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[Posted: November 8, 2017—9:30 AM EDT]  Global equity markets are mixed this morning.  

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

down 0.2% from the prior close.  Chinese markets were up, with the Shanghai composite up 

0.1% and the Shenzhen index up 0.1%.  U.S. equity index futures are signaling a lower open.  

With 425 companies having reported, the S&P 500 Q3 earnings stand at $33.33, higher than the 

$32.46 forecast for the quarter.  The forecast reflects a 3.7% increase from Q3 2016 earnings.  

Thus far this quarter, 74.6% of the companies reported earnings above forecast, while 17.4% 

reported earnings below forecast. 

 

There was a good bit of news overnight.  Here is what we are watching: 

 

The message from the voters: Governor and downstate elections were held in Virginia and 

New Jersey yesterday.  Although small sample size projections are the lifeblood of political 

punditry, we see three legitimate takeaways.  First, polarizing figures seem to boost voter 

participation.  In 2016, an element of voters opted for Donald Trump simply because he wasn’t 

Hillary Clinton.  Sec. Clinton was a polarizing figure, which led Republicans and disaffected 

Democrats (Berniecrats and others) to vote for Trump.  Now, the president has become a 

polarizing figure and that seemed to boost Democrat Party turnout yesterday.  It should be noted 

that polls were favoring the governor winners, although they did outperform the polling.  

Second, the establishment/populist divide remains in place.  There is a tendency to simply look 

at the winners and losers but neither party has really embraced the populist mantel.  The 

president claims he has but if that were true his order of execution of his legislative agenda 

would have been infrastructure, trade restrictions and immigration restrictions.  Only 

immigration has been implemented and that’s because it doesn’t need legislative action.  Trade 

action has been limited to killing TPP but that may have been dead already.  NAFTA remains in 

place and actual targeted tariffs against China and other large deficit nations haven’t occurred.  

Tax changes and ACA adjustments would have been far down the list.  The order of execution 

suggests that he isn’t fully committed to a populist agenda.  However, we are not seeing anything 

coming out of the Democrat Party that suggests an embrace of populism either.  Thus, the 

continued realignment of the underlying coalitions of the two parties will continue.  Third, the 

midterms very well could put the GOP majority at risk next year.  This highlights a point we 

have been making for over a year—political capital is limited and perishable.  Much of it was 

burned over the ACA repeal and now it’s being torched on tax changes.  By next spring, the 

president’s political capital will mostly be exhausted and he will be in the maintenance period for 

the rest of his presidency.   

 

The president moves on to China: The president ended his visit to South Korea with a rather 

straightforward speech, avoiding bombastic threats but making it clear the U.S. would defend its 

allies.  China, so far, is using the Abe playbook, flattering President Trump and showing him a 
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good time.  However, back in Washington, China is facing a significant sanctions threat.  The 

Senate banking committee approved the Otto Warmbier Banking Restrictions Involving North 

Korea Act, or BRINK Act; the bill would increase sanctions on firms doing business with North 

Korea, specifically targeting major Chinese banks.  Up until now, sanctions have only affected 

small Chinese firms and banks and therefore haven’t had a significant effect on curtailing 

China’s economic support of North Korea.  We note that President Trump did soften his rhetoric 

against North Korea earlier in this trip, calling on Kim to make a deal.  This bill may represent 

the “stick” and talks are the “carrot.”   

 

The Street and Brexit: The FT1 reports today that large U.S. financial firms have informed the 

Trump administration that if progress on Brexit doesn’t improve soon they will be forced to 

begin moving operations out of London.  Interestingly enough, it was also mentioned that the 

U.K. run by a Corbyn-led Labour Party would be viewed as very negative.  Initial job losses are 

pegged at 10k but could eventually rise to over 70k if the U.K. government is unable to execute 

Brexit and maintain trade relations with the EU.  The GBP fell on this report.   

 

U.S. Economic Releases 

 

MBA mortgage applications remained unchanged from the prior week.  Purchases rose by 0.5%, 

while refinancing fell by 0.5%.  The 30-year fixed rate mortgage fell 4 bps from the prior week 

from 4.22% to 4.18%. 

 

There are no economic releases or Fed events scheduled for the rest of the day.  
 

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.  
 

                                                 
1 https://www.ft.com/content/2dec32be-c3e3-11e7-b2bb-
322b2cb39656?emailId=5a021eb88a3fa4000439a9cb&segmentId=ce31c7f5-c2de-09db-abdc-f2fd624da608 
(paywall) 

https://www.ft.com/content/2dec32be-c3e3-11e7-b2bb-322b2cb39656?emailId=5a021eb88a3fa4000439a9cb&segmentId=ce31c7f5-c2de-09db-abdc-f2fd624da608
https://www.ft.com/content/2dec32be-c3e3-11e7-b2bb-322b2cb39656?emailId=5a021eb88a3fa4000439a9cb&segmentId=ce31c7f5-c2de-09db-abdc-f2fd624da608
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Imports m/m oct 17.2% 18.7% 17.0% ** Equity and bond neutral

Exports m/m oct 6.9% 8.1% 7.1% ** Equity bearish, bond bullish

Trade Balance y/y oct $38.17 bn $28.50 bn $39.10 bn ** Equity and bond neutral

Japan Official Reserves Assets y/y sep $1.261 bn $1.266 bn ** Equity and bond neutral

Leading Index CI m/m sep 106.6 107.2 106.6 ** Equity and bond neutral

Coincident Index m/m sep 115.8 117.7 115.2 ** Equity and bond neutral

New Zealand ANZ Truckometer Heavy m/m oct 2.9% -1.5% ** Equity and bond neutral

EUROPE

France Trade Balance m/m sep -4.669 bn -4.514 bn -4.680 bn ** Equity and bond neutral

Current Account Balance m/m sep -3.1 bn -1.5 bn ** Equity and bond neutral

AMERICAS

Mexico Gross Fixed Investment y/y oct 0.3% -2.5% 0.6% ** 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) 140 139 1 Up

3-mo T-bill yield (bps) 119 119 0 Neutral

TED spread (bps) 21 21 0 Neutral

U.S. Libor/OIS spread (bps) 131 130 1 Up

10-yr T-note (%) 2.31 2.32 -0.01 Neutral

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

EUR/USD 3-mo swap (bps) 44 44 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 $63.37 $63.69 -0.50% Profit Taking

WTI $56.91 $57.20 -0.51%

Natural Gas $3.12 $3.15 -1.05%

Crack Spread $20.28 $20.54 -1.25%

12-mo strip crack $21.12 $21.30 -0.88%

Ethanol rack $1.57 $1.57 -0.01%

Gold $1,279.60 $1,275.30 0.34%

Silver $17.03 $16.95 0.45%

Copper contract $308.60 $308.90 -0.10%

Corn contract 346.75$       347.75$       -0.29%

Wheat contract 424.75$       427.25$       -0.59%

Soybeans contract 997.75$       996.00$       0.18%

Baltic Dry Freight 1477 1473 4

Actual Expected Difference

Crude (mb) 2.5

Gasoline (mb) -2.0

Distillates (mb) -1.2

Refinery run rates (%) 0.45%

Natural gas (bcf) 17.0

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. 
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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 3, 2017 
 

The 10-year Treasury yield has recently been trending upward. 

 

 
 

Since early September, yields have risen from 2.06% to 2.46%.  What’s behind this rise and do 

we expect it to continue? 

 

We use our 10-year T-note model for guidance.  It estimates the fair value level of the 10-year T-

note yield based on the long-term average of inflation, fed funds, German long-dated sovereign 

yields, the yen/dollar exchange rate and oil prices.  
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Based on these factors, the current fair value is 2.24%, a bit lower than the current yield.  At the 

end of 2016, fair value was 1.96%, so the fair value rate has been moving higher.  The primary 

reason has been a modest rise in German yields, rising fed funds and higher oil prices.   

 

What do we see going forward?  The two independent variables that have the most potential for 

pushing the fair value higher in the near term are fed funds and German yields.  If the fed funds 

target rises to 2.25% by the end of next year and nothing else changes, the fair value yield would 

rise to 2.78%.  If German bunds were to rise in yield to 0.75% at the same time, the fair value 

yield would rise to 2.80%.  Thus, the primary worry is monetary policy.  As we discussed last 

week, given the FOMC’s voting roster next year, the FOMC will be unusually hawkish in 2018, 

so the odds of higher yields are rising. 

 

What about tax policy?  Would larger deficits boost yields?  The impact of deficits on interest 

rates is mixed.  Perhaps the best way to think about this is with the savings identity.2  The 

identity is: (private saving) + (public saving) + (foreign saving) = 0.  In theory, if tax cuts result 

in a deficit of public saving, it must either be offset by rising private saving (saving>investment) 

or rising foreign saving (otherwise known as a current account deficit).  If the public deficit is 

resolved by private saving, interest rates usually rise.  But, if it is offset by foreign saving, 

domestic interest rates become a function of foreign interest rates.  In other words, if foreign 

interest rates are low, domestic interest rates may not necessarily rise.  In practice, large deficits 

usually occur during recessions and private saving is rising anyway as consumption falls.  Thus, 

there will be talk about tax cuts boosting interest rates but the evidence isn’t clear to support such 

statements.   

 

                                                 
2 For a deeper discussion, see WGRs from May 2017, Reflections on Trade: Parts I-IV. 

http://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_May_2017_reflections_on_trade_full.pdf
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The long-term risk for fixed income is inflation expectations.  We use the 15-year average of CPI 

as a proxy for inflation expectations.   Although we still expect inflation expectations to remain 

low, if populism leads to reregulation and/or deglobalization of the economy, inflation and 

expectations of future inflation would likely increase.  If policymakers conclude that inequality 

must be reduced by restricting the introduction of new technology and restraining trade, greater 

inefficiencies will likely bring higher inflation.  If such policies develop, we will become more 

defensive on fixed income.   

 

 
 

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 11/7/2017 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 11/7/2017 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 2, 2017 
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Based on our methodology,3 the current P/E is 20.2x, unchanged from last 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. 


