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[Posted: October 17, 2016—9:30 AM EDT]  Global equity markets are lower this morning.  

The EuroStoxx 50 is trading lower by 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 

closed lower by 0.4% from the prior close.  Chinese markets were low, with the Shanghai 

composite moving down by 0.7% and the Shenzhen index moving down by 0.9%.  U.S. equity 

futures are signaling a lower opening.  With 34 companies having reported, the S&P 500 Q3 

earnings stand at $29.90, higher than the $29.72 forecast for the quarter.  The forecast reflects a 

2.0% decline from Q3 2015 in the consensus estimates.  Thus far this quarter, 79.4% of the 

companies reported earnings above forecast, while 17.6% reported earnings below forecast.  

 

The weekend was full of political news and some policy news as well.  On the political front, the 

Trump campaign is pressing its point that the elections could be “rigged” but has widened the 

definition beyond mere poll manipulation, suggesting the mainstream media is aligned against 

him.1  Polls are leaning toward Sen. Clinton but we are somewhat skeptical of the data.  Overall, 

we think there is likely a higher degree of preference falsification in this election cycle and it 

probably means the polls are underestimating the degree of support for Trump.  There was even 

some violence as a GOP office was firebombed in North Carolina.  Both sides have blamed the 

other; Mr. Trump has already accused the Democrats of the attack, while some Democratic Party 

supporters have suggested it was a “false flag” operation.  We don’t know who did it but it does 

suggest the potential for civil disorder is rising in the post-election environment.   

 

The NYT had some long reads about Sen. Clinton over the weekend.  There were reports on 

further Wikileaks of Clinton’s speeches to financial firms, which make it clear why she refused 

to release the transcripts during the primaries.  Her comments were supportive of financial 

services, not favorable to Dodd-Frank and suggested she was on the bankers’ side.  This is a 

concern of the Left-Wing Populists (Senators Sanders and Warren).  We expect that if Clinton is 

elected president she will face a constant barrage of advice from the Left-Wing Populists about 

who should serve in regulatory positions in the administration.  Although much commentary has 

been made about the breakup of the GOP, the Democratic Party is facing its own disunion 

similar to what the Republicans are facing.  Our take is that we are in the early stages of a 

resetting of political coalitions.  The last one we saw was in the 1960s, when the Roosevelt 

Coalition of the Center-Left Establishment and the Right-Wing Populists began to crumble.  We 

don’t know how this one will evolve but it is something we are watching closely.   

 

On the policy front, Chair Yellen indicated that she will be willing to allow the economy to “run 

hot” and overshoot the 2% inflation target.  This isn’t really a shocking insight but it does 

                                                 
1 This was the point of Matt Taibbi of Rolling Stone in a piece from August.  See:  
http://www.rollingstone.com/politics/matt-taibbi-on-the-summer-of-the-media-shill-w434484. 
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suggest that the FOMC will lean dovish.  What this means in terms of actual policy is that we 

will likely see a hike in December to placate the hawks but we would not expect another hike 

until H2 2017, and would only expect one move next year.  Meanwhile, at this week’s ECB 

meeting, expectations call for the central bank to signal that it will extend QE at its meeting in 

December.  These twin expectations should be dollar supportive in the short run but will likely 

lead to a weaker dollar next year as the market begins to anticipate ECB tapering and also 

discount very little tightening from the FOMC.   

  

On the geopolitical front, Iraqi forces and allies are beginning the liberation of Mosul from IS.  

We expect this operation to take weeks.  NBC is reporting that the CIA is preparing a package of 

cyber attacks on Russia in retaliation for hacks affecting the political process in the U.S.  Simply 

preparing attacks isn’t the same thing as executing them.  We would be surprised to see anything 

too aggressive result from these threats.   

 

U.S. Economic Releases 

 

The Empire State manufacturing index came in at -6.8, much weaker than the +1.0 forecast. 
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We smooth the data with a six-month average.  In this expansion, this is the fourth time the 

moving average has dipped into negative territory.  We suspect that the drop in 2015 was due to 

slowing investment in energy, but the data confirms that the economy is sluggish.  

 

Industrial production rose 0.1% for September, on forecast.  The prior month’s change was 

revised to -0.5% from -0.4%.  The chart below shows the industrial production index, which has 

generally moved sideways to lower over the past year and a half. 



 

 

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

www.confluenceinvestment.com 

 3 

 
 

Capacity utilization came in weaker than expected at 75.4% compared to the 75.6% forecast; 

levels rose from 75.3% in August.  Utilization remains low in the midst of ample supply and 

muted demand. 
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The table below shows the economic releases and speakers scheduled for the rest of the day. 

 
EST Speaker or event

12:15 Fed Vice Chair Stanley Fischer Speaks in New York Chair of the Board of Governors

District or position

 
 

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

New Zealand Performance Services Index y/y sep 54.1 57.9 ** Equity bearish, bond bullish

Italy Trade Balance y/y aug 2.519 bn 7.795 bn ** Equity bearish, bond bullish

Switzerland Total Sight Deposits w/w oct 518.2 bn 517.6 bn ** Equity and bond neutral

Domestic Sight Deposits w/w oct 451.4 bn 451.9 bn ** Equity and bond neutral

Canada International Securities Trans y/y aug 12.74 bn 5.23 bn ** Equity bullish, bond bearish

Brazil Federal Debt Total y/y sep 2.955 2.957 tn ** 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) 88 88 0 Neutral

3-mo T-bill yield (bps) 29 29 0 Neutral

TED spread (bps) 59 59 0 Neutral

U.S. Libor/OIS spread (bps) 47 47 0 Neutral

10-yr T-note (%) 1.79 1.80 0 Neutral

Euribor/OIS spread (bps) -31 -31 0 Neutral

EUR/USD 3-mo swap (bps) 46 44 2 Up

Currencies Direction

dollar down Up

euro down Down

yen up Down

pound down Down

franc up 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 $52.18 $51.95 0.44% Putin pledge to commit to OPEC Agreement

WTI $50.49 $50.35 0.28%

Natural Gas $3.27 $3.29 -0.46%

Crack Spread $13.44 $13.41 0.23%

12-mo strip crack $15.32 $15.40 -0.51%

Ethanol rack $1.70 $1.70 0.00%

Gold $1,254.20 $1,251.03 0.25%

Silver $17.45 $17.42 0.19%

Copper contract $211.55 $211.05 0.24%

Corn contract 356.25$       354.25$       0.56% Price taking

Wheat contract 423.25$       421.00$       0.53%

Soybeans contract 971.25$       962.50$       0.91%

Baltic Dry Freight 892 885 7

Shipping

Energy Markets

Metals

Grains

 
 

Weather 

 

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

cooler temps in the western region of the country.  Precipitation is forecast for most of the 

country.  Hurricane Nicole has dissipated and moved away from the coast.  
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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 14, 2016 

 

Given continued sluggish economic growth and fears that monetary policy has reached the point 

where it can no longer stimulate growth, a renewed attention has been brought to discretionary 

fiscal policy.  In the 1970s, discretionary fiscal policy fell out of favor due to a number of 

shortcomings: 

 

1. Public investment, if needed, should not be timed to offset recessions.  In other words, if 

the Navy needs an aircraft carrier, one should be built without waiting for a recession.  

Thus, public investment should be based on need, not designed as a countercyclical 

policy. 

2. Discretionary policy must pass through the legislative process.  This tends to slow the 

outcome to the point that the recession may have passed by the time Congress allocates 

spending. 

3. Fiscal spending, especially fixed asset spending, can “crowd out” private spending.  In 

functioning investment markets, investment spending should be generated by cutting 

interest rates rather than by directing public investment by government fiat.  In addition, 

private investment is forced to pass through the test of profitability, reducing the 

likelihood of malinvestment. 

 

From the late 1970s, economists generally concluded that discretionary fiscal spending was 

unnecessary and that countercyclical monetary policy was sufficient to guide the economy 

through recessions.  Although there were occasional extraordinary fiscal measures taken during 

some downturns, such as tax rebates and extended unemployment insurance payments, for the 

most part, monetary policy was the measure of choice in terms of countercyclical policy.   

 

However, the developed world now finds itself in a situation where monetary policy may have 

reached its point of diminishing returns.  The Bank of Japan (BOJ), the Swiss National Bank and 

the European Central Bank (ECB) have tried to implement negative interest rates.  In these cases, 

it appears that the damage to the banking system is offsetting any gains from lower rates.  

Balance sheet expansions (QE) have been deployed by the aforementioned central banks and the 

Federal Reserve.  In general, balance sheet expansion has become less effective; a common 

complaint is that asset values have been extended in many markets without generating much 

economic growth.  Central banks are also struggling to find assets to purchase.  The BOJ has 

been buying equity ETFs and the ECB has added corporate bonds to its balance sheet, causing 

further financial market distortions.   

 

This isn’t to say that the central banks have exhausted all their options, but the ones that remain 

cannot be implemented without help.  For example, central banks could implement quantitative 

easing by purchasing foreign bonds; this would likely lead to currency depreciation that would 

boost exports.  However, such “beggar thy neighbor” policies would likely bring retaliation and 
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further reduce global trade.  The other option is “helicopter money,” which is the direct central 

bank financing of government spending.  Although this policy would be effective, it does require 

the participation of fiscal authorities.   In addition, central bank independence would almost 

certainly be compromised.   

 

So, if fiscal policy is expanded, would we face the problems outlined above?  Generally 

speaking, the biggest risk would be point #2 above.  Getting spending plans through a divided 

Congress would be difficult.  In addition, avoiding malinvestment, regardless of whether it’s 

public or private, is always hard.  But in the current partisan environment, coming up with public 

investment that would foster future growth will be problematic.  However, there is evidence to 

suggest that public spending has been neglected for some time and that private investment is 

currently weak, reducing the problem of “crowding out”; in other words, concerns about points 

#1 and #3 are reduced. 
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This chart shows the net stock of fixed assets for both the public and private sectors.  We have 

log transformed the data and de-trended both series.  In general, a reading over zero indicates the 

net stock of fixed assets is above its long-term trend and vice versa.  Note that public sector 

assets were above trend from 1940 into the mid-1990s.  This was mostly due to elevated Cold 

War defense spending.  During this period, private sector fixed asset levels tended to remain 

under trend, although a surge that began in the mid-1960s did eventually lead to a rise above 

trend.  Note that the surge of both public and private spending on fixed assets in the 1970s 

probably led to crowding out and higher inflation.   

 

Current conditions suggest that both private and public sector investment are well below trend.  

In general, private sector investment tends to have a greater impact on future growth and would 
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thus be preferred.  However, given an environment of weak asset formation from both sectors, 

the economy would likely benefit from increased investment in either sector.  Thus, promises of 

increased spending on infrastructure and defense would likely have a positive effect on the 

economy and be positive for equity markets. 

 

 

  
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 10/14/2016 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 10/14/2016 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 13, 2016  
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P/E as of 10/12/2016 = 19.4x

 
 

Based on our methodology,2 the current P/E is 19.4x, 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. 

                                                 
2 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. 


