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[Posted: November 15, 2017—9:30 AM EDT]  Global equity markets are lower this morning.  

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

down 0.6% from the prior close.  Chinese markets were down, with the Shanghai composite 

down 0.8% and the Shenzhen index down 1.0%.  U.S. equity index futures are signaling a lower 

open.  With 461 companies having reported, the S&P 500 Q3 earnings stand at $33.37, 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 

17.8% reported earnings below forecast. 

 

Here’s what we are watching today:   

 

Another weak day: Risk markets continue to slide this morning, although the levels of decline 

are not all that large.  It’s been such a long time since we have seen weakness in equity prices 

that even modest retreats appear significant.  However, we don’t see anything beyond a modest 

correction because it appears that ample liquidity is available. 
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This chart shows retail money market holdings relative to the S&P 500.  We have highlighted 

periods since the expansion began when retail money market funds fell below $920 bn.  When 
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money market fund levels fall below this level, equities have tended to stall or at least get 

“choppy.”  Currently, we are sitting on ample liquidity, which suggests to us that any pullbacks 

will likely be met with new buying.  This isn’t a perfect relationship.  As the crash period shows, 

during periods of fear, the “dash for cash” overwhelms other asset prices and equity prices will 

tend to decline until the panic stops.  If the tax bill falters or we have a global geopolitical event, 

fear could trigger a sharper pullback.  But, for now, there are no signals of recession and we are 

likely seeing a normal pause. 

 

Vice Chair El-Erian?  Yesterday, there were reports that Mohamed El-Erian was being 

considered for the vice chair position at the Fed.  This would be an inspired pick; the chair-

nominee, Jerome Powell, isn’t an economist, so surrounding him with a well-respected one as 

vice chair would give him a counterpart with a learned viewpoint.  And, he has another helpful 

characteristic—he has been the second around another strong personality.  He was at PIMCO 

when Bill Gross was the CIO and had to work in a position where he was designed to be 

overshadowed.  He proved able to manage the situation.  This would perhaps make him a better 

pick than Larry Summers or John Taylor, who tend to be more outspoken.  His recent comments 

have leaned hawkish but he has also supported easing regulations.  We suspect the financial 

markets would welcome Mohamed to the FOMC as it would show no specific ideological bent (a 

problem with Taylor) and he is a preeminent economist (an improvement over Warsh).   

 

Mugabe out?  It appears that Zimbabwe’s long-standing president, Robert Mugabe, has been 

ousted in a coup, despite comments from the military that his placement into house arrest isn’t 

really a coup.  We are not going to spend too much time on this issue because it won’t affect 

most financial markets; however, Zimbabwe has been an inadvertent laboratory for really bad 

economic policy.  The country has suffered through ruinous hyperinflation due to poor policies, 

which has led to laughable currency denominations.1  His removal might improve the situation in 

the country, although given the degree of damage that has been inflicted, it may take a very long 

time to fix the economy. 

 

Moore under pressure: As more reports come out about Roy Moore’s questionable proclivities, 

we are starting to see the betting signals crack.  As we noted earlier, we view the betting 

information as more credible than polls, which are subject to sampling and structural problems.  

The news is getting bad for Judge Moore: 

 

                                                 
1 
https://en.wikipedia.org/wiki/Hyperinflation_in_Zimbabwe#/media/File:Zimbabwe_$100_trillion_2009_Obverse.j
pg  

https://en.wikipedia.org/wiki/Hyperinflation_in_Zimbabwe#/media/File:Zimbabwe_$100_trillion_2009_Obverse.jpg
https://en.wikipedia.org/wiki/Hyperinflation_in_Zimbabwe#/media/File:Zimbabwe_$100_trillion_2009_Obverse.jpg
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(Source: Predictit.org) 

 

Moore had a commanding lead until the scandal broke but still managed to hold a majority until 

the last couple of days.  He now has less than a 40% chance of winning.  We note the WSJ 

editorial page has concluded the GOP would be better off losing the seat than for Moore to win.2  

We would expect this sentiment to rise.   

 

Fed policy: With the release of the CPI data we can upgrade the Mankiw models.  The Mankiw 

rule models attempt to determine the neutral rate for fed funds, which is a rate that is neither 

accommodative nor stimulative.  Mankiw’s model is a variation of the Taylor Rule.  The latter 

measures the neutral rate by core CPI and the difference between GDP and potential GDP, which 

is an estimate of slack in the economy.  Potential GDP cannot be directly observed, only 

estimated.  To overcome this problem, Mankiw used the unemployment rate as a proxy for 

economic slack.  We have created four versions of the rule, one that follows the original 

construction by using the unemployment rate as a measure of slack, a second that uses the 

employment/population ratio, a third using involuntary part-time workers as a percentage of the 

total labor force and a fourth using yearly wage growth for non-supervisory workers.     

 

                                                 
2 https://www.wsj.com/articles/the-roy-moore-mess-1510703218  

https://www.wsj.com/articles/the-roy-moore-mess-1510703218
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Using the unemployment rate, the neutral rate is now 3.20%.  Using the employment/population 

ratio, the neutral rate is 0.97%.  Using involuntary part-time employment, the neutral rate is 

2.71%.  Using wage growth for non-supervisory workers, the neutral rate is 0.94%.  The modest 

uptick in core CPI has lifted the various neutral estimates higher, but as we have seen lately, two 

of the measures of slack suggest the FOMC has achieved rate neutrality, while two suggest the 

FOMC is well behind the curve.  We expect the FOMC to mostly split the difference and end up 

around 2.25% for the target at the end of next year.  However, if the two variations signaling 

lower rates turn out to be the accurate measures of slack, this degree of tightening will lead to 

increased risk of recession.  The fed funds futures put the odds of a December rate hike at 92.3%.   

 

U.S. Economic Releases 

 

MBA mortgage applications rose 3.1% from the prior week.  Purchases and refinancing rose 

0.4% and 6.3%, respectively.  The 30-year fixed rate mortgage remained unchanged from the 

prior week at 4.18%. 

 

Empire manufacturing came in below expectations at 19.4 compared to the forecast of 25.1. 
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The chart above shows the six-month moving average of the Empire State Business Conditions 

Index. 

 

CPI came in line with expectations, rising 0.1% from the prior month.  Core CPI also came in 

line with expectations, rising 0.2% from the prior month. 

 

 
 

The chart above shows the year-over-year change in core CPI and core PCE.  Core CPI rose 

1.8% from the prior year.  It is worth noting that even though CPI is the most commonly used 

inflation gauge, the Fed’s preferred measure is the PCE.   
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Real average weekly earnings rose by 0.4% from the prior year, and real average hourly earnings 

also rose by 0.4% from the prior year.  The prior month’s gain was revised downward from 0.7% 

to 0.6%.   

 

 
  

The chart above shows the year-over-year change in real average weekly earnings for production 

and non-supervisory workers, which rose 2.6% from the prior year.  

 

Retail sales advance came in above expectations, rising 0.2% from the prior month compared to 

the forecast of no gain; the prior month’s gain was revised upward from 1.7% to 1.9%.  Retail 

sales ex-auto came in below expectations, rising 0.1% from the prior month compared to the 

forecast gain of 0.2%; the prior month’s gain was revised upward from 1.0% to 1.2%.  Retail 

sales ex-auto and gas came in line with expectations, rising 0.3% from the prior month.  The 

retails sales control group came in line with expectations, rising 0.3% from the prior month; the 

prior month’s gain was revised upward from 0.4% to 0.5%. 
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The chart above shows the year-over-year change in retail sales and core retail sales.   

 

The table below shows the economic releases and Fed events scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

10:00 Business Inventories m/m oct 0.0% 0.7% **

16:00 Total Net TIC Flows m/m oct $125.0 bn **

16:00 Net Long-Term TIC Flows m/m oct $67.2 bn **

EST Speaker or event

16:10 Eric Rosengren to speak on U.S. Economy in Boston President of the Federal Reserve Bank of Boston

Economic Releases

Fed speakers or events

District or position

 
 

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan GDP Annualized y/y 3q 1.4% 2.5% 1.5% *** Equity bearish, bond bullish

GDP Deflator y/y 3q 0.1% -0.4% 0.1% *** Equity and bond neutral

GDP Private Consumption q/q 3q -0.5% 0.8% -0.4% *** Equity bearish, bond bullish

GDP Business Spending q/q 3q 0.2% 0.5% 0.3% ** Equity and bond neutral

Tokyo Condominium y/y oct -3.0% -13.0% ** Equity and bond neutral

Industrial Production y/y sep -1.0% -1.1% *** Equity bearish, bond bullish

Capacity Utilization m/m sep -1.5% 3.3% ** Equity and bond neutral

Australia Westpac Consumer Confidence m/m sep -1.7% 3.6% ** Equity and bond neutral

Wage Price Index m/m oct 2.0% 1.9% 2.2% ** Equity and bond neutral

New Zealand Reinz House Sales m/m oct -15.8% -26.2% ** Equity and bond neutral

EUROPE

Eurozone Trade Balance y/y sep 25.0 bn 21.6 bn 21.0 bn ** Equity bullish, bond bearish

France CPI y/y oct 1.1% 1.1% 1.1% *** Equity and bond neutral

CPI EU Harmonized y/y oct 1.2% 1.2% 1.2% *** Equity and bond neutral

Italy General Government Debt q/q sep 2.283 tn 2.279 tn ** Equity and bond neutral

UK Claimant Count Rate y/y oct 2.3% 2.3% ** Equity and bond neutral

Jobless Claims Change m/m nov 1.1k 1.7k ** Equity and bond neutral

Average Weekly Earnings m/m nov 2.2% 2.2% 2.1% ** Equity and bond neutral

Weekly Earnings ex Bonus m/m sep 2.2% 2.1% 2.2% ** 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) 142 141 1 Up

3-mo T-bill yield (bps) 124 122 2 Neutral

TED spread (bps) 18 19 -1 Neutral

U.S. Libor/OIS spread (bps) 132 131 1 Up

10-yr T-note (%) 2.34 2.37 -0.03 Neutral

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

EUR/USD 3-mo swap (bps) 47 47 0 Up

Currencies Direction

dollar down Down

euro up 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. 
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Price Prior Change Explanation

Brent $61.48 $62.21 -1.17% Bearish API report

WTI $55.09 $55.70 -1.10%

Natural Gas $3.10 $3.10 -0.16%

Crack Spread $19.91 $20.31 -2.00%

12-mo strip crack $21.10 $21.32 -1.02%

Ethanol rack $1.54 $1.54 -0.31%

Gold $1,285.52 $1,280.25 0.41% Uncertainty Over Tax Reform

Silver $17.15 $17.02 0.73%

Copper contract $304.80 $306.50 -0.55%

Corn contract 338.00$       337.50$       0.15%

Wheat contract 443.75$       445.25$       -0.34%

Soybeans contract 971.50$       967.75$       0.39%

Baltic Dry Freight 1405 1445 -40

Actual Expected Difference

Crude (mb) -3.2

Gasoline (mb) -1.5

Distillates (mb) -1.8

Refinery run rates (%) 0.50%

Natural gas (bcf) -14.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temps for most of the country, with 

cooler temps on the East Coast. 
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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 11/14/2017 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 11/14/2017 close) 

 

0.0% 10.0% 20.0% 30.0% 40.0%

Commodities

Cash

US Government Bond

US High Yield

US Corporate Bond

Small Cap

Real Estate

Mid Cap

Foreign Developed (local currency)

Large Cap

Foreign Developed ($)

Emerging Markets (local currency)

Emerging Markets ($)

YTD Asset Class Total Return

Source: Bloomberg

  
 

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), 



 

 

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

www.confluenceinvestment.com 

14 

 

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. 


