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[Posted: October 11, 2016—9:30 AM EDT]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is trading higher by 0.4% from the last close.  In Asia, the MSCI Asia Apex 

50 closed lower by 1.7% from the prior close. Chinese markets were higher, with the Shanghai 

Composite moving up by 0.6% and the Shenzhen index moving up by 0.5%.  U.S. equity futures 

are signaling a lower opening.   

 

Financial markets were mostly quiet overnight.  We are seeing some modest weakness in oil 

prices.  Oil rose yesterday, bolstered by comments from Russian President Putin who indicated 

that Russia would consider production cuts if OPEC reduced output.  This morning, the Russian 

Energy Minister, Alexander Novak, indicated that Russia was only considering a freeze on 

production, not a cutback.  The head of the state controlled Rosneft (MCX: ROSN, RUB 

362.40), Igor Sechin, a key oligarch, indicated his company would not reduce output. Rosneft 

controls 40% of Russia’s output, which hit a new national record recently at 11.1 mbpd.  In fact, 

analysts project Russia will increase output next year by 1.6%.  Russia has a history of promising 

to cooperate with OPEC but failing to follow through. 

 

The WSJ reports that Libya, Iran and Nigeria could add as much as 0.7 mbpd of production in the 

coming months.  The IEA indicated that OPEC output recently reached 33.6 mbpd, a new record.  

Thus, even the advertised cut would only reduce output to 33.1 mbpd, and if the aforementioned 

nations hit their targets, OPEC output would actually rise to 33.8 mbpd.  We believe the talk 

about cutting output is driven by a form of Saudi “window dressing” as it prepares for a global 

bond issue and the Saudi Aramco IPO in 2018.  Given the run up in oil prices, any 

disappointment could lead to a sharp selloff in the near term. 

 

On the topic of oil, there are two other side notes of interest.  The DOE, for some unknown 

reason, has decided to exclude a category of oil called “lease stocks” which is oil in the process 

of moving to pipelines, railcars or trucks on their way to refineries or tank farms.  In reality, it’s 

still oil and will eventually become part of the inventory number, but the change is material—

lease stocks represent about 31 million barrels (mb) which will be cut from the inventory number 

this week.  Thus, on Wednesday, expect to see a massive draw in crude oil.  In reality, any 

number less than 31 mb will actually be a build in oil inventories.  Why did the government do 

this?  Strictly speaking, lease stocks are not available for current use and thus are not actually 

accessible.  On the other hand, the oil is available in short order and so excluding it now doesn’t 

necessarily make much sense.  The weekly data won’t contain it, although once we get past this 

week, the weekly changes should be consistent with the data that have the lease stocks included.  

It appears that lease stocks generally run between 31 to 33 mb.  They probably should be 

considered like base gas in the natural gas inventory numbers; base gas pressurizes storage wells 

and remains mostly stable, although we have seen circumstances where storage operators tap 
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base gas when supplies are unusually tight.  The bottom line…don’t be shocked to see a massive 

drop in stockpiles this week.  

 

Second, we are seeing a steady rise in the dollar.  A strengthening dollar is generally bearish for 

commodities, including oil.  The longer this rally in the dollar extends, the greater the odds of an 

oil correction.  Based on a $1.1100 €/$ exchange rate, fair value for oil is $46.49.  Each penny 

drop in the exchange rate cuts the fair value for oil prices by $2.33. 

 

We did see a rather sharp selloff in the South African rand after news broke that the well-

respected Finance Minister Pravin Gordhan was summoned to appear in court over fraud 

allegations.  According to reports, the fraud stems from his role as head of South Africa’s tax 

authority a decade ago.  Gordhan and President Zuma have been at odds for some time over 

control of the country’s state finances.  Zuma tried to fire him in the past but was forced to relent 

due to financial market volatility.  We suspect these charges are a power grab by the president.   

 

Here is the reaction of the South African rand, ZAR: 

 

 
(Source:  Bloomberg) 

 

This is a five-day chart of the South African rand.  It is down about 3.4% today on the news of 

the summons.   

 

U.S. Economic Releases 

 

September small business optimism came in below expectations, falling to 94.1 from 94.4 the 

month before.  Forecasts were calling for a 95.0 level. 



 

 

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

www.confluenceinvestment.com 

 3 

 

The table below shows the economic data and policy speeches for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 Labour Market Conditions Index m/m sep 1.5 -.7 **

EST Speaker or event

11:00 Neel Kashkari Speaks at Town Hall in Arden Hill, MN

District or position

Fed speakers or events

Economic releases

President of the Federal Reserve Bank of Minneapolis  
 

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

Japan Eco Watchers Survey Outlook y/y sep 48.5 47.4 48 * Equity bearish, bond bullish

Germany ZEW Survey Current Situation y/y sep 59.5 55.1 55.5 * Equity and bond neutral

Switzerland Real Estate Index Family Homes y/y 3Q 452.2 453.6 ** Equity and bond neutral

Canada Housing Starts y/y sep 220.6k 182.7k 190k ** Equity bullish, bond bearish

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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 88 87 1 Up

3-mo T-bill yield (bps) 33 31 2 Up

TED spread (bps) 55 56 -1 Down

U.S. Libor/OIS spread (bps) 46 46 0 Neutral

10-yr T-note (%) 1.77 1.72 0 Neutral

Euribor/OIS spread (bps) -31 -30 -1 Down

EUR/USD 3-mo swap (bps) 40 41 -1 Down

Currencies Direction

dollar up Up

euro down Down

yen down Down

pound down Down

franc down 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. 

 
Price Prior Change Explanation

Brent $52.67 $53.14 -0.88% Doubts as to whether countries will honor Oil agreement

WTI $50.84 $51.35 -0.99%

Natural Gas $3.25 $3.28 -0.76%

Crack Spread $13.05 $13.11 -0.50%

12-mo strip crack $14.86 $14.92 -0.40%

Ethanol rack $1.69 $1.68 0.40%

Gold $1,255.02 $1,259.65 -0.37%

Silver $17.59 $17.64 -0.28%

Copper contract $218.50 $219.75 -0.57%

Corn contract 341.75$       343.25$       -0.44%

Wheat contract 402.25$       403.75$       -0.37%

Soybeans contract 955.75$       954.50$       0.13%

Baltic Dry Freight 922 921 1

Actual Expected Difference

Crude (mb) 1.8

Gasoline (mb) -1.0

Distillates (mb) -1.1

Refinery run rates (%) -1.0%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

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

Precipitation is forecast for most of the country.  Hurricane Matthew dissipated over the 

weekend. Tropical Storm Nicole is located in the Atlantic and is not expected to enter the GOM.
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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.  

 

October 7, 2016 

 

With the elections about a month away, we are fielding an increasing number of questions about 

the market impact of the result.  Although some market commentators are raising concerns about 

a Trump victory, so far, market data doesn’t seem to suggest a high level of correlation.  
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This chart shows Donald Trump’s average poll numbers on a weekly basis (using an inverted 

scale) along with the S&P 500 index on the same basis since the beginning of the year.  The 

weakness seen in the equity markets in Q1 did coincide with reasonably strong numbers for 

Trump, but most of that equity weakness probably had to do with monetary policy.  Note that as 

Trump’s poll numbers have improved, equities have also improved.  This could mean that (a) 

financial markets are not all that concerned about a Trump victory, (b) financial markets simply 

believe that odds favor a Clinton win, or (c) the outcome of the election isn’t material, because 

the outcome of most elections are not material to the markets.  The correlation of the two series 

is a modest -1%, suggesting that the two are virtually uncorrelated. 

 

Similar results are seen when comparing Trump’s poll numbers against the performance of gold 

and the 10-year Treasury yield.  So far, the most significant relationship is the Mexican peso. 
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The MXN/USD exchange rate is pesos per dollar, meaning the higher the reading on the above 

chart, the weaker the peso.  As Trump’s poll numbers have improved, the Mexican currency has 

weakened (the correlation is 54%).  This relationship makes sense.  Trump has promised to 

“build a wall” on the Mexican border and has called for a rewriting of the North American Free 

Trade Agreement (NAFTA).  A Trump win could be very disruptive to the Mexican economy 

and thus the peso has been very sensitive to the path of the election thus far.   

 

We believe a Trump victory would be a bearish surprise to the financial markets.  Although he 

has promised many things, we suspect his priorities will start with immigration and then move to 

trade which is second on the list.  He has offered a large infrastructure spending package as well.  

Although his tax policy has excited traditional supply-side Republicans, we doubt the tax policy 

is a high priority for Mr. Trump.  His policies would be potentially inflationary which could be 

bearish for both equities and debt.  Of course, proposing policy and getting measures through 

Congress are two different issues.  We have doubts he will be able to execute much of his 

platform.  But, the uncertainty alone could increase market turbulence.  Thus, as the election 

approaches we would expect increasing market volatility until the outcome is determined. 

 

 

 

  
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 10/10/2016 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 10/10/2016 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 

 

October 6, 2016  
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P/E as of 10/5/2016 = 19.4x

 
 

Based on our methodology,1 the current P/E is 19.4, down 21.1x from last week.  With Q4 upon 

us, we are now using earnings estimates for Q3 and Q4, which are elevated and reduce the P/E.  

We would expect the P/E to rise in the coming weeks, in part due to the current spread between 

Thomson/Reuters earnings data compared to S&P earnings data.    

 

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


