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[Posted: December 22, 2017—9:30 AM EDT]  Global equity markets are lower this morning.  

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

down 0.5% from the prior close.  Chinese markets were lower, with the Shanghai composite 

down 0.1% and the Shenzhen index down 0.2%.  U.S. equity index futures are signaling a lower 

open. 

 

(Note to readers: The Daily Comment will go on hiatus next week after today; commentary 

will resume on January 2, 2018.  From all of us at Confluence, thanks for reading!  We wish 

you a Merry Christmas and Happy New Year.) 

 

The big news was from Europe.  Here is what we are watching this morning: 

 

Catalonia returns: Catalonia held regional elections yesterday and the results, though not 

completely conclusive, favored independence.  The coalition of parties that want separation won 

70 seats, but Ciudadanos received the most votes and thus won the most seats, 37 out of 135.  

Ciudadanos is a center-left party that opposes independence.  Of the top three parties in terms of 

seats in the regional parliament, the largest opposes independence while the next two support it.  

Interestingly enough, the positions are becoming hardened; parties with no opinion on separation 

only won 9.1% of total votes compared to 13.1% in 2015. 

 

To a great extent, this vote solved nothing.  It was a real political blow for PM Rajoy.  His 

center-right Popular Party only won three seats, a dismal showing.  This election suggests that a 

center-left government is probably the only hope for a national government that can keep 

Catalonia in Spain.  In addition, it isn’t clear how the separation coalition can govern.  Its leaders 

are in exile and face arrest if they return to Spain.  If new leaders emerge, Rajoy may simply 

arrest them too.   

 

For the time being, Catalonia will be governed from Madrid until a new government is formed.  

There is no obvious solution to the current impasse.  However, it appears to us that Rajoy 

probably won’t be the leader to resolve the problem.  The problem for the financial markets is 

that Ciudadanos is an unknown quantity; Rajoy has embraced austerity and can argue that it has 

worked to some degree.  The chart below shows Spain’s unemployment rate.  Although it 

remains elevated, at 15.1%, the trend is clearly going in the right direction.  The fear in the 

markets is that if Rajoy’s government falls on this issue, a left-wing government may reject 

austerity and put the Eurozone at risk again. 
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We will be watching to see if any of the established parties in Madrid decide to call a no-

confidence vote and trigger new elections.  Currently, Rajoy is running a minority government so 

there is the potential for new elections, which would be bearish for the EUR and Spanish 

financial assets. 

 

Government funding: As expected, Congress passed a temporary spending bill, but nothing was 

really resolved.  A whole host of issues will need to be addressed by January 19. 

 

 U.S. Economic Releases 

 

More key economic data was released this morning.  Let’s jump in! 

 

Personal income for November came in a bit weaker than forecast at 0.3% compared to 

expectations of a 0.4% rise.  Spending exceeded expectations, rising 0.6% compared to a forecast 

rise of 0.5%.  However, October spending was revised lower to 0.2% from the last report of 

0.3%.  The yearly change in the PCE deflator was 1.8%, on forecast.  And, the all-important core 

PCE deflator, the Fed’s inflation bogey, rose 1.5%, also on forecast and still well below the 

target of 2.0%. 

 

First, a look at income.  Over the past 12 months, overall income is up 4.5% while wages and 

salaries are up 3.8%.  This is roughly on average. 
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Transfers (Social Security, Medicare, Medicaid, unemployment insurance, disability, etc.) 

remain at 17.5% of total personal income. 

 

 
 

Transfers used to rise with each recession then decline roughly back to the previous percentage 

of total income.  However, this pattern hasn’t occurred in the last two cycles; transfers rose and 

held at relatively high levels.  It is worth noting that the GOP’s plan appears to be to reduce 
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spending to deal with rising deficits (due mostly to the tax cuts).  If so, this is a large part of 

income and would have a detrimental impact on spending. 

 

Spending rose 4.5% from last year. 

 

 
 

When spending rises faster than income it leads to the inevitable—a drop in personal saving. 

 

 
 

Saving as a percentage of after-tax income fell to 2.9%, the lowest level since November 2007.  

Although the tax bill may boost after-tax income and lift saving (assuming spending doesn’t rise 

faster), most of the saving will be business saving.  Thus, the tax bill impact probably won’t be 

significant.   
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Durable goods orders for November came in weaker than forecast at 1.5% compared to 

expectations of a 2.0% rise.  However, October was revised to -0.4% from the previously 

reported -0.8%, suggesting data near forecast over the October/November time frame.  

Excluding the volatile transportation sector, durable orders fell 0.1%, much weaker than the 

0.5% expected.  October was also revised lower to 0.9% compared to the 1.3% initially reported.  

Thus, excluding transportation, this was a weak number.  Capital goods orders excluding aircraft, 

a good proxy for investment spending, rose 0.3%, on forecast, with October revised to 1.3% 

from the last report of 1.1%. 

 

 
 

Non-defense capital goods ex-aircraft remain elevated. 
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The table below shows the schedule for the rest of the day.   

 

EDT Indicator Expected Prior Rating

10:00 New Home Sales Nov  655k 685k ***

 U. of Michigan Sentiment m/m dec 97.2% 96.8% ***

Economic Releases

No speakers or events scheduled

Fed speakers or events

 
 

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.  
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

New Zealand GDP q/q Q3 0.6% 0.8% 0.6% *** Equity and bond neutral

EUROPE

Eurozone consumer confidence m/m dec 0.5 0.1 0.2 *** Equity bullish and bond neutral

France PPI y/y nov 1.4% 1.5%  * Equity and bond neutral

GDP y/y Q3 2.3% 2.2% 2.2% *** Equity and bond neutral

Germany Import prices y/y nov 2.7% 2.6% 2.6% * Equity and bond neutral

GfK consumer confidence m/m jan 10.8 10.7 10.7 ** Equity and bond neutral

Italy Economic Sentiment m/m dec 108.9 108.8  ** Equity and bond neutral

Manufacturing Sentiment m/m dec 110.9 110.8 111.1 *** Equity and bond neutral

consumer confidence m/m dec 114.6 114.3 114.3 *** Equity and bond neutral

Industrial orders y/y oct 12.5% 4.5% ** Equity bullish, bond bearish

Switzerland KOF Leading Indicator m/m dec 111.3 110.3 110.5 * Equity bullish, bond bearish

U.K. GDP q/q Q3 0.4% 0.4% 0.4% *** Equity and bond neutral

AMERICAS

Canada GDP m/m oct 0.0% 0.2% 0.2% *** Equity bearish, bond bullish

Mexico Unemployment rate m/m nov 3.4% 3.4% 3.3% ** Equity bullish 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. 

 



 

 

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

www.confluenceinvestment.com 

 7 

Today Prior Change Trend

3-mo Libor yield (bps) 166 164 2 Up

3-mo T-bill yield (bps) 133 132 1 Neutral

TED spread (bps) 33 32 1 Neutral

U.S. Libor/OIS spread (bps) 142 142 0 Up

10-yr T-note (%) 2.48 2.48 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 78 65 13 Down

Currencies Direction

dollar up Neutral

euro down Up

yen steady Neutral

pound down Neutral

franc down 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 $64.54 $64.90 -0.55% Stronger dollar

WTI $58.02 $58.36 -0.58%  

Natural Gas $2.64 $2.60 1.46% Bullish DOE data

Crack Spread $18.02 $18.13 -0.63%

12-mo strip crack $19.94 $20.06 -0.60%

Ethanol rack $1.40 $1.40 0.09%

Gold $1,268.41 $1,266.60 0.14%  

Silver $16.20 $16.13 0.41%

Copper contract $322.25 $321.95 0.09%

Corn contract 351.50$       351.25$       0.07%

Wheat contract 427.00$       427.00$       0.00%

Soybeans contract 961.75$       959.00$       0.29%

Baltic Dry Freight 1430 1476 -46

Actual Expected Difference

Crude (mb) -6.5 -3.1 -3.4

Gasoline (mb) 1.2 2.3 -1.1

Distillates (mb) 0.8 0.3 0.5

Refinery run rates (%) 0.70% -0.30% 1.0%

Natural gas (bcf) -182.0 -164.0 -18

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts are calling for a deep cold snap that should last into New 

Year’s, although we are seeing a warming trend develop in the southwestern 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 22, 2017 
 

(N.B. This will be the last Asset Allocation Weekly for 2017.  We thank our readers and wish them a Merry 

Christmas and Happy New Year.  The next report will be published on January 5, 2018.) 

 

As equity markets continue to trend higher, there are always worries about how long the bull 

market can last.  In general, bull markets over the past three decades have tended to end with 

recessions, triggered either by a policy mistake or a geopolitical event.  Unfortunately, the latter 

are binary events and difficult to predict.  We do pay close attention to such events in our 

Weekly Geopolitical Reports. 

 

Due to its importance to financial asset performance, we also closely monitor the economy.  One 

of our more simple indicators is constructed with commodity prices, initial claims and consumer 

confidence.  We standardize the data and combine it into a single indicator.  The thesis behind 

this indicator is that these three components should offer clear signals on the economy; in other 

words, rising initial claims coupled with falling commodity prices and consumer confidence is a 

warning that a downturn may be imminent.  The opposite condition should support further 

economic recovery.   
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This chart shows the results of the indicator and the S&P 500 since 1995.  We have placed 

vertical lines when the indicator falls below zero.  Although it works fairly well as a signal that 

equities are turning lower, it is a bit slow. 
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To make a more sensitive indicator, we took the 18-month change and put the signal at -1.0.  

This triggers a more useful sell signal and also eliminates the false positives that setting it at zero 

would generate.  However, we do pay close attention when the 18-month change falls under 

zero.   

 

What does the indicator say now?  Clearly, if we are going to have a pullback, it won’t be from 

the economy.  The economy is healthy and will be supportive for equity markets.  That doesn’t 

mean that valuation doesn’t matter, but it does suggest that the economy shouldn’t cause a bear 

market in the near term.  

  

   

 
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 12/21/2017 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 12/21/2017 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 
 

December 21, 2017 
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P/E as of 12/20/2017 = 20.7x

 
 

Based on our methodology,1 the current P/E is 20.6x, up 0.1x from last week.  The rise in the 

ratio is mostly due to the rise in the index.   
 
 
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. 


