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[Posted: July 11, 2016—9:30 AM EDT]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is trading higher by 1.4% from the last close.  In Asia, the MSCI 

Asia Apex 50 closed up by 1.8% from the prior close.  Chinese markets were actually mixed, 

with the Shanghai composite trading higher by 0.2% and the Shenzhen index down 0.6%.  U.S. 

equity futures are signaling a higher opening from the previous close.   

 

There is a lot of political news this morning, all of it from abroad.   

 

Leadsom quits: The race to replace PM Cameron ended this morning when Energy Minister 

Andrea Leadsom quit the race, leaving Home Secretary Theresa May as the only remaining 

candidate.  Almost immediately, the GBP rallied as did U.K. equities.  In this week’s WGR, we 

discuss the post-Brexit situation.  One of the key points of our analysis is that the referendum 

was not the final word; Reuters reports today that over 1,000 prominent British lawyers have 

signed a letter, delivered to PM Cameron, stating that invoking Article 50 of the EU Charter can 

legally only come from an act of Parliament.  Simply put, it is quite possible that the U.K. never 

actually leaves the EU.  Although May has indicated that “Brexit is Brexit,” she supported the 

Bremain campaign and it would not be a surprise to see her press for a vote in Parliament to 

thwart the results of the referendum.  This may require an election to pull off, but the bottom line 

is that Brexit, if it does actually occur, may be months or years away.   

 

Abe wins: In Sunday elections, PM Abe’s LDP won a clear majority in the upper house, gaining 

over two-thirds of the seats.  This power will allow Abe to press ahead with constitutional 

revisions.  Although there is great concern that Abe will try to end Japan’s pacifist constitution, 

we doubt he will make this move without a stronger economy.  There is talk of fiscal expansion; 

again, we doubt this will be the end of it.  According to reports, former Fed Chairman Bernanke 

is visiting Japan to meet with officials today.  As we noted in our WGR series on direct central 

bank financing of fiscal spending, or “helicopter money,” we argued that the first nation most 

likely to deploy this funding program would be Japan.  This vote brings that possibility closer.   

 

Tribunal judgment tomorrow: The International Tribunal for the Law of the Sea at The Hague is 

set to announce its verdict on the Philippines’ claims that China has violated the law based on its 

“nine-dash line,” where China claims virtually all of the South China Sea.  It should be noted 

that the claim is not over competing sovereignty issues but over maritime rights attached to each 

claim.  It is expected that the tribunal will rule in favor of the Philippines.  China has already 

indicated that it will not abide by the tribunal’s ruling, arguing it lacks jurisdiction.  The U.S., 

which is not a signer of the Law of the Sea Treaty but generally abides by its rules, is the only 

power capable of enforcing the court’s claims if they are adverse to China’s goals.  The U.S. has 

increased its naval presence to signal to China not to react aggressively to the ruling, but 

escalating tensions cannot be ruled out.   
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The financial markets are reacting positively to the news out of the U.K. and Japan.  Risk assets, 

such as equities, commodities and foreign currencies, are rallying while safety assets, such as 

gold and Treasuries, are retreating this morning.  Although May’s “coronation” is initially 

positive for risk markets as it reduces the odds that Brexit is actually implemented, her mandate 

is less secure by not having a leadership vote.  Thus, she may need an election to actually secure 

a mandate.  Not only could she run to oppose Brexit, but elections would further delay an Article 

50 declaration.  Anything that puts off Brexit is bullish for the GBP. 

 

U.S. Economic Releases 

 

There are no releases scheduled before we go to print.  The table below shows scheduled data 

releases or notable Fed speakers for the rest of the day.   

 

EST Indicator Expected Prior Rating

10:00 Labor market conditions index m/m Jun 0.0 -4.8 *

EST Speaker or event

10:00 George

9:30 Mester

District or position

Fed speakers or events

Economic releases

Kansas City FRB President

Cleveland 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

China CPI y/y Jun 1.9% 2.0% 1.9% *** Equity and bond neutral

PPI y/y Jun -2.6% -2.9% -2.5% ** Equity and bond neutral

Japan Money stock M3 y/y Jun 2.9% 2.9% 2.8% ** Equity and bond neutral

Machine orders y/y May -11.7% -8.2% -8.7% * Equity bearish, bond bullish

Machine tool orders y/y Jun -19.9% -24.7% * Equity and bond neutral

France Business sentiment m/m Jun 97.0 97.0 97.0 ** Equity and bond neutral

Italy Industrial production m/m May -0.6% 0.4% 0.1% *** Equity bearish, bond bullish

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) 67 66 1 Up

3-mo T-bill yield (bps) 28 27 1 Up

TED spread (bps) 39 39 0 Neutral

U.S. Libor/OIS spread (bps) 39 39 0 Neutral

10-yr T-note (%) 1.40 1.36 0.04 Widening

Euribor/OIS spread (bps) -29 -29 0 Neutral

EUR/USD 3-mo swap (bps) 42 43 -1 Down

Currencies Direction

dollar up Neutral

euro up 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 $46.43 $46.76 -0.71% Domestic production rising

WTI $45.11 $45.41 -0.66%

Natural Gas $2.84 $2.80 1.21% Hot weather forecast

Crack Spread $13.15 $12.75 3.16%

12-mo strip crack $12.28 $12.06 1.84%

Ethanol rack $1.75 $1.75 0.07%

Gold $1,358.14 $1,366.33 -0.60% Investment demand falling

Silver $20.35 $20.27 0.38%

Copper contract $215.15 $211.90 1.53% Expectation of stimulus in Japan

Corn contract 358.00$       355.00$       0.85% Warmer and drier weather in the cornbelt

Wheat contract 438.25$       435.00$       0.75%

Soybeans contract 1,067.50$    1,057.75$   0.92%

Baltic Dry Freight 703 699 4

Actual Expected Difference

Crude (mb) -2.2 -2.1 -0.1

Gasoline (mb) -0.1 -0.3 0.2

Distillates (mb) -1.6 0.1 -1.7

Refinery run rates (%) -0.5% 0.3% -0.8%

Natural gas (bcf) 39.0 42.0 -3.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report
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Weather 

 

The 6-10 and 8-14 day forecasts call for warmer than normal temperatures for the majority of the 

country, except for the Northwest.  Most of the country is expected to receive lighter than normal 

precipitation, although parts of the Midwest and Northwest are forecast to receive some rain.  

The tropics are quiet today.  
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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.  

 

July 8, 2016 

 

One of the great characteristics about working in financial services is that there are always 

surprises.  Recently, we came across a situation in the S&P earnings data that we had not noticed 

before.  It is well known that earnings have two variations—as reported and operating.  As 

reported earnings include all costs.  Thus, the cost of shutting down a factory or an adverse legal 

judgement reduces earnings.  However, it could be argued that these costs are nonrecurring and 

don’t accurately reflect the costs of the ongoing business.  Operating earnings exclude 

nonrecurring expenses.  

 

What surprised us is that there are at least two sources for operating earnings, Standard and 

Poor’s and Thomson-Reuters.  At times, the two series diverge.   
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This chart shows the two operating earnings series along with the ratio of the two numbers on the 

bottom of the chart.  About 28% of the time, the ratio is 1.05 or greater, indicating that the 

Thomson-Reuters operating earnings numbers are about 5% higher than the S&P operating 

earnings report.   

 

There are two issues to examine.  First, it is apparent that the Thomson-Reuters numbers are 

usually higher than the S&P data; there are only 22 out of 90 quarters where the S&P number 
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was higher and the average spread was only 50 cents per share.  According to analyst reports, 

Thomson-Reuters “fits” its series to more closely match analyst estimates (which its I/B/E/S 

division gathers).  Although neither series purports to be GAAP, most likely, the Thomson-

Reuters series is less adherent than S&P.  Thus, any P/E calculated off the Thompson-Reuters 

data will tend to be understated.  The second issue, and perhaps the more important one, is the 

signal being sent by the divergence of the two series.  On the above chart, we have included 

vertical gray bars indicating recessions; note that when the two series diverge by 10% (1.10 on 

the above chart), the economy is in recession.  Thus, the current divergence is a concern.  There 

are several other business cycle indicators that suggest the economy is not in a downturn, but this 

indicator is clearly flashing a warning sign. 

 

Which is the more accurate number?  Frankly, like so many other situations in life, it depends.  

At this part of the business cycle, the S&P number is probably more informative.  In previous 

cycles, S&P’s weaker earnings were an indicator of an impending change in the business cycle.  

That’s why the current divergence is a warning sign.  On the other hand, the Thomson-Reuters 

numbers are a more accurate representation of operating earnings during the recovery from 

recession.  Note on the above chart that the S&P earnings numbers tend to “catch up” with the 

Thomson-Reuters numbers as the recovery begins.   

 

The P/E chart later in this report (page 12), which we update weekly, uses the S&P operating 

earnings data for historical earnings data.  The expectations data comes from I/B/E/S, so it comes 

ultimately from Thomson-Reuters.  This means our P/E may be somewhat understated, although 

not nearly as much as a pure forward-looking number would suggest using the Thomson-Reuters 

data.  Given where we are in the business cycle, the S&P numbers are probably a better 

reflection of operating earnings, meaning the forward P/E may be offering investors false 

comfort.   

  

 
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 7/8/2016 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 7/8/2016 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 

 

July 8, 2016  
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P/E as of 7/6/2016 = 19.7x

 
 

Based on our methodology,1 the current P/E is 19.7x, down 0.8x.  This drop reflects the 

adjustment of moving to Q3. 

 
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. 


