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[Posted: April 15, 2016—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

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

higher by 0.1% from the prior close.  Chinese markets closed lower, with the Shanghai 

composite down 0.1% and the Shenzhen index lower by 0.2%.  U.S. equity futures are signaling 

a lower opening from the previous close.  With 6.4% of the S&P 500 companies having reported, 

Q1 float-adjusted earnings stand at $26.25, lower than the $26.66 forecast.  Of the 32 companies 

that have reported, 71.9% had positive earnings surprises, while 15.6% had negative earnings 

surprises. 

 

It’s shaping up to be a very busy weekend.  In Brazil, the Chamber of Deputies will vote over the 

next couple of days to decide if the legislature should begin impeachment proceedings.  As we 

noted earlier this week, Brazilian financial markets have rallied on expectations that President 

Rousseff will be ousted at some point and the political turmoil will diminish.  We doubt that will 

be the case.  Although we suspect the legislature will vote for impeachment, Rousseff and her 

predecessor, Lula, still have widespread support and we would not be surprised to see a surge in 

civil unrest regardless of the outcome.  Therefore, we suspect the financial markets have gotten a 

bit ahead of themselves and a post-impeachment vote correction is likely. 

 

The other major event is the Doha oil producers meeting, bringing together OPEC members and 

Russia to decide on an output freeze.  Oil markets have recovered strongly in anticipation that 

the freeze will be the first step in an agreement to reduce production.  However, those hopes 

were dealt a blow this morning when Iran announced it would not send its oil minister but a 

second level representative instead; the news has oil prices falling this morning.  Iran has made it 

abundantly clear that it is not planning to freeze output until its production reaches pre-sanctions 

levels.  Saudi Arabia has sent mixed signals with regards to its plans; initially, there were reports 

that the Saudis would not promise to freeze without Iran doing the same.  However, later 

comments suggested that the Saudis would probably go along with a freeze even without Iran.  

By downgrading its representation, Iran is signaling that there is no chance of a surprise freeze 

agreement.  There was almost no chance even if its oil minister did attend, but a lower level 

functionary likely guarantees no change in Iran’s position.   

 

In general, we view a freeze as having a modestly positive impact at best.  Most oil producers 

have been boosting output in front of the freeze meeting to ensure that they won’t have to reduce 

output as part of any agreement.  It is positive for oil prices that major producers are in 

discussions.  However, we don’t expect a freeze to have a material impact on the current supply 

situation.  We agree with the IEA, who noted yesterday that the oil markets will achieve 

supply/demand balance by the end of this year, mostly due to declines in non-OPEC output, 

which will be sizeable in North America.  Nevertheless, balance doesn’t address the inventory 

overhang which will take some time to reduce.  We would not be surprised to see oil prices fall 

 

Daily Comment 
 

By Bill O’Grady & Kaisa Stucke, CFA 



 

 

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

www.confluenceinvestment.com 

 2 

after this meeting, if for no other reason than the oil markets appear to have already discounted 

the most likely outcome, which is a promise to freeze output and a meeting environment that 

suggests cooperation, at least on the surface.  Anything less than that could be much more 

bearish for oil prices. 

 

China’s GDP came in at 6.7% in Q1, within the new 6.5% to 7.0% range.  As usual with China, 

it was a “good news/bad news” situation.  The good news is that growth remains elevated.  The 

bad news is that growth is coming the old fashioned way, from debt and investment.  In Q1, total 

credit rose to CNY 7.5 trillion, a 58% increase over last year’s level and 46.5% of nominal Q1 

GDP.  For March, new loans rose CNY 1.37 trillion, well above expectations.  New net 

corporate bond issuance rose CNY 695 bn.  Yearly cement production rose nearly 25% for the 

first two months of the year.  Total fixed investment, on a rolling quarterly basis, increased 10% 

but state sector investment rose 23%.  Floor space jumped 40% from last year.  Essentially, as 

China’s growth has slowed, it has returned to its old practices of boosting investment in the State 

Owned Enterprises (SOEs) and housing, using massive amounts of debt to bring economic 

recovery.  This has boosted commodity demand and emerging markets.  There are two key 

unknowns.  First, how long will this “goosing” last, and second, when does China run out of debt 

capacity?  The goosing probably lasts into Q4 at the least but we would expect a return to 

rebalancing.  The second question is a clear unknown.  At some point, just as Japan discovered in 

the late 1980s, China will run out of borrowing capacity.  Because it delayed restructuring, it will 

likely face years of sluggish growth.  However, for now, China’s policy actions will be bullish 

for commodities and emerging markets.   

 

U.S. Economic Releases 

 

Industrial production declined unexpectedly, falling 0.6% in March compared to the 0.1% 

decline forecast.  Weakness was broad-based, with manufacturing activity falling 0.3%, utilities 

falling 1.2% and mining activity falling 2.9%.  Weak global demand and the appreciating dollar 

are still affecting domestic manufacturing. 
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The chart above shows the industrial production index, which stands at 104.2, falling from its 

most recent high of 105.6 in August 2015.   

 

 
 

Capacity utilization fell to 74.8% from 75.3% previously, also below the 75.3% forecast.  Since 

1995, each peak in capacity utilization has been lower than the one before as globalization has 

accelerated. 

 

The Empire manufacturing index came in much stronger than forecast for April, rising to 9.6 

from 0.6 the month before compared to the 2.0 level expected.  The strong reading indicates that 

conditions have improved for New York manufacturers. 

 

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

 

EST Indicator Expected Prior Rating

10:00 University of Michigan Sentiment m/m Apr 92.0 91.0 **

4:00 Total net TIC flows m/m Feb $118.4 bn **

4:00 Net long-term TIC flows m/m Feb -$12.0 bn **

EST Speaker or event

12:50 Evans

Fed Speakers and Events

Economic releases

District or position

Chicago  
 

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 
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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

China Industrial production y/y Mar 6.8% 5.9% *** Equity bullish, bond bearish

Retail sales y/y Mar 10.5% 10.4% ** Equity bullish, bond bearish

Fixed asset investment y/y Mar 10.7% 10.2% 10.4% ** Equity bullish, bond bearish

GDP y/y Q1 6.7% 6.8% 6.7% *** Equity and bond neutral

New yuan loans (CNY) y/y Mar 1,370.0 bn 726.6 bn 1,100.0 bn ** Equity bullish, bond bearish

Money supply (M2) y/y Mar 13.4% 13.3% 13.5% ** Equity and bond neutral

Japan Industrial production y/y Feb -1.2% -1.5% *** Equity bearish, bond bullish

Eurozone New car registrations y/y Mar 6.0% 14.3% ** Equity and bond neutral

Trade balance m/m Feb €20.2 bn €22.8 bn €21.5 bn ** Equity and bond neutral

Italy Trade balance m/m Feb €3.9 bn €0.0 bn ** Equity bullish, bond bearish

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. 

 

Today Prior Change Trend

3-mo Libor yield (bps) 63 63 0 Neutral

3-mo T-bill yield (bps) 22 22 0 Neutral

TED spread (bps) 41 41 0 Neutral

U.S. Libor/OIS spread (bps) 38 38 0 Neutral

10-yr T-note (%) 1.76 1.79 -0.03 Narrowing

Euribor/OIS spread (bps) -25 -25 0 Neutral

EUR/USD 3-mo swap (bps) 22 22 0 Neutral

Currencies Direction

dollar down Falling

euro up Rising

yen up Rising

franc down 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. 
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Price Prior Change Cause/ Trend

Brent  $          42.66  $          43.84 -2.69% Trading lower ahead of the OPEC meeting

WTI 40.37$          41.50$         -2.72%

Natural gas 1.92$            1.97$            -2.34% Warmer weather

Crack spread 17.41$          18.22$         -4.41%

12-mo strip crack 13.30$          13.90$         -4.29%

Ethanol rack 1.68$            1.67$            0.11%

Gold 1,230.49$    1,227.89$   0.21% Lower dollar

Silver 16.16$          16.17$         -0.02%

Copper contract 214.20$       217.10$       -1.34% Demand concerns

Corn contract 376.25$       378.00$       -0.46%

Wheat contract 464.25$       466.75$       -0.54%

Soybeans contract 956.25$       956.25$       0.00%

Baltic Dry Freight 597 567 30

Actual Expected Difference

Crude (mb) 6.6 0.7 5.9

Gasoline (mb) -0.4 -1.4 1.0

Distillates (mb) 0.5 0.2 0.3

Refinery run rates (%) -2.2% 0.2% -2.4%

Natural gas (bcf) -3 2.0 -5.0

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 temperatures for the 

majority of the country.  Precipitation is forecast for the southeastern region in the shorter end of 

the forecasting period, and the western half of the country in the longer end of the forecasting 

period.
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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.  

 

April 15, 2016 

 

It is becoming apparent that the FOMC is using something other than the Phillips Curve to 

manage monetary policy.  The Phillips Curve postulates that there is a tradeoff between inflation 

and the labor markets.  Economists have developed models based on the Phillips Curve to 

determine what interest rate target the FOMC “should” implement. 
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The Mankiw Rule is one of these models that have been developed.  It attempts to determine the 

neutral rate for fed funds, which is a rate that is neither accommodative nor stimulative.  

Mankiw’s model is a variation of the Taylor Rule.  The latter measures the neutral rate using 

core CPI and the difference between GDP and potential GDP, which is an estimate of slack in 

the economy.  Potential GDP, however, cannot be directly observed, only estimated.  To 

overcome this problem with potential GDP, Mankiw used the unemployment rate as a proxy for 

economic slack.  We have created three versions of the Mankiw rule by using three different 

variables as measures of slack, one that follows the original construction using the 

unemployment rate, a second using the employment/population ratio and a third using 

involuntary part-time workers as a percentage of the total labor force.     

 

Using the unemployment rate, the neutral rate is now up to 3.82%.  Using the 

employment/population ratio, the neutral rate is 1.56%, and using involuntary part-time 

employment, the model generates a neutral rate estimate of 2.92%.  In all cases, there is no 
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reason why the FOMC shouldn’t be raising rates now; even the most dovish iteration of the 

Mankiw Rule, the one using the employment/population ratio, suggests the FOMC is at least 100 

bps too easy.   

 

So, if the Fed isn’t using the Phillips Curve, what are policymakers focusing on?  “International 

developments” are often offered in official documents (minutes and statements) and in press 

interviews as the reason for caution in raising rates.  In addition, the declines seen in inflation 

expectations from the TIPS spread have been cited for keeping the target policy rate steady.    
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This chart shows the relationship between five-year forward inflation expectations and the JPM 

dollar index (right scale, inverted).  The data suggest that the FOMC could be keeping rates 

steady because of dollar strength.  However, since exchange rate policy is outside the purview of 

the Federal Reserve (that policy mandate is given to the Treasury), the central bank cannot come 

out and directly say it is guiding the exchange rate lower to change inflation expectations.  Given 

that the dollar’s rally since 2014 has been mostly due to divergent monetary policy between the 

U.S. and the rest of the developed world, a less aggressive FOMC will likely lead to a weaker 

dollar. 

 

Although we cannot know for sure whether our thesis is correct, we would argue that rates 

should be increasing if the FOMC is using the Phillips Curve as a guide for policy.  It is possible 

that a dollar index of 104 would put inflation expectations close to 2.4%, which is about the mid-

range of values for inflation expectations from 2010 through 2014.  That would generate a €/$ 

exchange rate of approximately 1.23.  We strongly doubt the ECB would welcome that degree of 
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strength and would probably react by implementing additional stimulus.  Thus, a “race to the 

bottom” in terms of policy could be the outcome.  In the coming weeks, we will be watching to 

see if the dollar has replaced the Phillips Curve for guiding policy, or if the majority of FOMC 

members will pressure Fed Chair Yellen into raising rates.  For now, we expect the path of rate 

hikes to be slower than the Mankiw Rule would suggest.   

    

  
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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U.S. Equity Markets – (as of 4/14/2016 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 4/14/2016 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 

 

April 14, 2016 

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM 4Q TRAILING P/E

P
/E

Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 4/13/2016 = 19.7x

 
 

Based on our methodology,1 the current P/E is 19.7x, down 0.1x from last week.  The P/E 

remains elevated but is coming down due to expectations of rising 2016 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. 


