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[Posted: July 5, 2016—9:30 AM EDT]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is trading lower by 1.6% from the last close.  In Asia, the MSCI 

Asia Apex 50 closed down by 1.1% from the prior close.  Chinese markets were actually higher, 

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

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

 

After an impressive recovery in equities last week, markets are weakening to start this week.  

There are a number of factors weighing on sentiment.  Here are the key ones: 

 

The Italian banking mess: Today’s lead headline in the FT discusses how Monte dei Paschi 

(BMPS: IM, €0.30. -0.03), the world’s oldest bank, may need a capital injection from the Italian 

government.  The ECB has told the bank it needs to shed €10 bn of bad loans to meet regulatory 

requirements.  Shares of the bank tumbled 13% at one point overnight and other Italian bank 

shares are down as well.  There is growing concern that the Renzi government (which is facing 

an October referendum on government restructuring) may bypass EU banking rules and use 

public funds to bail out the banks.  EU rules severely restrict government’s ability to recapitalize 

banks; instead, the EU wants bank creditors to bear the risk of a bank failure.  The primary 

creditors are bondholders, and bank bonds in Italy are mostly held by households as a form of 

saving.  If Italy follows EU rules, it could trigger conditions similar to bank runs.  Although 

Brexit is the focus of media concern, Italy’s banks are probably a much greater risk to European 

stability. 

 

U.K. financial troubles: Standard Life Investments announced it is suspending trading in a £2.9 

bn commercial property fund which was facing massive redemption requests.  The BOE 

announced that it is easing bank capital requirements to support liquidity, but Governor Carney 

admitted that the problem with lending would not be from the lack of loanable funds but from 

demand for those funds.  We would not be surprised to see rate cuts in the near term.  The GBP 

plunged overnight, hitting $1.31 briefly. 

 

China concerns: China is holding military exercises in disputed areas in front of an international 

tribunal’s decision that is expected to challenge China’s claims on the region.  China has already 

indicated it will ignore any ruling that it disagrees with.  Meanwhile, the PBOC is using the 

Brexit turmoil to allow the CNY to steadily depreciate. 
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(Source: Bloomberg) 

 

This weakening of the CNY isn’t catching much attention because the PBOC has managed to 

keep the offshore exchange rate (the CNH) mostly in line with the CNY.  When the two rates 

diverge (mostly due to the CNH weakening faster), it suggests capital flight and raises fears 

about global financial stability.  Still, the weakening of the CNY increases the likelihood that 

China is trying to export its way out of its growth issues.   

 

A hung Australian election: Elections in Australia have not given a clear-cut result quite yet.  

The ruling party is about five seats short of gaining unilateral control of the government.  It is 

quite possible we may not have a government in Australia for at least a week.  If a coalition 

government is necessary, it may take up to a month.  Under normal circumstances, this outcome 

would not be so bad but, given the current global political upheaval, another Western 

government in turmoil simply adds to global uncertainty. 

 

The continued fall in long-duration Treasuries: The 10-year T-note yield fell below 1.40% 

this morning as all the aforementioned issues weigh on investor confidence and trigger further 

flight to safety demand.  We are seeing similar strength in gold prices.  The major worry from 

falling Treasury yields is that we are seeing further flattening of the yield curve. 

 



 

 

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

www.confluenceinvestment.com 

 3 

 
(Source: Bloomberg) 

 

The good news is that the curve hasn’t inverted; an inverted curve is probably the most reliable 

signal of recession available.  The bad news is that the yield curve is rapidly flattening, 

suggesting sluggish economic growth.   

 

Overall, fear has returned to global financial markets.  The trading pattern lately has been that 

opening equity weakness from overseas issues has tended to dissipate as the trading day wears 

on and often a rally develops into the close.  We will be watching to see if that pattern resumes 

today.    

 

U.S. Economic Releases 

 

There are no economic releases before the market opens this morning.  The table below shows 

the rest of today’s data releases and notable Fed speakers.   

 

EST Indicator Expected Prior Rating

9:45 ISM New York m/m Jun 37.2 *

10:00 IBD/TIPP economic optimism m/m Jul 48.2 48.2 **

10:00 Factory orders m/m May -0.8% 1.9% **

10:00 Durable goods orders m/m May -2.2% -2.2% **

all day Durable goods orders excluding transportation m/m May -0.3% -0.3% **

EST Speaker or event

2:30 Dudley

District or position

Fed speakers or events

Economic releases

New York FRB President  
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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 Trade balance AUD m/m May -2.2 bn -1.8 bn -1.7 bn ** Equity bearish, bond bullish

Retail sales m/m May 0.2% 0.2% 0.3% ** Equity bearish, bond bullish

China Services PMI (Caixin) m/m Jun 52.7 51.2 * Equity bullish, bond bearish

Composite PMI (Caixin) m/m Jun 50.3 50.5 * Equity and bond neutral

India Services PMI (Nikkei) m/m Jun 50.3 51.0 * Equity and bond neutral

Composite PMI (Nikkei) m/m Jun 51.1 50.9 * Equity bullish, bond bearish

Japan Services PMI (Nikkei) m/m Jun 49.4 50.4 * Equity bearish, bond bullish

Composite PMI (Nikkei) m/m Jun 49.0 49.2 * Equity bearish, bond bullish

Eurozone Services PMI (Markit) m/m Jun 52.8 52.4 52.4 * Equity bullish, bond bearish

Composite PMI (Markit) m/m Jun 53.1 52.8 52.8 * Equity bullish, bond bearish

PPI y/y May -3.9% -4.4% -4.1% ** Equity and bond neutral

Retail sales y/y May 1.6% 1.4% 1.7% ** Equity and bond neutral

Investor confidence (Sentix) m/m Jul 1.7 9.9 5.0 ** Equity bearish, bond bullish

France Services PMI (Markit) m/m Jun 49.9 49.9 49.9 * Equity and bond neutral

Composite PMI (Markit) m/m Jun 49.6 49.4 49.4 * Equity and bond neutral

Germany Services PMI (Markit) m/m Jun 53.7 53.2 53.2 * Equity bullish, bond bearish

Composite PMI (Markit) m/m Jun 54.4 54.1 54.1 * Equity bullish, bond bearish

Italy Services PMI (Markit) m/m Jun 52.0 49.8 51.4 * Equity bullish, bond bearish

Composite PMI (Markit) m/m Jun 52.6 50.8 * Equity bullish, bond bearish

U.K. Services PMI (Markit) m/m Jun 52.3 53.5 52.8 * Equity and bond neutral

Composite PMI (Markit) m/m Jun 52.4 53.0 52.0 * Equity bullish, bond bearish

Russia Services PMI (Markit) m/m Jun 53.8 51.8 52.2 * Equity bullish, bond bearish

Composite PMI (Markit) m/m Jun 53.5 51.2 * Equity bullish, bond bearish

Canada Manufacturing PMI (RBC) m/m Jun 51.8 52.1 ** Equity and bond neutral

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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 65 65 0 Neutral

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

TED spread (bps) 40 40 0 Neutral

U.S. Libor/OIS spread (bps) 38 38 0 Neutral

10-yr T-note (%) 1.39 1.44 -0.05 Narrowing

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

EUR/USD 3-mo swap (bps) 38 38 0 Neutral

Currencies Direction

dollar up Neutral

euro down Neutral

yen up Up

franc up Neutral

Central Bank Action Current Prior Expected

Australia cash rate target 1.75% 1.75% 1.75% On forecast  
 

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 48.89 50.10 -1.21 Falling along with global equity markets, high supply

WTI 47.66 48.99 -1.33

Natural Gas 2.86 2.99 -0.13

Crack Spread 14.02 14.14 -0.12

12-mo strip crack 12.53 12.64 -0.11

Ethanol rack 1.79 1.79 0.00

Gold $1,347.75 $1,350.79 -3.04 Higher dollar

Silver $19.76 $20.32 -0.57 Profit taking

Copper contract $220.05 $221.70 -1.65 Demand concerns

Corn contract 360.00$       365.50$       -1.50%

Wheat contract 430.25$       445.50$       -3.42%

Soybeans contract 1,137.50$    1,153.25$   -1.37%

Baltic Dry Freight 688 677 11

Shipping

Energy Markets

Metals

Grains

 
 

Weather 

 

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

thirds of the country.  Heavier than normal rain is projected for the Great Lakes region.  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 1, 2016 

 

The Brexit situation is dominating the financial news, and rightly so—such events are unusual 

and their outcomes are usually uncertain.  As part of our asset allocation process, we examine 

these types of issues and adjust our portfolios to account for them. 

 

Although our process is cyclical, meaning we pay particular attention to the business cycle and 

its effect on markets and asset classes, there are factors that affect markets that go well beyond 

the business cycle.  Examples of such factors are demographics, inflation and growth policies, 

political coalitions, superpower dynamics, etc.  These influences have been background factors 

for the past several business cycles; when these background factors change, it can cause 

unexpected outcomes to financial markets that appear to be reactions beyond normal.  For 

example, the 2008 Financial Crisis was much worse than generally expected because the 

expansion of household debt, which had underpinned economic growth for nearly three decades 

and allowed the implementation of low inflation policies to coexist with acceptable economic 

growth, suddenly reached a point of unsustainability.  This was one of the primary reasons why 

what started out as a normal recession evolved into a massive contraction.  Household 

deleveraging continues to weigh on economic growth and, until the issue is addressed, will likely 

remain a damper on growth. 

 

Brexit is part of another longer term political trend we have been discussing for several years.  

We have been concerned that the U.S. is steadily relinquishing its superpower role.  The 

superpower provides key global public goods, mainly global security and the reserve currency.  

The former requires a large military and heavy defense spending, while the latter means the 

nation is the global importer of last resort and must continually provide its currency to the world 

through trade deficits.  No superpower reigns indefinitely but history has shown that periods 

between superpowers tend to be difficult.  The lack of global leadership brings a surge of 

nationalism, leading to wars and economic dislocation. 

 

The Brexit vote was an emotional appeal to British nationalism.  It could very well bring a 

resurgence of Scottish nationalism and may lead to the end of the United Kingdom.  Similar 

movements in other parts of Europe are based on nationalism as well.  In part, the campaigns of 

Donald Trump and Bernie Sanders are a rejection of the establishment project of globalization 

and deregulation.  After all, Trump’s campaign slogans of “Make America Great Again” and 

“America First” are appeals to nationalism. 

 

What does this mean for asset allocation?  The twin policies of globalization and deregulation 

have been key background factors that have supported financial markets.  After the Berlin Wall 

fell, this policy pair was dubbed “the Washington Consensus,” which became the blueprint for 

how the world economy should work.  That policy consensus appears to be breaking down 
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mostly because it requires a global hegemon to enforce the consensus.  The ill-advised Middle 

East wars and the unsustainable weaknesses of the Washington Consensus (which required 

excessive debt to compensate for the lack of income growth) have now called into question the 

entire policy project.  If the Washington Consensus fails and nations retreat into nationalism, 

inflation and global unrest will almost certainly follow.  Rising inflation would favor stocks and 

cash over bonds.  In addition, virtually everything we know about foreign investing has occurred 

with the U.S. playing the hegemon role.  If the U.S. no longer fully provides the public goods 

that come with being the superpower, foreign investing faces a new and difficult future with 

greater uncertainty.  Much of our asset allocation process is determining the interplay of shorter 

term and longer term factors.  The Brexit situation is another factor in that process.  

  

 
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 7/1/2016 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 7/1/2016 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 

 

June 30, 2016 
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P/E as of 6/29/2016 = 20.5x

 
 

Based on our methodology,1 the current P/E is 20.5x, steady from 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 three actual (Q3, Q4 and Q1) and one estimate (Q2).  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. 


