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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 9, 2018—9:30 AM EST]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is down 0.1% from the last close.  In Asia, the MSCI Asia Apex 50 

closed up 0.6% from the prior close.  Chinese markets were higher, with the Shanghai composite 

up 0.6% and the Shenzhen index up 1.6%.  U.S. equity index futures are signaling a flat open.   

 

It’s employment data Friday!  We detail the data below but the quick summary is “shocking.”  

Wage growth moderated and payrolls came in stronger than expected.  In the household survey, 

the unemployment rate remained at 4.1% but that masked massive increases in employment and 

the labor force.  Employment in the household survey jumped 785k, but the unemployment rate 

remained steady due to an even more impressive rise in the labor force of 806k.  Thus, both the 

participation rate and the employment/population ratio rose sharply.  The data does indicate that 

there is still ample slack in the labor market and thus should cool worries about inflation.  Here 

are the other items we are watching: 

 

Trump to Pyongyang: Just a few months ago, we were worried about war on the Korean 

Peninsula.  Now, the president is going to meet with Kim Jong-un.  This will be the first time in 

history that a sitting U.S. president will meet directly with the leader of North Korea.  All of us 

are trying to sort out what this means but it is a clear high-wire act for both leaders.  There is the 

potential for a game-changing agreement.  One could imagine bringing peace to the Korean 

peninsula and pulling North Korea out of China’s orbit.  Or, Kim could snooker Trump and get 

aid and sanctions relief while keeping his nukes.  We can’t cover all the bases in a Daily 

Comment; the basis for negotiations is enough for a full Geopolitical Report.  But, while there is 

great risk of failure, there is also probably a better chance of success than the pundit class 

recognizes.  Kim Jong-un could be looking for something different than his father and 

grandfather.  Although the Kim dynasty is all about staying in power, the current leader may be 

more interested in boosting growth.  Anecdotal evidence suggests he is more tolerant of market 

activity compared to his predecessors, and the young leader may have concluded he has more to 

worry about from Beijing than Washington.  On the other side, President Trump seems to love 

the dramatic and he approaches negotiations with virtually a blank slate.  We will have more to 

say on this in the coming weeks, but a peace deal with North Korea would be historic and a boost 

to sentiment. 

 

Tariffs and trade: As expected, the president announced his steel and aluminum tariffs.  

Although there were serious concerns about the direction, in reality, the president preserved 

flexibility and we expect a surge of negotiations to establish carve-outs and exemptions.  That 

doesn’t mean this president isn’t leaning toward protectionism; he is, but his core principle is 
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flexibility.  Thus, he wants to create conditions for lots of negotiations, which, he believes, play 

to his strengths of extracting concessions from negotiating partners.  If our assessment is correct, 

we will see more trade-related measures but it is uncertain whether there is a specific goal (a 

trade deficit target, for example).  As we noted earlier, if the president wanted a clean trade 

restriction, he could have accepted the border adjustment tax.  That doesn’t appear to be his aim. 

 

Who’s next at the NEC?  The betting sites are leaning toward Shahira Knight, a former 

lobbyist, as the leading candidate for Cohn’s former job.   She is currently the NEC’s tax expert.  

Others in the mix are Larry Kudlow, Peter Navarro and Kevin Warsh.  All three have issues.  

Kudlow has been very critical of the recent tariffs, Navarro is seen as too controversial and it 

isn’t clear that Warsh wants the job.  Our worry about Knight is that she may not have enough 

gravitas to stand up to the president.  But, according to reports, it’s her job if she wants it.   

 

U.S. Economic Releases 

 

The change in non-farm payrolls for February came in above expectations at 313k compared to 

the forecast of 205k.  The prior report was revised upward from 200k to 239k.  The change in 

private payrolls came in above expectations at 287k compared to the forecast of 205k.  The prior 

report was revised upward from 196k to 238k.  The change in manufacturing payrolls came in 

above expectations at 31k compared to the forecast of 15k. 

 

 
 

The chart above shows the change in total private employment.  This chart suggests the 

economic expansion continues.   
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The chart below shows the 12-month moving total of the change in non-farm payrolls; a dip 

under 1.5 mm signals recession. 

 

 
 

The unemployment rate came in above expectations at 4.1% compared to the forecast of 4.0%.  

The labor force participation rate was 63.0%, a substantial jump from the previous month, while 

the U-6 unemployment rate remained steady at 8.2%. 

 

 
 

The chart above shows the relationship between the unemployment rate and the 

employment/population ratio.  The divergence of the two variables has been one of the defining 

factors of this recovery and argues that labor market slack still remains. 
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The chart above shows the underemployment rate, also referred to as the U-6 rate.  This is a 

broader measure of unemployment and it’s showing a tightening labor situation.   

 

The unemployment rate remained steady primarily because the labor force expanded by 800k. 

 

Average hourly earnings for all workers came in below expectations, rising 0.1% from the prior 

month compared to the forecast of 0.2%.  The chart below shows the yearly change in overall 

wages for non-supervisory and production workers.  Last month there was great concern that 

wage growth was accelerating as the overall number rose sharply.  We believed that jump was 

probably caused by bonus payments to the financial sector and our estimate appears correct; 

overall wage growth did decline.  However, we saw a modest uptick to wages for non-

supervisory and production workers, from 2.4% to 2.5%.  This growth number is still modest but 

consistent with the level of the employment/population ratio.  One of the major “known/ 

unknowns” in this recovery has been the amount of slack in the labor force.  The unemployment 

rate would suggest the FOMC is behind the curve; the employment/population ratio would 

indicate that policymakers needn’t rush to raise rates.  This report is adding to evidence that there 

is more slack than appreciated.   
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The chart above shows the yearly growth in hourly earnings for production and non-supervisory 

workers.  On an annual basis, wage growth for production and non-supervisory employees rose 

2.5%, in line with the prior month.  Wage growth remains subdued even with a historically low 

unemployment rate.   

  

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

EDT Indicator Expected Prior Rating

10:00 Wholesale Trade Sales m/m jan 1.2% **

10:00 Wholesale Inventories m/m jan 0.7% 0.7% **
Fed speakers or events

Economic Releases

No speakers or events scheduled  
 

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.  
 



 

 

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

www.confluenceinvestment.com 

 6 

Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China PPI m/m feb 3.7% 4.3% 3.8% ** Equity and bond neutral

CPI m/m feb 2.9% 1.5% 2.5% *** Equity bullish, bond bearish

Japan Overall Household Spending m/m jan 2.0% -0.1% -1.0% ** Equity bullish, bond bearish

Money Stock M2 y/y feb 3.3% 3.4% 3.3% ** Equity and bond neutral

Money Stock M3 y/y feb 2.8% 2.9% 2.8% ** Equity and bond neutral

Labor Cash Earnings y/y jan 0.7% 0.7% 0.7% ** Equity and bond neutral

Real Cash Earnings y/y jan -0.9% -0.5% -0.7% ** Equity bearish, bond bullish

New Zealand Card Spending Retail m/m feb -0.3% 1.4% 0.1% ** Equity bearish, bond bullish

Card Spending Total m/m feb 0.1% 0.6% ** Equity and bond neutral

EUROPE

Germany Trade Balance m/m jan 17.4 bn 18.2 bn 18.1 bn ** Equity and bond neutral

Current Account Balance m/m jan 22.0 bn 27.8 bn 17.2 bn ** Equity bullish, bond bearish

Industrial Production m/m feb 5.5% 6.5% 6.0% *** Equity and bond neutral

Labor Costs y/y 4q 1.5% 2.2% ** Equity and bond neutral

France Budget Balance ytd jan -10.8 bn -67.8 bn ** Equity bullish, bond bearish

Industrial Production y/y jan 1.2% 4.5% 3.8% *** Equity bearish, bond bullish

Manufacturing Production y/y jan 3.3% 4.7% 4.8% ** Equity and bond neutral

Italy PPI y/y jan 1.8% 2.2% ** Equity and bond neutral

U.K. Trade Balance m/m jan -3074 -4896 -3400 ** Equity and bond neutral

Industrial Production m/m jan 1.6% 0.0% 1.9% *** Equity and bond neutral

Manufacturing Production m/m jan 2.7% 1.4% 2.8% ** Equity and bond neutral

AMERICAS

Mexico CPI m/m feb 5.3% 5.6% 5.4% *** Equity and bond neutral

Canada Housing Starts m/m jan 229.7k 216.2k 215.0k ** Equity and bond neutral

New Housing Price Index y/y feb 3.2% 3.3% 3.3% ** Equity and bond neutral

Builing Permits m/m jan 5.6% 4.8% -1.5% ** 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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 206 205 1 Up

3-mo T-bill yield (bps) 163 163 0 Neutral

TED spread (bps) 42 42 0 Neutral

U.S. Libor/OIS spread (bps) 165 164 1 Up

10-yr T-note (%) 2.88 2.86 0.02 Up

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

EUR/USD 3-mo swap (bps) 28 29 -1 Down

Currencies Direction

dollar up Down

euro down Up

yen down Up

pound up Up

franc flat Neutral

Central Bank Action Current Prior Expected

BOJ Policy Balance Rate 0.000% 0.000% 0.000% On forecast

BOJ 10-yr Yield Target -0.100% -0.100% -0.100% 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 $64.19 $63.61 0.91%

WTI $60.54 $60.12 0.70%  

Natural Gas $2.75 $2.76 -0.40%

Crack Spread $18.42 $18.20 1.20%

12-mo strip crack $17.18 $17.06 0.65%

Ethanol rack $1.55 $1.55 0.09%

Gold $1,318.57 $1,321.99 -0.26%

Silver $16.46 $16.50 -0.20%

Copper contract $308.65 $307.90 0.24%

Corn contract 392.50$       393.50$       -0.25%

Wheat contract 494.50$       499.25$       -0.95%

Soybeans contract 1,052.25$    1,064.00$   -1.10%

Baltic Dry Freight 1197 1191 6

Actual Expected Difference

Crude (mb) 2.4 2.5 -0.1

Gasoline (mb) -0.8 1.8 -2.5

Distillates (mb) -0.6 -0.8 0.2

Refinery run rates (%) 0.20% -0.30% 0.5%

Natural gas (bcf) -57.0 -56.0 -1.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts continue to signal colder than normal temperatures for most of 

the country, with warmer temperatures in the central region 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 9, 2018 
 

Last year, we introduced an indicator of the basic health of the economy and added it to the 

many charts we monitor in gauging market conditions.  The indicator is constructed with 

commodity prices, initial claims and consumer confidence.  The thesis behind this indicator is 

that these three components should offer a simple and clear picture of the economy; in other 

words, rising initial claims coupled with falling commodity prices and consumer confidence is a 

warning that a downturn may be imminent.  The opposite condition should support further 

economic recovery.   
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This chart shows the results of the indicator and the S&P 500 since 1995.  We have placed 

vertical lines at certain points when the indicator falls below zero.  Although it works fairly well 

as a signal that equities are turning lower, there is a lag.  In other words, by the time this 

indicator suggests the economy is in trouble, the recession is likely near or underway and the 

equity markets have already begun their decline. 
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To make the indicator more sensitive, we took the 18-month change and put the signal threshold 

at -1.0.  This provided an earlier bearish signal and also eliminated the false positives that the 

zero threshold generated.  Notwithstanding, we will pay close attention when the 18-month 

change approaches zero.   

 

What does the indicator say now?  The economy is healthy and currently supportive for equity 

markets.  Future market performance is likely to be more affected by the P/E multiple rather than 

earnings, which are dependent on economic growth.  The P/E is mostly a function of interest 

rates and inflation, although there is also an element of sentiment to the ratio.  For now, we 

expect the multiple to remain elevated but the risk of contraction will grow over time, especially 

if inflation worries increase.  We will have more to say on this issue in the coming weeks. 

 

 
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 3/8/2018 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 3/8/2018 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 8, 2018 
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P/E as of 3/7/2018 = 20.8x

 
 

Based on our methodology,1 the current P/E is 20.8, unchanged from last week.  Earnings remain 

strong but the S&P remains elevated for the quarter, even with the recent correction.     

 
 

 
 
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 I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings 
sum includes three actual quarters (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 long-term dataset for P/E ratios. 


