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

The EuroStoxx 50 is trading higher by 0.6% from the last close.  In Asia, the MSCI Asia Apex 

50 closed higher by 0.6% from the prior close.  Chinese markets were also higher, with the 

Shanghai composite moving up 0.4% and the Shenzhen index higher by 0.4%.  U.S. equity 

futures are signaling a lower opening following this morning’s economic releases.   

 

The market’s focus continues to center on the banking system, with Deutsche Bank (DB, $11.48, 

-0.82) being the most market relevant, although the travails of bankers testifying before Congress 

hasn’t helped the sector.  Deutsche Bank is the bigger issue because it raises fears of systemic 

problems.  The heart of the matter is that no bank can really absorb a bank run.  The whole 

premise of banking is term conversion—they take our deposits, which are short term in nature, 

and turn them into long-term assets in the form of loans.  The famous scene in It’s a Wonderful 

Life when the hero, George Bailey, is faced with a bank run is a good portrayal of the problem.  

When confronted with frightened depositors, he explains, “Your money isn’t here, it’s in the 

homes of your friends and neighbors.”  When a handful of hedge funds announced they were 

pulling their business from Deutsche Bank, it raised fears of a broader run against the bank. 

 

The reality is that all banks are potentially subject to runs.  What prevents them from occurring?  

In a word, confidence.  If depositors (which are lenders to the bank) are confident the bank is 

well run and that their deposits (which are really loans to the bank) are safe, then they don’t run 

to the bank to redeem their deposits and claim their cash.  So, is Deutsche Bank at risk?  Yes, but 

not in an extraordinary manner.  All banks are at risk. 

 

Thus, all banks are potentially at risk for a run and, once a run starts, idiosyncratic risk can 

become systemic risk.  Governments are aware of this issue and therefore create backstops to 

lessen the perception of risk and support financial system confidence.  This is what regulation 

and deposit insurance provide.  The goal isn’t to necessarily protect all banks but to ensure that a 

single bank problem doesn’t trigger system-wide problems, which is the entire issue behind “too 

big to fail.”  If a bank becomes a systemic risk by itself due to its size, it creates conditions of 

moral hazard, where the too big to fail bank takes large risks, knowing that the government can’t 

let it collapse or it would face a systemic meltdown.   

 

So, the real question isn’t about the financial conditions of Deutsche Bank, but rather market 

confidence in the German government’s support for the bank.  At first glance, this appears to be 

a no-brainer; the Merkel government would be profoundly inept if it failed to bail out Deutsche 

Bank if it faces a run.  That’s economics…unfortunately, there is a political element to this issue 

as well.  First, the rapidly rising right-wing AfD party would use a bailout of Deutsche Bank as a 

cudgel against the Merkel coalition, portraying the move as either incompetence or cronyism.  

According to EU rules, bank creditors would be first in line to take losses (the “bail-in” clause), 
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followed by state support.  However, it would not go over well to have the largest bank in your 

nation converting bank bonds to equity and, if the run became fully developed, creditor bail-in 

would probably be inadequate.  The need to inject state money would be difficult to avoid and 

very unpopular.  Second, if Germany uses state money to bail out its banks, it will be hard to tell 

Italy that it can’t do the same.1  Once governments begin bailing out banks, fiscal profligacy 

could easily follow and that notion worries Germany, fearing that excessive fiscal spending will 

weaken the EUR and bring inflation.   

 

Thus, the risk is that the Merkel government, already prone to deliberate actions, may wait too 

long to step into a deteriorating situation with Deutsche Bank due to high political costs and 

cause more market turmoil than necessary.  It is important to remember that the Bush 

administration’s decision not to support Lehman Brothers was ultimately a political calculation.  

The concern among policymakers was that continuing to bail out banks created a moral hazard 

and led the banks to increase their risky behavior, confident in ultimate government support.  

The decision to try to stop that process was defensible, but it’s hard to fully account for all the 

risks.  The same is true with the Deutsche Bank situation.  It is no doubt true that the bank has 

significant resources to weather the storm (assuming the storm remains manageable), but 

concerns that a government backstop may not be as solid as one would expect given the bank’s 

size and position in the German economy remains the key issue.  Therein lies the risk. 

 

U.S. Economic Releases 

 

Personal income rose in line with expectations, increasing 0.2% in August.  Personal spending 

remained unchanged for the month, slightly less than the 0.1% increase expected.  The chart 

below shows the yearly change in incomes and expenditures.     

 

 
 

                                                 
1 http://www.reuters.com/article/us-eurozone-banks-italy-boi-idUSKCN1200KD?il=0 
 

http://www.reuters.com/article/us-eurozone-banks-italy-boi-idUSKCN1200KD?il=0


 

 

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

www.confluenceinvestment.com 

 3 

With incomes up and spending unchanged, the savings rate rose to 5.7% from 5.6% the month 

before. 

 

 
 

Transfer payments as percentage of income rose modestly to 17.4% from 17.3% the month 

before. 

 

 
 

The report also indicated that inflation remains modest, with the headline PCE deflator rising 

0.1% for the month, slightly less than the 0.2% increase forecast.  The core PCE deflator, the 

FOMC’s favorite inflation measure, rose 0.2% for the month, on forecast.  The chart below 

shows the annual change in the core PCE which rose 1.7%, on forecast. 
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Overall, incomes are improving, but spending is somewhat muted as the consumer remains 

cautious. 

 

The table below indicates the economic releases and Fed speakers scheduled for the rest of the 

day. 

 

EDT Indicator Expected Prior Rating

9:45 Chicago Purchasing Manager y/y sep 52 51.5 **

10:00 University of Michigan Sentiment y/y sep 90 89.8 **

EST Speaker or event

13:00 Steven Kaplan speaks in Dallas

District or position

Fed speakers or events

Economic releases

President of the Federal Reserve Bank of Dallas  
 

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. 

 



 

 

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

www.confluenceinvestment.com 

 5 

Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China BoP Current Account Balance y/y 2Q 64.1 bn 59.4 bn ** Equity bullish, bond bullish

Japan Housing Starts y/y aug 2.5% 8.9% 7.1% ** Equity bullish, bond bullish

Contruction Orders y/y aug 13.8% -10.9% * Equity bullish, bond bullish

National CPI (excl. fresh foods, energy, 

etc.) y/y aug 0.4% 0.5% 0.4% *** Equity and bond neutral

India Fiscal Deficit INR Crore y/y aug 14333 67164 ** Equity bearish, bond bearish

Eurozone Unemployment Rate y/y aug 10.1% 10.1% 10.0% *** Equity and bond neutral

France CPI y/y sep 1.0% 0.5% 0.9% *** Equity and bond neutral

Consumer Spending y/y aug 1.0% 0.5% 0.9% ** Equity and bond neutral

PPI y/y aug -2.0% -2.9% * Equity and bond neutral

UK GDP y/y 2Q 2.1% 2.2% 0.0 *** Equity and bond neutral

Current Account Balance y/y 2Q -28.7 bn -32.6 bn -30.6 ** Equity and bond neutral

Nationwide House Px NSA y/y sep 5.3% 5.6% 5% * Equity and bond neutral

Germany Retail Sales y/y aug 3.7% -1.5% 1.8% ** Equity bullish, bond bullish

Unemployment Rate y/y aug 11.4% 11.4% 11.4% *** Equity and bond neutral

CPI EU Harmonized y/y sep 0.1% -0.1% 0.1% *** Equity and bond neutral

PPI y/y aug -1.1% -1.4% * Equity and bond neutral

Canada GDP y/y jul 1.3% 1.1% 1.0% *** Equity bullish, bond bearish

Raw Material Price Index y/y aug -0.7% -2.7% -1.0% * Equity and bond neutral

Brazil National Unemployment Rate y/y aug 11.8% 11.6% 11.7% ** 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) 84 85 -1 Down

3-mo T-bill yield (bps) 24 25 -1 Down

TED spread (bps) 60 60 0 Neutral

U.S. Libor/OIS spread (bps) 43 43 0 Neutral

10-yr T-note (%) 1.55 1.56 0 Neutral

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

EUR/USD 3-mo swap (bps) 60 49 11 Up

Currencies Direction

dollar up Neutral

euro down Neutral

yen down Neutral

pound up 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. 
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Price Prior Change Explanation

Brent $48.64 $49.24 -1.22% Uncertainty about the legitimacy of the Saudi Agreement

WTI $47.61 $47.83 -0.46%

Natural Gas $2.94 $2.96 -0.57%

Crack Spread $13.64 $13.82 -1.25%

12-mo strip crack $14.22 $14.36 -0.99%

Ethanol rack $1.66 $1.67 -0.46%

Gold $1,322.65 $1,320.37 0.17% Uncertainty in European banking system

Silver $19.29 $19.10 1.00%

Copper contract $219.55 $219.00 0.25%

Corn contract 326.75$       329.25$       -0.76% commodities are down

Wheat contract 397.50$       399.00$       -0.38%

Soybeans contract 948.75$       950.25$       -0.16%

Baltic Dry Freight 888 912 -24

Actual Expected Difference

Crude (mb) -1.9 2.4 -4.3

Gasoline (mb) 2.0 -0.4 2.4

Distillates (mb) -1.9 0.8 -2.7

Refinery run rates (%) -1.9% -0.5% -1.4%

Natural gas (bcf) 48.9 54.6 -5.7

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 

Storm Matthew is located in the central Caribbean and is expected to slow as it turns north but is 

not expected to enter the GOM.  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 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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Sources:  Federal Reserve, Bloomberg, CIM  
 

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 9/29/2016 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 9/29/2016 close) 
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Large Cap
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Small Cap
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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,2 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. 

                                                 
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 (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. 


