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[Posted: November 13, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is down 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 closed up 

0.1% from the prior close.  Chinese markets were up, with the Shanghai composite up 0.4% and 

the Shenzhen index up 0.4%.  U.S. equity index futures are signaling a lower open.  With 457 

companies having reported, the S&P 500 Q3 earnings stand at $33.36, higher than the $32.46 

forecast for the quarter.  The forecast reflects a 3.7% increase from Q3 2016 earnings.  Thus far 

this quarter, 73.5% of the companies reported earnings above forecast, while 17.9% reported 

earnings below forecast. 

 

Happy Monday!  Here are the news items we are watching this morning: 

 

The president’s trip to Asia comes to a close: The president stayed mostly on script for the 

early part of his trip but began to stray toward the end.  We suspect historians will look at his 

APEC speech as one of the clearest signals that the U.S. is ending its superpower role.  Although 

there is much being made over the 11 remaining TPP nations putting together the treaty, in 

reality, there isn’t much to make the group work without the U.S. and China.  Among the 

remaining nations there isn’t an obvious importer of last resort, a key element of multilateral 

trade deals.  Essentially, multilateral trade deals are geopolitical entities, not trade agreements.  If 

the U.S. would have passed TPP and TTIP, the U.S. would have been the effective “center of the 

trading world,” straddling both the Asia-Pacific and the Atlantic.  Instead, the U.S. is promising a 

series of bilateral agreements.  It is interesting to note that Chairman Xi’s speech promoted 

globalization and got a standing ovation from the delegates.  Trump’s speech didn’t.  Perhaps the 

quote of the weekend came during the president’s visit to Vietnam. 

 

“Xi Jinping’s ambitions are dangerous for the whole world,” General Cuong said. 

“China uses its money to buy off many leaders, but none of the countries that are 

its close allies, like North Korea, Pakistan or Cambodia, have done well. 

Countries that are close to America have done much better. We must ask: Why is 

this?”1 

-Maj. Gen. Le Van Cuong 

Another, perhaps more unsettling, quote: 

 

“Everybody thinks that the U.S.-Japan alliance will last forever,” said former 

defense minister Shigeru Ishiba, a member of Abe’s Liberal Democratic Party and 

                                                 
1 https://www.nytimes.com/2017/11/11/world/asia/vietnam-china-us.html  
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supporter of rewriting the constitution, said in an interview last month. “I don't 

think so.”2 

Was the trip a success?  If the goal of the trip was to clearly state Trump’s Jacksonian foreign 

policy, then yes it was.  Is that outcome good for financial markets?  As with every major event, 

it’s mixed and will take a long time to sort out.  But, in the end, we are in the steady process of 

seeing the U.S. abdicate its hegemonic role which will most likely lead to rising global 

insecurity. 

 

Taxes: The House tax bill may get a vote before Thanksgiving and we expect it to narrowly 

pass.  However, the Senate is facing much tougher sledding.  Perhaps the biggest problem will be 

reconciliation.  The two bills are not close in construction.  At best, we will likely see a modest 

package of tax cuts without significant restructuring.  At worst, this effort will fail.  The odds of 

failure are rather elevated.   

 

May’s troubles: Forty Tory MPs are apparently prepared to sign a letter of no-confidence on 

PM May.  The important number is 48, which would trigger a no-confidence vote within the 

Conservative Party and bring a leadership contest.  The strong Brexit supporters, mainly Michael 

Gove and Boris Johnson, are pressing for a “hard Brexit” which will limit May’s negotiating 

position and put the London financial industry at risk.  In addition, a hard Brexit would almost 

certainly lead to a hard border in Northern Ireland and put the Good Friday Agreement at risk.  

The GBP slipped on the news. 

 

Bitcoin slips: As the popularity of bitcoin has increased, the ability of the “plumbing” to handle 

transactions has been adversely affected.  The founders have tried to come up with a compromise 

that would maintain the cryptocurrency’s structure but allow for larger transactions to occur.  

That compromise has failed and there is concern that traders will gravitate to other competing 

instruments. 

 

 
(Source: Bloomberg) 

                                                 
2 Washington Post, Worldview. 
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Note the recent decline in bitcoin.  Although the correlation between bitcoin and gold isn’t all 

that close, both instruments play a similar role—a safe, anonymous store of value.  We note that 

gold is doing better today as bitcoin prices fall. 

 

The Alabama Senate race: Although the polls are tightening, we note the betting sites are still 

putting their money on Roy Moore. 

 

 
(Source: Predictit.org) 

 

In general, we have more confidence in betting sites than polls.  The latter face problems of 

sampling and participant lying.  On the other hand, one can hold an opinion in a betting pool but 

stand to lose money if they are wrong.  Perhaps the most interesting part of this election is that 

the GOP establishment would probably prefer Jones, the Democrat; although he would be a 

member of the opposition, a Democrat in Alabama is probably conservative and may be a more 

reliable voter than Moore.  We will likely see more of this in the coming years as the party 

coalitions reform.  In other words, membership of class (establishment v. populist) will matter 

more than party affiliation.   

 

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

14:00 Monthly Budgement Statement m/m oct -$58.0 bn -$45.8 bn **

Economic Releases

No speakers or events scheduled

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 Money Stock M2 m/m oct 4.1% 4.1% 4.1% * Equity and bond neutral

Money Stock M3 m/m oct 3.5% 3.4% 3.4% * Equity and bond neutral

Tertiary Industry Industry m/m sep -0.2% -0.2% -0.1% ** Equity bearish, bond bullish

PPI y/y oct 3.4% 3.0% 3.1% ** Equity and bond neutral

Loans & Discounts y/y oct 3.5% 3.7% * Equity and bond neutral

India Industrial Production m/m sep 3.8% 4.3% 3.8% *** Equity and bond neutral

Australia Credit Card Purchases m/m sep A$25.5 bn A$26.9 bn * Equity and bond neutral

Credit Card Balances m/m sep A$51.4 bn A$51.3 bn * Equity and bond neutral

New Zealand Card Spending Retail m/m oct 0.3% 0.1% 0.5% * Equity and bond neutral

Card Spending Total m/m oct 0.4% -0.1% * Equity and bond neutral

EUROPE

France Industrial Production y/y sep 3.2% 1.1% 3.1% *** Equity and bond neutral

Manufacturing Production y/y sep 3.1% 1.1% 3.4% ** Equity and bond neutral

Wages y/y sep 0.3% 0.4% 0.3% ** Equity and bond neutral

Private Sector Payrolls q/q oct 0.2% 0.4% 0.3% ** Equity and bond neutral

Italy Industrial Production y/y sep -1.3% 1.2% -0.3% *** Equity bearish, bond bullish

UK Industrial Production m/m sep 2.5% 1.6% 1.9% *** Equity bullish, bond bearish

Manufacturing Production m/m sep 2.7% 2.8% 2.4% ** Equity bullish, bond bearish

Construction Output m/m sep 1.1% 3.5% 1.7% ** Equity and bond neutral

Trade Balance m/m sep -2754 -5626 -4300 ** Equity and bond neutral

AMERICAS

Mexico CPI y/y oct 6.4% 6.4% 6.3% *** Equity and bond neutral

CPI Core m/m oct 0.3% 0.3% 0.2% *** Equity and bond neutral

Canada New Housing Price Index y/y sep 3.8% 3.8% 3.8% ** 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) 141 141 0 Up

3-mo T-bill yield (bps) 121 120 1 Neutral

TED spread (bps) 21 21 0 Neutral

U.S. Libor/OIS spread (bps) 131 131 0 Up

10-yr T-note (%) 2.37 2.40 -0.03 Neutral

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

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

Currencies Direction

dollar up Down

euro down Up

yen up Neutral

pound down Neutral

franc up 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 $63.60 $63.52 0.13%

WTI $56.86 $56.74 0.21%

Natural Gas $3.16 $3.21 -1.59%

Crack Spread $21.29 $21.52 -1.04%

12-mo strip crack $21.63 $21.74 -0.49%

Ethanol rack $1.56 $1.55 0.19%

Gold $1,278.95 $1,275.07 0.30%

Silver $16.91 $16.88 0.15%

Copper contract $308.35 $307.60 0.24%

Corn contract 342.25$       343.50$       -0.36%

Wheat contract 425.75$       431.50$       -1.33%

Soybeans contract 984.50$       987.00$       -0.25%

Baltic Dry Freight 1464 1481 -17

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temps for most 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 10, 2017 
 

Last week, we discussed our views of the debt markets.  However, one item we didn’t examine 

was the dynamics of the yield curve.  The U.S. Treasury market has both a domestic and an 

international component.  While all sovereign debt markets have a domestic component, the 

international component is especially a factor for the U.S. because the dollar is the reserve 

currency.  In our Treasury model, we use inflation expectations and fed funds for domestic 

elements.  For foreign elements, we use the yen/dollar exchange rate, German bund yields and 

oil prices.  Our model suggests that the dynamics of the yield curve are affected primarily by the 

domestic component.    

 

Shifts in the yield curve are driven mostly by a combination of monetary policy and inflation 

expectations.  As a general rule, short-duration instruments are more sensitive to monetary policy 

and less to inflation expectations.  Long-duration instruments have the opposite characteristics.   

When we model the two-year Treasury and the 10-year Treasury, these characteristics are 

confirmed. 

 

2-Year 10-Year

Constant -0.381 -0.576

Inflation 0.235 0.503

Fed funds 0.672 0.321

¥/$ 0.005 0.009

German Bunds 0.153 0.317

WTI -0.005 0.005  
 

These are the coefficients of our Treasury model.  The impact of the inflation variable has more 

than twice the impact on the 10-year Treasury compared to the two-year Treasury.  At the same 

time, the impact of fed funds is more than twice as important to the two-year Treasury compared 

to the 10-year Treasury. 

 

Our inflation variable is really about measuring inflation expectations.  We use the 15-year 

moving average of the yearly change in CPI and developed this variable based on Milton 

Friedman’s research.  He postulated that inflation expectations are formed over a long period of 

time.  This is our proxy for inflation expectations; although this moving average works 

reasonably well over time, we do realize that inflation expectations can have sudden shifts.   
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This chart shows the 15-year average of inflation compared to the implied five-year forward 

inflation rate from TIPS.  Although the moving average isn’t a perfect proxy for inflation 

expectations, it has worked as a measure of central tendency since 2009.  And, since the 

instruments haven’t been around for very long, it’s difficult to know how the average compares 

over a longer time frame.  But, for our purposes, it is a workable proxy.   

 

When inflation expectations become volatile, policymakers describe these conditions as times 

when inflation expectations become “unanchored.”  These periods can make the conduct of 

monetary policy difficult.  If inflation expectations rise, policymakers are likely to raise rates 

aggressively to contain those fears.  At the same time, a decline in expectations can be just as 

problematic.  If the FOMC is raising the target for fed funds while inflation expectations are 

falling, the yield curve will flatten.  The FOMC would generally prefer a steeper yield curve.  

The Federal Reserve doesn’t do a good job of explaining why it wants “higher inflation,” which 

would seem to be a goal worth avoiding.  What it really means is that it wants steady to modestly 

higher inflation expectations when it is raising the policy rate; otherwise, the yield curve will 

flatten and increase the likelihood of a recession.   
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Currently, the two-year versus 10-year Treasury yield spread is above zero but the curve is 

clearly flattening.  If the FOMC continues to tighten into stable (or perhaps falling) inflation 

expectations, the yield curve could invert and perhaps signal the end of this long business 

expansion.   

 

The recent flattening of the yield curve suggests that inflation expectations are probably 

declining.  If the Federal Reserve raises rates as much as planned and inflation expectations 

remain anchored at around 2%, we estimate the yield curve will fall under 50 bps.  However, if 

inflation expectations decline, policymakers could overshoot rate hikes and increase the risk of 

recession.  Our base case is that central bankers will remain cautious but it is a factor we will be 

watching closely next year, especially as the new composition of the Fed’s Board of Governors 

becomes apparent. 

   

 

 
 

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 11/10/2017 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 11/10/2017 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 9, 2017 
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P/E as of 11/8/2017 = 20.1x

 
 

Based on our methodology,3 the current P/E is 20.1x, down 0.1x from last week.  Rising earnings 

offset the lift in the S&P, causing the modest decline 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 two actual quarters (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. 


