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[Posted: September 2, 2016—9:30 AM EDT]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is trading higher by 0.9% from the last close.  In Asia, the MSCI 

Asia Apex 50 closed higher by 0.5% from the prior close.  Chinese markets were mixed, with the 

Shanghai composite up 0.1% and the Shenzhen index lower by 0.4%.  U.S. equity futures are 

signaling a higher opening from the previous close.   

 

Happy labor data day…just before Labor Day weekend!  We will spend much of this report 

going over the data but we want to make a couple of comments about yesterday’s ISM 

manufacturing data.  The report came in unusually weak, at 49.4 compared to expectations of 

52.0.  It also contradicted the Markit number (a data provider that offers a similar survey), which 

came in at 52.0, near the 52.1 forecast.  New orders, a key sub-component of the report, came in 

at 49.1, down from 56.9 in July.   

 

Although there are concerns about this data, it should be noted that it is one data point and a bit 

of an outlier.  We would need to see a couple more like this before we would get really worried.  

Although a reading under 50 means that the majority of survey participants saw weakness, it is a 

slim majority.  Looking at the data on a six-month average basis shows nothing out of the 

ordinary. 

 

 

 

Daily Comment 
 

By Bill O’Grady & Kaisa Stucke, CFA 
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A simple GDP/ISM manufacturing model suggests that a reading of 49.4 would generate a GDP 

for Q3 of 2.1%.  We would expect the Atlanta FRB’s Q3 forecast for GDP to dip off this report, 

but the data, by itself, is not signaling recession.  It is confirming continued slow growth. 

 

U.S. Economic Releases 

 

Nonfarm payrolls for August rose 151k compared to the forecast of 180k.  The unemployment 

rate was 4.9%, unchanged from July, versus expectations of 4.8%.  Monthly average earnings 

rose 0.1%, weaker than the 0.2% rise.  Compared to last year, wages are up 2.4% compared to 

the forecast rise of 2.5%.   

 

In the details, the net revision in payrolls over the past two months was a mere 1k.  Private sector 

jobs rose by only 126k, with goods-producing jobs falling 24k.  Service jobs rose 150k, down 

from 214k last month.  Government jobs rose 25k.  In the household survey details, the labor 

force rose 176k, while employment rose a more modest 97k.  The participation rate and the 

employment/population ratio were unchanged at 62.8% and 59.7%, respectively. 

 

Let’s look at the charts, starting with the payroll data. 

 

 
 

This data suggests a mostly steady labor market.  The annual rolling total of the change in 

payrolls shows a similar picture. There is nothing in that data to suggest a recession is imminent 

nor is there anything to signal that the FOMC needs to raise rates soon. 
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In the household data, as noted, the unemployment rate remains steady. 

 

 
 

The labor gap also remains flat. 
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The employment/population ratio and the unemployment rate didn’t change from July.  The 

spread remains wide, suggesting there is either (a) a structural change in the labor market that 

means it is tight and thus interest rates need to rise, or (b) there is significant slack in the labor 

market, more consistent with an unemployment rate above 8%, and policymakers need to remain 

accommodative. 

 

In some of the less common reports, the average duration of unemployment did improve, to 27.6 

weeks from 28.1 weeks, but it remains historically elevated. 
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The U-6 unemployment rate, which includes discouraged workers, is unchanged at 9.7% and, as 

the chart shows, improvement has stalled. 

 

 
 

Finally, involuntary part-time workers as a percentage of the labor force is mostly steady but 

remains elevated. 
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The key question is whether this report will trigger a rate hike from the FOMC.  Although it 

doesn’t bolster the case, the fact that a hike was being considered at all is rather odd.  In fact, the 

only way one could argue for a rate hike is if one believes that the normal rate for an economy 

like this is much higher.  This is part of the “r-star” discussion at Jackson Hole.  The problem is, 

no one knows for sure where the current “natural” interest rate, the rate where policy is neither 

accommodative nor restrictive, rests at present.  However, given the stasis we are seeing in the 

economy, if you feel rates are too low already (KC FRB President George’s position), then this 

report would not change your mind.  If you feel that current rates are probably ok (St. Louis FRB 

President Bullard, Governor Brainard), then you would recommend doing nothing later this 

month.  We suspect the path of least resistance is to wait and that is what the markets are 

suggesting.  After the report, both Treasuries and equities rallied, as the short end showed most 

of the debt market rally, gold lifted and the dollar dipped.   

 

The July trade deficit came in better than forecast, at $39.5 bn compared to expectations of $41.5 

bn.  Exports rose 1.9%, while imports dipped 0.8%.  Food exports jumped 34.0%, by far the 

strongest export sector.  We suspect weaker grain prices have encouraged foreign buyers to 

source grain from the U.S.   

 

 
 

This report may lift Q3 GDP, although we doubt the grain performance can be repeated for more 

than a couple of months.  This report is mostly neutral. 

 

The table below shows the releases and Fed speakers scheduled for the rest of the day. 
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EDT Indicator Expected Prior Rating

9:45 ISM New York m/m Jul 60.7 **

10:00 Factory orders m/m Jul 2.0% -1.5% **

10:00 Durable goods orders m/m Jul 4.4% 4.4% *

EST Speaker or event

1:00 Lacker

District or position

Fed speakers or events

Economic releases

Richmond 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, with red indicating a concerning development, 

yellow indicating an emerging trend that we are following closely for possible complications and 

green indicating 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 Monetary base y/y Aug 24.2% 24.7% ** Equity and bond neutral

Consumer confidence index m/m Aug 42.0 41.3 41.8 ** Equity and bond neutral

Eurozone PPI y/y Aug -2.8% -3.1% -2.9% ** Equity and bond neutral

Italy GDP y/y Q2 0.8% 0.7% 0.7% *** Equity bullish, bond bearish

Canada Trade balance m/m Jul -$2.5 bn -$4.0 bn -$3.3 bn ** Equity bullish, bond bullish

Brazil Industrial production y/y Jul -6.6% -5.8% -7.0% *** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 84 84 0 Neutral

3-mo T-bill yield (bps) 31 32 -1 Down

TED spread (bps) 53 52 1 Up

U.S. Libor/OIS spread (bps) 45 46 -1 Down

10-yr T-note (%) 1.58 1.57 0.01 Widening

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

EUR/USD 3-mo swap (bps) 38 39 -1 Down

Currencies Direction

dollar down Up

euro up Neutral

yen down Down

pound up Down

franc up Neutral  
 

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 $46.14 $45.45 1.52% Putin calls for an OPEC freeze

WTI $43.64 $43.16 1.11%

Natural Gas $2.82 $2.79 0.90%

Crack Spread $12.20 $11.81 3.23%

12-mo strip crack $13.17 $13.02 1.21%

Ethanol rack $1.58 $1.57 0.39%

Gold $1,324.24 $1,313.89 0.79% Jobs data dims tightening prospects

Silver $19.24 $18.89 1.81%

Copper contract $208.45 $207.55 0.43% Possible Chile supply disruption, but ample global supplies remain

Corn contract 328.50$       323.75$       1.47%

Wheat contract 398.25$       394.75$       0.89%

Soybeans contract 951.75$       943.75$       0.85%

Baltic Dry Freight 712 711 1

Actual Expected Difference

Crude (mb) 2.3 0.8 1.5

Gasoline (mb) -0.7 -1.0 0.3

Distillates (mb) 1.5 -0.2 1.7

Refinery run rates (%) 0.3% -0.6% 0.9%

Natural gas (bcf) 51.0 42.0 9.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 

 

The 6-10 and 8-14 day forecasts are calling for warmer conditions for the eastern two-thirds of 

the country.  Precipitation is forecast for the middle of the country.  Tropical Storm Gaston is 

slowing as it moves east in the northern Atlantic.  Tropical Storm Hermine made landfall in 

Florida and is expected to cross Florida, Georgia, South Carolina and North Carolina, eventually 

becoming an East Coast storm.  Another small low pressure area has formed in the mid-Atlantic, 

with a low chance of becoming a cyclone over the next two days.  
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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 2, 2016 

 

At the recent Kansas City FRB’s gathering at Jackson Hole, the tone from policymakers turned 

surprisingly hawkish.  Vice Chair Stanley Fischer was quoted as saying that two rates hikes are 

possible this year and the upcoming FOMC meeting in September could generate a rate hike if 

the payroll numbers are on trend.  Until those comments, the financial markets were mostly 

leaning toward no change in rates until 2017. 

 

The best argument for rate increases is that the labor market is tightening.  The theoretical 

construct for policymakers is the Philips Curve, which postulates that tight labor markets boost 

wages and eventually inflation.  There have been periods in U.S. history when the Phillips Curve 

was a useful tool for policy.  Over time, it has become increasingly controversial as institutional 

changes, such as the decline of labor unions, deregulation and globalization, have changed the 

slope of the Phillips Curve.  Despite these changes, policymakers continue to use the Phillips 

Curve (best seen in the Taylor and Mankiw models, which attempt to set rates based on inflation 

and the level of slack in the economy) for lack of other alternatives. 

 

The issue of slack is important, because the presence of available productive capacity would 

mean the FOMC would not need to tighten policy as much compared to a situation where 

capacity is constrained.  One of the great unknowns about the economy is whether the 

unemployment rate or the employment/population ratio better reflects the labor market.   

 

 
 



 

 

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

www.confluenceinvestment.com 

 10 

This chart shows the two series, with the employment/population ratio on an inverted scale.  

From 1980 into 2010, the two series closely tracked each other.  However, since the recession, 

the two have diverged.  The unemployment rate would suggest a labor market without much 

slack.  The employment/population ratio would indicate that there is ample slack in the 

economy; if the relationship had held, the unemployment rate would be closer to 8%.  If the 

divergence is structural, due to baby boom retirements along with geographic and skills 

misalignment, then the issue is probably not going to change suddenly and slack will continue to 

diminish.  If, on the other hand, discouraged workers can be lured from the ranks of the 

unemployed with modestly higher wages, then sizeable slack exists.  At 8% unemployment, the 

Fed should be easing.   

 

Here is another way to look at the data. 
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Sources:  Haver Analytics, CIM  
 

This chart shows a time trend of total employment.  The data is annual from 1900 to 1947 and 

monthly thereafter.  We have regressed a time trend through the data.  Note that employment 

growth was above trend into the Great Depression and didn’t consistently return to trend until the 

mid-1970s.  Employment remained above trend into the 2008 Financial Crisis but has been 

depressed since.   

 

It is quite possible that after a traumatic event, like the 1930s or the 2008 crisis, the labor market 

takes a long time to normalize.  Note that social norms capped employment during the 1950s and 

1960s.  There were legal and social restrictions by race and gender that likely prevented a 

recovery above trend.  Racial and gender equality laws, coupled with social changes, led to 

steady employment growth from the early 1960s; by the late 1970s, employment had risen well 

above trend.   
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We suspect the current situation has more in common with the Great Depression than the early 

1960s, but that doesn’t mean it’s a duplicate situation.  The demographics are different—the 

baby boomers are retiring.  But, we do suspect that there is a pool of workers that could be 

tapped if the economy grows quickly enough.  Thus, the FOMC probably has much more time 

than it thinks to raise rates.  Despite this opinion, the Fed will likely move at least once, if not 

twice, before year’s end even if a strong case can be made for remaining steady.  The key 

variable we will be watching is the dollar—if the Fed raises rates and the dollar appreciates 

strongly, look for the FOMC to back away from moving rates higher.  On the other hand, if the 

dollar does not react, there are probably more hikes to come. 

 

  
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 9/1/2016 close) 

 

0.0% 10.0% 20.0% 30.0%
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Financials

Consumer Discretionary
S&P 500
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Technology
Industrials
Materials

Energy
Utilities

Telecom
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Health Care
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Industrials

Consumer Discretionary

Telecom

Materials

Technology

Prior Trading Day Total Return

 
(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 9/1/2016 close) 

 

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. 

 

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). 

 



 

 

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

www.confluenceinvestment.com 

13 

 

P/E Update 

 

September 1, 2016  

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE
-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM 4Q TRAILING P/E
P

/E

Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 8/31/2016 = 21.0x

 
 

Based on our methodology,1 the current P/E is 21.0x, 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. 


