waters off the island nation.  The launch coincides with annual military drills 

that South Korea and the U.S. are about to conduct.  According to reports, North Korea is 

improving its missile technology and will, in time, be able to reliably reach the U.S. with an 

intercontinental ballistic missile.  The U.S. is considering deploying the Terminal High Altitude 

Area Defense (THAAD) system, which could shoot down any North Korean missiles that are 

aimed at South Korea or Japan.  It probably wouldn’t be able to shoot down a North Korean 

missile aimed at the U.S.  We note that the weekend NYT reported that the U.S. has tried to 

deploy cyberweapons to disrupt the North Korean missile program; although we have seen a 

series of failures in recent years, it is clear that progress is being made.   

 

North Korea has become a nearly unsolvable problem.  Although the U.S. would probably 

prevail in a conventional attack against the Hermit Kingdom, the costs of war would be high.  

South Korea would suffer tremendous damage and China may come to the aid of its ally like it 

did in the first Korean War.  Simply put, as long as North Korea isn’t a direct threat to the U.S., 

there is little stomach for triggering a costly war.  However, if North Korea sufficiently threatens 

the U.S., the cost calculus will change.  We continue to closely monitor conditions in North 

Korea.  So far, financial markets are taking this all in stride.  After all, if North Korea were an 

imminent threat, the Japanese yen would be collapsing. 

 

Finally, we note that the CPC has been meeting in Beijing in anticipation of the important 

autumn meetings that will “re-elect” Xi Jinping to a second term.  Today, Li Keqiang, the 
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premier of China (equal to a U.S. VP), lowered the GDP growth target to 6.5%.  That target is 

still quite lofty and probably unsustainable.   

 

U.S. Economic Releases 

 

There were no economic releases prior to the publication of this report.  The table below shows 

the domestic releases and Fed speakers scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 Factory Orders m/m jan 1.0% 1.3% **

10:00 Factory Orders Ex Trans m/m jan 2.1% **

10:00 Durable Goods Orders m/m jan 1.0% 1.8% **

10:00 Durable Ex Transportation m/m jan 0.1% -0.2% **

10:00 Cap Goods Orders Nondef Ex Air m/m jan -0.4% **

10:00 Cap Goods Ship Nondef Ex Air m/m jan -0.6% **

EST Speaker or event

15:00 Neel Kashkari speaks at NABE conference

Economic Releases

Fed speakers or events

District or position

President of the Federal Reserve Bank of Minneapolis  
 

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. 

 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Australia Melbourne Institute Inflation y/y feb 2.1% 2.1% ** Equity and bond neutral

Retail Sales y/y jan 0.4% -0.1% 0.4% ** Equity and bond neutral

ANZ Job Advertisments m/m feb -0.7% 4.0% ** Equity and bond neutral

New Zealand Building Permits m/m jan 0.8% -7.2% ** Equity and bond neutral

EUROPE

Eurozone Sentix Investor Confidence m/m mar 20.7 17.4 18.5 ** Equity and bond neutral

Germany Markit Germany Construction PMI m/m feb 54.1 52.0 ** Equity bullish, bond bearish

Markit Germany Services PMI m/m feb 51.2 50.3 ** Equity and bond neutral

France Markit France Retail PMI y/y jan 51.7 53.1 ** Equity and bond neutral

Italy Markit Italy Retail PMI y/y feb 45.5 45.6 ** Equity and bond neutral

U.K. New Car Registrations y/y feb -0.3% 2.9% ** Equity and bond neutral

Switzerland Total Sight Deposits m/m mar 553.4b 548.2b ** Equity and bond neutral

Domestic Sight Deposits y/y mar 471.5b 470.2b ** Equity and bond neutral

AMERICAS

Brazil Markit Brazil PMI Composite m/m feb 46.6 44.7 ** Equity and bond neutral

Markit Brazil PMI Services m/m feb 46.4 45.1 ** Equity and bond neutral  
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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) 110 110 0 Up

3-mo T-bill yield (bps) 69 69 0 Neutral

TED spread (bps) 42 41 1 Neutral

U.S. Libor/OIS spread (bps) 86 85 1 Neutral

10-yr T-note (%) 2.47 2.48 -0.01 Neutral

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

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

Currencies Direction

dollar up Neutral

euro down Neutral

yen up Down

pound down Down

franc down Neutral  
 

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 $55.53 $55.90 -0.66% Long liquidation

WTI $52.98 $53.33 -0.66%

Natural Gas $2.94 $2.83 3.89%

Crack Spread $15.26 $15.27 -0.03%

12-mo strip crack $13.32 $13.27 0.32%

Ethanol rack $1.59 $1.59 -0.22%

Gold $1,231.76 $1,234.81 -0.25%  Stronger Dollar, Fed Expectations

Silver $17.84 $17.97 -0.74%

Copper contract $265.85 $269.65 -1.41%

Corn contract 381.50$       380.75$       0.20%

Wheat contract 459.75$       453.50$       1.38%

Soybeans contract 1,041.00$    1,037.50$   0.34%

Baltic Dry Freight 939 904 35

Shipping

Energy Markets

Metals

Grains

 
 

Weather 

 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for most of the country, 

while the northern 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 3, 2017 

 

Since the election of President Trump, a number of sentiment indicators have risen strongly.  

There is concern that the improving sentiment isn’t warranted.  In this week’s report, our 

research supports the conclusion that improving sentiment is better described as a reflection of 

the overall state of the economy.  In other words, our analysis suggests that the improvement in 

sentiment is actually more in line with the economy and the earlier pessimism was probably 

excessive. 
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The chart on the left shows the National Federation of Independent Business (NFIB) Optimism 

Index and the one on the right is the Philadelphia FRB Business Conditions Index (BCI).  Both 

have jumped since the November elections.  Consumer confidence has improved as well. 
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To compare how the business sentiment indicators have reacted to the actual data, we compared 

the aforementioned NFIB and BCI indices to the Chicago FRB’s National Activity Index 

(CFNAI).  The latter index is a broad-based measure of the economy that captures both business 

and household activity.  To reduce the volatility in all these measures, we have smoothed them 

with a six-month moving average. 
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Note that in both cases, the sentiment indicators and the CFNAI have tended to track each other.  

Interestingly enough, post-2008, small business sentiment has dramatically lagged the overall 

performance of the economy.  It would appear that concerns about the Affordable Care Act and 

other regulations dampened small business sentiment.   
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These two charts show the results of regressions where the CFNAI is the dependent variable and 

either the NFIB or the BCI is the independent variable.  When the model suggests that sentiment 

is too pessimistic relative to the economy, the deviation line is above zero.  The recent jump in 

the NFIB (on a smoothed basis) suggests that small business sentiment is just now reflecting the 

overall economy.  That could mean that if sentiment remains elevated either the model will turn 

optimistic or, perhaps, the economy will improve.  The Philadelphia FRB BCI has just turned 

modestly optimistic but remains in the normal range of deviation values.  Thus, the improvement 

in sentiment is notable but appears to be more of a reversion to the actual performance of the 
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economy.  Interestingly enough, both models indicate that the impact of sentiment on the 

economy is coincident, meaning sentiment doesn’t necessarily lead to better economic 

performance.  At the same time, the models also suggest that the improvement in sentiment 

doesn’t signal conditions of excessive optimism, either.  This means that the rise in sentiment 

isn’t necessarily creating conditions of disappointment which might adversely affect equity 

markets.   

    

  
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 3/3/2017 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 3/3/2017 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 2, 2017 
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Based on our methodology,1 the current P/E is 20.5x, up 0.7 from last week.  As previously 

discussed in the commentary above, we have moved Q4 from Thomson/Reuters to Standard & 

Poor’s, which has a lower calculation from operating earnings.  This drop in earnings coupled 

with a rising market have led to the rise in the P/E 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. 


