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[Posted: October 3, 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 0.7% from the prior close.  Chinese markets were also higher, with the 

Shanghai composite moving up 0.2% and the Shenzhen index higher by 0.5%.  U.S. equity 

futures are signaling a lower opening.   

 

Politics mostly dominated the weekend news flow, although Deutsche Bank (DB, $13.09, +1.61) 

was in the news, too.  German markets are closed for a holiday (it’s Unification Day, the holiday 

that commemorates the official day when East and West Germany were reunited), so we haven’t 

seen a full overnight session for the bank.  Shares rallied on Friday following a report that the 

DOJ and the bank were nearing a settlement, with a fine well below the initial $14 bn indicated.  

However, the WSJ has quashed these rumors in a weekend article suggesting that no deal is 

imminent; in fact, talks haven’t even reached the point where a proposal has been fashioned that 

could be presented to the U.S. government and bank officials.  Thus, the issues with Deutsche 

Bank will continue.  We are also hearing that Sen. Clinton will speak today about making it 

easier to bring private lawsuits against corporate “bad actors,” which may bring selling pressure 

against some large U.S. banks. 

 

In Colombia, voters narrowly rejected a peace deal between the Revolutionary Armed Forces of 

Colombia (FARC) and the government.   The vote was 50.2% against, 49.8% for; turnout was 

only 37%, partly due to torrential rainfall.  President Santos has indicated that the ceasefire will 

remain in place.  Although the low turnout may have been critical, we note that pre-referendum 

polls showed the “yes” vote winning 2:1.  This is yet another example of polls failing to capture 

an adverse outcome; we saw something similar with Brexit polls.  It isn’t clear what Santos and 

FARC will do to move forward, but we don’t expect a return to war and would not be shocked to 

see another vote. 

 

In other major political news, British PM May has set a deadline of no later than March 30, 2017 

to invoke Article 50 of the EU charter, which will begin the process of Brexit.  We are still not 

sure if Britain can leave the EU without an act of Parliament (a vote in the House of Commons to 

leave the EU would probably fail to pass), but it does appear that PM May is set to leave.  It also 

appears that Britain won’t be able to hold informal talks in advance of the Article 50 declaration 

as May had wanted.  Ideally, the U.K. had wanted to hammer out an agreement before declaring 

Article 50 so that negotiations would be smooth.  However, because France and Germany are 

facing elections next year and it won’t be politically popular for either to make it easy on Britain, 

it looks like they are going to do this the hard way.  The GBP fell on the news; meanwhile, as we 

note below, U.K. PMI data came in much better than forecast, likely helped by the currency’s 

depreciation.   
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The other big political news was Mr. Trump’s 1995 tax returns that were apparently leaked to the 

NYT.  This story is quite interesting on a number of levels.  First, it does appear to be a leak—

according to reports, three photocopied pages arrived in NYT reporter Susan Craig’s mailbox a 

few days ago.  The letter’s return address was “The Trump Organization” and the postmark was 

from New York City.  The source appears to be unknown and could be a hoax, although his tax 

attorney from 1995 did confirm the paperwork as legitimate and noted that the first two digits of 

the eye-watering $916 mm loss had to be hand-typed because the tax preparation software of that 

era couldn’t handle a number that large.  Second, the loss is substantial, but not implausible.  The 

Trump Empire was under great strain during that time period as there were serious problems 

with the Atlantic City casinos.  Third, and perhaps the most critical unknown part of the story, is 

what happened with the losses?  When a household renegotiates a loan, if any part is forgiven 

then the amount forgiven becomes income and is subject to tax.  So, speculation that Trump has 

these massive tax losses that could shield his income for years may not be true.  At the same 

time, there are ways to avoid this issue.  A practice called “debt parking” can hold the discounted 

debt and Trump gets to keep the tax losses to offset future income as long as it never requires 

Trump to service the debt.  It could be illegal if Trump has any ties to whatever body is holding 

the parked debt.  We are not sure that this occurred, but the steadfast refusal to release his tax 

returns could be to protect the entity—a family member or a shell corporation—that may have 

bought the deeply discounted debt from the original debt holders.  Suddenly becoming liable for 

the income from the original debt forgiveness could be very costly for Trump.  Again, we are not 

tax accountants but the way the documents were leaked suggests a disgruntled employee or 

something of the like.   

 

How serious is this news to the Trump campaign?  We doubt it will sway his hard core 

supporters.  This is the part that pundits seem to miss.  Trump’s policies on trade and 

immigration offer hope to a band of the electorate that sees these two issues as the primary 

reasons for their woes and thus Trump’s personal behavior is immaterial.  That group, by itself, 

won’t win Trump the election, but it probably means that he has a solid 35% to 40% of the 

electorate that is almost unshakable.  Taxes, ill-advised tweets and personal behavior will sway 

the undecided away from Trump and so they do matter.  However, unless Sen. Clinton can offer 

the undecided a reason to vote for her, they may simply stay home or vote for a third party.  

Brexit and the Colombia vote showed the unreliability of polls.  The tax issue does matter but 

probably not as much as the pundit class is suggesting.   

 

U.S. Economic Releases 

 

There are no releases scheduled before we go to print.  The table below indicates the economic 

releases and Fed speakers scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

9:45 Markit US Manufacturing PMI y/y sep 51.4 51.4 **

10:00 Construction Spending m/m aug 0.3% 0.0% **

10:00 ISM Manufacturing y/y sep 50.4 49.4 **

Economic releases
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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, which indicates the effect on the foreign market.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 

following closely for possible complications and green indicates 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 Nikkei India PMI Mfg y/y sep 52.1 52.6 ** Equity and bond neutral

Eurozone Markit Eurozone Manufacturing PMI y/y sep 52.6 52.6 52.6 ** Equity and bond neutral

France Markit France Manufacturing PMI y/y sep 49.7 49.5 49.5 ** Equity bullish, bond bearish

Germany Markit Germany Manufacturing PMI y/y sep 54.3 54.3 54.3 ** Equity and bond neutral

Italy Markit Italy Manufacturing PMI y/y sep 51 49.8 50.3 ** Equity bullish, bond bearish

Deficit to GDP YTD y/y sep 2.3% 4.7% * Equity and bond neutral

UK Markit UK PMI Manufacturing y/y sep 55.4 53.3 52.1 ** Equity bullish, bond bearish

Switzerland PMI Manufactuting y/y sep 53.2 51.8 51 ** Equity bullish, bond bearish

Retail Sales y/y aug -3.0% -2.2% -1.7% ** Equity and bond neutral

Russia Markit PMI Manufacturing y/y sep 51.1 50.8 50.8 ** Equity bullish, bond bearish

Canada MLI Leading Indicator m/m aug 0.1% 0.6% ** 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) 85 85 0 Neutral

3-mo T-bill yield (bps) 28 27 1 Up

TED spread (bps) 57 57 0 Neutral

U.S. Libor/OIS spread (bps) 44 44 0 Neutral

10-yr T-note (%) 1.60 1.60 0 Neutral

Euribor/OIS spread (bps) -30 -30 0 Neutral

EUR/USD 3-mo swap (bps) 58 55 3 Up

Currencies Direction

dollar up Neutral

euro down Neutral

yen up Neutral

pound down Down

franc down Down  
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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 Explanation

Brent $50.59 $50.19 0.80% Optimism about a possible output freeze

WTI $48.66 $48.24 0.87%

Natural Gas $2.91 $2.91 0.07%

Crack Spread $13.76 $14.26 -3.56%

12-mo strip crack $14.40 $14.65 -1.69%

Ethanol rack $1.66 $1.66 0.00%

Gold $1,316.94 $1,315.87 0.08% Uncertainty in European Markets

Silver $19.14 $19.17 -0.20%

Copper contract $219.20 $221.05 -0.84%

Corn contract 336.50$       336.75$       -0.07%

Wheat contract 400.00$       402.00$       -0.50%

Soybeans contract 954.75$       954.00$       0.08% Profit taking

Baltic Dry Freight 875 888 -13

Shipping

Energy Markets

Metals

Grains

 
 

Weather 

 

The 6-10 and 8-14 day forecasts are calling for warmer conditions for most of the country.  

Precipitation is forecasted for the middle of the country.  Tropical Storm Matthew is located in 

the central Caribbean and is expected to slow as it turns north but is not expected to enter the 

GOM.  The average peak in tropical storm development is September 10, so we should see fewer 

storms as the weeks pass. 
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 Asset Allocation Weekly Comment 
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.  

 

September 30, 2016 

 

Last week, the FOMC left rates unchanged, as expected.  The statement was rather hawkish but 

the accompanying information, such as the “dots” chart, was mostly dovish. 

 

 
(Source: Federal Reserve) 

 

Note that three of the 17 members of the committee want to stand pat for the rest of the year and 

two want to raise rates only once next year.   



 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 6 

0.0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

4.0

IV I II III IV I II III IV I II III IV I II III IV I II III IV I II III IV

2014 2015 2016 2017 2018 2019 2020

DOTS CHART AVERAGES, 12/17/2014 DOTS CHART AVERAGES, 3/18/2015

DOTS CHART AVERAGES, 6/17/2015 DOTS CHART AVERAGE, 9/17/2015

DOTS CHART AVERAGE 12/16/2015 DOTS CHART AVERAGE, 3/16/2016

DOTS CHART AVERAGES, 6/12/2016 DOTS CHART AVERAGE, 9/22/2016

EURODOLLAR PROJECTION, 12/17/2014 EURODOLLAR PROJECTION, 3/17/2015

EURODOLLAR PROJECTIONS, 6/17/2015 EURODOLLAR PROJECTION, 9/17/2015

EURODOLLAR PROJECTION, 12/16/2015 EURODOLLAR PROJECTION, 3/16/2016

EURODOLLAR PROJECTION, 6/20/2016 EURODOLLAR PROJECTION, 9/22/2016

FED FUNDS TARGET PROJECTIONS

Sources:  Federal Reserve, Bloomberg, CIM  
 

This chart shows the average projected rate from the dots chart along with the projected fed 

funds rate from the Eurodollar futures market.  A couple interesting trends are emerging.  As we 

have seen for some time, the FOMC is steadily lowering its terminal rate, the policy rate where 

tightening ends.  They still hold out hope for a normalization in the long run, around 3%, but this 

expectation has been in the dots for some time.  It never actually seems to occur.  For this year, 

expectations are modest; on average, in fact, there is a chance that no hike will occur, even 

though the Eurodollar futures have one discounted.  However, the Eurodollar futures are also 

looking for a terminal fed funds rate of around 1.25% at its peak.  Simply put, the financial 

markets expect that the conditions that have led to low rates will continue well into 2019. 

 

What would lead to rate normalization, which appears to be a rise to 3% for fed funds?  The most 

obvious catalyst would be a rise in inflation.  As long as the world remains awash in excess 

capacity, inflation will remain low (assuming trade remains open).  That’s why the presidential 

elections are important.  We expect Donald Trump to restrict trade, whereas Hillary Clinton will, 

for the most part, try to maintain the current trade structure.  For now, we expect that rates will 

rise, but expect a terminal rate of 1.25% for fed funds. 

 

  
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 9/30/2016 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 9/30/2016 close) 
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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). 

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. 
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P/E Update 

 

September 29, 2016  
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P/E as of 9/28/2016 = 21.1x

 
 

Based on our methodology,1 the current P/E is 21.1x, unchanged 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 two actual (Q4 and Q1) and two estimate (Q2 and Q3).  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. 


