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[Posted: November 10, 2016—9:30 AM EST]  Global equity markets are higher this morning.  

The EuroStoxx 50 is up 0.7% from the last close.  In Asia, the MSCI Asia Apex 50 closed 1.3% 

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

up 1.4% and the Shenzhen index also up 1.4%.  U.S. equity futures are signaling a higher 

opening.  With 447 companies having reported, the S&P 500 Q3 earnings stand at $31.20, higher 

than the $29.49 forecast for the quarter.  The forecast reflects a 2.0% decline from Q3 2015 

earnings.  Thus far this quarter, 72.6% of the companies reported earnings above forecast, while 

21.1% reported earnings below forecast. 

 

The Trump rally continues this morning; so does the bond selloff.  Like all analysts, we are still 

trying to figure out how the Trump administration will govern.  To some extent, we are seeing a 

bit of “hope and change” being projected on the markets with assumptions of regulatory rollback 

and tax cuts for all.  Because Trump’s plans are not detailed, it is easy to cast hopes that many 

favorable changes will emerge.  There will obviously be significant changes but probably not as 

much as the current euphoria suggests.   

 

Still, one trend that does seem to be emerging is that Trumponomics will likely be a combination 

of policies that could be profoundly stimulative.  Trump does appear to be planning a large fiscal 

stimulus that will include infrastructure spending coupled with tax cuts and tax reform.  The 

usual problem with such policies, beyond the expanding deficit, is that some of the stimulus is 

lost to imports.  However, if you couple the fiscal stimulus with trade barriers, there is less 

leakage and more growth.  Of course, there is a downside (isn’t there always!); the more trade is 

restricted, the greater the potential for inflation.  The Fed will likely react to rising inflation, 

although the degree of the reaction will be dependent on the composition of the FOMC.  The 

issue of Fed independence is critical to how strongly the central bank reacts.  If it reacts strongly, 

we could get a “Volcker dollar.”  If the Fed is restrained by political pressure, the dollar still 

rallies but not nearly as much as if rates remain accommodative.   

 

If this is the scenario, it will likely end secular stagnation for the U.S. but lead to much weaker 

global growth.  The boost to the U.S. economy will be profoundly popular with the populist 

classes, less so for the establishment, who will lose some of the benefits of globalization.  From a 

market perspective, we will likely see rising interest rates, a stronger dollar (the magnitude 

determined by Fed policy), stronger equities and weaker global growth and foreign markets 

(America First!).   

 

Here is an interesting quote from Sen. Sanders. 

Donald Trump tapped into the anger of a declining middle class that is sick and 

tired of establishment economics, establishment politics and the establishment 
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media. People are tired of working longer hours for lower wages, of seeing 

decent paying jobs go to China and other low-wage countries…To the degree 

that Mr. Trump is serious about pursuing policies that improve the lives of 

working families in this country, I and other progressives are prepared to work 

with him. To the degree that he pursues racist, sexist, xenophobic and anti-

environment policies, we will vigorously oppose him. 

It isn’t much of a stretch to see the Warren/Sanders wing supporting much of what we have 

outlined above.  They won’t necessarily like the tax changes but will probably get behind the 

trade activity.  And, it should be noted that the president can do much on trade unilaterally.  Tax 

policy will be harder because it will need Congressional support. 

 

In a surprise move, earlier this week, Indian PM Modi abolished the existing banknotes of INR 

500 ($7.50) and INR 1000 ($15.00).  Thus, they are no longer legal tender, although they can be 

deposited into the banking system until December 30.  This is a big deal; 86% of the value of all 

cash in circulation is denominated in these bills.  This was done to undermine corruption and 

apparently prevent further counterfeiting.  He did say that new INR 500 notes will eventually be 

issued along with the creation of an INR 2000, probably with greater protections to prevent 

counterfeiting.  One of the potential outcomes from this decision could be an increase in gold 

demand.  India is the second largest consumer of gold, buying 848.9 metric tons of gold last 

year.  Uncertainty about the state of Indian currency might lead households to buy gold as a store 

of value, which is already a factor in gold demand. 

 

U.S. crude oil inventories rose 2.4 mb compared to market expectations for a 1.5 mb build.   
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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.  As the 

chart below shows, seasonally, inventories tend to stabilize into the end of November and decline 

into year’s end.  Refineries are coming back from maintenance, which boosts demand.  Still, 

inventories remain quite elevated. 
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Based on inventories alone, oil prices are overvalued with the fair value price of $39.89.  

Meanwhile, the EUR/WTI model generates a fair value of $45.64.  Together (which is a more 

sound methodology), fair value is $41.96, meaning that current prices are above fair value.  Most 

likely, the divergence from fair value is due to hopes of an OPEC deal that would boost prices.   

The IEA warns today that non-OPEC producers are raising production, suggesting that Brazil, 

Canada, Kazakhstan and Russia could raise output by up to 0.5 mbpd.  Given current OPEC 

output, cuts ranging from 0.8 mbpd to 1.3 mbpd will be necessary to bring output down to the 
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target range of 32.5 mbpd to 33.0 mbpd.  With non-OPEC output rising, OPEC really needs to 

make credible cuts at the Nov. 30th meeting.  If it fails, oil prices could fall into the high $30s.   

 

U.S. Economic Releases 

 

Today, initial job claims came in at 254k, which is below the 260k that was forecast.  Continuing 

claims came in at 2.041m, which is above the forecast of 2.025m.  The prior week’s continuing 

claim report was revised downward from 2.026m to 2.023m.  This data support the claim that the 

labor market is strengthening. 

 

 
 

The chart above shows the four-week moving average of initial claims.  Despite the four-week 

moving average rising slightly from 257.8 to 259.5, initial jobless claims seem to be following a 

downward trend.  

 

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

economic releases and speakers scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Confort m/m nov 44.6 **

13:00 Monthlt Budget Statement m/m oct -70.0 bn -136.6 bn **

EST Speaker or event

9:15 James Bullard Speaks on U.S. Economic Outlook in St. Louis

12:45 Jeffrey Lacker Speaks in Richmond President of the Federal Reserve Bank of Richmond

Economic Releases

President of the Federal Reserve of St. Louis

District or position

Fed speakers or events
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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

Japan Machine Orders y/y sep 4.3% 11.6% 4.1% ** Equity and bond neutral

Japan Buying Foreign Bonds y/y nov 604.9 bn 891.9 bn ** Equity and bond neutral

Foreign Buying Japan Bonds y/y nov -6.2 bn -267.8 bn ** Equity and bond neutral

Foreign Buying Japan Stocks y/y nov -106.4 bn 108.9 bn * Equity and bond neutral

Japan Buying Foreign Stocks y/y nov 183.3 bn 207.1 bn ** Equity and bond neutral

Money Stock M2 y/y oct 3.2% 3.1% 3.1% ** Equity and bond neutral

Tokyo Avg Office Vacancies y/y oct 3.64 3.70 ** Equity bullish, bond bearish

India Local Car Sales y/y oct 195036 195259 * Equity and bond neutral

Australia Consumer Inflation Expectation y/y nov 3.2% 3.7% ** Equity and bond neutral

Home Loans m/m sep 1.6% -3.0% -1.6% ** Equity bullish, bond bearish

Investment Lending y/y sep 4.6% 0.1% ** Equity bullish, bond bearish

Owner-Occupier Loan Value y/y sep 0.9% -1.6% * Equity bullish, bond bearish

EUROPE

France Wages q/q 3Q 0.2% 0.3% 0.3% ** Equity and bond neutral

Non-Farm Payrolls q/q 3Q 0.3% 0.2% 0.1% ** Equity and bond neutral

Industry Production y/y sep -1.1% 2.1% -0.3% *** Equity bearish, bond bullish

Manufacturing Production y/y sep -0.9% 0.7% 0.4% ** Equity bearish, bond bullish

Italy Industry Production y/y sep 1.8% 2.2% 4.1% *** Equity bearish, bond bullish

Russia Gold and Forex Reserve y/y nov 395.7 bn 391.0 bn * Equity and bond neutral

AMERICAS

Canada New Housing Price y/y sep 2.8% 2.7% 2.8% ** Equity and bond neutral

Brazil Retail Sales y/y sep -5.9% -5.5% -5.5% ** 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 89 -1 Down

3-mo T-bill yield (bps) 43 42 1 Up

TED spread (bps) 46 46 0 Neutral

U.S. Libor/OIS spread (bps) 54 53 1 Up

10-yr T-note (%) 2.11 2.05 0 Neutral

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

EUR/USD 3-mo swap (bps) 42 45 -3 Down

Currencies Direction

dollar up Up

euro down Down

yen steady Down

pound steady Down

franc down Neutral

Central Bank Action Current Prior Expected

RBNZ Official Cash Rate 1.75% 2.00% 1.75% On 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. 

 
Price Prior Change Explanation

Brent $46.27 $46.36 -0.19%

WTI $44.95 $45.27 -0.71%

Natural Gas $2.63 $2.69 -2.12% Warm weather

Crack Spread $13.32 $12.91 3.19%

12-mo strip crack $14.35 $14.11 1.67%

Ethanol rack $1.73 $1.73 -0.13%

Gold $1,279.81 $1,277.98 0.14% Election expectations

Silver $18.59 $18.49 0.57%

Copper contract $256.85 $245.95 4.43%

Corn contract 344.25$       340.75$       1.03% Strengthening Dollar

Wheat contract 410.50$       406.75$       0.92%

Soybeans contract 1,006.50$    991.00$       1.56%

Baltic Dry Freight 954 911 43

Actual Expected Difference

Crude (mb) 2.4 2.0 0.4

Gasoline (mb) -1.3 -1.5 0.2

Distillates (mb) -5.6 -2.0 -3.6

Refinery run rates (%) 2.0% 0.5% 1.6%

Natural gas (bcf) 51.00

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 

 

The 6-10 and 8-14 day forecasts continue to call for mild weather, undermining natural gas 

demand.  Precipitation is also expected for the Midwestern and western regions of the country. 
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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 11/9/2016 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 11/9/2016 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 10, 2016  
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P/E as of 11/9/2016 = 19.1x

 
 

Based on our methodology,2 the current P/E is 19.1x, down 0.1x from last week.  Improved 

earnings 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. 


