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[Posted: December 04, 2017—9:30 AM EDT]  Global equity markets are generally mixed this 

morning.  The EuroStoxx 50 is up 1.2% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.2% from the prior close.  Chinese markets were down, with the Shanghai 

composite down 0.2% and the Shenzhen index down 0.7%.  U.S. equity index futures are 

signaling a higher open. 

 

The big news is the tax reform bill passed by the Senate early Saturday morning.  Market 

response has been as one would expect—equities are higher, Treasury yields are rising and the 

dollar is up.  Here are the items we are watching this morning: 

 

Tax bill: Our stance has been to avoid deep analysis of the bill until something is actually signed 

by the president.  This is because the bill is being written on the fly and what emerges in the final 

version will be much different from what is currently being discussed.  However, there is one 

factor common to both bills, which is that the fiscal deficit will rise.  We are not deeply 

concerned about this outcome and, in fact, would argue that the public sector should borrow 

more during private sector deleveraging.  When the government doesn’t borrow during private 

sector deleveraging, you get a 1930s outcome. 

 

 
 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 
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This chart shows non-financial corporate, household and non-profit debt scaled to GDP.  Debt 

peaked during the Great Financial Crisis and fell into 2014.  It has been rising modestly but a 

more fair reading is that debt levels are consolidating.  The real issue is deciding which fiscal 

stimulus is most effective for boosting growth—tax cuts or public investment?  Our position is 

that it depends on where the economy is at a given time.  If inflation is high with low growth, tax 

cuts are probably the best action because tax cuts should boost private investment.  If inflation is 

low along with low growth, public investment makes more sense.  Why?  High inflation suggests 

a lack of productive capacity and the best way to boost capacity is to foster private investment.  

Low inflation indicates an excess of productive capacity so tax cuts probably won’t trigger new 

investment.  Thus, the tax cuts may simply be transfers to businesses and households that 

become spending or purchases of existing assets. 

 

The ultimate problem with deficits is inflation.  As long as a nation services its debt in its own 

currency, default isn’t a problem.  There is an acknowledgement among the GOP that deficits 

may be a problem.  The answer appears to be to cut entitlement spending.1  President Reagan 

attempted this during the 1980s with little success.  It remains to be seen if it will work this time.  

It should be noted that President Trump promised during his campaign that Social Security and 

Medicare would not be the targets of cuts.   

 

Brexit talks: The EU and U.K. are engaged in Brexit talks today and there is evidence of 

progress.  Ireland and the U.K. have agreed on a border deal,2 which was a major sticking point.  

Last week’s “alimony” agreement also addressed a key problem.  The issue of EU courts in 

Britain remains unresolved, as does the fate of Europeans living in the U.K.  But, there is 

progress; we note the GBP is higher this morning, bucking the overall stronger dollar trend. 

 

December 8th: The continuing resolution funding the government will expire on Friday.  

Although we don’t expect a shutdown, we do expect the Democrats to only support a very short-

term extension to keep the issue in the news and extract more of their legislative goals.  

However, President Trump has indicated he thinks a shutdown would be blamed on his 

opposition and thus may be open to closing the government for a while.  A shutdown would 

likely ease some of the current bullish sentiment. 

 

Bitcoin: The CFTC has approved cash settled futures contracts for the CME and CBOE for 

bitcoin.  This is an important development for cryptocurrencies mainly because now there will be 

an easy forum for taking short positions.  It should be noted that having the ability to short 

doesn’t necessarily mean that shorting will be successful.  The chart below shows the Nikkei 225 

Index.  The vertical line shows when the joint Singapore/CME contract on the Nikkei 225 futures 

began trading.  The Nikkei peaked three years after the contract began trading.  Until then, 

shorting the Nikkei was a futile activity.  However, having a futures contract will allow 

participants to hedge their long positions and develop option strategies.  Although it may, over 

time, end the strength, it will also help stabilize the market and improve its legitimacy. 

 

                                                 
1 https://www.nytimes.com/2017/12/02/us/politics/tax-cuts-republicans-entitlements-medicare-social-
security.html  
2 https://www.ft.com/content/983b64e8-d8e0-11e7-a039-c64b1c09b482  

https://www.nytimes.com/2017/12/02/us/politics/tax-cuts-republicans-entitlements-medicare-social-security.html
https://www.nytimes.com/2017/12/02/us/politics/tax-cuts-republicans-entitlements-medicare-social-security.html
https://www.ft.com/content/983b64e8-d8e0-11e7-a039-c64b1c09b482
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Richmond Fed: The Richmond FRB announced it has nominated Thomas Barkin as its new 

president.  Barkin is not a professional economist, although he does have an undergrad degree in 

the discipline.  He was with McKinsey as a consultant.  We expect Barkin will be confirmed (he 

would be confirmed by the Board of Governors, not the Senate).  For now, we would expect him 

to be a level “3” on policy; we have not been able to find anything on his monetary policy views, 

so he will likely develop them over time.   

 

U.S. Economic Releases 

 

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

the economic releases scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

10:00 Factory Orders m/m oct -0.4% 1.4% **

10:00 Factory Orders ex Trans m/m oct 0.7% **

10:00 Durable Goods Orders m/m oct -1.0% -1.2% **

10:00 Durable Goods Orders ex Transportation m/m oct 0.4% **

10:00 Cap Goods Orders Nondef Ex Air m/m oct -0.5% **

10:00 Cap Goods Ship Nondef Ex Air m/m oct 0.4% **

No speakers or events scheduled

Fed speakers or events

Economic Releases

 
 

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 
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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 Monetary Base y/y nov 13.2% 14.5% ** Equity and bond neutral

Monetary Base End of Period m/m nov ¥471.5 tn ¥476.6 tn ** Equity and bond neutral

Loans & Discounts Corp y/y oct 3.5% 3.5% * Equity and bond neutral

Consumer Confidence Index m/m nov 44.9 44.5 44.9 *** Equity and bond neutral

Australia Melbourne Institute Inflation y/y nov 2.7% 2.6% ** Equity and bond neutral

ANZ Job Advertisements m/m nov 1.5% 1.4% * Equity and bond neutral

Inventories q/q 3q 0.2% -0.4% 0.0% ** Equity bullish, bond bearish

Company Operating Profit q/q oct -0.2% -4.5% 0.1% ** Equity bearish, bond bullish

EUROPE

Eurozone Sentix Investor Confidence m/m nov 31.1 34.0 33.4 ** Equity bearish, bond bullish

PPI y/y oct 2.5% 2.9% 2.6% ** Equity and bond neutral

UK Markit/CIPS UK Construction m/m nov 53.1 50.8 51.0 ** Equity bullish, bond bearish

Switzerland Total Sight Deposits CHF m/m dec 576.8 bn 577.5 bn ** Equity and bond neutral

Domestic Sight Deposits CHF m/m dec 475.3 bn 477.9 bn ** Equity and bond neutral

AMERICAS

Canada GDP y/y sep 3.3% 3.5% 3.3% *** Equity and bond neutral

Unemployment rate m/m oct 5.9% 6.3% 6.2% *** Equity bullish, bond bearish

Brazil GDP y/y 3q 1.4% 0.3% 1.4% *** 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) 149 149 0 Up

3-mo T-bill yield (bps) 125 124 1 Neutral

TED spread (bps) 25 25 0 Neutral

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

10-yr T-note (%) 2.40 2.36 0.04 Neutral

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

EUR/USD 3-mo swap (bps) 48 48 0 Up

Currencies Direction

dollar up Down

euro down Up

yen down Neutral

pound up Neutral

franc down 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 $63.13 $63.73 -0.94% Increase in rig counts

WTI $57.69 $58.36 -1.15%

Natural Gas $3.10 $3.06 1.31%

Crack Spread $17.49 $17.52 -0.18%

12-mo strip crack $20.32 $20.40 -0.42%

Ethanol rack $1.51 $1.51 -0.18%

Gold $1,272.99 $1,280.62 -0.60% Stronger Dollar

Silver $16.30 $16.44 -0.88%

Copper contract $310.20 $309.25 0.31%

Corn contract 359.50$       358.75$       0.21%

Wheat contract 441.00$       438.50$       0.57%

Soybeans contract 1,003.25$    994.25$       0.91%

Baltic Dry Freight 1626 1578 48

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 12/1/2017 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 12/1/2017 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,3 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. 

                                                 
3 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. 


