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[Posted: November 8, 2016—9:30 AM EST]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is unchanged from the last close.  In Asia, the MSCI Asia Apex 50 closed 

0.4% higher from the prior close.  Chinese markets were higher as well, with the Shanghai 

composite up 0.5% and the Shenzhen index up 0.7%.  U.S. equity futures are signaling a lower 

opening.  With 437 companies having reported, the S&P 500 Q3 earnings stand at $31.16, higher 

than the $29.60 forecast for the quarter.  The forecast reflects a 2.0% decline from Q3 2015 

earnings.  Thus far this quarter, 73.0% of the companies reported earnings above forecast, while 

20.8% reported earnings below forecast. 

 

There isn’t much more we can add on the election at this point.  It appears the financial markets 

have discounted a narrow Clinton win, but we would still not be shocked to see Trump prevail.  

We have been concerned about the reliability of polls and betting sites in this election due to 

political polarization.  There is a pretty good chance we will know the outcome when we publish 

tomorrow, although even that outcome isn’t certain.  Given that the financial markets expect a 

Clinton win, if she does meet expectations, we would not expect a major market reaction.  On the 

other hand, a Trump win will likely lead to a short, but sharp, equity selloff; most analysts put 

this in the 5% range.  We are less sanguine and would expect something closer to 10%.  

However, the drop shouldn’t last too long.   

 

We got a plethora of data from China overnight (see below).  We want to highlight a couple of 

items.  Exports (in USD) were weak, falling over 7%.   

 

 
(Source: Bloomberg) 
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This chart shows the yearly change in Chinese exports along with the 12-month moving average.  

Since January 2015, we have only seen two months with positive readings and the yearly average 

has been negative all year after steadily declining last year.  China’s export sector is suffering 

and it’s showing up in two other numbers, the exchange rate and reserves. 

 

 
(Source: Bloomberg) 

 

This chart shows the CNY/USD on an inverted scale.  As China’s exports began to falter last 

year, China has been guiding its exchange rate lower.   

 

Foreign reserves have been weaker as well. 

 

 
(Source: Bloomberg) 

 

In October, China’s foreign reserves fell $45.7 bn.  As the chart shows, the pace of the decline 

has slowed to some extent, but most of that slowdown probably occurred due to tighter 
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regulations on capital flight.  However, falling exports will tend to lead to a weaker currency and 

a steady decline in foreign reserves.  With less growth coming from exports, China will be forced 

to either live with slower growth or use other means to maintain growth.  This may mean more 

investment (and debt) or, with luck, rising consumption.  Although it may be too soon to tell, we 

do note that the Xi regime fired its finance minister, Lou Jiwei.  Mr. Lou was an outspoken 

reformist figure who supported economic restructuring.  Removing him could signal that 

Chairman Xi intends to maintain the investment model.  The firing was a surprise, although we 

do note he was approaching retirement age and it was highly unlikely he would have been 

reappointed.  The fact that Xi decided to fire him rather than allow him to retire suggests the 

leadership of the CPC wanted him removed, probably for a less independent replacement.  

 

U.S. Economic Releases 

 

The small business optimism index for October came in stronger than expected, at 94.9 

compared to forecasts of 94.1.   

 

 
(Source: Bloomberg) 

 

The index reached its highest level of the year, although it is well below the peak for this cycle 

set last year.  It is also noteworthy that the index is well below levels observed from 1994 to 

2005.  Overall, this data suggests an improving economy and is supportive for equities. 

 

There were no economic releases prior to this publication. The table below lists the economic 

releases and speakers scheduled for the rest of the day. 
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EDT Indicator Expected Prior Rating

10:00 JOLTS Job Openings m/m oct 5488.0 5443.0 **

EST Speaker or event

14:00 Charles Evans Speaks on Economy and Policy in NY

Economic Releases

President of the Federal Reserve Bank of Chicago

District or position

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

China Trade Balance y/y oct $49.06 bn $41.99 bn $51.7 bn ** Equity bearish, bond bullish

Exports y/y oct -7.3% -10.0% -6.0% ** Equity bearish, bond bullish

Imports y/y oct -1.4% -1.9% -1.0% ** Equity and bond neutral

Japan Official Reserve Assets y/y 3Q -$1242.8 bn $1260.1 bn * Equity and bond neutral

Leading Index CI y/y 3Q 100.5 100.9 100.5 ** Equity and bond neutral

Coincident Index y/y 3Q 112.1 112.1 112.0 ** Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption y/y oct 117.8 114.1 ** Equity bullish, bond bearish

NAB Business Conditions y/y sep 6 8 ** Equity and bond neutral

NAB Business Confidence m/m oct 4 6 ** Equity and bond neutral

New Zealand ANZ Truckometer Heavy q/q oct -0.2% -1.4% * Equity and bond neutral

EUROPE

Germany Industry Production y/y sep -1.8% 2.5% -0.5% ** Equity bearish, bond bullish

Trade Balance y/y oct $24.4 bn $20.0 bn $22.4 bn ** Equity bullish, bond bearish

Current Accout Balance y/y oct $24.2 bn $17.9 bn $24.5 bn ** Equity and bond neutral

Exports y/y oct -0.7% 5.4% -0.8% ** Equity and bond neutral

Imports y/y oct -0.5% 3.0% -0.2% ** Equity and bond neutral

France Trade Balance m/m oct $4.769 bn $4.2 bn -$4.255 bn ** Equity bullish, bond bearish

Budget Balance y/y oct -$83 bn -$96 bn * Equity and bond neutral

Current Accout Balance y/y 3Q -$3.4 bn -$2.1 bn *** Equity and bond neutral

UK Industry Production y/y nov 0.3% 0.7% 0.8% * Equity bearish, bond bullish

Manufacturing Production y/y nov 0.2% 0.5% -0.1% * Equity and bond neutral

Switzerland Unemployment Rate y/y oct 3.2% 3.2% 3.2% ** Equity and bond neutral

AMERICAS

Canada Housing Starts y/y oct 192.9k 220.6k 195.0k * Equity and bond neutral

Building Permits y/y oct -7.0% 10.4% -5.8% * Equity bearish, bond bullish

Brazil FGV Inflation y/y nov 8.0% 9.7% 8.1% * 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 88 88 0 Neutral

3-mo T-bill yield (bps) 40 40 0 Neutral

TED spread (bps) 48 48 0 Neutral

U.S. Libor/OIS spread (bps) 52 51 1 Up

10-yr T-note (%) 1.83 1.83 0 Neutral

Euribor/OIS spread (bps) -31 -31 0 Neutral

EUR/USD 3-mo swap (bps) 46 45 1 Up

Currencies Direction

dollar steady Up

euro down Down

yen down Down

pound down Down

franc down Up  
 

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 $46.04 $46.15 -0.24%

WTI $44.76 $44.89 -0.29%

Natural Gas $2.70 $2.82 -4.23% Warm weather

Crack Spread $13.70 $13.67 0.25%

12-mo strip crack $15.06 $15.07 -0.07%

Ethanol rack $1.74 $1.74 0.14%

Gold $1,280.73 $1,281.64 -0.07% Election expectations

Silver $18.28 $18.19 0.53%

Copper contract $230.70 $230.95 -0.11%

Corn contract 346.75$       346.25$       0.14% Strengthening Dollar

Wheat contract 410.50$       410.00$       0.12%

Soybeans contract 1,005.75$    998.50$       0.73%

Baltic Dry Freight 870 855 15

Actual Expected Difference

Crude (mb) 1.5 -1.5

Gasoline (mb) -1.8 1.8

Distillates (mb) -2.5 2.5

Refinery run rates (%) 0.5% 0.0

Natural gas (bcf) 57.00 -57.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 

 

The 6-10 day forecast is calling for normal temps for the Eastern Seaboard but warmer than 

normal temps everywhere else.  Below is the 8-14 day forecast, which is showing continued mild 

weather for most of the nation.  Continued mild weather is pressuring natural gas prices, which 

are very sensitive to temperature.  Essentially, every day of mild weather after November 1st is a 
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day of demand loss for the season.  Note that the forecast below takes us into the week of 

Thanksgiving, indicating that the majority of the month will likely be warmer than normal.   

 

 

(Source: National Oceanic and Atmospheric Administration)

http://www.cpc.ncep.noaa.gov/products/predictions/814day/814temp.new.gif
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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.  

 

November 4, 2016 

 

With the elections coming next week, it seems like a good time to look at how markets have 

historically performed during election cycles.  We will compare the current election cycle against 

previous cycles.   
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The blue line in the chart above shows the indexed market return for the period 1928-2015.  To 

create this average cycle, we use the weekly returns of the S&P 500 Index starting with the first 

week of the election year through the end of the fourth year of the presidential term.  The weekly 

dataset begins in 1928.  The average gain in the first year of the cycle is about 6%.  By Q3 of the 

second year of the cycle, the average return of the S&P 500 is approximately 13%.  Equity 

markets move sideways to lower into late Q3 of the third year and then, on average, stage a 

strong rally into the last year before the election cycle begins anew.  The rally that begins in year 

three is a fairly well documented phenomena; politicians want to be re-elected and thus create 

policies that boost growth and, on average, lift equity prices as well.  We have added the S&P 

500 performance for the current cycle, indexed to the first Friday close of 2016 (red line).  

Although the market has been volatile, its performance has been close to average since the dip in 

Q1.   

 

To further analyze the data, we break the historical data into four categories: incumbent 

Democrat president, incumbent Republican president, new Democrat president and new 

Republican president.  We define incumbent as a consistent party in power.  For example, this 
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means we had a Democratic incumbent from 1936 through 1951, which encompassed both 

Roosevelt and Truman.  Similarly, we had an incumbent GOP from 1984 through 1991 which 

included Reagan’s second term and Bush’s only term.   
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As the chart shows, markets have had the best outcome when an incumbent Democrat wins.   A 

new Republican president tends to track an incumbent Democrat until the year after the election, 

then underperforms.  A new Democrat has historically been the worst outcome for the market 

(excluding the late 4th year rally).  The current cycle is mostly following the incumbent 

Democrat/new Republican averages, suggesting that the equity market isn’t offering significant 

insights thus far.  However, it does imply that, regardless of the outcome on Tuesday, we will 

likely see a recovery into the New Year in that we will either have a new GOP president or an 

incumbent Democrat president. 

 

Although most analysts are assuming a Clinton win based on polling, this analysis does suggest 

some equity market trepidation as we are currently underperforming both of the most probable 

outcomes.1  This underperformance could reflect the volatile nature of this election season or 

expectations of monetary policy tightening in December.  However, given the usual electoral 

pattern, we would not be surprised to see a stronger equity market into at least the first half of 

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.  

                                                 
1 It is possible a third party could win, but highly improbable.  The most likely outcome is either an incumbent 
Democrat or a new Republican. 
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Data Section 

 

U.S. Equity Markets – (as of 11/7/2016 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 11/7/2016 close) 
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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 

 

November 3, 2016  
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P/E as of 11/2/2016 = 19.2x

 
 

Based on our methodology,2 the current P/E is 19.2x, down 0.1x from last week.  Slightly lower 

equity levels are the cause of the decline in the P/E. 

 

 
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 (Q1 and Q2) and two estimates (Q3 and 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. 


