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[Posted: July 22, 2016—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

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

closed down by 0.2% from the prior close.  Chinese markets were lower, with both the Shanghai 

composite and the Shenzhen index trading lower by 0.9%.  U.S. equity futures are signaling a 

higher opening from the previous close.  With 115 companies having reported, the S&P 500 Q2 

earnings stand at $29.15, higher than the $28.38 forecast for the quarter.  The forecast reflects a 

5.4% decline from Q2 2015 earnings.  Thus far this quarter, 67.8% of the companies reported 

earnings above forecast, while 18.3% reported earnings below forecast.  

 

The GOP convention wrapped up last night; the Democrats hold theirs next week.  Financial 

markets are very quiet this morning, typical of the “dog days” of summer.  There were two items 

of note.  First, the flash PMI data from the U.K. was quite weak, with the July composite index 

tumbling to 47.7 from 52.4 in June.  This is the first major economic report since Brexit and it 

paints a weak picture.  In fact, the data suggest a recession could be underway.  The GBP dipped 

on the news as the weak data will tend to prompt the BOE to ease credit.   

 

The second item of interest comes from the WSJ, which reports growing discord between 

General Secretary Xi and Premier Li over reforms to the Chinese State-Owned Enterprises 

(SOE).  On July 4th, Xi called for “stronger, bigger, better” SOEs with the CPC playing a central 

role in their management.  Li’s comments, issued about the same time, called on the SOEs to 

“slim down” and “follow market rules” in their restructuring.  Although we have been hearing 

reports of rising discord between the two leaders, these conflicting comments are perhaps the 

clearest evidence that Li and Xi are not on the same page.   

 

Xi has systematically undermined Li’s authority and influence.  Xi is the president of China, the 

General Secretary of the CPC and commander in chief.  Li, as Premier, heads the cabinet within 

the Politburo and, at least traditionally, was in charge of economic policy.  However, Xi has 

created a set of ad hoc committees that answer only to him that have taken over many of the 

cabinet’s roles.  Xi’s supporters argue that corruption is so endemic that the president must take 

direct control.  Xi’s detractors suggest he is power-hungry and has taken on more tasks than he 

can effectively manage. 

 

The tensions between Xi and Li are part of a deeper divide within the CPC. Xi is a “princeling” 

whose family lineage includes important founding revolutionaries.  Li comes from a more 

humble background, rising from the other source of power, the Communist Youth League 

(CYL).  The CYL is how those from the countryside rise to levels of influence.  Princelings tend 

to support economic growth at the expense of equality; CYL leaders tend to focus on growth in 

the interior of the country and equality.   
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Recently, there has been public criticism of the jump in debt; in Q1, bank credit jumped $697 bn 

in a bid to boost growth.  This level exceeds the 2009 stimulus to exit the financial crisis.  As we 

have documented, China’s economy is in dire need of restructuring.  The investment-led model 

of growth needs to shift to a consumption-led model.  The lack of reform means that it takes 

more debt to generate the same level of growth.  Premier Li is being put in an impossible 

position.  He has a growth target that is unattainable without steadily increasing debt.  And, one 

of the key components of restructuring would be to cut the size of the SOEs which tend to be less 

efficient than the private sector.  Thus, Xi’s call for bigger SOEs is counterproductive. 

 

The key question is “Does Xi really believe in what he says about the SOEs or is he saying that 

to set Li up for failure?”   Next year ends the first five-year term of Chairman Xi.  Of the seven 

members of the Standing Committee of the Politburo, the men who run China, only Xi and Li 

will be below the mandatory retirement age.  There is growing talk that Xi is going to use 

concerns about the economy to demote Li, and insert allies of his own choosing into the Standing 

Committee.  This growing tension may be part of that plan.  In the meantime, dissention at the 

top ranks of China’s government will tend to undermine confidence in China, leading to 

increased capital flight and slower growth.   

 

U.S. Economic Releases 

 

There are no releases scheduled before we go to print.  The chart below shows other releases or 

Fed speakers scheduled for the rest of the day. 

 

EST Indicator Expected Prior Rating

9:45 Manufacturing PMI (Markit) m/m Jul 51.5 51.3 **

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. 
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China MNI business indicator m/m Jul 55.5 54.5 ** Equity bullish, bond bullish

Japan Manufacturing PMI m/m Jul 49.0 48.1 ** Equity and bond neutral

Eurozone Manufacturing PMI (Markit) m/m Jul 51.9 52.8 52.0 ** Equity and bond neutral

Services PMI (Markit) m/m Jul 52.7 52.8 52.3 * Equity bullish, bond bullish

Composite PMI (Markit) m/m Jul 52.9 53.1 52.5 * Equity bullish, bond bullish

France Manufacturing PMI (Markit) m/m Jul 48.6 48.3 48.0 ** Equity bullish, bond bullish

Services PMI (Markit) m/m Jul 50.3 49.9 49.5 * Equity bullish, bond bullish

Composite PMI (Markit) m/m Jul 50.0 49.6 49.2 * Equity bullish, bond bullish

Germany Manufacturing PMI (Markit) m/m Jul 53.7 54.5 53.4 ** Equity bullish, bond bullish

Services PMI (Markit) m/m Jul 54.6 53.7 53.2 * Equity bullish, bond bullish

Composite PMI (Markit) m/m Jul 55.3 54.4 53.6 * Equity bullish, bond bullish

Italy Industrial sales m/m May -1.1% 2.1% *** Equity bearish, bond bullish

Retail sales m/m May -1.3% -0.6% 1.0% ** Equity bearish, bond bullish

U.K. Manufacturing PMI (Markit) m/m Jul 49.1 52.1 48.7 ** Equity bullish, bond bullish

Services PMI (Markit) m/m Jul 47.4 52.3 48.8 * Equity bearish, bond bullish

Composite PMI (Markit) m/m Jul 47.7 52.4 49.0 * Equity bearish, bond bullish

Canada CPI y/y Jun 1.5% 1.5% 1.4% *** Equity bullish, bond bullish

Retail sales m/m May 0.2% 0.8% 0.0% ** Equity bullish, 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. 

 
Today Prior Change Trend

3-mo Libor yield (bps) 70 70 0 Neutral

3-mo T-bill yield (bps) 31 31 0 Neutral

TED spread (bps) 40 39 1 Up

U.S. Libor/OIS spread (bps) 41 41 0 Neutral

10-yr T-note (%) 1.59 1.56 0.03 Widening

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

EUR/USD 3-mo swap (bps) 49 49 0 Neutral

Currencies Direction

dollar up Neutral

euro unch Neutral

yen down 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 $46.48 $46.20 0.61%

Domestic gasoline stocks climbed, taking the total of crude and 

refined fuels to a record high

WTI $44.95 $44.75 0.45%

Natural Gas $2.72 $2.69 1.11% Hot weather

Crack Spread $13.14 $12.94 1.56% High gasoline inventories

12-mo strip crack $12.18 $11.97 1.76%

Ethanol rack $1.65 $1.66 -0.56%

Gold $1,323.17 $1,331.43 -0.62% Investment demand falling

Silver $19.65 $19.79 -0.69%

Copper contract $226.40 $225.85 0.24%

Corn contract 338.25$       340.75$       -0.73%

Wheat contract 415.25$       417.75$       -0.60% Profit taking

Soybeans contract 991.50$       1,012.50$   -2.07%

Baltic Dry Freight 726 736 -10

Actual Expected Difference

Crude (mb) -2.3 -1.3 -1.0

Gasoline (mb) 0.9 -0.2 1.1

Distillates (mb) -0.2 1.0 -1.2

Refinery run rates (%) 0.9% 0.1% 0.8%

Natural gas (bcf) 34.0 40.0 -6.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 

 

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

majority of the country, with some rain forecast for parts of the East and the Midwest.  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 22, 2016 

 

In the most recent rebalance of our Asset Allocation portfolios, we introduced positions in gold.  

Although the yellow metal is classified as a commodity, we view it more as a currency, 

admittedly one that is not backed by liabilities.  National fiat currencies are generally created in 

the credit process and are backed by the trust imbedded in the nation’s debt.  Currencies have 

three roles: medium of exchange, unit of account and store of value.  Gold does not act as a 

medium of exchange in a modern economy.  But, it can be used as a unit of account and it mostly 

excels as a store of value. 

 

Because it isn’t liability backed, the opportunity cost of holding gold is essentially equivalent to 

inflation-adjusted interest rates.  If one holds gold in lieu of short-term debt, the lost opportunity 

is the interest earned after inflation.  History does suggest that there is an inverse correlation 

between real interest rates and gold. 

 

 
 

This chart shows real T-bill rates and the price of gold.  Note that gold prices have increased as 

real rates have become persistently negative.   

 

The other factor that affects gold is the dollar.  Since gold is priced in dollars, a rising greenback 

makes gold prices more expensive to foreign buyers.  Since a stronger dollar is often associated 

with rising U.S. interest rates, a stronger dollar tends to be bearish for gold. 
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This chart shows gold prices and the JPM real effective dollar index.  Note that since 2000, the 

dollar’s swings have affected gold prices.  In fact, since 2000, the correlation is -87%.   

 

Since inflation, interest rates and exchange rates affect gold prices, we have created a model of 

the relationship. 
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The model uses the EUR/USD exchange rate, inflation adjusted two-year T-note yields and the 

balance sheets of the European Central Bank (ECB) and the Federal Reserve.  Including the 

latter two variables generally accounts for investor expectations of future inflation and interest 

rates.  The current fair value for gold, based on this model, is $1,489.26, suggesting that current 

prices, though elevated, are not overvalued. 

 

Finally, investors have been putting money into gold through exchange-traded products.   
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This chart looks at the metric tons of gold held by ETFs, ETNs and grantor trusts compared to 

the price of gold.  As one would expect, the two are closely linked, correlating at nearly 95%.  

Since the beginning of the year, investors have been increasing their exposure to gold through 

these products.  With the FOMC on hold and additional policy stimulus expected due to Brexit, 

investors are seeking the safety of gold.   

 

Due to our view that gold is attractively valued and that conditions should favor the yellow 

metal, as noted above, we added gold to our allocations this quarter.  We expect that conditions 

should favor gold in the upcoming quarters.        

 

   

  

 
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 7/21/2016 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 7/21/2016 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 21, 2016  
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P/E as of 7/20/2016 = 20.1x

 
 

Based on our methodology,1 the current P/E is 20.1x, up 0.3x.  The rise is mostly due to a rising 

S&P 500. 

 
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. 


