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[Posted: March 21, 2016—9:30 AM EDT]  Global equity markets are modestly higher this 

morning.  The EuroStoxx 50 is trading higher by 0.1% from the last close.  In Asia, the MSCI 

Asia Apex 50 traded up 0.1% from the prior close as well.  Chinese markets are higher, with the 

Shanghai composite up 2.2% and the Shenzhen index up 2.7%.  U.S. equity futures are signaling 

a slightly higher opening from the previous close.   

 

There wasn’t too much news over the weekend.  Perhaps the most interesting news came from 

the NYT, which carried a report that establishment Republicans are considering a third-party 

candidate if Donald Trump wins the nomination.  Although such actions are not seen often in the 

U.S., they are quite common in Europe.  In fact, this is how the European establishment has kept 

the populist parties from gaining power in the major Western European nations.  For example, in 

recent regional elections in France, the National Front did very well in the first round of 

elections.  In response, the Socialists, who represent the center-left establishment, pulled their 

candidates for the second round of voting, ensuring the center-right conservatives would carry 

the election.  Essentially, the establishment, which includes the center-left and center-right, will 

engage in a form of political suicide to ensure that a populist party fails to gain control.  By 

running a third-party conservative candidate, the GOP coalition would be split and guarantee that 

the presumptive Democratic Party nominee, Sen. Clinton, will be the next president.  Of course, 

this assumes that Sen. Sanders doesn’t make the same play by running as an extra-party 

candidate himself.  The fact that the GOP establishment is willing to consider a third-party 

candidate confirms our position that the establishment prefers a leader from the opposite party 

rather than a populist.   

 

Meanwhile, in the U.K., PM Cameron’s position is becoming increasingly difficult.  Over the 

weekend, Pension Minister Iain Duncan Smith resigned after the Tory budget included cuts to 

the disabled.  Cameron is trying to prevent the U.K. from leaving the EU and budget turmoil is 

the last thing he needs; this will undermine the popularity of his administration and give Brexit 

supporters a chance to build support for their position.  As a side note, recent polls show that 

Labour leader Jeremy Corbyn is now as popular as the prime minister, suggesting that if 

Cameron faces a no-confidence vote, the British equivalent of Bernie Sanders will be running the 

country.1 

 

U.S. Economic Releases 

 

The February Chicago FRB National Activity Index was released this morning; it came in much 

weaker than expected, at -0.29 compared to forecasts of +0.25.  However, January was revised to 

+0.41 from the initial report of +0.28, easing some concern over the weakness.  In the details, 

                                                 
1 See WGR, 9/21/2015, Meet Jeremy Corbyn.  

 

Daily Comment 
 

By Bill O’Grady & Kaisa Stucke, CFA 

http://confluenceinvestment.com/assets/docs/2015/weekly_geopolitical_report_9_21_2015.pdf
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production fell from +0.29 in January to -0.21 in February.  Utility activity is part of that sub-

index and mostly reflects moderating weather.  Employment was mostly flat, as were 

consumption and sales activity.   
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This chart shows the index smoothed with a six-month average.  The series tends to be volatile 

and smoothing eliminates the monthly variations to show the trend in the data.  The average 

remains below zero, suggesting below-trend growth; from last month, the smoothed index was 

essentially flat.  The red line on the chart shows the recession line, which is a reading of -0.45; 

the current reading is -0.145.  This confirms what we have been seeing, which is below-trend 

growth but no recession.   

 

The chart below shows the economic releases and Fed speakers scheduled for the rest of the day. 

  

EST Indicator Expected Prior Rating

10:00 Existing home sales m/m Fed 5.31 mm 5.47 mm **

EST Speaker or event

12:40 Lockhart

Fed Speakers and Events

Economic releases

District or position

Atlanta 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 
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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

India Current Account Deficit q/q Q4 -$7.0 bn -$8.2 bn -$3.0 bn * Equity bearish, bond bullish

Japan Department Store Sales Feb y/y% 0.2% -1.9% * Equity bullish, bond bearish

Eurozone Currrent Account Surplus m/m Jan €25.4 nb €25.5 bn * Equity and bond neutral

Italy Current Account m/m Jan -€1.1 bn €6.1 bn ** Equity bearish, bond bullish

Switzerland M3 m/m Feb 1.7% 1.4%  * 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. 

 

Today Prior Change Trend

3-mo Libor yield (bps) 62 62 0 Neutral

3-mo T-bill yield (bps) 28 29 -1 Down

TED spread (bps) 34 34 0 Up

U.S. Libor/OIS spread (bps) 38 39 -1 Neutral

10-yr T-note (%) 1.88 1.87 0.01 Narrowing

Euribor/OIS spread (bps) -24 -23 -1 Neutral

EUR/USD 3-mo swap (bps) 21 20 1 Neutral

Currencies Direction

dollar flat Rising

euro flat Falling

yen flat Falling

franc flat Falling  
 

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  $          41.27  $          41.20 0.17%

WTI 39.10$          39.44$         -0.86% Rise in US rig counts

Natural gas 1.87$            1.91$            -1.73% Warmer weather

Crack spread 18.58$          17.87$         3.98%

12-mo strip crack 13.55$          13.13$         3.20%

Ethanol rack 1.53$            1.53$            -0.01%

Gold 1,244.81$    1,255.40$   -0.84% Higher equities, flat dollar

Silver 15.79$          15.80$         -0.09%

Copper contract 229.40$       228.25$       0.50% Rising China demand

Corn contract 366.75$       367.00$       -0.07%

Wheat contract 467.25$       463.00$       0.92%

Soybeans contract 895.75$       897.50$       -0.19% Solid export demand

Baltic Dry Freight 395 392 3

Energy markets

Metals

Grains

Shipping

 
 

Weather 

 

The 6-10 and 8-14 day forecasts are calling for warmer than normal temperatures for the coasts 

and cooler than normal conditions for the nation’s midsection.  Precipitation is forecast for the 

eastern two-thirds of the country, while drier than normal conditions are forecast for the West 

Coast.
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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 18, 2016 

 

We recently reduced our earnings expectations for 20162 to $109.32 from our initial estimate of 

$121.67.  As the 2015 earnings year comes to a close, 2015 earnings came in officially at 

$100.80, well below the I/B/E/S estimate of $117.28. Our 2016 estimate represents an 8.4% 

increase over last year’s earnings.   

 

The primary reason for the drop in earnings is margin compression. 
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This chart shows a rolling four-quarter sum of S&P 500 earnings on a logarithmic scale, 

regressed against nominal GDP.  The red line on the chart shows the level of earnings supplied 

by GDP—in other words, how much of earnings is being generated by the economy.  The blue 

line shows the actual earnings.  When the blue line is below the red line, margins are compressed 

and vice versa.  Note that margins have been very strong over the past two business cycles (the 

gray bars show recessions).  Margins peaked in Q2 of last year and have been contracting since. 

 

Although some of that contraction is due to weaker oil prices, labor compensation has been 

rising which appears to be reducing the share going to profits. 

 

                                                 
2 See report, 2016: An Update. 

http://confluenceinvestment.com/assets/docs/2016/Q1_2016_Update.pdf
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From the mid-1960s until the early 1990s, labor consistently captured 64% to 66% of national 

income.  During that period, rental income and small business (proprietary) income shares fell 

consistently and profits also were generally weak.  After 1990, the labor share has been in a 

downtrend, falling to a new low after each business cycle.  The other three major sectors tended 

to gain, with corporations earning a steadily rising share.  However, over the last two cycles, 

once the labor share starts to rise, the corporate share tends to come under pressure.  We have 

placed a circle on the recent data.  We suspect that, based on previous cycles, this trend will 

continue.  Essentially, that would mean that, barring an unexpected jump in economic growth, 

profits will likely come under further pressure in the coming quarters.   

 

This is a factor we will be discounting in the coming weeks as we prepare for rebalancing the 

portfolio in mid-April.  Although domestic equity markets will likely be supported by monetary 

policy, further strength will probably require additional multiple expansion.  That might be 

difficult given that multiples are already extended.  Thus, the asset allocation committee will 

likely consider defensive positions in the coming weeks.    

    

 
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 3/18/2016 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 3/18/2016 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 17, 2016 
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P/E as of 3/16/2016 = 18.9x

 
 

Based on our methodology,3 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. 

                                                 
3 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. 


