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[Posted: June 23, 2016—9:30 AM EDT]  Global equity markets are higher this morning.  The 

EuroStoxx 50 is trading higher by 1.9% from the last close.  In Asia, the MSCI Asia Apex 50 

closed higher by 0.3% from the prior close.  Chinese markets were lower, with the Shanghai 

composite trading down 0.5% and the Shenzhen index down by 0.3%.  U.S. equity futures are 

signaling a sharply higher opening from the previous close. 

 

Voters in the U.K. go to the polls today to decide whether or not they are staying in the EU.  The 

markets, however, appear to have already voted as we are seeing full “risk-on” activity, with the 

dollar and yen lower and Treasury yields higher.  In fact, the GBP is on a tear.   

 

 
(Source: Bloomberg) 

 

This chart shows the closes for the GBP; we are breaking out to new highs for this year and up 

over 5.5% since June 14.   

 

Simply put, the markets are shifting rapidly to discount a remain vote.  If the voters decide to 

stay, we probably won’t see markets rise too much more.  On the other hand, if Brexit is the 

outcome, markets will likely look much weaker tomorrow.  We tend to think that remain will 

win but the preemptive market action is a concern in that we may be setting ourselves up for a 

nasty reversal tomorrow. 

 

 

Daily Comment 
 

By Bill O’Grady & Kaisa Stucke, CFA 
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It’s PMI data day—flash readings for the U.S., Japan and much of the Eurozone are out today 

(see below).  In general, the PMIs show slow growth.  Although Germany is doing quite well, 

France and the Eurozone are lagging.  U.S. data comes out later this morning (again, see below). 

 

Our recap of yesterday’s energy data shows that oil inventories are declining but the pace of 

withdrawals is slowing.  U.S. crude oil inventories fell less than expected; stockpiles fell 0.9 mb 

to 530.6 mb compared to estimates of a 2.6 mb decline.   
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This chart shows current crude oil inventories, both over the long term and the last decade.  We 

are starting to see inventories decline, but normal levels would be below 400 mb, some 130 mb 

lower than now.   

 

So, obviously, inventories remain elevated.  Inventories have been lagging the usual seasonal 

pattern.  We are in a period of the year when crude oil stockpiles tend to fall at an increasing 

pace.  Over the past three weeks, the pace of declines has slowed and it will be somewhat bearish 

for oil prices if this trend continues.   
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This chart shows oil imports on a four-week average basis.  Oil imports have been running below 

average recently, in part due to the fires in Western Canada.  As those disruptions ended, we 

expected a pickup in imports and the data does confirm this expectation.  If imports continue to 

rise, the drop in oil inventories should slow and pressure prices.   

 

 
 

It is important to remember that the dollar is playing a bigger role in determining oil prices. 
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Based on inventories alone, oil prices are profoundly overvalued at a fair value price of $31.64.  

Meanwhile, the EUR/WTI model generates a fair value of $51.09.  Together (which is a more 

sound methodology), fair value is $42.11, meaning that current prices are a bit rich.  The dovish 

Fed should be considered bullish for the EUR and thus supportive for oil prices, which may 

offset the slowing decline of oil inventories.   

 

U.S. Economic Releases 

 

Initial claims fell much more than forecast, dipping 16k to 259k; estimates called for a 270k 

reading.   
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Claims remain very low by historical standards.  However, this level of claims usually generates 

a lower unemployment rate than what we are currently experiencing. 
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The last two times we have seen claims around 300k, the unemployment rate was closer to 4%.   

 

The Chicago FRB National Activity Index, one of our favorite indicators, came in much weaker 

than expected, at -0.51 compared to a survey of +0.11.  All four subindices were in negative 

territory. 
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To dampen the volatility of the raw data, we smooth the index with a six-month moving average.  

In general, a reading under zero suggests below-trend growth and a reading under -0.45 is a 

signal of recession.  We are seeing weak growth but no recession. 

 

One of the reasons the Fed is probably on hold is due to economic weakness.   
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This chart shows the fed funds target with the Chicago FRB National Activity index, smoothed.  

We have put gray bars to show policy tightening cycles.  Note that the activity index was well 

above zero in the past four tightening cycles.  The decision to raise rates in a weakening 

economy is a curious maneuver and suggests a policy error.   

 

The chart below shows the rest of today’s data and notable Fed speakers.   

 

EST Indicator Expected Prior Rating

9:45 Markit manufacturing PMI m/m June 50.9 50.7 ***

10:00 Leading Indicators m/m May 0.1% 0.6% ***

10:00 New Home Sales (units, annualized) m/m May 560k 619k ***

New Home Sales (%) m/m May -9.5% 16.6% ***

EST Speaker or event

18:00 Kaplan

District or position

Fed speakers or events

Economic releases

Dallas 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 
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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

Japan Leading indicators m/m Apr 100.0 100.5  * Equity and bond neutral

PMI Manufacturing m/m Jun 47.8 47.7  *** Equity and bond neutral

Eurozone PMI Composite m/m Jun 52.8 53.1 53.0 ** Equity and bond neutral

PMI Manufacturing m/m Jun 52.6 51.5 52.6 *** Equity bullish, bond bearish

PMI Services m/m Jun 52.4 53.3 53.2 ** Equity and bond neutral

France Business Confidence m/m Jun 100.0 102.0 103.0 * Equity bearish, bond bullish

PMI Composite m/m Jun 49.4 50.9 51.0 ** Equity bearish, bond bullish

PMI Manufacturing m/m Jun 47.9 48.4 48.7 *** Equity bearish, bond bullish

PMI Services m/m Jun 49.9 50.9 51.0 ** Equity bearish, bond bullish

Germany PMI Composite m/m Jun 54.1 54.5 54.3 ** Equity and bond neutral

PMI Manufacturing m/m Jun 54.4 52.1 52.0 *** Equity bullish, bond bearish

PMI Services m/m Jun 53.2 55.2 55.0 ** Equity and bond neutral

Italy Industrial Orders m/m Apr 2.1% -1.6% * 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) 27 26 1 Neutral

TED spread (bps) 38 38 0 Neutral

U.S. Libor/OIS spread (bps) 40 39 1 Neutral

10-yr T-note (%) 1.74 1.69 0.05 Up

Euribor/OIS spread (bps) -27 -27 0 Neutral

EUR/USD 3-mo swap (bps) 35 39 -4 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 Cause/ Trend

Brent  $          50.81  $          49.88 1.86% Supportive Saudi Comments

WTI 49.91$          49.13$         1.59%

Natural gas 2.65$            2.68$            -0.93%

Crack spread 16.59$          16.74$         -0.92%

12-mo strip crack 13.53$          13.61$         -0.60%

Ethanol rack 1.78$            1.79$            -0.17%

Gold 1,264.22$    1,266.22$   -0.16% Eased Brexit worries

Silver 17.32$          17.27$         0.33%

Copper contract 215.80$       213.60$       1.03%

Corn contract 395.75$       398.25$       -0.63% Cooler weather

Wheat contract 474.00$       472.25$       0.37%

Soybeans contract 1,108.50$    1,116.75$   -0.74% Cooler weather

Baltic Dry Freight 585 580 5

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 

West, while the mid-central states will enjoy below-normal temperatures.  There is a tropical 

disturbance near the coast of Belize; if it moves away from land, the National Hurricane Center 

estimates a 10% chance of development.  
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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 6/22/2016 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 6/22/2016 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 

 

June 23, 2016 

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM 4Q TRAILING P/E

P
/E

Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 6/22/2016 = 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. 


