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[Posted: September 28, 2016—9:30 AM EDT]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is trading higher by 1.1% from the last close.  In Asia, the MSCI Asia Apex 

50 closed higher by 0.1% from the prior close.  Chinese markets were lower, with the Shanghai 

composite moving down 0.3% and the Shenzhen index lower by 0.2%.  U.S. equity futures are 

also signaling a higher opening.   

 

Overall, there wasn’t much news overnight.  We haven’t had much to say about Deutsche Bank 

(DB, $11.92, +0.07), although there have been legitimate fears that Germany’s largest bank 

could need a bailout despite protests to the contrary.  Shares did lift this morning on news that 

the bank sold off some insurance assets and continues to promise it won’t raise new capital.  

Probably the most supportive news came from Reuters, which reported that the German 

government is quietly preparing a rescue plan.  According to the report, the German government 

is prepared to acquire up to a 25% stake in the lender.  Usually, the bearish trend begins to 

dissipate once the markets know a backstop is in place.  For the broader markets, this step will be 

welcomed in the hope that it will reduce the odds of a financial breakdown. 

 

The other important news is that oil prices ticked higher overnight despite the almost certain 

likelihood that OPEC won’t be able to negotiate a deal.  We have been under the impression that 

the Saudis are trying to shift the blame to Iran by offering a cut only if Iran freezes its output, 

fully aware that the Iranians won’t accept the deal.  However, reports from Bloomberg build the 

case that the kingdom is working toward a deal with Iran and hopes to come to an agreement at 

the regular meeting in November.  Roughly speaking, there is a 0.6 mbpd production cut gap 

between Iran and Saudi Arabia that will have to be negotiated.  It should be noted that even if 

Iran and Saudi Arabia come to an agreement, Russian oil output continues to rise, reading a new 

post-Soviet record of 11.1 mbpd of crude oil and condensate, exceeding the old record by 0.2 

mbpd.  U.S. production also appears to have stabilized.  Thus, a Saudi-Iran deal within OPEC 

may put a floor in the market but may not lead to a major recovery. 

 

If there is an evolving change in Saudi Arabia’s production policy, suggesting the kingdom 

needs price relief, we suspect its coming from continued deterioration in its financial position.  

Earlier this week we discussed the kingdom’s plan to slash government workers’ wages and 

benefits.  As we noted, this move undermines the Royal Family’s social contract with its people, 

where the people forfeit any say in running the government in return for a posh lifestyle.  Here 

are a couple of charts that show the problems the kingdom is facing.   

 

 

Daily Comment 
 

By Bill O’Grady & Kaisa Stucke, CFA 
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(Source: Bloomberg) 

 

The chart above shows Saudi Arabia’s foreign reserves.  They have declined over 23% from the 

peak set in September 2014, and the pace of the decline is unmistakable.  In addition, the country 

is facing growing financial pressure. 

 

 
(Source: Bloomberg) 
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This chart shows Saudi three-month LIBOR.  Since the summer of 2015, interbank lending rates 

in Saudi Arabia have been rising quickly.  These rates can often reflect stresses in a nation’s 

banking system.  The steady rise in yields suggests problems in the Saudi financial system.   

 

The short-term cure to falling Saudi foreign reserves and rising financial stress is higher oil 

prices.  The more conciliatory position may be a signal that the kingdom is “tapping out” to some 

extent and is preparing to abandon its singular focus on market share.  We don’t know for sure 

whether Deputy Crown Prince Salman is the architect of this potential policy shift, or if he will 

step in at the last minute as he did in the spring and signal that the kingdom will maintain its goal 

of gaining market share.  This unknown will likely be addressed in November.  Nevertheless, if 

OPEC can signal that there is hope for a deal in two months, it would probably put a floor in 

prices and prevent a drop under $40 per barrel. 

 

U.S. Economic Releases 

 

August durable goods were unchanged from the month before compared to the 1.5% decline 

forecast.  The prior month’s gains were revised lower to +3.6% from the +4.4% previously 

reported.  Orders excluding transportation declined 0.4% compared to the 0.5% decline expected.  

Non-defense capital goods orders excluding airplane orders, a proxy for planned business 

investment, rose 0.6%, better than the 0.1% decline forecast.  At the same time, shipments of the 

same non-defense capital goods ex-air declined 0.4%, weaker than the 0.1% increase forecast.  

This is the fourth consecutive month of declines for shipments. 

 

 
 

The chart above shows the annual change in headline durable goods orders and orders excluding 

transportation.  Annually, the trend remains weak but it has improved from the month before. 

 

Mortgage applications fell 0.7% for the most recent reporting week, with purchases up 0.8% and 

refinancing activity down 1.6%.  The 30-year mortgage rate fell 4 bps to 3.66%. 
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The table below indicates the economic releases and Fed speakers scheduled for the rest of the 

day. 

 

EST Speaker or event

10:00 Janet Yellen

10:15 James Bullard

1:30 Charles Evans

4:35 Loretta Mester

8:00 Esther George Kansas City FRB President

Cleveland FRB President

District or position

Fed speakers or events

Chicago President FRB President

Fed Chariman

St. Louis FRB President

 
 

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 Small Business Confidence y/y Aug 47.7 46.3 46.9 ** Equity bullish, bond bullish

Germany GfK Consumer Confidence y/y Sep 10 10.2 10.2 ** Equity bullish, bond bullish

France Consumer Confidence y/y Sep 97 97 97 ** Equity bullish, bond bullish

Italy Consumer Confidence y/y sep 108.7 109.2 109 ** Equity bullish, bond bullish

Manufacturing Confidence y/y sep 101.9 101.1 100.9 ** Equity bullish, bond bullish

Economics Sentiment m/m Sep 101.9 101.1 * Equity and bond neutral

Hourly Wages y/y sep 0.6% 0.6% ** Equity and bond neutral

Switzerland UBS Consumption Indicator y/y aug 1.53 1.32 ** Equity bullish, bond bullish

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) 85 85 0 Neutral

3-mo T-bill yield (bps) 26 25 1 Up

TED spread (bps) 60 60 0 Neutral

U.S. Libor/OIS spread (bps) 43 42 1 Up

10-yr T-note (%) 1.57 1.56 0 Neutral

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

EUR/USD 3-mo swap (bps) 42 42 0 Neutral

Currencies Direction

dollar up Neutral

euro up Neutral

yen down Neutral

pound 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. 

 
Price Prior Change Explanation

Brent $46.56 $45.97 1.28% Saudi Arabia may be more open to freeze

WTI $45.15 $44.67 1.07%

Natural Gas $2.93 $3.00 -2.27%

Crack Spread $13.92 $13.31 4.61%

12-mo strip crack $13.98 $13.69 2.15%

Ethanol rack $1.68 $1.68 0.22%

Gold $1,326.18 $1,327.32 -0.09% Profit taking, higher dollar

Silver $19.14 $19.15 -0.02%

Copper contract $218.40 $217.10 0.60%

Corn contract 330.00$       331.75$       -0.53%

Wheat contract 403.25$       404.00$       -0.19% Wheat harvest inspections not as high as expected

Soybeans contract 948.00$       952.50$       -0.47%

Baltic Dry Freight 930 934 -4

Actual Expected Difference

Crude (mb) 2.4

Gasoline (mb) -0.4

Distillates (mb) 0.8

Refinery run rates (%) -0.5%

Natural gas (bcf) 56.6

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, 

except parts of the western region.  Precipitation is forecast for most of the country.  Tropical 

Depressions Karl and Lisa have dissipated; however, there are a couple possible cyclone 

formations in the Atlantic.  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 23, 2016 

 

Profit margins are off their highs but have started to improve. 
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This chart takes total S&P 500 operating earnings as a percentage of GDP.  Excluding the 

financial crisis, operating earnings have been running between 5% and 6% of GDP for most of 

the past decade and a half.  In the middle of last year, this percentage fell below 5% and has 

remained below that threshold for the past four quarters.  Falling energy prices appear to be the 

culprit for the drop in margins. 

 

We have a model for this series that is critical to our forecasts for S&P earnings.  It includes unit 

labor costs, net exports as a percentage of GDP, LIBOR, fed funds, national income accounts 

profits as a percentage of GDP, a national corporate cash flow estimate from the Financial 

Accounts of the U.S.,1 the EUR/USD exchange rate and oil prices.  Based on these variables (and 

the forecasts coming from the Philadelphia FRB’s Survey of Professional Forecasters), we 

estimate S&P 500 earnings as a percentage of GDP. 

 

Here is our updated model. 

 

                                                 
1 Also known as the Flow of Funds report. 
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By Q1 2017, margins should rise back to 5%.  Given the current divisor, S&P earnings for this 

year are expected at $107.09, and $113.89 for 2017.2  These are much lower than what is being 

discussed in the financial press, mostly due to the wide divergence between Thomson-Reuters 

and S&P’s earnings numbers.3   

 

The key to the forecast is that the dollar will gradually weaken as the terminal rate is lowered for 

fed funds and as oil prices recover to $52 by mid-2017.  If the dollar unexpectedly strengthens, 

which would also lower oil prices, we would need to adjust our forecasts lower.  Of course, this 

also means that earnings will exceed our current estimates if the dollar weakens more than we 

expect (EUR/USD > $1.14) and/or oil prices rise more than forecast.  The actual recovery in 

margins is a welcome sign for earnings, although we believe that most of this good news is 

already reflected in current prices.  However, the good news is that, barring a recession, we 

should avoid a major market correction. 

 

  
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.  

                                                 
2 This change reduces our estimate for 2016 from $107.82, but increases our forecast for 2017 from $109.32. 
3 We analyzed this issue in the AAW from 7/15/2016.   

http://www.confluenceinvestment.com/wp-content/uploads/AAW_July_15_2016.pdf
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Data Section 

 

U.S. Equity Markets – (as of 9/27/2016 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 9/27/2016 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 22, 2016  
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P/E as of 9/21/2016 = 21.1x

 
 

Based on our methodology,4 the current P/E is 21.1x, up 0.6x from last week.  As we adjust from 

Thomson-Reuters to S&P data for earnings, the latter number is lower, which is leading to the 

higher P/E.   

 
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. 

                                                 
4 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. 


