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[Posted: June 8, 2016—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is trading lower by 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 

closed higher by 0.6% from the prior close.  Chinese markets were actually lower, with the 

Shanghai composite trading down 0.3% and the Shenzhen index lower by 0.3%.  U.S. equity 

futures are signaling a higher opening from the previous close.  With 98.8% of the S&P 500 

companies having reported, Q1 float-adjusted earnings stand at $26.79, more than the $26.66 

forecast.  Of the 494 companies that have reported, 72.5% had positive earnings surprises, while 

20.0% had negative earnings surprises. 

 

It was another quiet overnight session.  As we note above, equity markets are mixed while U.S. 

equities continue to slowly trend higher.  Commodity prices are continuing to show impressive 

strength.  Several factors are lifting prices.  The weak employment data has put downward 

pressure on the dollar which is helping lift the values.  Worries about a hot North American 

summer have boosted grain and natural gas prices.  A bout of policy stimulus from China has 

also boosted demand.  In today’s trade data from China, there was some good news in the 

commodity flows, although the overall data was mostly neutral.  For the month of May, China 

crude oil import volumes rose 3% compared to a 7.3% decline in April, iron ore rose 6.5% 

compared to a -4.7% reading in the prior month and copper rose 6.2% compared to a 24.3% 

plunge in April. 

 

The key unknown is how persistent these trends will be.  If the U.S. labor market continues to 

stay soft, it’s good news for keeping policy easy, but not so good for the economy.  A hot 

summer will boost demand for natural gas and could cut supplies of grain, but gas inventory 

levels remain high and grain stockpiles are high as well.  China has been engaging in a 

“start/stop” policy regime, where it stimulates if growth appears weak, only to withdraw the 

support as soon as the economy gathers momentum.  It’s hard for any trend to show much 

duration in the current market environment. 

 

Speaking of duration, German 10-year sovereign yields continue to slide. 

 

 

Daily Comment 
 

By Bill O’Grady & Kaisa Stucke, CFA 
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(Source:  Bloomberg) 

 

This chart shows the yield on the aforementioned debt instrument.  The ECB announced it was 

buying high grade corporate bonds as part of its QE program.  Essentially, the ECB is finding it 

difficult to acquire acceptable sovereigns in the quantities needed and this is being reflected in 

the German yields.  We include German yields when calculating the fair value for U.S. 10-year 

T-note yields.  Holding the other variables constant (which include inflation trends, fed funds, 

the JPY/USD exchange rate and oil prices), a 100 bps change in German yields will, with a 

positive correlation, change U.S. yields by 23 bps.  So, the drop in German yields is bullish for 

U.S. long-duration Treasuries, but not a decisive factor.   

 

U.S. Economic Releases 

 

Mortgage applications rose 9.3% for the most recent reporting week, with purchases up 11.7% 

and refinancing up 7.4%.  Purchases are strong on seasonal demand, while refinancing activity 

gained as rates fell.  The 30-year mortgage rate fell 2 bps to 3.83%. 

 

The table below shows the economic releases or Fed speakers scheduled for the rest of the day. 

 

EST Indicator Expected Prior Rating

10:00 JOLTS job openings m/m Apr 5675.0 5757.0 **

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 
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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

China Trade balance m/m May $50.0 bn $45.6 bn $55.7 bn ** Equity and bond neutral

Exports y/y May -4.1% -1.8% -4.0% ** Equity and bond neutral

Imports y/y May -0.4% -10.9% -6.8% ** Equity bullish, bond bearish

Japan GDP y/y Q1 1.9% 1.7% 1.9% *** Equity and bond neutral

France Business sentiment m/m May 97.0 99.0 100.0 * Equity bearish, bond bullish

U.K. Industrial production m/m Apr 2.0% 0.3% 0.0% *** Equity bullish, bond bearish

Switzerland CPI y/y May -0.4% -0.4% -0.4% *** Equity and bond neutral

Germany Industrial production y/y Apr 1.2% 0.4% 1.0% *** Equity bullish, bond bearish

Brazil CPI y/y May 9.3% 9.3% 9.3% *** 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. 

 

Today Prior Change Trend

3-mo Libor yield (bps) 66 68 -2 Down

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

TED spread (bps) 41 42 -1 Down

U.S. Libor/OIS spread (bps) 39 39 0 Neutral

10-yr T-note (%) 1.71 1.72 -0.01 Narrowing

Euribor/OIS spread (bps) -26 -26 0 Neutral

EUR/USD 3-mo swap (bps) 30 32 -2 Down

Currencies Direction

dollar down Up

euro up Down

yen up Down

franc up Down  
 

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  $          52.25  $          51.44 1.57%

API inventory data indicates falling domestic inventory 

levels

WTI 51.03$          50.36$         1.33%

Natural gas 2.47$            2.47$            -0.16%

Crack spread 15.75$          15.66$         0.57%

12-mo strip crack 13.20$          13.22$         -0.15%

Ethanol rack 1.82$            1.82$            -0.37%

Gold 1,258.87$    1,243.81$   1.21% Dollar

Silver 17.00$          16.39$         3.73%

Copper contract 207.90$       205.10$       1.37%

Chinese imports of nickel rising, signaling a possible rise in 

industrial metals prices

Corn contract 431.25$       427.75$       0.82% Adverse weather in Europe

Wheat contract 512.50$       509.00$       0.69%

Soybeans contract 1,157.00$    1,141.25$   1.38% Adverse weather in South America

Baltic Dry Freight 606 607 -1

Actual Expected Difference

Crude (mb) -3.1

Gasoline (mb) -1.3

Distillates (mb) -0.5

Refinery run rates (%) 0.5%

Natural gas (bcf) 78.0

Energy markets

Metals

Grains

Shipping

DOE inventory report expectations of weekly change

 
 

Weather 

 

The 6-10 and 8-14 day forecasts are calling for warmer than normal conditions for the middle of 

the country, with the Northeast and the West Coast receiving cooler temps.   Dry conditions are 

expected for the Northeast and the Midwest.  There is no tropical activity to report.
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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 3, 2016 

 

The prolonged weakness seen in capital spending is a concern for the economy and equity 

markets.  

 

 
 

This chart shows the yearly change in the three-month smoothed non-defense capital goods 

orders excluding aircraft.  The Census Bureau changed how it calculates this series in 1992; we 

have overlapped the yearly change in the earlier series.  In general, a negative reading is a 

concern.  It isn’t a certain signal of recession, and in some downturns it becomes weak late in the 

cycle, but, in any case, a persistent negative reading does suggest economic weakness.  The only 

other time the yearly change in this number was this negative without being associated with a 

recession was in 1987. 

 

Taking this data from 1992 and regressing it against the S&P 500 suggests an overvalued equity 

market. 
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This chart shows the results of regressing non-defense capital goods orders, excluding aircraft, 

against the S&P 500.  The orders data closely fit this equity index until around 2012.  Based on 

this study, fair value is around 1383. 

 

So, what is causing this divergence?  We suspect monetary policy, the dollar and corporate 

behavior are affecting the equity market.  Adding a proxy for buybacks and monetary policy, 

along with the yen’s exchange rate, reduces the degree of overvaluation. 
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Adding these proxies increases fair value to 1811, significantly reducing the degree of 

overvaluation.  This is still well below the current market, but it does show how equity markets 

have become dependent on accommodative monetary policy, dollar strength and share buybacks.  

Without stronger corporate economic growth—which will boost the demand for investment 

goods—monetary policy tightening, regulation to reduce buybacks or a stronger yen could put 

pressure on equity markets.  We remain supportive of equity markets, although we are only 

looking for single-digit gains, at best, due to current valuation levels.       

    

  
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 6/7/2016 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 6/7/2016 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 2, 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 6/1/2016 = 20.4x

 
 

Based on our methodology,1 the current P/E is 20.4x, unchanged from last week.  The P/E 

remains elevated due to higher equity values.   

 

 
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 (Q3 and Q4) and two estimates (Q1 and 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. 


