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[Posted: November 20, 2017—9:30 AM EDT]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 

closed up 0.1% from the prior close.  Chinese markets were higher, with the Shanghai composite 

up 0.3% and the Shenzhen index up 0.9%.  U.S. equity index futures are signaling a lower open. 

 

Happy Monday and Happy Thanksgiving week!  We want to pass along a heads up that the 

Daily Comment will not be published this Friday, November 24.  Here’s what’s going on this 

morning: 

 

Coalition talks collapse: Chancellor Merkel has been unable to pull together a coalition 

consisting of her CDU/CSU party, the Free Democrats (FDP) and the Greens, announcing this 

morning that talks have broken down after the FDP walked out of negotiations.  Apparently, the 

three sides (and, perhaps, four because the CDU and CSU have differences as well) could not 

agree on a number of issues, the primary one being immigration.  There are four possible 

outcomes: (1) Merkel can’t form a government and new elections are called.  This action would 

be unprecedented in German postwar history and the process is remarkably clumsy.  The 

Bundestag would need to elect a new Chancellor (most likely Merkel), who would then need to 

lose a no-confidence measure, leading President Steinmeier to call a new election.  Losing the 

no-confidence vote would further weaken Merkel and new elections would raise the chances that 

the populist AfD would get even more support.  Thus, we expect the German political 

establishment to work furiously to avoid this outcome.  (2) The Social Democrats (SDP) join 

Merkel in another “grand coalition.”  The SDP remains adamant against this outcome as its 

coalition with the CDU/CSU in the last government undermined the party.  And, if the SDP 

joined the government, the AfD would become the official opposition, furthering its political 

fortunes.  (3) Merkel goes with a minority government with either the Greens or FDP, also 

unprecedented and likely unstable.  (4) The FDP walkout was a bargain ploy and they return at 

the 11th hour to form a government and get more power.  In rank order of most market-friendly 

to least, we would say #2, #4, #3, #1.  At this point, we think #4 is the most likely, although the 

FDP must move quickly if this is going to occur.   

 

The EUR fell sharply on news of the failure of the talks but has recovered on hopes that the FDP 

is bluffing.  The chart below shows the overnight trade of the Eurozone currency.  Initially, the 

EUR fell sharply, then recovered and has since given up some of its gains. 

 

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 
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(Source: Bloomberg) 

 

Geopolitical updates: We begin a three-part WGR series on the recent purge/missile 

attack/ouster of Lebanon’s PM involving Saudi Arabia this week.  We note this morning that 

Reuters is reporting there have been backchannel discussions between Israel and the Kingdom of 

Saudi Arabia.  Although we have suspected as much for some time, the fact that it is being 

reported suggests both nations are sending signals to Iran that it faces a potentially broader front 

opposing the Mullah’s actions to control the region.1   

 

The Straits Times is reporting that authorities in Malaysia revealed they discovered a makeshift 

laboratory where it is believed North Korean operatives made the VX that assassinated Kim 

Jong-un’s oldest brother, Kim Jong-nam.  It is widely believed that North Korea was behind the 

assassination, despite its denial, and this evidence bolsters that argument.2   

 

Spain’s attorney general, José Manuel Maza, died suddenly on Saturday while attending a 

conference.3  He was the lead prosecutor on the case against Catalan separatist leaders.  It 

remains to be seen how his death will affect the prosecution. 

 

                                                 
1https://af.reuters.com/article/worldNews/idAFKBN1DJ0R3?utm_source=Sailthru&utm_medium=email&utm_cam
paign=New%20Campaign&utm_term=%2ASituation%20Report  
2 https://www.nst.com.my/news/crime-courts/2017/11/301375/condo-unit-used-process-vx-nerve-agent-which-
killed-north-
korean?utm_source=Sailthru&utm_medium=email&utm_campaign=New%20Campaign&utm_term=%2ASituation
%20Report  
3 https://www.nytimes.com/2017/11/19/world/europe/spain-attorney-
general.html?emc=edit_mbe_20171120&nl=morning-briefing-europe&nlid=5677267&te=1  

https://af.reuters.com/article/worldNews/idAFKBN1DJ0R3?utm_source=Sailthru&utm_medium=email&utm_campaign=New%20Campaign&utm_term=%2ASituation%20Report
https://af.reuters.com/article/worldNews/idAFKBN1DJ0R3?utm_source=Sailthru&utm_medium=email&utm_campaign=New%20Campaign&utm_term=%2ASituation%20Report
https://www.nst.com.my/news/crime-courts/2017/11/301375/condo-unit-used-process-vx-nerve-agent-which-killed-north-korean?utm_source=Sailthru&utm_medium=email&utm_campaign=New%20Campaign&utm_term=%2ASituation%20Report
https://www.nst.com.my/news/crime-courts/2017/11/301375/condo-unit-used-process-vx-nerve-agent-which-killed-north-korean?utm_source=Sailthru&utm_medium=email&utm_campaign=New%20Campaign&utm_term=%2ASituation%20Report
https://www.nst.com.my/news/crime-courts/2017/11/301375/condo-unit-used-process-vx-nerve-agent-which-killed-north-korean?utm_source=Sailthru&utm_medium=email&utm_campaign=New%20Campaign&utm_term=%2ASituation%20Report
https://www.nst.com.my/news/crime-courts/2017/11/301375/condo-unit-used-process-vx-nerve-agent-which-killed-north-korean?utm_source=Sailthru&utm_medium=email&utm_campaign=New%20Campaign&utm_term=%2ASituation%20Report
https://www.nytimes.com/2017/11/19/world/europe/spain-attorney-general.html?emc=edit_mbe_20171120&nl=morning-briefing-europe&nlid=5677267&te=1
https://www.nytimes.com/2017/11/19/world/europe/spain-attorney-general.html?emc=edit_mbe_20171120&nl=morning-briefing-europe&nlid=5677267&te=1
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Trade issues: Jonathan Swan of Axios4 published what could be a blockbuster analysis of the 

Trump administration’s trade policy by detailing the influence of U.S. Trade Representative 

Robert Lighthizer.  Lighthizer has a long history in government, working as Chief of Staff for 

Sen. Robert Dole (R-KS) and as Deputy Trade Representative during the Reagan administration.  

He has also practiced as a private attorney specializing in international trade law.  Swan reports 

that Lighthizer’s mercantilist positions are gaining currency within the administration.  He is 

recommending very aggressive trade positions against China and has been spearheading the 

NAFTA negotiations, which appear headed for a rupture.  According to Swan, his presentations 

on trade have been accepted by the free trade establishment figures in the White House 

(Mnuchin, Cohn), suggesting that trade conflicts may increase once the tax issue is put to rest.  

This is an issue we watch very carefully because it affects markets on various fronts.  First, trade 

impediments that lead to a narrower trade deficit will have the same effect as a global contraction 

of the money supply given the dollar’s reserve currency role.  Although our position on the 

dollar is bearish due to valuation levels, widespread trade restrictions would lead us to reconsider 

that position.  Dollar scarcity would be bullish for the greenback.  Second, trade impediments, all 

else held equal, will reduce supply to the American economy and lead to higher inflation.  If it 

affects inflation expectations, it would be quite bearish for long-duration assets.  Third, higher 

inflation would lead to faster policy tightening, increasing the odds of a recession.  And fourth, if 

tax cuts are implemented along with trade restrictions, it would force up private saving and likely 

slow economic growth.  So far, trade actions have been more bark than bite but that may change 

next year if Swan’s assessment is correct.   

 

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

10:00 Leading Indicators m/m oct 0.7% -0.2% ***

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.  
 

                                                 
4 https://www.axios.com/lighthizer-increasingly-influential-in-white-house-2510871315.html  

https://www.axios.com/lighthizer-increasingly-influential-in-white-house-2510871315.html


 

 

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

www.confluenceinvestment.com 

 4 

Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Trade Balance Adjusted m/m oct ¥330.0 bn ¥240.3 bn ¥206.7 bn ** Equity bullish, bond bearish

New Zealand Food Prices m/m oct -1.1% -0.2% * Equity and bond neutral

EUROPE

Germany PPI y/y oct 2.7% 3.1% 2.7% ** Equity and bond neutral

AMERICAS

Brazil Economic activity y/y sep 1.3% 1.6% 1.4% ** 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) 144 144 0 Up

3-mo T-bill yield (bps) 125 124 1 Neutral

TED spread (bps) 20 19 1 Neutral

U.S. Libor/OIS spread (bps) 133 133 0 Up

10-yr T-note (%) 2.34 2.34 0.00 Neutral

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

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

Currencies Direction

dollar up Down

euro down Up

yen down Neutral

pound up 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 $62.24 $62.72 -0.77% Long Liquidation

WTI $56.45 $56.55 -0.18%

Natural Gas $3.04 $3.10 -1.74% Cold Weather

Crack Spread $19.33 $19.51 -0.90%

12-mo strip crack $20.91 $21.18 -1.25%

Ethanol rack $1.55 $1.55 0.47%

Gold $1,291.44 $1,292.42 -0.08% Stronger Dollar

Silver $17.19 $17.31 -0.72%

Copper contract $308.50 $309.10 -0.19%

Corn contract 354.00$       355.00$       -0.28%

Wheat contract 438.75$       443.50$       -1.07%

Soybeans contract 985.00$       990.50$       -0.56%

Baltic Dry Freight 1371 1361 10

Shipping

Energy Markets

Metals

Grains

 
 

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 17, 2017 

 
[Ed note: We will not publish an Asset Allocation Weekly Comment the week of November 24. The next 

comment will be published December 1.] 
 

Over the past three weeks, we have seen a rise in the yields on high-yield bonds.  The Merrill 

Lynch High Yield bond effective index is up 40 bps since late October.5  There are a number of 

reasons for the sudden weakness.  They are: 
 

1. The tax bills in Congress may limit the deductibility of interest for corporations.  Since 

many high-yield issuers are dependent on debt to fund their operations, a tax change 

could have an adverse effect on these companies and their high-yield issuance.  At the 

same time, we remain pessimistic that major tax reform is likely and so the final version 

of any tax changes will likely be limited. 
 

2. Telecom and health care sectors have suffered some weaker earnings growth.  The failed 

merger talks between Sprint (S, $6.21) and T-Mobile (TMUS, $56.52) also dampened 

sentiment in the telecom sector.  Since these sectors are important issuers of high-yield 

debt, their problems have raised concerns. 
 

3. Spreads have narrowed significantly. 
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This chart shows the Merrill Lynch High Yield Master effective yield and the five-year 

T-note yield.  The lower lines on the chart show the average spread and the standard 

deviation lines.  The narrowing spread, by itself, doesn’t necessarily signal an imminent 

                                                 
5 https://fred.stlouisfed.org/series/BAMLH0A0HYM2EY  

https://fred.stlouisfed.org/series/BAMLH0A0HYM2EY
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problem.  As the above chart shows, spreads can remain at the lower deviation for an 

extended period of time.  However, a spread at the lower deviation also suggests a market 

that is richly valued.   
 

4. The relationship of high yield to monetary policy suggests that major reversals in the 

high-yield spread tend to occur well into a tightening cycle. 
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This chart shows the high-yield spread and the fed funds target.  Major spikes in the 

spread are more likely after policy has already been tightened.  In addition, the spread 

often continues to widen after policy easing has commenced.  This pattern indicates that 

the spread is very sensitive to financial stress; in fact, most financial stress indices 

include both high-yield bonds and high-yield spreads in their construction. 
 

Although there has been much press in the financial media on the recent backup in yields, the 

most recent change is barely visible on the spread.  There isn’t any obvious increase in financial 

stress, and monetary policy, while tightening, is not at a level that indicates it is near the end of 

the cycle nor is it at a level that should be causing stress.  In our Asset Allocation portfolios, we 

have been reducing our exposure to high-yield bonds in the income-oriented programs due to 

high-yield spreads falling to the lower deviation.  However, we don’t expect that the recent rise 

in yields signifies the onset of a financial crisis.  Obviously, we will continue to monitor the 

situation but, for now, we are comfortable with our current allocations to this asset class.   

 
 

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 11/17/2017 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 11/17/2017 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 16, 2017 
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P/E as of 11/15/2017 = 20.4x

 
 

Based on our methodology,6 the current P/E is 20.4x, up 0.3x from last week.  This week, we 

received our first report for Q3 earnings from Haver Analytics, which provides the data for S&P 

operating earnings from Standard & Poor’s.  Shifting to this series caused the increase 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. 

                                                 
6 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. 


