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[Posted: May 6, 2016—9:30 AM EDT]  Global equity markets are weaker this morning.  The 

EuroStoxx 50 is lower by 1.0% from the last close.  In Asia, the MSCI Asia Apex 50 closed 

lower by 1.2% from the prior close.  Chinese markets are trading lower from the prior close, with 

the Shanghai composite down 2.8% and the Shenzhen index lower by 3.7%.  U.S. equity futures 

are signaling a lower opening from the previous close.  With 86.0% of the S&P 500 companies 

having reported, Q1 float-adjusted earnings stand at $26.85, more than the $26.66 forecast.  Of 

the 400 companies that have reported, 72.3% had positive earnings surprises, while 20.7% had 

negative earnings surprises. 

 

It’s employment data Friday!  We will update all the numbers below but the short summary is 

that the data was a bit soft.  Non-farm payrolls disappointed, and the unemployment rate fell only 

because the labor force contracted less than employment did in the household survey.   

 

Global equity markets are weaker and consequently we are seeing a drop in sovereign yields.  

German 10-year sovereign yields are moving to test their historic lows. 

 

 
(Source: Bloomberg) 

 

This chart shows the yield on the German 10-year sovereign.  The yield is down to 0.145 bps and 

clearly in a downtrend.  Although Eurozone economic growth has picked up a bit, fears of falling 
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inflation and concerns about the banking system are continuing to weigh on interest rates in 

Europe.  As European rates decline, U.S. Treasuries are starting to rally as well. 

 

U.S. Economic Releases 

 

Non-farm payrolls for April rose 160k, well below the Bloomberg estimate for a 200k rise and 

below the “whisper” number of 170k.  Taking revisions into account, payrolls fell an additional 

19k, putting this month’s number closer to 150k.  Perhaps even more disturbing was the 

household survey.  While the unemployment rate held steady at 5.0%, a bit worse than the 4.9% 

expected, the underlying data is worrisome.  There was a 362k plunge in the labor force that 

offset a 316k drop in household survey employment.  If the labor force had stayed at March 

levels, the unemployment rate would have increased to 5.2%.  Average hourly earnings did come 

in a bit better than expected, at +2.5% from the prior year compared to estimates of +2.4%.  

Labor force participation fell to 62.8% from 63.0%,   

 

Here are the relevant charts: 

 

 
 

Non-farm payrolls did dip, but are still within normal ranges.  All the gains were in services as 

goods-producing jobs fell 3k.   

 

Here are a couple of charts you can talk about at your next gathering of friends and colleagues: 
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Oil and gas energy workers are down almost 11% from the peak.  Meanwhile, coal mining 

employment is falling to new lows. 

 

 
 

On a trend basis, non-farm payrolls are not yet signaling a problem with the economy. 
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When the 12-month sum of the payroll change falls under 1,500k, the economy is usually on its 

way or in recession. 

 

 
 

The unemployment rate held at 5%.  The labor force, which had been rising at a swift clip, 

stalled in April. 
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One month does not make a trend, but the improvement in the labor force was previously one of 

the more positive elements in the labor market.  This drop is worrisome. 

 

The drop in the labor force weakened the participation rate. 

 

 
 

And the employment/population ratio. 
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Involuntary part-time employment as a percentage of the labor force was unchanged at 3.8%. 

 

 
 

The average duration of unemployment fell to 27.7 weeks, which is still elevated. 
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Average hourly earnings growth remains steady. 

 

 
 

Overall, the employment data has to be seen as a setback for the economy.  Again, one does not 

want to overreact to one month’s disappointment, but if the economy remains sluggish the April 

report does suggest that slower economic growth could affect the labor market.  The data is 

neutral/bearish for equities, bullish for fixed income and bearish for the dollar.  We note that the 

fed funds futures odds for a hike in December are now down to 43.8%; the odds were 50% just 

10 days ago.  Simply put, the financial markets, despite protestations from various Fed officials, 

are building in no rate hikes for this year. 

 

The chart below shows the economic releases or Fed speakers scheduled for the rest of the day. 
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EST Indicator Expected Prior Rating

2:00 Consumer Credit m/m Apr $16.0 bn $17.2 bn *

Economic releases

 
 

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, with red indicating a concerning development, 

yellow indicating an emerging trend that we are following closely for possible complications and 

green indicating 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 Foreign Reserves m/m Apr A$ 65.7 bn A$ 64.3 bn  * Equity and bond neutral

China Current Account q/q Q1 $48.1 bn 91.9 bn * Equity and bond neutral

Eurozone Retail PMI (Markit) m/m Apr 47.9 49.2  * Equity bearish, bond bullish

France Retail PMI (Markit) m/m Apr 48.2 45.5  * Equity bullish, bond bearish

Germany Retail PMI (Markit) m/m Apr 53.4 55.8  * Equity bearish, bond bullish

Construction PMI (Markit) m/m Apr 51.0 54.1  * Equity bearish, bond bullish

Italy Retail PMI (Markit) m/m Apr 42.6 46.6  * Equity bearish, bond bullish

U.K. New Car registrations m/m Apr 2.0% 5.3%  * Equity bearish, bond bullish

Russia Services PMI (Markit) m/m Apr 54.2 50.6 52.0 ** Equity bullish, bond bearish

Canada Employment m/m Apr -2.1k 40.6k 1.0k *** Equity bearish, bond bullish

Unemployment rate m/m Apr 7.1% 7.1% 7.2% *** Equity bullish, bond bearish

Brazil Inflation y/y Apr 9.3% 9.4% 9.2% * Equity bearish, bond bullish

AMERICAS

EUROPE

 
 

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) 63 63 0 Down

3-mo T-bill yield (bps) 19 19 0 Neutral

TED spread (bps) 45 45 0 Down

U.S. Libor/OIS spread (bps) 38 39 -1 Neutral

10-yr T-note (%) 1.72 1.75 -0.03 Widening

Euribor/OIS spread (bps) -26 -25 -1 Neutral

EUR/USD 3-mo swap (bps) 24 24 0 Neutral

Currencies Direction

dollar down Falling

euro up Rising

yen up Rising

franc up Rising  
 

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 Cause/ Trend

Brent  $          44.61  $          45.01 -0.89% Economy concerns

WTI 43.97$          44.32$         -0.79%

Natural gas 2.06$            2.08$            -0.77%

Crack spread 16.15$          16.04$         0.70%

12-mo strip crack 12.83$          12.86$         -0.23%

Ethanol rack 1.66$            1.66$            -0.09%

Gold 1,291.11$    1,277.74$   1.05% Drop in Equities

Silver 17.47$          17.34$         0.71%

Copper contract 215.75$       215.40$       0.16%

Corn contract 376.25$       373.75$       0.67%

Wheat contract 464.25$       463.25$       0.22%

Soybeans contract 1,014.50$    1,012.25$   0.22%

Baltic Dry Freight 642 652 -10

Actual Expected Difference

Crude (mb) 2.8 0.6 2.2

Gasoline (mb) 0.5 -0.5 1.0

Distillates (mb) -1.3 0.0 -1.3

Refinery run rates (%) 1.6% 0.3% 1.3%

Natural gas (bcf) 68 66.0 2.0

Energy markets

Metals

Grains

Shipping

DOE inventory report expectations of weekly change

 
 

Weather 

 

The 6-10 and 8-14 day forecasts are calling for warmer than normal conditions for the coasts and  

cool weather for the midsection.  Precipitation is forecast for the majority of the country. 
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 Weekly Asset Allocation Commentary 
 

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.  

 

May 6, 2016 

 

In our latest adjustment to the asset allocation portfolios, we added to the REIT positions in three 

of the four models.  One of the reasons we remain friendly to this asset class has been the steady 

increase in rental income. 

 

 
 

This chart shows rental income from the National Income and Product Accounts (NIPA).  Note 

that rental income has been rising at a very fast pace since the housing crisis.  In fact, as a 

percentage of national income, rents are at a postwar high, exceeding 4.25%. 
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In general, history shows that rising rental income tends to support rising REIT values. 
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A major reason rental income is rising is due to falling homeownership rates. 
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The rate of homeownership peaked at 69.3% in Q2 2004 and, in the wake of the housing crisis, 

suffered a precipitous decline.  Although we have reached a level where we believe stabilization 

is likely, we doubt this level will rise anytime soon.  And so, rental income should remain 

elevated until enough new apartments are constructed to depress rents.  So far, that hasn’t 

happened, although there has been an increase in multi-family construction.  We will continue to 

closely monitor rental income as a key input into our REIT allocations.       

    

  
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 5/5/2016 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.  The sectors are ranked by total return, with 

green indicating positive and red indicating negative return, along with the overall S&P 500 in 

black. 

 

Asset Class Performance – (as of 5/5/2016 close) 

 

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), 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 (Dow Jones-UBS Commodity Index). 
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P/E Update 

 

May 5, 2016 
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P/E as of 5/4/2016 = 20.0x

 
 

Based on our methodology,1 the current P/E is 20.0x, up 0.1x from last week.  The P/E rose due 

to falling earnings. 

 

 
This report was prepared by Bill O’Grady and Kaisa Stucke of 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 two actual (Q3 and Q4) and two estimates (Q1 and Q2).  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. 


