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[Posted: June 20, 2016—9:30 AM EDT]  Global equity markets are sharply higher this 

morning.  The EuroStoxx 50 is trading higher by 3.3% from the last close.  In Asia, the MSCI 

Asia Apex 50 closed higher by 1.5% from the prior close.  Chinese markets were also higher, 

with the Shanghai composite trading up 0.1% and the Shenzhen index higher by 0.4%.  U.S. 

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

 

There are three big stories today.   

 

Leaning toward Bremain: In the wake of the assassination of MP Jo Cox, the first polls out 

suggest that the Bremain camp has halted the Brexit momentum.  Still, polls suggest a tight race, 

with 45% wanting to remain in the EU and 42% wanting to leave.  We prefer the betting pools 

and they are decidedly in the Bremain camp.   

 

 
(Source: Bloomberg) 

 

This chart shows the leave bets, which peaked around 45% but have fallen precipitously to the 

28% level.  We suspect that Britain will vote to stay in the EU.  That outcome won’t completely 

eliminate the drama as a close vote could lead to a backbench revolt against PM Cameron.  

However, for the markets, the “inside baseball” of U.K. politics won’t be a big deal. 

 

Market reaction today is clearly a sign of relief.  The GBP is up strongly, equities around the 

world are higher and oil is up, while gold and sovereign debt prices are lower.  In fact, we may 

be preparing for another bout of “risk on” in the markets. The two factors hanging over the 
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markets have been Brexit and the Fed.  We believe the former is tilting toward a market-calming 

outcome and the Fed may be friendly as well.  Think of it this way.  Since the summer of 2014, 

we have seen a steady tightening of monetary policy.  Tapering ended the expansion of the 

balance sheet, the dollar rallied and the Fed moved rates higher.  The combination had an 

adverse impact on financial markets and probably the economy.  Although we don’t expect the 

Fed to ease or resume QE, a weaker dollar will act as a policy stimulus.  The primary reason for 

dollar strength has been the divergence of monetary policy—the Fed was tightening while the 

rest of the world was easing.  If the Fed merely goes “steady” and expectations for tightening 

pull back, the dollar could weaken and, in a few months, lead to an improving economy and 

likely better earnings.  In other words, removing the likelihood of tightening policy and Brexit 

might give equity markets an upleg in the coming weeks.   

 

At the last Fed meeting, we had a unanimous decision, with KC FRB President George voting 

with the group.  St. Louis FRB President Bullard’s bombshell last Friday suggests an entirely 

new regime for implementing monetary policy that, in the short run, will lead to at least one 

moderate hawk becoming a full dove.  We doubt Stanley Fisher will be swayed by Bullard’s new 

stance, but Bullard’s position is compelling for Chairwoman Yellen because it gives the FOMC 

an excuse to remain easy.   

 

Of course, there will be other worries.  The elections will raise concerns and there are other 

issues in the world that could dampen sentiment.  Nevertheless, if the U.K. remains and the Fed 

isn’t going to raise rates more than one time, the dollar could weaken and boost the U.S. 

economy and equities. 

 

Modi shoots an own goal: Raghuram Rajan, the current governor of the Reserve Bank of India, 

has indicated he will leave his post in September when his term ends.  Rajan is a well-respected 

financial figure and a solid central banker.  Under his watch, India’s inflation has eased and the 

economy appears to be on solid footing.  However, Modi and his political cronies are unhappy 

with Rajan, likely for two reasons.  First, he has kept policy tighter than they would like; there is 

no surprise here.  Politicians are rarely fans of prudent monetary policy.  Second, and perhaps 

more worrisome, the political class is reportedly uncomfortable with Rajan’s international status.  

This status makes him independent and less easy to control.  According to reports, Modi wants a 

RBI governor that will be more sensitive to political pressure.  This is a bad time for India to be 

flirting with monetary populism.  Rajan has stabilized the Indian currency and fostered 

controlled inflation.  The next governor will, almost by design, lack the credibility of Rajan and 

so, expect more monetary stimulus and inflation in India. 

 

China and Venezuela: As we have reported recently,1 the Venezuelan economy is in shambles 

due to lower oil prices and mismanagement.  China, the country’s largest creditor, is in talks with 

Venezuela over debt restructuring.  What is interesting is that Chinese negotiators are also 

talking to the opposition, wanting Madero’s opponents to agree to any debt deal to avoid 

repudiation if there is a change in government.  By forcing the opposition into the talks, China is 

also improving the status of the anti-Maduro factions which might undermine the current regime.   

 

                                                 
1 See WGR, 6/6/2016, The Tragedy of Venezuela. 
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U.S. Economic Releases 

 

There are no economic releases scheduled for the rest of the day. 

 

EST Speaker or event

9:00 Kashkari

District or position

Fed speakers or events

Minneapolis 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

Eurozone Construction output m/m Apr -0.2% -0.9% * Equity and bond neutral

Germany PPI y/y May -2.7% -3.1% -2.9% ** Equity bullish, bond bearish

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) 64 65 -1 Neutral

3-mo T-bill yield (bps) 26 25 1 Neutral

TED spread (bps) 39 39 0 Neutral

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

10-yr T-note (%) 1.68 1.61 0.07 Up

Euribor/OIS spread (bps) -27 -26 -1 Neutral

EUR/USD 3-mo swap (bps) 34 37 -3 Down

Currencies Direction

dollar down Up

euro up Down

yen down Up

franc up Down  
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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 Cause/ Trend

Brent  $          50.21  $          49.17 2.12% Eased Brexit, weaker dollar

WTI 48.90$          47.98$         1.92%

Natural gas 2.66$            2.62$            1.49% Hot weather

Crack spread 15.20$          14.91$         1.90%

12-mo strip crack 13.10$          12.96$         1.08%

Ethanol rack 1.82$            1.82$            0.21%

Gold 1,281.24$    1,298.65$   -1.34% Eased Brexit, weaker dollar

Silver 17.38$          17.50$         -0.67% Eased Brexit, weaker dollar

Copper contract 207.60$       205.10$       1.22%

Corn contract 434.75$       442.75$       -1.81% Rain on the plains

Wheat contract 490.00$       494.75$       -0.96%

Soybeans contract 1,131.75$    1,148.25$   -1.44%

Baltic Dry Freight 587 598 -11

Energy markets

Metals

Grains

Shipping

 
 

Weather 

 

The 6-10 and 8-14 day forecasts are calling for hotter and drier than normal conditions for the 

majority of the country, except for parts of the eastern region.  TS Danielle has formed in the 

Gulf of Mexico and is hitting the Mexican coast today.  It is not expected to affect energy 

shipments.  There are no other events on the near-term horizon.
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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.  

 

June 17, 2016 

 

Our asset allocation process has generally favored longer duration fixed income instruments.  We 

have expected inflation to remain low due to continued globalization and deregulation.  Over 

time, low inflation brings low long-term interest rates.  In recent weeks, domestic long-term 

interest rates have declined significantly.  Although this isn’t a huge surprise to us, the factors 

behind the decline are worth examining. 

 

Currently, the biggest factor affecting U.S. interest rates is probably the drop in international 

yields. 
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This chart shows U.S. and German 10-year sovereign yields since 1990.  The current spread is 

very wide; German yields have recently dipped below zero.  Why are German yields declining?  

In part, low Eurozone inflation is to blame.  Despite aggressively accommodative monetary 

policy from the ECB, inflation remains very low.  Second, the ECB is conducting quantitative 

easing (QE) and has extended its purchases to include corporate bonds.  Given that German 

bonds are the preferred choice for European investors seeking safety, the lack of available bonds 

for QE has pushed German yields to historically low levels.   

 

However, it should be noted that other factors are not quite so bullish for U.S. Treasuries. 
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This chart shows our basic 10-year T-note yield model.  It uses fed funds, an inflation trend 

proxy, oil prices, the yen’s exchange rate and German sovereign yields.  The lift in fed funds and 

higher oil prices are factors that raise the fair value yield and so, the current fair value yield is a 

bit higher than the current yield.   

 

This model suggests that the fixed income markets may be overestimating the impact of falling 

overseas interest rates.  That doesn’t necessarily mean that our fixed income strategy will change 

significantly.  At present, although the yield is somewhat overvalued, it isn’t so low as to signal 

an overvalued market.  The lower line on the graph, which shows the deviation between fair 

value and current yields, is just a bit below that level.  Based on current fundamentals, the 10-

year T-note would become overvalued at a yield of 1.10%.  Thus, barring some significant 

change in the data, there is no reason to adjust our current allocation position.  

  

 
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 6/17/2016 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 6/17/2016 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 16, 2016 
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P/E as of 6/15/2016 = 20.5x

 
 

Based on our methodology,2 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. 

                                                 
2 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. 


