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[Posted: December 01, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is down 0.9% from the last close.  In Asia, the MSCI Asia Apex 50 closed 

down 0.3% from the prior close.  Chinese markets were mixed, with the Shanghai composite 

unchanged and the Shenzhen index up 0.8%.  U.S. equity index futures are signaling a lower 

open. 

 

There was a lot of overnight news, but below are the stories we are following today: 

 

Tax bill hits a snag: In an attempt to appease the deficit hawks, Senate Republicans have agreed 

to pare back $350 bn in tax relief.  The two proposals being floated are an alternative minimum 

tax for wealthy individuals and a revenue trigger that would roll back tax relief if economic 

growth fails to meet expectations.  Tea Party members have expressed their displeasure with 

these proposals, specifically tax hikes of any sort, but, despite their reluctance, they have not 

publicly come out against the tax bill.  Even though the bill is planned to be put to a vote 

sometime this morning, there is growing speculation that it could be pushed into next week.  

 

Possible shutdown looming: Congressional Republicans are working on a temporary stop-gap 

spending bill to keep the government funded through December 22.  Democrats have rejected an 

initial offer from the Senate GOP that would link concessions on DACA with funding for a 

border wall.  Meanwhile, President Trump appears to be using the threat of a possible 

government shutdown in order to gain leverage in negotiations with Democrats.  According to 

the NYT, the president has told people close to him that a shutdown would be beneficial to him 

politically.  Although we are inclined to believe the president has a better understanding of his 

base than most, in the past, government shutdowns have been risky for everyone involved.  

Moreover, a government shutdown would almost certainly mean that tax reform gets pushed into 

early next year and possibly even further if Republicans lose the Senate seat in Alabama.  We 

will continue to monitor this situation. 

 

White House year-end cleanout? Reports suggest that SOS Rex Tillerson, Gary Cohn and 

Jared Kushner could all be headed for the exit door.  Yesterday, multiple reports linked SOS Rex 

Tillerson with an imminent departure from the State Department; his replacement is rumored to 

be CIA Director Mike Pompeo.  SOS Tillerson and President Trump have expressed alternative 

approaches to foreign policy.  President Trump has favored a hawkish foreign policy compared 

to the diplomatic approach of Tillerson, and Mike Pompeo is believed to be more aligned with 

the president’s way of thinking.  In other news, Gary Cohn is rumored to be considering leaving 

the White House following the conclusion of the tax bill; rumors have circulated about his 

departure since he came out publicly against Trump.  In addition, Jared Kushner, who has seen 

his role diminish in the White House, might be considering an exit in order to deal with legal 

matters associated with the Russia investigation.  

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 
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Russian influence spreading: Russia appears to be expanding its influence throughout the 

Middle East.  According to the NYT, Russia and Egypt have reached a preliminary agreement 

that would allow Russian military jets to use the airbases in Egypt.  In addition, The Economist 

reports that Turkey, a NATO member, has considered purchasing Russian-made weapons such 

as the S-400 missile-defense system.  This comes on top of news that Trump ceded Syrian 

postwar planning to Russia earlier this year.  It appears that Russia is taking advantage of the 

Trump administration’s willingness to take a step back from the U.S. superpower role.  If this 

pattern persists, we expect there to be more uncertainty in global markets as other countries will 

likely compete to fill the power vacuum following U.S. withdrawal.   

 

Tensions rise in Catalonia: Early this morning, effigies were seen hanging from a bridge in 

Catalonia bearing logos of parties from the remain camp in Spain.  This is likely an effort to 

intimidate voters into supporting separatist parties in the December 21 regional election in 

Catalonia.  Polls suggest that separatist parties may be losing support; however, there are 

concerns that PM Rajoy’s aggressive response following the October 1 referendum could lead to 

more violence within Catalonia, similar to separatist groups’ actions in the Basque Country.  

Tensions are likely to escalate further as separatists await the ruling on Monday as to whether 

politicians and advisers who supported the October 1 referendum will be freed from prison.  

Following the Catalan declaration of independence, several politicians and advisers we arrested 

on grounds of sedition, misappropriation of funds and treason.  Rajoy is supposedly in favor of 

freeing them so there will be no excuses following the results of the upcoming election.  We will 

continue to monitor this situation.  

 

Eurozone reform: The leader of the Social Democrats (SDP), Martin Schulz, has named his 

price to link the SDP with the CDU/CSU.  In an interview with the German publication Der 

Speigel, Schulz suggested that supporting Eurozone reforms similar to those proposals made by 

French President Macron would be key to gaining his party’s support.  Earlier this year, Macron 

expressed interest in setting up a Eurozone finance minister, budget and parliament, in addition 

to allowing the currency bloc to issue its own bonds.  With the exception of a Eurozone bond, 

Chancellor Merkel has expressed a level of interest in implementing some of Macron’s ideas; as 

a result, we are still optimistic that a grand coalition will be formed between the SDP and 

CDU/CSU. 

 

Energy recap: U.S. crude oil inventories fell 3.4 mb compared to market expectations of a 3.5 

mb draw.   
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This chart shows current crude oil inventories, both over the long term and the last decade.  We 

have added the estimated level of lease stocks to maintain the consistency of the data.  The DOE 

has revised its data (an exercise it does periodically) and inventories are falling faster than 

previously estimated.  As the chart shows, inventories remain historically high but have declined 

significantly this year.  We also note the SPR fell by 2.4 mb, meaning the net build was 0.1 mb.   

 

 
(Source: DOE, CIM) 
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(Source: DOE, CIM) 

 

Refinery operations continued to rise last week, in line with seasonal norms.  We expect them to 

peak very soon. 

 

U.S. Economic Releases 

 

There were no economic releases prior to the publication of this report.  The table below shows 

the economic releases and Fed events scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

9:45 Markit US Manufacturing PMI m/m nov 54.0 53.8 **

10:00 ISM Manufacturing m/m nov 58.3 58.7 **

10:00 ISM Prices Paid m/m nov 67.0 68.5 **

10:00 ISM New Orders m/m nov 63.4 **

10:00 ISM Employment m/m nov 59.8 **

10:00 Construction Spending m/m oct 0.5% 0.3% **

Wards Total Vehicle Sales m/m nov 17.40 mn 18.00 mn **

Ward Domestic Vehicle Sales m/m nov 13.40 mn 14.02 mn **

EST Speaker or event

10:15 Patrick Harker Speaks on Inclusive Economic Growth

Economic Releases

Fed speakers or events

District or position

President of the Federal Reserve Bank of Philadelphia  
 

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 
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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

China Caixin China PMI Mfg m/m nov 50.8 51.0 50.9 ** Equity bearish, bond bullish

Japan Jobless Rate y/y oct 2.8% 2.8% 2.8% ** Equity and bond neutral

Job-to-Applicant Ratio m/m oct 1.55 1.52 1.52 ** Equity bullish, bond bearish

Overall Household Spending m/m oct 0.0% -0.3% -0.3% ** Equity bullish, bond bearish

National CPI y/y nov 0.2% 0.7% 0.2% *** Equity and bond neutral

Tokyo CPI y/y nov 0.3% -0.2% -0.1% *** Equity bullish, bond bearish

Nikkei Japan PMI Mfg m/m nov 53.6 53.8 ** Equity and bond neutral

India GDP y/y 3q 6.3% 5.7% 6.4% *** Equity and bond neutral

Eight Infrastructure Industries m/m oct 4.7% 5.2% ** Equity and bond neutral

Australia CBA Australia PMI m/m oct 56.3 55.5 ** Equity and bond neutral

AiG Performance of Services Index m/m oct 57.3 51.1 ** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Manufacturing m/m nov 60.1 60.0 60.0 *** Equity and bond neutral

Germany Markit/BME Germany Manufacturing y/y nov 62.5 62.5 62.5 *** Equity and bond neutral

Italy GDP y/y nov 1.7% 1.8% 1.8% *** Equity and bond neutral

Markit/ADACI Italy Manufacturing m/m nov 57.7 57.8 58.3 ** Equity and bond neutral

UK Markit UK PMI Manufacturing m/m nov 58.2 56.3 56.5 *** Equity bullish, bond bearish

Switzerland PMI Manufacturing y/y nov 65.1 62.0 62.5 *** Equity bullish, bond bearish

Russia Markit Russia PMI m/m nov 51.5 51.1 51.8 *** Equity and bond neutral

AMERICAS

Brazil National Unemployment Rate m/m oct 12.2% 12.4% 12.2% ** Equity and bond neutral

Mexico Budget Balance m/m oct 108.5 63.2 ** Equity bullish, bond bearish  
 

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) 148 148 0 Up

3-mo T-bill yield (bps) 124 124 0 Neutral

TED spread (bps) 24 24 0 Neutral

U.S. Libor/OIS spread (bps) 138 137 1 Up

10-yr T-note (%) 2.37 2.41 -0.04 Neutral

Euribor/OIS spread (bps) -33 -33 0 Neutral

EUR/USD 3-mo swap (bps) 47 47 0 Up

Currencies Direction

dollar down Down

euro down Up

yen up Neutral

pound down Neutral

franc up Neutral  
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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 $63.12 $62.63 0.78% OPEC and Russia agree to cuts

WTI $57.78 $57.40 0.66%

Natural Gas $3.10 $3.03 2.48%

Crack Spread $17.89 $17.61 1.60%

12-mo strip crack $20.29 $20.06 1.15%

Ethanol rack $1.51 $1.51 -0.15%

Gold $1,276.81 $1,275.01 0.14%

Silver $16.39 $16.44 -0.30%

Copper contract $308.00 $306.40 0.52%

Corn contract 357.00$       355.75$       0.35%

Wheat contract 434.75$       433.00$       0.40%

Soybeans contract 989.75$       985.75$       0.41%

Baltic Dry Freight 1578 1536 42

Actual Expected Difference

Crude (mb) -3.4 -3.5 0.1

Gasoline (mb) 3.6 1.0 2.6

Distillates (mb) 2.7 0.5 2.2

Refinery run rates (%) 1.30% 0.50% 0.8%

Natural gas (bcf) -33.0 -46.0 13.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show cooler to normal temps for most of the country, with 

warmer temps in the western region.  
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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.  
 

December 1, 2017 
 

Given the length of the current expansion, there is growing concern about the economy’s ability 

to avoid recession.  So far, none of our indicators suggests the economy is near a downturn.  Of 

all the indicators we monitor, the yield curve is the most reliable; however, there are potentially 

dozens of iterations of “the yield curve.”  The two-year/10-year T-note spread is used in the 

leading economic indicators.   

 

 
 

The indicator is quite reliable with no real false positives.  This is monthly data through October; 

currently, the spread is around 65 bps, meaning it is approaching inversion but still above zero, 

meaning the economy is probably still on pace to avoid recession over the next year. 

 

Other calculations of the yield curve offer other insights.  The spread between the implied three-

month LIBOR rate from the Eurodollar futures market, two-year deferred, relative to fed funds 

offers insights into monetary policy.  The Eurodollar futures market is where unhedged interest 

rate swaps are offset, so a rising implied rate on the deferred contracts suggests increased 

hedging activity and fears of rising rates.  When those implied rates stop rising, it can offer a 

signal to policymakers that they have moved rates enough. 
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The lower two lines on the chart show the implied three-month LIBOR rate and the fed funds 

target.  The upper line is the spread between the two rates.  The important insight from this 

analysis is that the FOMC stops raising rates when the spread inverts.  Chair Greenspan was able 

to prevent two recessions, one in 1994 and another in 1998, by rapidly cutting rates when the 

implied rate fell below the fed funds target.  Although the FOMC did move rapidly in 2000, the 

rate cuts were not aggressive enough to prevent a recession.  At the same time, the 2001 

recession was rather mild.  In the 2004-06 tightening cycle, the FOMC did stop raising rates once 

the spread inverted; however, the central bank kept rates elevated despite the inversion.  As 

financial conditions deteriorated, the Federal Reserve moved to cut rates aggressively but this 

action was not enough to prevent the Global Financial Crisis. 

 

So, what does this chart tell us now?  As long as the spread isn’t inverted, the FOMC will 

probably continue to raise rates.  Note the reaction of implied LIBOR rates in 2016 after the 

December 2015 rate hike.  As the implied LIBOR rate fell, the FOMC, which had been signaling 

higher rates for 2016, held rates steady until December and only raised rates as the implied 

LIBOR rate rose as well.  Overall, this pattern suggests that the current spread will support a 

December rate hike.  However, next year’s rate moves should follow the implied LIBOR rate.  If 

that rate fails to rise with policy tightening, we would expect the FOMC to slow the pace of 

increases next year.   

 
 

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 11/30/2017 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.  Sectors are ranked by total return; green 

indicating positive and red indicating negative return, along with the overall S&P 500 in black. 

 

Asset Class Performance – (as of 11/30/2017 close) 
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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 (Bloomberg total return 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. 

 

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), 
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P/E Update 
 

November 30, 2017 
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P/E as of 11/15/2017 = 20.5x

 
 

Based on our methodology,1 the current P/E is 20.5x, up 0.1x from the last report.  A rising S&P 

dampened the effects of rising earnings, causing a modest rise in the P/E this week.   
 
 
This report was prepared by 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 quarter, we 
use the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings 
sum includes three actual quarters (Q1, Q2 and Q3) and one estimate (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. 


