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[Posted: March 10, 2016—9:30 AM EST]  Global equity markets are generally higher this 

morning, except for China.  The EuroStoxx 50 is trading higher by 3.2% from the last close.  In 

Asia, the MSCI Asia Apex 50 traded higher by 0.5% from the prior close.  Chinese markets are 

lower, with the Shanghai composite down 2.0% and the Shenzhen index down 1.4%.  U.S. 

equity futures are signaling a higher opening from the previous close.  With 98.4% of the S&P 

500 companies having reported, the Q4 adjusted earnings stand at $29.81, higher than the $28.95 

forecast.  Of the 492 companies that have reported, 69.2% beat expectations while 19.6% fell 

short. 

 

SUPER MARIO RETURNS!  ECB President Draghi, unlike in December, didn’t disappoint.  

The central bank announced the following: 

 

(1) The interest rate on the main refinancing operations of the Eurosystem will be decreased by 5 

basis points to 0.00%, starting once the operation is settled on 16 March 2016. 

(2) The interest rate on the marginal lending facility will be decreased by 5 basis points to 

0.25%, effective 16 March 2016. 

(3) The interest rate on the deposit facility will be decreased by 10 basis points to -0.40%, 

effective 16 March 2016. 

(4) The monthly purchases under the asset purchase program (QE) will be expanded to €80 

billion from €60 bn, starting in April. 

(5) Investment grade euro-denominated bonds issued by non-bank corporations established in the 

euro area will be included in the list of assets that are eligible for regular purchases.  In other 

words, corporate bonds will now be eligible for the central bank’s asset purchase program. 

(6) A new series of four targeted longer term refinancing operations (TLTRO II), each with a 

maturity of four years, will be launched starting in June 2016. Borrowing conditions in these 

operations can be as low as the interest rate on the deposit facility.  It appears that this is how 

banks will be supported in the face of negative interest rate policy (NIRP).  Banks will be 

effectively paid to lend money because the deposit rate is negative.  So, when a bank 

participates in the TLTRO, it borrows at -40 bps; obviously, if it just holds the cash, it earns a 

positive carry.  In the press conference, Draghi suggested that further cuts are not likely and 

noted that he doesn’t think NIRP can be extended without limit.  These comments dampen the 

impact of the announced policy measures by weakening the stimulative effect of the forward 

guidance part of policy.   

 

Daily Comment 
 

By Bill O’Grady & Kaisa Stucke, CFA 
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Draghi faced the problem of expectations going into this meeting.  After disappointing the 

market in December, there was great pressure on the ECB to positively surprise the market.  At 

least initially, market expectations were clearly exceeded and market reactions were consistent 

with these unexpected actions.  Equities and related futures rose sharply.  The dollar lifted across 

the board.  Commodity prices eased in the face of a stronger dollar.  The U.S. Treasury curve is 

flattening due to expectations that the Fed is probably leaning the other way (more on this 

below).  European bonds rallied, especially corporates.  European credit default swaps are 

narrowing as well.  However, the comments suggesting that today’s move is the last and that 

NIRP cannot be extended without limit have led to partial reversals in the initial market 

reactions.  In other words, in terms of forward guidance, the ECB is suggesting that there isn’t 

more to come, which dampens the market impact of the announcement.  

 

Today’s WSJ “Heard on the Street” column introduces the notion of the “Yellen call” as a foil to 

the concept of the “Greenspan put.”  The analogy doesn’t really work but the idea is that as the 

financial markets stabilize, the Fed will probably lean toward tightening policy again.  

Essentially, the Fed is acting as a cap on equity prices, using stability in the financial markets to 

move toward its preferred policy action, which is to lift rates. 

 

Yesterday, the DOE released its weekly inventory data.  Oil prices have continued to rise, 

although inventory levels are very elevated. 
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Current stockpiles are 521.9 mb, the highest since August 1930.  The seasonal build in 

inventories is on track to reach around 560 mb by late April. 
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The crude oil inventory build season tends to run from early January into late April.  On this 

chart, we have indexed the five-year average for crude oil against the current year.  As the chart 

indicates, this rebuild season is closely tracking average; if that trend continues, commercial 

crude stocks will be near 560 mb by spring. 

 

So, with this inventory overhang, why are prices so strong?  There are probably two 

explanations.  First, the market is beginning to look past the end of the rebuild season to the 

spring and summer driving season.  Thus, traders holding short positions are covering before the 

rebuild season ends.  Second, oil prices have become undervalued and have recovered to fair 

value. 
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This model uses oil stockpiles and the EUR exchange rate.  It is a monthly model that uses the 

average WTI price and the month-end inventory level.  The fair value level for March, so far, is 

near $36 per barrel.  On a nearby basis, we have moved above that level after being well below it 
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a couple of weeks ago.  Current prices are no longer cheap and further rallies may become 

difficult to sustain in the short run.  However, we are becoming friendlier to oil after mid-year 

due to falling U.S. output, improving demand and a growing need for OPEC to boost prices (see 

below).   

 

Some other news items of note: 

 

 Chinese CPI came in stronger than expected, up +2.3% year-over-year in February.  

Although inflation does remain below the PBOC’s 3% target, China has a long, unpleasant 

history with high inflation and so, when it rises quickly, it does get the attention of the CPC’s 

leadership.  Food prices were up 7.3% from last year, which is a major concern because 

higher food prices affect a large number of people and could cause civil unrest.  However, it 

is important to remember that seasonal factors affected the data as the New Year holiday fell 

in February.  Thus, the inflation rate may ease in the coming months. 

 

 The Reserve Bank of New Zealand (RBNZ) surprised the markets by cutting its policy rate 

by 25 bps to 2.25%.  The RBNZ cited weaker global growth as the reason for the rate cut.   

 

 The WSJ reports that Saudi Arabia is looking to borrow up to $8 bn from international banks 

and may issue foreign bonds in an attempt to plug its widening fiscal deficit due to rising 

spending from wars and weak oil prices.  There are also reports suggesting the kingdom is 

moving forward on a partial IPO of Saudi Aramco.  All this suggests that Riyadh’s finances 

are deteriorating, which increases the odds that some action to support oil prices may become 

attractive in the coming months.   

 

U.S. Economic Releases 

 

Initial claims came in better than expected, falling 18k to 259k compared to the 275k forecast.  

This is the lowest reading in five months and confirms a tightening labor market. 
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The chart above shows the four-week average of claims, which fell 2k to 268k, up from recent 

lows. 
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The chart below shows the economic releases scheduled for the rest of the day. 

 

EST Indicator Expected Prior Rating

12:00 Household change in net worth q/q Q4 -$1232 bn *

1:00 Monthly budget statement m/m Jan -$198 bn -$192 bn *

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. 

 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China CPI y/y Feb 2.3% 1.8% 1.8% *** Equity bullish, bond bearish

PPI y/y Feb -4.9% -5.3% -4.9% ** Equity and bond neutral

Japan PPI y/y Feb -3.4% -3.2% -3.4% ** Equity and bond neutral

France Industrial production y/y Jan 2.0% -0.2% 0.1% *** Equity bullish, bond bearish

Germany Trade balance m/m Jan €13.6 bn €19.0 bn €17.0 bn ** Equity bearish, bond bullish

Exports m/m Jan -0.5% -0.7% 0.8% ** Equity bearish, bond bullish

Imports m/m Jan 1.2% -1.6% 0.8% ** Equity bearish, bond bullish

Italy Unemployment rate m/m Q4 11.5% 11.5% 11.5% *** Equity and bond neutral

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) 64 64 0 Neutral

3-mo T-bill yield (bps) 29 30 -1 Down

TED spread (bps) 35 34 1 Up

U.S. Libor/OIS spread (bps) 40 40 0 Neutral

10-yr T-note (%) 1.88 1.88 0.00 Neutral

Euribor/OIS spread (bps) -22 -22 0 Neutral

EUR/USD 3-mo swap (bps) 26 27 -1 Down

Currencies Direction

dollar up Rising

euro down Falling

yen down Falling

franc down Falling

Central Bank Action Current Prior Expected

ECB main refinancing rate 0.00% 0.05% 0.05% Easing

ECB deposit facility rate -0.40% -0.30% -0.40% On forecast

ECB marginal lending facility 0.25% 0.30% 0.30% Easing  
 

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  $          40.78  $          41.07 -0.71% Higher than forecast domestic inventory build

WTI 38.30$          38.29$         0.03%

Natural gas 1.78$            1.75$            1.31%

Crack spread 19.78$          20.14$         -1.81%

12-mo strip crack 14.36$          14.58$         -1.47%

Ethanol rack 1.50$            1.50$            0.04%

Gold 1,249.63$    1,253.23$   -0.29% Higher dollar

Silver 15.35$          15.30$         0.34%

Copper contract 222.25$       223.25$       -0.45%

Corn contract 358.25$       359.50$       -0.35%

Wheat contract 465.50$       468.25$       -0.59% Oversupply concerns

Soybeans contract 882.50$       885.75$       -0.37%

Baltic Dry Freight 376 366 10

Actual Expected Difference

Crude (mb) 3.9 3.2 0.7

Gasoline (mb) -4.5 -1.5 -3.0

Distillates (mb) -1.1 0.3 -1.4

Refinery run rates (%) 0.8% 0.0% 0.8%

Natural gas (bcf) -58.0

Energy markets

Metals

Grains

Shipping

DOE inventory report expectations of weekly change

 
 

Weather 

 

The 6-10 and 8-14 day forecasts indicate warmer and wetter than normal weather for the 

majority of the country, except for the western region.  
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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.  

 

March 4, 2016 

 

In the Saturday NY Times dated Feb. 27,1 there was a story on the Federal Reserve’s monetary 

policy.  The article discussed findings from a recent paper written jointly by several economists 

from the University of Chicago, Columbia University, Deutsche Bank, Morgan Stanley and JP 

Morgan.  Although talking about the Fed isn’t a shock, the NYT article was very interesting in 

that it questioned the Fed’s transparency policy.  As our regular readers know, we have also 

looked at the problem of Fed transparency and have concluded that it is probably a bad idea. 
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This chart shows the National Financial Conditions Index (CNFCI) from the Chicago FRB along 

with fed funds.  The CNFCI is an index of financial stress; higher readings indicate rising stress.  

It is measured by the level of interest rates, credit spreads, volatility indices, etc.  From 1973, 

when the index data begins, to 1998, the two series were highly correlated, at a positive 85.1%.  

Thus, when the Fed increased rates, stress rose and vice versa.  However, since 1998, the two 

series have become almost completely uncorrelated, at a modest -0.8%.   

 

                                                 
1 http://www.nytimes.com/2016/02/27/business/economy/feds-transparency-may-give-investors-false-
confidence-economists-say.html?_r=0 
 

http://www.nytimes.com/2016/02/27/business/economy/feds-transparency-may-give-investors-false-confidence-economists-say.html?_r=0
http://www.nytimes.com/2016/02/27/business/economy/feds-transparency-may-give-investors-false-confidence-economists-say.html?_r=0
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We view financial stress as a useful tool, rather than something to be avoided.  In the earlier 

period, tightening policy was assisted by increasing financial stress.  This made the tightening 

more effective.  When the FOMC eased policy, the drop in stress tended to add further support to 

the economy.  In our opinion, financial stress should be considered a tool for conducting policy, 

not a factor to be suppressed.  Of course, that meant we had more periods of financial market 

volatility, but those situations could be addressed by lowering the policy rate.   

 

The aforementioned paper notes that the U.S. central bank has become increasingly more 

transparent over time.  Prior to 1994, the FOMC didn’t issue public statements when it adjusted 

policy.  Over time, this changed from issuing statements only to indicate a change in policy to 

issuing one with each meeting.  Communication has steadily increased in other ways as well, 

with the Fed including economic projections every quarter, along with a “dots” chart to indicate 

the expected path of the policy interest rate. 

 

It has been our contention that this transparency is counterproductive.  By telegraphing policy 

aims, financial markets face less uncertainty and tend to increase leverage.  This lift in leverage 

eventually creates fragile financial conditions and leads to severe market volatility.  The paper 

argues that this problem isn’t due to transparency per se, but due to the use of time-dependent 

policy guidance.  In other words, by signaling that policy is expected to be on a certain path over 

time, investors become complacent and problems eventually develop.  The steady rate hike cycle 

of 2004-06 is blamed for creating conditions that led to the 2008 financial crisis, and the policy 

language in 2011 that projected steady policy into 2013 led to expanding asset markets that have 

become vulnerable and dependent on continued accommodative monetary policy.  Instead of 

using time-dependent guidance, the paper argues that policymakers should use data-dependent 

policy signals. 

 

However, we fear that the authors have identified a difference without a real distinction.  It is 

true that strictly holding to time-dependent policies can put policymakers into a difficult position.  

If they promise to engage in a policy stance that becomes difficult to maintain, they must either 

keep on an improper policy path or undermine their own credibility.  However, data-dependence 

may not work any better.  Since the Fed should be monitoring a wide set of data, signaling policy 

probably becomes too complex to communicate effectively.  In addition, any perusal of the 

financial press shows that interviewers are obsessed about “when” policy will change.  The 

financial media’s focus on timing probably precludes any rational discussion about data-

dependent policy.  In fact, the paper argues that the FOMC often includes data-dependent 

language along with time-dependent comments; unfortunately, the media only talks about 

timing.  Some analysts believe that this problem can be resolved with a policy rule, such as the 

Taylor and Mankiw Rules.  The problem with these rigid rules is that policy rules may not be an 

improvement over discretionary policy if excluded variables (e.g., exchange rates, weather, 

political crises, etc.) have an impact on the economy and financial markets.    

 

In our opinion, we have a rather simple choice.  We can either have an opaque central bank with 

higher levels of financial stress but less vulnerability to excessive leverage and crises, or a 

transparent central bank where markets are stable for long periods of time, punctuated by 

occasional, but more severe, market crises.  At present, policymakers have opted for the second 

option, although we suspect they have accepted this tradeoff without fully recognizing it.  
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Although we view the aforementioned paper as flawed, it may foster a discussion about this 

tradeoff and lead to better policy.  Until the Fed’s communication policy changes, our asset 

allocation process assumes that financial markets will continue the patterns seen since the late 

1990s, which is extended periods of stability punctuated with episodes of high volatility.    

    

    
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 3/9/2016 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 3/9/2016 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 

 

March 10, 2016 
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P/E as of 3/9/2016 = 18.9x

 
 

Based on our methodology,2 the current P/E is 18.9x, up 0.1x from last week. Continued declines 

in earnings expectations and a stronger equity market are keeping the P/E elevated. 

 
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 two actual (Q2 and Q3) and two estimates (Q4 and Q1).  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. 


