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[Posted: August 17, 2016—9:30 AM EDT]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is trading down 0.8% from the last close.  In Asia, the MSCI Asia Apex 50 

closed lower by 0.8% from the prior close.  Chinese markets were higher to sideways, with the 

Shanghai composite roughly unchanged and the Shenzhen index trading higher by 0.3%.  U.S. 

equity futures are signaling a sideways opening from the previous close.  With 464 companies 

having reported, the S&P 500 Q2 earnings stand at $29.38, higher than the $28.38 forecast for 

the quarter.  The forecast reflects a 5.4% decline from Q2 2015 earnings.  Thus far this quarter, 

71.7% of companies reported earnings above forecast, while 17.5% reported earnings below 

forecast.  

 

It was another quiet night for news, typical of summer.  The most interesting information came 

from NY FRB President Dudley and Atlanta FRB President Lockhart, who both suggested that 

the September Fed meeting (9/20-21) is “live” and the markets are underestimating the odds of a 

rate hike.  So far, the markets are unimpressed.  The dollar is a bit higher this morning but has 

been weak lately; if a rate hike were imminent, we would be seeing the dollar doing much better.   

 

One factor that could be spurring this rate move talk is evidence of improving economic 

conditions.  The Atlanta FRB GDPNow tracker is showing that Q3 could be very strong. 

 

 

 

Daily Comment 
 

By Bill O’Grady & Kaisa Stucke, CFA 
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The current “nowcast” from the Atlanta FRB is 3.6% GDP, at the upper end of the Blue Chip 

consensus. 

 

 
 

As we saw in Q2, consumption remains robust; based on the available data, it is adding 242 bps 

to the 3.6% rise in GDP.  Also note that inventory rebuilding, which cut GDP last quarter by 116 

bps, is lifting GDP by 75 bps this quarter.  Government, which reduced Q2 GDP by 16 bps in 

Q2, is expected to add 32 bps to Q3 growth.  Also, a lift in equipment investment, which reduced 

GDP by 21 bps in Q2, is expected to lift growth by 43 bps in Q3.  Net exports are the largest 

drag on growth, cutting GDP by 45 bps so far.   

 

If GDP comes in this strong, the argument for raising rates will be on solid ground.  On the other 

hand, raising rates into an election year, though not unprecedented, would be institutionally 

difficult in this election cycle where populist sentiment is strong.  If the Fed is going to move 

rates higher before the election, September may be the only live meeting; the next opportunity 

may not present itself until December.  This morning, fed funds futures have the odds of a rate 

hike exceeding 50% at the February 1, 2017 meeting. 

 

Oil prices have rallied strongly over the past few days on comments from Saudi Arabia and 

others suggesting an output freeze may be coming.  We view this as mostly jawboning the 

market.  Saudi Arabian production is elevated and so freezing output at current levels would be 

acceptable to the kingdom.  However, we doubt it would participate in a freeze and allow Iran to 

capture market share.  Nevertheless, the oral intervention does indicate that Saudi Arabia is 

probably trying to establish a trading range with $40 (basis WTI) at the low.  The problem is that 
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the overhang of crude supplies remains high and we are heading into a weak seasonal period for 

oil as the end of the vacation season comes on Labor Day.  The vigorous nature of the bounce 

has all the characteristics of short covering; if that buying is exhausted and the traders return 

their focus to inventory levels and the end of summer driving demand, a retest of the $40 level 

would not be a surprise.  We will have more on oil tomorrow when we recap the inventory data.   

 

U.S. Economic Releases 

 

Mortgage applications fell 4.0% for the most recent reporting week, with purchases down 3.9% 

and refinancing down 4.2%.  Although purchases have generally been weak this summer, we are 

still up 9.9% from the levels of a year ago.  Refinancing activity slowed after a 9.6% increase 

last week.  Refinancing rates declined 1 bp to 3.64%.  

 

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

 

EDT Indicator Expected Prior Rating

EST Speaker or event

1:00 Bullard

2:00 FOMC meeting minutes

District or position

Fed speakers or events

Economic releases

St. Louis FRB President

 
 

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 LEI (Westpac) m/m Jul 0.1% -0.2% ** Equity bullish, bond bearish

U.K. Unemployment rate m/m Jun 4.9% 4.9% 4.9% *** Equity and bond neutral

Switzerland ZEW survey expectations (Credit Suisse) m/m Aug -2.8 5.9 * Equity bearish, bond bullish

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. 



 

 

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

www.confluenceinvestment.com 

 4 

Today Prior Change Trend

3-mo Libor yield (bps) 80 82 -2 Down

3-mo T-bill yield (bps) 30 27 3 Up

TED spread (bps) 51 55 -4 Down

U.S. Libor/OIS spread (bps) 42 42 0 Neutral

10-yr T-note (%) 1.58 1.58 0.00 Neutral

Euribor/OIS spread (bps) -30 -30 0 Neutral

EUR/USD 3-mo swap (bps) 38 39 -1 Down

Currencies Direction

dollar up Down

euro down Neutral

yen down Up

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 $48.51 $48.35 0.33% OPEC production freeze talks speculation

WTI $45.92 $45.74 0.39%

Natural Gas $2.61 $2.59 0.93%

Crack Spread $13.99 $13.78 1.53%

12-mo strip crack $12.83 $12.73 0.79%

Ethanol rack $1.55 $1.55 0.23%

Gold $1,353.25 $1,339.40 1.03% Fed rate hike probability lessens, lower dollar

Silver $20.08 $19.82 1.30%

Copper contract $218.20 $216.20 0.93% Lower dollar

Corn contract 337.50$       337.00$       0.15%

Wheat contract 436.00$       438.25$       -0.51%

Soybeans contract 1,009.50$    1,009.25$   0.02%

Baltic Dry Freight 681 671 10

Actual Expected Difference

Crude (mb) 0.3

Gasoline (mb) -1.6

Distillates (mb) -0.6

Refinery run rates (%) -0.5%

Natural gas (bcf) 26.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 

 

The 6-10 and 8-14 day forecasts call for warmer than normal temperatures for the coasts, with 

the middle of the country forecast to receive cooler than normal temps.  Heavier than normal 

precipitation is forecast for the eastern two-thirds of the country.  Tropical Depression Six has 

moved into the mid-Atlantic.  This activity is expected to slow as it moves northwest. 
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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.  

 

August 12, 2016 

 

We originally published the comments below in our Daily Comment on July 27.  However, we 

have received a number of questions on the widening of the TED spread and the rise in 

LIBOR to warrant updating the report for this week’s Asset Allocation Weekly.   

 

There has been some curious behavior in the LIBOR markets recently.  Although expectations of 

Fed tightening are benign, LIBOR rates have been ticking up. 

 

   
(Source: Bloomberg) 

 

This chart shows three-month USD LIBOR.  Note that over the past month, the rate has moved 

up around nearly 20 bps.  Usually, such moves occur for one of the following reasons: (a) the 

Fed is raising rates, or (b) there is a systematic financial system problem developing, leading 

investors to flee the LIBOR market for sovereigns.  The second case is one of the reasons for 

monitoring the TED (T-bills vs. Eurodollar) spreads. 

 

The TED spread has been rising and is near levels seen during the last Eurozone crisis.  Although 

this increase warrants watching, putting the recent rise in context does suggest that this move, 

thus far, isn’t a signal of a major problem brewing. 
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(Source: Bloomberg) 

 

Just compare the above chart to the long-term TED. 

 

 
(Source: Bloomberg) 

 

Note how LIBOR rates spiked in 2008 and were “spikey” from mid-2007 through 2008.  That is 

a more classic example of the flight to safety element of the TED spread.  We are not seeing that 

now. 

 

So, why the rise in rates?  It’s entirely due to regulations on money market funds (MMFs).  On 

October 14, prime money market funds will see their statutory maximum weighted average 

maturity fall from 90 to 60 days.  In addition, institutional MMFs will be forced to institute a 

floating NAV and can put up “gates” to slow withdrawals during crises.  We are already seeing 

the impact. 
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Assets in prime MMFs have declined about $500 bn and government funds have risen by about 

the same amount since December.  Prime MMFs now represent 35% of total MMFs, down from 

53% last October.  The total assets in MMFs are about the same but the allocation has shifted 

from prime to government MMFs, which don’t face the same restrictions.  We expect further 

shifts as investors begin to realize that a prime MMF isn’t “cash.”   

 

Here are some potential market effects: 

 

The dollar could rise.  The rise in USD LIBOR hasn’t been matched by a similar rise in EUR 

LIBOR.  All else held equal, the higher yield should support dollar buying. 

 

Commercial paper markets will be adversely affected.  Prime MMFs buy commercial paper.  

As funds shift to government funds, the money available to buy commercial paper will decline, 

boosting funding costs to commercial paper issuers. 

 

A secular change in the TED spread is likely.  In general, investors discount the odds of a 

problem in the financial markets when they buy LIBOR-based paper.  With the rules on prime 

MMFs changing, the risk calculation will change, which should permanently shift the spread 

wider.  It is important for investors to realize that the TED isn’t necessarily signaling a financial 

system problem during this reset. 

 

The rise in LIBOR and the dollar could be a bearish factor for commodities.  If the 

regulatory change acts as a de facto monetary policy tightening and isn’t offset by the Fed, we 

may see some weakness develop in commodities.  The primary driver of this will be the dollar.   

 

Overall, investors will need to consult with their MMF providers and their financial advisors to 

determine which MMF is appropriate for them.  The issue really is what the function of the 
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MMF is in the portfolio; if it is truly cash, then the government funds might be preferred.  If it is 

for yield, then one needs to realize that a prime MMF will likely lose its cash-like characteristics 

during financial crises and one could find that there will be a delay in tapping a prime MMF if 

financial conditions deteriorate.  Although retail investors in prime MMFs should not “break the 

buck,” that may not provide much comfort as the potential restrictions on withdrawals remain in 

place.   

     

     

  
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 8/16/2016 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 8/16/2016 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 

 

August 11, 2016  
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P/E as of 8/10/2016 = 20.4x

 
 

Based on our methodology,1 the current P/E is 20.4x, up 0.2x from last week.  The increase came 

from improving prices and falling earnings estimates. 

 

 
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 (Q4 and Q1) and two estimate (Q2 and Q3).  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. 


