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[Posted: October 4, 2016—9:30 AM EDT]  Global equity markets are higher this morning.  

The EuroStoxx 50 is trading higher by 0.5% from the last close.  In Asia, the MSCI Asia Apex 

50 closed higher by 0.3% 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 flat opening.   

 

BREAKING NEWS: The IMF has updated its economic forecasts.  Although world GDP 

growth remains steady, it has lowered Eurozone and U.S. GDP.  Overall, economic growth 

remains sluggish. 

 

For the second straight day, the British pound (GBP) is taking a “pounding.”  The proximate 

cause is PM May’s decision to make an Article 50 declaration by the end of Q1 2017.  However, 

the GBP decline is being assisted by hawkish comments from Fed officials, the most recent of 

which from Cleveland FRB President Loretta Mester, who suggested that a hike is necessary and 

also indicated that she would be amenable to a November meeting hike.  Currently, fed funds 

futures put the odds of a November rate hike at 21.4% and rise to 61.2% for the December 

meeting.  The dollar is up across the board on growing expectations of a rate move. 
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The chart above shows a purchasing power parity model for the GBP/USD exchange rate.  Parity 

models use relative inflation rates to measure the value of currencies, with the idea that a nation 

with higher price levels equalizes global prices via a weaker currency.  The drop in the pound 

isn’t due to rising inflation (although one might argue that Brexit will lead to higher future 

inflation), but mostly due to worries about economic disruption and easier monetary policy due 

to Brexit.  This chart shows that this is the weakest the pound has been against the dollar since 

the mid-1980s when Volcker’s tight monetary policy triggered a massive dollar rally.  In fact, 

this is the second weakest pound since currencies began to float in 1971. 

 

Although the consensus is that the pound will weaken further due to the uncertainty surrounding 

Brexit, this analysis suggests the currency is already quite weak and the current depreciation will 

act as a stimulus for the U.K. economy.  Interestingly enough, the FTSE is up strongly today 

(+1.6% at the time of this writing).  To see the impact of the weaker pound, the FTSE is up 

13.7% YTD; in USD terms, it is down 1.6%.  In other words, despite a strong equity market, the 

British equity market has been a loser for dollar-based investors.   

 

Our research suggests that the FOMC does pay attention to the dollar, something it didn’t always 

notice.  The dollar’s strength makes the path of policy “normalization” much flatter and slows 

the pace of tightening.  Thus, a December hike is still likely if the dollar continues to rally, but a 

“once-a-year” tightening cycle would also be likely as well.    

 

Also of note is that gold prices are sharply lower on the rising rate/stronger dollar trend seen 

today.  We continue to hold a favorable view of gold but a significantly stronger dollar would be 

a drag on prices. 

 

Finally, we want to note a Reuters report today suggesting that the BOJ’s primary policy 

indicator has become the JPY/USD exchange rate.  Simply put, the aggressiveness of monetary 

policy will mostly be triggered by yen strength.  Policymakers do not want to see a stronger JPY 

and are suggesting they will take steps to prevent the currency from appreciating.  Although 

some analysts suggest the BOJ is out of tools, we argue that accumulating U.S. Treasuries in 

place of JGBs for QE would be feasible (though politically controversial).  Additionally, the 

BOJ’s decision to peg the 10-year at zero yield could lead the way to negative rates and a steeper 

yield curve.  Another overlooked possibility is that the Abe government could aggressively 

expand fiscal policy with a pegged JGB 10-year, a form of helicopter money, similar to how the 

U.S. funded defense spending during WWII.   

 

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. 

 

EST Speaker or event

19:00 Charles L. Evans Addresses CFA Society Event

District or position

Fed speakers or events

President of the Federal Reserve Bank of Chicago  
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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

Japan Consumer Confidence Index y/y sep 43 42 41.5 ** Equity and bond neutral

Ausstralia Commodity Index SDR y/y sep 3.1% 0.8% ** Equity and bond neutral

Eurozone PPI y/y sep -2.1% -2.8% -2.1% ** Equity and bond neutral

UK Markit Construction Index y/y sep 52.3 49.2 49 ** Equity and bond neutral

Russia Reserve Fund y/y sep 32.3 bn 32.2 bn ** Equity and bond neutral

Wellbeing Fund y/y sep -73.1 bn 72.7 bn * Equity and bond neutral

Brazil Industrial Production y/y aug -5.2% -6.6% -4.8% *** 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) 30 30 0 Neutral

TED spread (bps) 55 54 1 Up

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

10-yr T-note (%) 1.62 1.62 0 Neutral

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

EUR/USD 3-mo swap (bps) 54 59 -5 Down

Currencies Direction

dollar up up

euro down Down

yen down Down

pound down Down

franc down Down

Central Bank Action Current Prior Expected

Reserve Bank of India 6.25% 6.50% 6.50% Below forecast  
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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 $50.61 $50.89 -0.55% Uncertainty in financial markets

WTI $48.45 $48.81 -0.74%

Natural Gas $2.89 $2.92 -1.09%

Crack Spread $14.47 $14.11 2.59%

12-mo strip crack $14.74 $14.67 0.48%

Ethanol rack $1.67 $1.66 0.20%

Gold $1,305.69 $1,311.60 -0.45% Stronger Dollar

Silver $18.63 $18.82 -0.97%

Copper contract $218.80 $219.20 -0.18%

Corn contract 346.75$       346.00$       0.22% Profit Taking

Wheat contract 394.00$       395.50$       -0.38%

Soybeans contract 968.00$       973.00$       -0.51%

Baltic Dry Freight 864 875 -11

Actual Expected Difference

Crude (mb) 1.5

Gasoline (mb) 0.5

Distillates (mb) -1.5

Refinery run rates (%) -1.0%

Natural gas (bcf) 64.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 

 

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

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

central Caribbean and is moving toward Florida; it is expected to slow as it turns north but is not 

expected to enter the GOM.  TS Matthew is a massive storm, currently a Category 4, and is 

expected to reach the Atlantic coast of Florida by Friday.    
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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.   
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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 10/3/2016 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 10/3/2016 close) 
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Source: Bloomberg

 
 

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. 


