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[Posted: July 25, 2016—9:30 AM EDT]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is trading higher by 0.6% from the last close.  In Asia, the MSCI 

Asia Apex 50 closed down by 0.1% from the prior close.  Chinese markets were higher to 

sideways, with the Shanghai composite up 0.1% and the Shenzhen index trading sideways.  U.S. 

equity futures are signaling a modestly higher opening from the previous close.  With 126 

companies having reported, the S&P 500 Q2 earnings stand at $29.18, higher than the $28.38 

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

this quarter, 70.8% of the companies reported earnings above forecast, while 15.9% reported 

earnings below forecast.  

 

It was another mostly quiet night.  We did see European equities lift on better economic 

sentiment data (see below).  The G-20 meeting ended with a mostly banal communiqué.  There 

was some discussion of fiscal policy by the group.  However, the G-20 structure is so unwieldy 

that any real group-wide adjustments only occur during crises.   

 

For summer, this could be a momentous week.  First, the FOMC meets tomorrow and 

Wednesday.  No change in policy is expected.  This meeting will not produce dots or changes in 

forecasts, so the statement will be the most important item to emerge from the meeting.  The fed 

funds futures put the odds of a hike at this week’s meeting at a mere 10% and don’t record a 

greater than 50% reading until next March.  Thus, the financial markets could be vulnerable to 

comments that suggest a rate hike may be back on the agenda.  We would not be surprised to see 

some leaning in a hawkish direction but would not expect the FOMC to make a clear case for 

higher rates.  Still, one important risk to the “goldilocks” conditions we are experiencing would 

be a change in policy perceptions.   

 

Also this week, the ECB will be releasing the results of its bank stress tests on Friday.  All eyes 

will be on Italy’s results.  Italian officials continue to claim that any problems are under control.  

EU officials also claim that measures already taken have made the system safer.  We would be 

surprised to see any major banks fail the tests.  After all, they are political in nature.  We will be 

watching the market’s reaction to an expected good result.  If bank equities rally, it would 

suggest that investors view the tests as credible.  Today’s FT reports that Portuguese banks are 

bracing for massive losses from the government’s inability to find buyers for Novo Banco, the 

lender that emerged from the resolution of Banco Espirito Santo, which failed nearly two years 

ago.  Novo Banco was the “good bank” that came from the failed bank, and the government’s 

inability to privatize the good bank is not a good sign for financial markets in the EU. 

 

Also on Friday, the BOJ will hold its policy meeting.  There are high expectations that the BOJ 

will “do something” to support the economy.  There is growing speculation that the Abe 

government will try to coordinate stimulus policy with the BOJ, although that may not happen at 
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this meeting.  We would not be surprised to see the BOJ increase its buying of non-traditional 

assets, such as equity ETFs, but the hope for “helicopter money” is likely to be dashed, at least at 

this meeting.   

 

In other news, the Guardian is reporting that the EU may be willing to offer Britain a seven-year 

exemption to freedom of movement rules while allowing the U.K. to remain in the single market.  

France is strongly opposed to the concession but we suspect Germany does not want to see a 

major trading partner’s economy hurt by a hard Brexit.  Britain would still need to pay into the 

EU budget and would give up its seat at the negotiating table, but unchecked immigration 

seemed to be the biggest issue triggering the Brexit vote.  The risks for the EU are that such 

restrictions on movement inside the EU would be popular with other states but, if widely 

implemented, it would represent a major retreat from a unified Europe.  On the other hand, this 

might be the best solution available.  If this rule does come to pass, it would be supportive for 

U.K. financial assets.   

 

U.S. Economic Releases 

 

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

Fed speakers scheduled for the rest of the day. 

 

EST Indicator Expected Prior Rating

10:30 Dallas Fed manufacturing activity m/m Jul -11.5 -18.3 **

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

Japan Trade balance m/m Jun ¥335.0 bn ¥294.5 bn ¥244.2 bn ** Equity bullish, bond bullish

Exports y/y Jun -7.4% -11.3% -11.3% ** Equity bullish, bond bullish

Imports y/y Jun -18.8% -13.8% -20.0% ** Equity and bond neutral

LEI m/m May 99.7 100.0 ** Equity bearish, bond bullish

Coincident indicator m/m May 109.9 110.5 ** Equity and bond neutral

Germany IFO business climate m/m Jul 108.3 108.7 107.5 ** Equity bullish, bond bullish

IFO current assessment m/m Jul 114.7 114.6 114.0 ** Equity bullish, bond bullish

IFO expectations m/m Jul 102.2 103.1 101.6 ** Equity bullish, bond bullish

U.K. Business optimism (CBI) m/m Jul -47.0 -5.0 -15.0 ** Equity bearish, bond bullish

Brazil Consumer confidence m/m Jul 76.7 71.3 ** 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) 72 71 1 Up

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

TED spread (bps) 42 40 2 Up

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

10-yr T-note (%) 1.59 1.57 0.02 Widening

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

EUR/USD 3-mo swap (bps) 49 50 -1 Down

Currencies Direction

dollar down Neutral

euro up 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 $45.35 $45.69 -0.74% Domestic drilling increases

WTI $43.82 $44.19 -0.84%

Natural Gas $2.80 $2.78 0.83% Hot weather

Crack Spread $13.11 $13.29 -1.33% High gasoline inventories

12-mo strip crack $11.99 $12.14 -1.31%

Ethanol rack $1.64 $1.65 -0.19%

Gold $1,317.43 $1,322.73 -0.40% Investment demand falling

Silver $19.45 $19.63 -0.95%

Copper contract $223.90 $223.55 0.16% Signs of Chinese housing pickup 

Corn contract 343.25$       341.75$       0.44%

Wheat contract 432.00$       425.25$       1.59% Adverse weather in Europe

Soybeans contract 988.00$       988.25$       -0.03%

Baltic Dry Freight 718 726 -8

Shipping

Energy Markets

Metals

Grains

 
 

Weather 

 

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

country, with some cooler than normal weather for parts of the West Coast.  Greater than normal 

precipitation is forecast for parts of the East, Great Lakes and Southwest regions.  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 7/22/2016 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 7/22/2016 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. 


