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[Posted: May 26, 2016—9:30 AM EDT]  Global equity markets are flat to higher this morning.  

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

50 closed higher by 0.2% from the prior close.  Chinese markets rose, with the Shanghai 

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

signaling a flat to higher opening from the previous close.  With 96.2% of the S&P 500 

companies having reported, Q1 float-adjusted earnings stand at $26.77, more than the $26.66 

forecast.  Of the 481 companies that have reported, 72.1% had positive earnings surprises, while 

20.2% had negative earnings surprises. 

 

Last week, the finance ministers of the G-7 met; now the leaders are meeting.  There is no lack 

of topics for discussion.  Although China isn’t a member, there has been some discussion of 

China’s activity in the South China Sea.  China, of course, suggests that this isn’t a proper issue 

for G-7 discussion.  The G-7 apparently disagrees and says it will send a “strong message” on 

this issue.  Much of the discussion centered on the global economy.  President Obama took some 

time out of his schedule to make disparaging remarks about Donald Trump.  Probably the most 

important post-meeting issue will be Japan’s handling of the JPY.  We would not be surprised to 

see Japan take steps to weaken its currency in the wake of this meeting. 

 

The FT reported on a Conference Board study that focused on weak productivity in the U.S.   

 

 

 

Daily Comment 
 

By Bill O’Grady & Kaisa Stucke, CFA 
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This chart shows the annual change in real output per hour worked with the postwar average.  

Clearly, since 2011, real output per hour work has slumped; it isn’t completely clear why.  Some 

of this could simply be that there is excessive productive capacity in the economy compared to 

demand, and so the economy may not be able to efficiently produce what we need.  A more 

likely reason is that workers are flooding the low productivity parts of the economy which pay 

little but are mostly protected from technology and globalization.  That would explain a good bit 

of the wage disparity.  Raising wages in these sectors will simply force these industries to deploy 

automation (in fact, a former CEO of a fast food firm warned today about lifting the minimum 

wage due to this threat).   

 

Oil prices moved above $50 this morning.  Yesterday, the DOE reported that oil inventories fell 

4.2 mb last week, more than the 1.6 mb decline expected.  It does appear that the Alberta fires 

probably cut imports and led to the bigger than expected decline (we participate in the various 

media surveys and were projecting a 3.0 mb draw).  Crude oil inventories remain elevated but 

are clearly in the seasonal liquidation period. 

 

 
 

This chart shows the current level of stockpiles, along with last year’s storage level and the five-

year average.   
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This year’s seasonal pattern is showing faster than normal withdrawals because of the 

unexpected drop in inventories recorded in early April.  Since then, stocks have been reacting 

fairly close to normal but have failed to narrow the gap.   

 

Based on the average EUR exchange rate and current oil inventories, fair value for crude oil is 

$40.72.  Assuming a €/$ exchange rate of 1.133 (the current closing average, month to date), the 

current price has discounted oil inventories of approximately 480 mb, or 57 mb below current 

levels.  That would be a much faster decline in the inventory overhang than the current pattern 

would generate.  Although we are friendly to oil longer term, the oil market has already 

discounted a significant storage withdrawal that is probably not going to happen.  In other words, 

the current price is a bit rich based on the dollar and inventories.   

 

U.S. Economic Releases 

 

Initial claims fell 10k to 268k, below estimates calling for 275k.  The four-week average of 

claims rose 2.75k to 278.5k. 
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This chart shows the four-week average of claims; as it indicates, claims have been rising for the 

past few weeks, but much of this is due to telecom strikes in the Northeast.  Striking workers can 

apply for unemployment insurance.  As these strikers complete the claims process, we would 

expect this number to turn down in the coming weeks. 

 

April durable goods orders jumped 3.4% compared to a 0.5% rise forecast.  However, this 

unexpected increase was mostly due to aircraft orders, which are lumpy and tend to distort the 

overall number.  Non-defense aircraft orders rose 64.9%; these are high ticket items and so it 

tends to cause discrete jumps in this report during the month they are ordered.  Excluding 

transportation orders, durable goods orders rose 0.4%, a bit higher than the 0.3% forecast.  

However, for this number, March orders were revised to +0.1% from -0.2%, showing improving 

growth.  Non-defense capital goods orders, perhaps the best measure of business investment 

demand, fell 0.8% compared to a 0.3% rise forecast.  This is probably the most bearish part of 

the report. 
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This chart shows the yearly change in total durable goods orders.  The Census Bureau changed 

the industrial classification system in the early 1990s, so we have two series that cover the same 

data; we meld the series to offer a long-term look at the economy.  As the data shows, orders are 

only modestly higher compared to the previous year. 

 

 
 

Non-defense, non-aircraft capital goods orders turned negative last August.  Although we have 

seen periods where this number ran below zero without triggering a recession (1986), in general, 

a negative number raises questions about the economy’s strength.   
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Finally, the inventory/sales ratio continues to edge higher. 

 

 
 

This ratio steadily fell from 1980 into 2005 but we have seen it trend higher since then.  It is 

unclear if this is a shift by manufacturers to find a better balance (below 1.2x was too low), or if 

we are seeing a drift toward “just in case” inventories due to rising geopolitical risk.   

 

Overall, we view the durable goods number as bearish for equities and bullish for debt due to the 

very weak non-defense capital goods orders.   

 

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

 

EST Indicator Expected Prior Rating

10:00 Pending home sales m/m Apr 0.7% 1.4% **

11:00 KC FRB Manufacturing Activity Index m/m May -4.0 -4.0 *

EST Speaker or event

12:15 Powell

District or position

Fed speakers or events

Economic releases

Governor  
 

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 
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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

Australia Private Capital Expenditure q/q Q1 -5.2% 0.8% -3.5% *** Equity bearish, bond bullish

Italy Retail Sales y/y Mar -0.6% 0.3% ** Equity bearish, bond bullish

Hourly wages y/y Apr 0.6% 0.8% * Equity bearish, bond bullish

Switzerland Industrial output y/y Q1 1.0% -4.3% * Equity and bond neutral

U.K. GDP q/q Q1 0.4% 0.4% 0.4% *** 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) 67 66 1 Neutral

3-mo T-bill yield (bps) 30 32 -2 Up

TED spread (bps) 37 34 3 Neutral

U.S. Libor/OIS spread (bps) 47 46 1 Up

10-yr T-note (%) 1.86 1.87 -0.01 Widening

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

EUR/USD 3-mo swap (bps) 28 28 0 Down

Currencies Direction

dollar down up

euro up down

yen down 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  $          50.50  $          49.74 1.53% DOE confirms API draw

WTI 50.20$          49.56$         1.29%

Natural gas 1.95$            1.99$            -2.01%

Crack spread 17.61$          17.84$         -1.26%

12-mo strip crack 14.08$          14.23$         -1.05%

Ethanol rack 1.78$            1.77$            0.45%

Gold 1,227.64$    1,224.41$   0.26% Weaker dollar

Silver 16.47$          16.32$         0.92%

Copper contract 212.15$       210.15$       0.95%

Corn contract 408.25$       404.75$       0.86%

Wheat contract 473.00$       466.00$       1.50%

Soybeans contract 1,095.25$    1,085.50$   0.90% La Nina could limit supply

Baltic Dry Freight 605 618 -13

Actual Expected Difference

Crude (mb) -4.2 -1.6 -2.6

Gasoline (mb) 2 -1.3 3.3

Distillates (mb) -1.3 -1.1 -0.2

Refinery run rates (%) -0.8% 0.5% -1.3%

Natural gas (bcf) 69.0

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 majority 

of the country, except for the Southwest.  Precipitation is forecast for the majority of the country. 
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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.  

 

May 20, 2016 

 

As promised, this week we will discuss how President Trump’s policies would likely affect the 

financial markets.  It should be noted that Mr. Trump has not published any clear policy papers, 

so our descriptions are based on his public comments.  Next week, we will discuss the expected 

policies and financial market effects from President Clinton. 

 

Trump is a right-wing populist.  This means we would expect him to support the following list of 

policies: 

 

Immigration: Immigration is perhaps the most ancestrally common experience of most 

Americans.  The acceptance of people from other places makes the U.S. unique.  In the U.S., if 

you pass the citizenship exam and take the oath, you are an American.  However, in most 

European nations, becoming a citizen does not make one “French” or “Italian.”  Despite this 

commonality of experience, immigrants have not always been welcomed.  The “Know-

Nothings” in the 1850s opposed the influx of Irish and German Catholics to America, fearing 

they would undermine American values.  Often, lower skilled workers face competition from 

immigrants which drives down wages in certain parts of the job market.  Compounding the 

problem is that approximately 10 to 12 million foreigners are in the U.S. illegally, signaling a 

lack of border control.  The political establishment tends to turn a “blind eye” to illegal 

immigration; for the right-wing establishment, this form of immigration provides a steady supply 

of low wage workers.  For the left-wing establishment, a “path to citizenship” would be expected 

to create new left-wing voters.  Trump has appealed to right-wing populists who likely face, or 

perceive that they face, wage competition from illegal immigration.  Thus, Mr. Trump’s “build 

the wall” message raises the hopes of lower income workers that wages could rise. 

 

Defense: Although Mr. Trump has campaigned on making a strong military, his positions are 

actually more nuanced than they first appear.  Specifically, he has adopted positions similar to 

Sen. McCain (R-AZ) on many spending programs, which is to hold a skeptical eye toward 

spending programs.  For example, Trump appears to oppose the F-35 and suggests that spending 

more on existing platforms makes better sense because of the inadequacies of the newer aircraft.  

This will infuriate the establishment on both wings who tend to support newer systems that bring 

money to their states and districts.  Trump has promised to let the military choose what weapons 

it wants and threatens the infamous “military-industrial complex.”   

 

Foreign Policy: As noted last week, Trump is a classic Jacksonian based on the Meade 

archetypes.  This characterization means he will run an isolationist foreign policy, although he 

will tend to overreact to perceived slights.  In other words, he may allow Iraq to crumble and not 

oppose Japanese remilitarization.  He has made it abundantly clear that he won’t act as the 

“world’s policeman.”  On the other hand, we would expect him to react strongly to Russian 
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“buzzing” of U.S. Navy vessels or hostage-taking by terrorist groups.  Postwar treaty 

organizations, like NATO, or other bodies like the U.N., will probably be ignored or allowed to 

deteriorate. 

 

Trade Policy: Trump sees himself as a deal maker.  He wants to renegotiate existing agreements 

and get better deals on pending ones.  He has strongly opposed outsourcing and has threatened 

trade retaliation against China.   

 

Fiscal Policy: Trump promises to maintain middle class entitlements, namely, Social Security 

and Medicare.  He has promised to replace Obamacare but the details on its replacement are not 

clear.  His tax policy would lead to significantly higher deficits, even when using “dynamic 

scoring,” which accounts for the revenue impact of higher economic growth.  His comments on 

Treasury debt have been interesting—he has suggested that Treasury debt could be restructured, 

but reversed himself when he apparently discovered that restructuring would not be necessary 

since the U.S. prints the money required to service the debt.  Although it is difficult to determine 

with certainty, Trump could prove to be more amenable to heterodox economic policies, e.g., 

“helicopter money,” if a recession were to develop.  In any case, there is nothing to suggest that 

Trump is a deficit hawk. 

 

The market impact of a Trump presidency could be significant; at the same time, it is always 

important to remember that the structure of the American government tends to restrain 

aggressive policy changes.  Rahm Emanuel’s famous quote of “you never let a serious crisis go 

to waste” reflects the structure of American government in that major changes usually only occur 

when conditions are bad enough to force the change.  Newly elected, first-term presidents are at 

the peak of their political capital early in their terms; we expect President Trump’s first priority 

will be immigration.  Beyond that, he may find some support for his anti-trade policies and 

Congress can’t force the president to intervene abroad. 

 

There are two key changes that we see from a Trump presidency.  Domestically, Trump’s 

policies are essentially reflationist.  His opposition to globalization by interfering with trade and 

immigration will likely make the economy less efficient and lift price levels.  For Trump’s 

constituents, it’s a mixed bag.  Although higher prices will undermine their buying power, the 

likelihood of them getting jobs, at least at first, will rise.  Eventually, those jobs may face 

automation pressures, but that will take some time.  For the establishment, the outcome is 

unequivocally negative; rising inflation will raise interest rates, narrow profit margins and 

compress price/earnings multiples.   

 

The second major change from a Trump presidency is the end of Pax Americana.  As noted 

above, Trump has made it clear that he wants to end the U.S. role of world policeman.  Without 

American leadership, the world will devolve into regional power centers with competing 

hegemonic powers; in other words, China will square off against Japan and India, Russia and 

Germany could be at odds again and Saudi Arabia and Turkey could line up against Iran.  These 

policies will certainly lead to deglobalization and cut global supply chains, leading to less 

efficiency and exacerbating the already inflationist tendencies of Trump’s immigration and trade 

policies.   
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In our asset allocation views, we have consistently held that inflation would remain low; we have 

tended to favor longer duration in fixed income and generally supported equities.  A Trump 

presidency would likely be a harbinger of inflation which would lead us to adjust these positions.  

Rising inflation coupled with deregulated financial markets will almost certainly lead to higher 

long-term interest rates.  Equity markets will face pressures as well.  On the other hand, 

commodity prices will tend to rally if real interest rates turn negative.  The impact on the dollar 

is more mixed.  We really have no historical instance where the primary reserve currency is 

running protectionist trade policies.  Because there is built-in demand for the reserve currency 

and protectionism blocks the traditional path for other countries to acquire the reserve currency, 

the dollar would become scarce.  Paradoxically, Trump’s policies could lead to a significantly 

stronger dollar as other nations take steps to reduce costs and the prices of their exports to offset 

tariffs and other trade barriers.  Although it would seem that Trump’s policies would spell the 

end of the dollar’s reign as the primary reserve currency, there is no obvious replacement to the 

dollar.  In addition, we would expect the Federal Reserve, assuming it remains independent, to 

raise rates to contain rising price levels, giving a further boost to the dollar.  Although Congress 

will act as a restraint on Trump, as the current president has shown, some of these constraints can 

be evaded through regulatory policy and executive orders.  Bottom line: a Trump presidency 

will likely bring higher inflation, reversing 36 years of disinflationary policies.       

    

  
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 5/25/2016 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 5/25/2016 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 

 

May 26, 2016 
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P/E as of 5/25/2016 = 20.4x

 
 

Based on our methodology,1 the current P/E is 20.4x, up 0.5x from last week.  The P/E rose 

mostly 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. 


