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[Posted: December 07, 2016—9:30 AM EST]  Global equity markets are up this morning.  The 

EuroStoxx 50 is up 1.0% from the last close.  In Asia, the MSCI Asia Apex 50 closed 0.5% 

higher from the prior close.  Chinese markets were higher, with the Shanghai composite up 0.7% 

and the Shenzhen index up 0.9%.  U.S. equity futures are signaling a flat to lower open.  With 

496 companies having reported, the S&P 500 Q3 earnings stand at $31.29, higher than the 

$29.23 forecast for the quarter.  The forecast reflects a 2.0% decline from Q3 2015 earnings.  

Thus far this quarter, 72.5% of the companies reported earnings above forecast, while 20.2% 

reported earnings below forecast. 

 

Today is the 75th anniversary of the bombing of Pearl Harbor, a monumental event that led to 

U.S. involvement in WWII and eventually acceptance of the superpower role at Bretton Woods 

in 1945. 

 

It was another quiet market overnight.  Perhaps the most important overnight news came out of 

China, which continues to see a drain of foreign reserves. 

 

 
(Source: Bloomberg) 

 

For the month of November, foreign reserves fell $69.1 bn, putting them at levels last seen in 

2011.  We believe much of the drain is due to capital flight.  Reports of Chinese buyers of West 
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Coast real estate have been increasing.1  Today’s FT reports that European companies are facing 

restrictions on repatriating earnings from China.  President-elect Trump has been pressing to 

declare China a currency manipulator, a status that would trigger an official investigation and 

consultations with the manipulating nation.  If anything, China is trying to prop up the value of 

the CNY.  If the currency were allowed to float, given the degree of capital flight, the CNY 

would likely plummet.  So, there is no doubt that China manipulates its currency; it isn’t alone in 

this regard.  But, the way China is manipulating the currency is by raising its value, which would 

discourage its exports.  Trump isn’t incorrect that China has used its currency to increase exports 

in the past, but that isn’t the case now. 

 

 
(Source: Bloomberg) 

 

In fact, the CNY has lifted a bit recently, probably on fears that the likelihood of a reaction from 

Trump would increase if the CNY/USD level breaches 7.0.  However, it appears the primary fear 

of Chinese officials is that the CNY will weaken further due to money desperately seeking a 

home outside of China. 

 

As a side note, the primary reserve currency nation needs to have a deep, liquid and open 

financial system.  China’s financial markets have none of these characteristics.  For those 

worried about the CNY becoming a reserve currency and replacing the dollar, China’s recent 

behavior of manipulating its currency and trying to prevent money from leaving the country are 

simply inconsistent with being the primary reserve currency nation. 

 

                                                 
1 https://www.bloomberg.com/news/articles/2016-12-04/vancouver-housing-tax-pushes-chinese-to-1-million-
seattle-homes; 
http://www.seattletimes.com/business/real-estate/seattle-becomes-no-1-us-market-for-chinese-homebuyers/. 
 

https://www.bloomberg.com/news/articles/2016-12-04/vancouver-housing-tax-pushes-chinese-to-1-million-seattle-homes
https://www.bloomberg.com/news/articles/2016-12-04/vancouver-housing-tax-pushes-chinese-to-1-million-seattle-homes
http://www.seattletimes.com/business/real-estate/seattle-becomes-no-1-us-market-for-chinese-homebuyers/
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Tomorrow, Mario Draghi will hold his regularly scheduled ECB policy meeting along with his 

press conference.  It is expected that the ECB will extend its QE program beyond March 2017, 

when it is scheduled to end, but there is the potential he will signal a reduction in the pace of 

buying during that extension period.  We are seeing some short-covering in the EUR in front of 

the meeting.   

 

Finally, we want to take note of a recent comment by Stephen Schwarzman at a Goldman Sachs 

(GS, 231.38) conference yesterday.  Schwarzman, the head of Blackstone (BX, 26.55), says 

the Trump administration will usher in the most profound regulatory/tax changes he's seen 

in his 45 years in finance. 

“The changes as a result [of the election] are going to be very substantial in many areas, 
but particularly in the business community and the financial area. You're going to have a 
very substantial reversal in regulations of all types…if you look at the architecture of the 
financial world, it's going to change very substantially…this is as big a change happening 
all at once – I've been in finance for, I don't know, 45 years? This will be the 
biggest…When you have changes like this that are so profound, it's going to drive higher 
GDP. It's going to make the U.S. a more friendly place for foreign capital. And it's going 
to have significantly accelerated growth not just for financial institutions but for the 
country as a whole…So, this is, like, very important. It's very important. And it's not just 
about some stocks for financial companies, although that would be a nice thing. It's 
much bigger and more impactful over a much longer period of time.” 

Is Schwarzman right?  We are not sure.  There have been some pretty substantial changes over 

the past 45 years.  These changes include the end of restrictions on interstate banking, the end of 

Glass-Steagall, massive industry concentration, Dodd-Frank and a series of massive tax reforms, 

two under Reagan, one each under Clinton and G.H.W. Bush, etc.  So, Schwarzman is guilty of a 

bit of hyperbole here.  We think he is saying that, under President Obama and in the wake of the 

Great Financial Crisis, the financial services industry has been facing a myriad of new 

regulations that have hurt the profitability of the industry.  Is it reasonable to assume some 

degree of regulatory relief?  Yes; the cabinet appointments alone would lead to that outcome.  

But, will President Trump deliver regulatory changes on the scale of interstate banking or the 

removal of Glass-Steagall?  It seems hard to believe that anything of that magnitude is on the 

horizon.    

 

And, it’s important to remember that bringing back Glass-Steagall was part of the GOP platform.  

One of the key unknowns for next year and thereafter is who will best represent Trump’s 

policies—Speaker Paul Ryan or Senior White House Counselor Steve Bannon?  If it’s Ryan, and 

Trump turns out to be a typical GOP establishment supply-sider, then Schwarzman will be more 

correct than not (still guilty of hyperbole but not wrong about regulatory relief).  This outcome 

probably also means that a left-wing populist will win the White House in 2020.  If Trump is a 

Bannon-style populist, banks will face continued regulatory pressure.  At this point, we don’t 

know who Trump will actually be; at present, both Ryan and Bannon supporters are projecting 

their hopes and dreams on the upcoming presidency.  That’s why right-wing populists and 
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supply siders are finding common cause.2  However, their policy goals are not consistent.  

Bannon’s Trump punishes firms for offshoring and puts up trade barriers.  He badgers firms into 

increasing employment and wages.  Ryan’s Trump cuts taxes on the upper income brackets and 

embraces globalization and deregulation.  The visions are not in unison.  If Trump is successful, 

he will convince the two sides that he is their supporter and weave a policy mix that gives 

enough to each side to placate both.  That will take a bit of political mastery. 

 

What’s important here is that the financial market, especially the financial sector, is discounting 

lots of good news.  It remains to be seen how much good news will actually be forthcoming.  

Schwarzman’s quote demonstrates that hopes are high. 

 

U.S. Economic Releases 

 

MBA mortgage applications fell by 0.7% from the prior week.  Purchases increased 0.4% and 

refinancing fell 0.7%.  The average 30-year fixed rate mortgage increased by 4 bps to 4.27% 

from 4.23%.  

 

The table below lists the economic releases and Fed speakers scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 Jolts Job Openings m/m oct 5500 5486 **

15:00 Consumer Credit m/m oct $18.300 bn $19.292 bn **

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 

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. 

 

                                                 
2 In the spirit of Advent, it’s a bit like Isaiah 65:25.  The wolf and the lamb shall feed together, and the lion shall eat 
straw like the bullock: and dust shall be the serpent's meat. They shall not hurt nor destroy in all my holy mountain, 
saith the LORD. 
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Foreign Reserves m/m nov $3.052 tn $3.121 tn $3.061 tn ** Equity and bond neutral

Japan Official Reserves Assets m/m nov $1.219 tn $1.243 tn ** Equity and bond neutral

Leading Index CI m/m nov 101.0 100.3 101.4 ** Equity and bond neutral

Coincident Index m/m nov 113.9 112.7 114.1 ** Equity and bond neutral

Australia AiG Perf of Construction Index m/m nov 46.6 45.9 ** Equity bullish, bond bearish

GDP y/y 3q 1.8% 3.3% 2.2% *** Equity bearish, bond bullish

Foreign Reserves y/y nov $69.9 bn $64.9 bn ** Equity and bond neutral

New Zealand ANZ Job Advertisment y/y nov 2.9% 0.6% ** Equity and bond neutral

EUROPE

Germany Industrial Production y/y oct 1.2% 1.2% 1.2% *** Equity and bond neutral

Italy Unemploymenty Rate Quarterly y/y 3q 11.6% 11.5% 11.6% *** Equity and bond neutral

France Trade Balance y/y oct -5.202 bn -4.769 bn -4.350 bn ** Equity bearish, bond bullish

Current Account Balance y/y oct -3.5 bn -3.4 bn ** Equity and bond neutral

Switzerland Foreign Currency Reserves y/y 3q 648.0 bn 630.3 bn ** Equity and bond neutral

UK Halifax House Prices y/y 3q 0.2% 1.4% 0.2% ** Equity and bond neutral

Industrial Production y/y oct -1.1% 0.3% 0.5% *** Equity bearish, bond bullish

Manufacturing Production y/y nov -0.4% 0.2% 0.7% ** Equity bearish, bond bullish

Russia Official Reserve Assets y/y nov 385.3 bn 390.7 bn 390.0 bn ** Equity and bond neutral

AMERICAS

Brazil FGV Inflation y/y nov 6.8% 8.0% 6.7% *** Equity and bond neutral  
 

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) 95 95 0 Neutral

3-mo T-bill yield (bps) 49 48 1 Up

TED spread (bps) 46 46 0 Neutral

U.S. Libor/OIS spread (bps) 63 63 0 Neutral

10-yr T-note (%) 2.37 2.39 0 Neutral

Euribor/OIS spread (bps) -32 -31 -1 Down

EUR/USD 3-mo swap (bps) 53 56 -3 Down

Currencies Direction

dollar down Up

euro up Down

yen down Down

pound down Up

franc up Down

Central Bank Action Current Prior Expected

RBI Repurchase Rate 6.25% 6.25% 6.00% Above forecast

RBI Reverse Repo Rate 5.75% 5.75% 5.50% Above forecast  
 

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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Weather 

 

The 6-10 and 8-14 day forecasts show cooler temperatures for most of the country, while the 

western region is expected to see warmer temps.  Precipitation is also expected for parts of the 

country north of the southwestern region. 

Price Prior Change Explanation

Brent $53.59 $53.93 -0.63% Pessimism as to whether non-OPEC countries will cut output

WTI $50.64 $50.93 -0.57%

Natural Gas $3.72 $3.64 2.37%

Crack Spread $15.05 $15.01 0.31%

12-mo strip crack $16.25 $16.32 -0.44%

Ethanol rack $1.79 $1.78 0.24%

Gold $1,173.82 $1,169.85 0.34%

Silver $16.81 $16.72 0.52%

Copper contract $268.65 $268.00 0.24%

Corn contract 358.50$       360.50$       -0.55%

Wheat contract 404.25$       406.75$       -0.61%

Soybeans contract 1,045.50$    1,047.75$   -0.21%

Baltic Dry Freight 1186 1196 -10

Actual Expected Difference

Crude (mb) -1.5

Gasoline (mb) 1.8

Distillates (mb) 2.3

Refinery run rates (%) 1.0%

Natural gas (bcf) -45.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report
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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 2, 2016 

 

Last week, we discussed the likely implications of President-elect Trump’s policies on the debt 

markets.  This week, we will look at the impact on the dollar.  Since the election, the dollar has 

generally moved higher. 

 

 
(Source: Bloomberg) 

 

Using the Bloomberg dollar index, a broad-based currency measure, the dollar rose nearly 5% 

after the election.  There are a number of arguments behind the rise.  Trump campaigned for 

fiscal expansion, which could include both infrastructure spending and tax cuts.  The expected 

fiscal expansion could lead to tighter monetary policy and this particular combination is usually 

thought to be bullish for the dollar. 
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This box describes the expected outcomes from the interplay of fiscal and monetary policy.  This 

is a rough guide; the actual outcomes are mostly driven by the degree of policy adjustment.  In 

the early 1980s, the combination of real fed funds of nearly 8.5% and a fiscal deficit of almost 

6% of GDP led to a very strong dollar (the “Volcker dollar”).  Market behavior may be 

anticipating a repeat of this outcome.   

 

However, this assumption depends on the FOMC moving to tighter policy, almost a “hard 

money” stance of the Volcker years.  Simply put, we don’t know for sure whether this will be the 

outcome.  We believe that there is a political struggle in the Trump administration between the 

GOP establishment and right-wing populists.  To personalize the sides, we view it as Speaker 

Paul Ryan versus Steve Bannon.  The FOMC has two open governor positions.  If Ryan’s wing 

of the party wins, we will likely see the Fed change into a hard money central bank, which is a 

quadrant two outcome on the above table.  On the other hand, if Bannon’s wing wins, it is 

possible that we will see doves appointed to the Federal Reserve.  That scenario could lead to a 

quadrant four outcome, which would be quite different from what the market expects. 

 

The policy situation isn’t the only supporting factor for a stronger dollar.  It is estimated that over 

$2.0 trillion is held by U.S. companies offshore in order to avoid corporate taxes.  If corporate 

taxes are reformed, at least some of this money will come back home which would lift the dollar.  

If Trump were to put up trade barriers as promised, the current account deficit would shrink, 

which would reduce the supply of dollars and boost the dollar’s value as well.  Thus, for now, we 

expect the dollar to get the benefit of the doubt and it will likely continue to appreciate. 

 

What is hurt by a stronger dollar?  The two asset classes most at risk from dollar strength are 

commodities and emerging markets.  Since the election, commodity prices have been mixed; the 

Bloomberg commodity index is actually higher since the election, up 2.7%.  Industrial metals are 

up 6.4% over this time period and energy is up 5.9%.  At the same time, gold is down 7.4%.  The 

MSCI Emerging Market Index is down 2.8% since the election.  If the dollar continues to 

appreciate, these asset classes will likely face further declines.   

 

 
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 12/6/2016 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 12/6/2016 close) 
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Real Estate
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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 
 

December 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 11/30/2016 = 19.7x

 
 

Based on our methodology,3 the current P/E is 19.7x, up 0.2x from our last report.  Higher equity 

levels account for the increase in the ratio. 
 

 
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 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 the actual (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. 


