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[Posted: August 5, 2016—9:30 AM EDT]  Global equity markets are higher this morning.  The 

EuroStoxx 50 is trading up 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

0.3% from the prior close.  Chinese markets were lower, with the Shanghai composite down 

0.2% and the Shenzhen index trading lower by 0.4%.  U.S. equity futures are signaling a higher 

opening from the previous close.  With 424 companies having reported, the S&P 500 Q2 

earnings stand at $29.34, higher than the $28.38 forecast for the quarter.  The forecast reflects a 

5.4% decline from Q2 2015 earnings.  Thus far this quarter, 71.2% of the companies reported 

earnings above forecast, while 16.8% reported earnings below forecast.  

 

The big news today is the employment report, which we will cover in detail below.  We do want 

to note that economic data from Germany and the U.K. were unusually weak and natural gas 

inventories recorded a rare August draw in stockpiles.   

 

There has been some interesting news emerging from China over the past couple of days.  First, 

the CPC announced a delay to the National Financial Work Conference, saying it will be held 

“no earlier than late September.”  This conference, which occurs every five years and has, on 

occasion, produced important economic changes, is usually held before this date.  Speculation is 

that the leadership is divided and needs more time to create a consensus.   

 

The other news of note is that the CPC announced a major overhaul to the Communist Youth 

League (CYL).  The CYL has been one of two paths to power in the CPC, the other being born 

into fortunate circumstances.  The latter, called “princelings,” are men who are the sons of 

prominent revolutionary leaders.  General Secretary Xi is a princeling; Premier Li is a CYL man.  

It appears that Xi is consolidating power by taking control of the CYL and undermining this path 

to power, meaning that only princelings will be able to reach the pinnacles of the CPC in future 

years.  The fact that these two events have occurred so closely together probably means that Xi is 

concentrating power before he begins his second term next year.  Reducing the influence of the 

CYL will eliminate a competing power center, and it is likely that Xi is also trying to complete 

his takeover of economic policy, usually the mandate of the premier.   

 

Finally, the WSJ is breaking news that OPEC may consider an output freeze at an emergency 

meeting in September.  Russia has noted it has not been contacted about any such meetings.  We 

suspect this is “oral intervention” by OPEC in response to recent price weakness. We cannot see 

how Iran would agree to an output freeze as it ramps up output.   

 

U.S. Economic Releases 

 

The employment data suggests an improving labor market.  Non-farm payrolls rose 255k, well in 

excess of the 180k forecast.  Net revisions added another 18k to the number, meaning we are 
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close to a 280k gain.  The unemployment rate rose to 4.9%, up 0.1%, as an expanding labor 

force, up 407k, mostly accommodated a rise in employment of 420k.  The labor force is up 821k 

over the past two months.  Yearly wages rose 2.6%, on forecast. 

 

 
 

This chart shows the monthly change in payrolls.  The May data is looking like a quirk.   

 

Our payroll business cycle indicator shows that recession is nowhere on the horizon. 

 

 
 

When annual payroll growth falls below 1.5 mm, the economy is usually heading into recession.  

We are currently at 2.447 mm.   
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The unemployment rate is 4.9%. 

 

 
 

The labor force has made a new high for this expansion. 

 

 
 

This is really good news for the economy because it shows that there is probably more slack in 

the labor force than the unemployment rate would suggest.  In other words, an improving labor 

market is pulling more idle workers into the labor force. 
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The U-6 unemployment rate edged higher, to 9.7%, up 0.1%.   

 

 
 

Despite the improvement in the labor market, wages remain depressed. 

 

 
 

This chart looks at the unemployment rate (left scale, inverted, advanced nine months) compared 

to wage growth.  An unemployment rate at this level usually generates wage growth in excess of 

3.5%.  Wage growth is rising, but remains weak. 
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Although the employment/population ratio improved to 59.7% from 59.6%, the labor gap 

remains wide.   

 

Also released today was the June merchandise trade and services account.  The deficit came in at 

$44.5 bn, more than the $43.0 bn forecast. 

 

 
 

This chart shows the monthly data and the rolling 12-month total.  The trade deficit remains at 

roughly $500 bn on an annual basis. 
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In the aftermath of this morning’s data, we have seen a rather dramatic reset of monetary policy 

expectations.  Prior to the report, fed funds futures did not have a 50% likelihood of a rate hike 

through November 2017.  Now, a reading of over 50% is forecast for the March 2017 meeting.  

Treasury yields are rising, with the short end showing the strongest increase, and gold prices are 

declining.  Although the labor market data is showing improvement, there is also good evidence 

that slack remains and so the odds of an imminent rate hike are still low.  At the same time, 

expectations of no change through 2017 are probably too sanguine.  Overall, the labor market 

data does suggest the economy is doing OK and increases the odds of monetary policy 

tightening.  However, given the lack of inflation and wage pressures, we would not expect 

anything before December. 

 

The table below shows other releases or Fed speakers scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

3:00 Consumer Credit m/m Jun $16.0 bn $18.6 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 Construction PMI (AiG) m/m Jul 51.6 53.2  * Equity bearish, bond bullish

Japan Leading Indicators m/m Jun 98.4 99.7 99.7 ** Equity bearish, bond bullish

France Trade Deficit m/m Jun 3.4 2.8 3.9 ** Equity bullish, bond bearish

Current Account Deficit m/m Jun 0.6 0.3  * Equity and bond neutral

Germany Factory Orders y/y Jun -3.1% -0.2% -1.5% *** Equity bearish, bond bullish

Italy Industrial production y/y Jun -1.0% -0.6% 1.0% *** Equity bearish, bond bullish

Switzerland Foreign Reserves m/m Jul 615.4 608.8  *** Equity and bond neutral

U.K. Halifax home price index m/m Jul -1.0% 1.3% -0.2% ** Equity bearish, bond bullish

Canada Trade deficit m/m Jun 3.6 3.5 2.8 * Equity bearish, bond bullish

 Unemployment rate m/m Jul 6.9% 6.8% 6.9% *** Equity and bond neutral

Net change, payrolls m/m Jul -31.2 -0.7 10.0 *** Equity bearish, bond bullish

AMERICAS

EUROPE
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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) 78 77 1 Up

3-mo T-bill yield (bps) 25 25 0 Down

TED spread (bps) 53 52 1 Widening

U.S. Libor/OIS spread (bps) 42 41 1 Neutral

10-yr T-note (%) 1.53 1.50 0.03 Neutral

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

EUR/USD 3-mo swap (bps) 43 44 -1 Down

Currencies Direction

dollar down Neutral

euro up Neutral

yen up Up

franc up 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. 
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Price Prior Change Explanation

Brent $44.19 $44.29 -0.23%

WTI $41.81 $41.93 -0.29%

Natural Gas $2.80 $2.83 -1.27%

Crack Spread $14.82 $14.94 -0.80%

12-mo strip crack $12.64 $12.75 -0.83%

Ethanol rack $1.55 $1.55 0.03%

Gold $1,349.30 $1,361.15 -0.87%

Silver $20.04 $20.35 -1.57%

Copper contract $216.60 $217.40 -0.37%

Corn contract 332.25$       331.00$       0.38%

Wheat contract 407.75$       403.25$       1.12%  

Soybeans contract 970.25$       956.75$       1.41%  

Baltic Dry Freight 636 641 -5

Actual Expected Difference

Crude (mb) 1.4 -1.8 3.2

Gasoline (mb) -3.3 -0.7 -2.6

Distillates (mb) 1.2 -0.7 1.9

Refinery run rates (%) 0.9% 0.0% 0.9%

Natural gas (bcf) -6.0 -2.0 -4.0

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 eastern two-

thirds of the nation, with normal temps for the western third.  Greater than normal precipitation is 

forecast for the northern tier of states, through the Ohio Valley to the Gulf Coast.  Tropical 

Storm Earl is hugging the southern Bay of Campeche.  It will mostly leave the oil-producing 

region of the Yucatan unscathed.     
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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.  

 

August 5, 2016 

 

Last week’s GDP data for Q2 came in below expectations, rising 1.2%.  Consumption was 

robust, accounting for 2.8% of GDP growth, but investment reduced growth by 1.7% and 

government peeled 0.2% from output.  Net exports added 0.2% to GDP, but we would not be 

surprised to see the sector revised downward due to the strength of consumption.  The drop in 

investment was mostly due to falling inventories, accounting for 1.2% of the 1.7% investment 

report.  Still, investment remains very disappointing.   

 

 
 

This chart shows the three-year average of the contribution to GDP from the four major 

components of the report.  Government and net exports have been mostly a wash.  Consumption 

is finally improving, although it still remains well below levels seen in previous expansions.  

However, the drop in investment is becoming alarming.  As we have shown in the past, 

businesses are reducing their savings but are spending the funds on mergers, dividends and share 

buybacks.  New investment has been rare.   

 

Perhaps the most disturbing part of the report is the growing evidence that the economy “has 

fallen and can’t get up.”   
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This chart shows the yearly change in annual real GDP averaged over a decade.  The original 

data begins in 1901.  About 72% of the time, the trend in GDP growth ranges between 2.0% and 

4.5%.  The current period of eight consecutive years of sub-2.0% growth is matched in duration 

only by the Great Depression.  Although the drop in growth in the 1930s was clearly deeper, the 

rebound was much stronger as well.  Currently, GDP is weak and showing no signs of 

improvement.   

 

This chart, though simple, makes a strong case that the economy is in a state of secular 

stagnation.  Thankfully, the economy isn’t suffering from the terrible policy mistakes of the 

1930s.  The Federal government’s fiscal stance isn’t nearly as tight and the FOMC has been 

much more accommodative than in the Depression years.   

 

First, monetary policy has been more accommodative and reacted quicker to the downturn. 
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This chart shows three-month T-bill rates during the Depression.  Note that interest rates rose 

sharply in 1931 and 1933.  Even in 1936-37, the Fed allowed for a modest increase in rates that 

were part of an “echo” recession from the Great Depression.   

 

Second, the path of fiscal policy was significantly different during the 1930s.   
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The Obama administration’s fiscal package in 2008-10 was larger than the Hoover-Roosevelt 

budget deficits.  It is widely held that Roosevelt’s decision to balance the fiscal budget after 

winning reelection in 1936 triggered the 1937-38 recession.  So far, we haven’t seen such 

dramatic fiscal retrenchment, and, given the tone of the current election campaign, we would not 

expect austerity in the future.   

 

However, a key difference to the recovery after the Great Depression was the massive fiscal 

spending related to the war effort.  It is unknown whether the economy would have been able to 

return to the 2.0% to 4.0% growth range without the war spending.  It may be the case that a 

major boost in fiscal spending could be the cure for current slow growth.  However, it should 

also be acknowledged that (a) it is highly unlikely that a peacetime fiscal spending package 

could be as large as what was seen in the 1940s, and (b) the war, by design, deglobalized world 

trade.  A massive fiscal expansion in a globalized world would see much of the potential growth 

siphoned off to imports.  Only if all the G-20 nations agreed to similar packages could that 

problem be avoided, and that degree of cooperation is unlikely. 

 

Thus, we expect growth to remain slow and policy accommodation to remain in place.  It makes 

little sense to normalize monetary or fiscal policy in such a slow growth regime.     

 

     

  
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 8/4/2016 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 8/4/2016 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 4, 2016  
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P/E as of 8/3/2016 = 20.2x

 
 

Based on our methodology,1 the current P/E is 20.2x, steady with last week.   

 
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. 


