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Looking for something to read?  See our Reading List; these books, separated by category, are 

ones we find interesting and insightful.  We will be adding to the list over time.   
 

[Posted: November 8, 2018—9:30 AM EDT]  Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.1% from the last close.  In Asia, the MSCI Asia Apex 50 

was up 0.6% from the prior close.  Chinese markets were lower, with the Shanghai composite 

down 0.2% and the Shenzhen index down 0.5%.  U.S. equity index futures are signaling a lower 

open.  With 433 companies having reported, the S&P 500 Q3 earnings stand at $42.62, higher 

than the $40.50 forecast for the quarter.  The forecast reflects a 21.0% increase from Q3 2017 

earnings.  Thus far this quarter, 77.4% of the companies reported earnings above forecast, while 

15.0% reported earnings below forecast. 

 

It’s Fed day!  The FOMC meets today but it is one of those meetings without new forecasts 

(“dots”) or a press conference.  Thus, we are expecting no change in rates or in the statement.  

We are seeing some consolidation in equities this morning after a strong rally yesterday.  Here is 

what we are watching this morning: 

 

More on the midterms: We have some additional observations about the impact of the midterm 

elections: 

 

Waiting didn’t help foreign nations—China and the EU were stalling on trade talks, perhaps 

hoping for a Democratic Party sweep of Congress that would reduce the power of the White 

House.  Although this was a long shot, the costs of waiting weren’t all that high.  But, given the 

result, we would look for more serious negotiations to begin.  The U.S. will likely meet with 

China at the G-20 and we would expect EU negotiators to move faster now.1  The EU will be 

particularly concerned with the potential for auto tariffs.   

 

The bond market is worried about GOP fiscal management, or worse—Yesterday, we noted 

the market volatility surrounding shifts in election forecasts that led to some violent moves in the 

Treasury market.  To reiterate, 528, Nate Silver’s site, shifted the odds of a GOP hold on the 

House that led to a spike in Treasury yields.  The forecast was being driven by partial results and, 

in retrospect, was probably too sensitive to this data.  The jump in yields was either due to fears 

of further fiscal expansion or rising inflation expectations.  Comparing the TIPS yield to the 

nominal leads one to conclude that financial markets are starting to view the GOP as the party of 

                                                 
1 https://www.bloomberg.com/news/articles/2018-11-08/merkel-envoy-expects-more-intense-trump-talks-after-
midterms  
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reflation.2  We note that in yesterday’s trade the two-year yield rose while longer duration yields 

fell, despite a sloppy 30-year T-bond auction.  The flattening of the curve in the aftermath of the 

election suggests that fixed income investors view divided government as a check on spending 

and further tax cuts, and thus were willing to buy the long end of the curve. 

 

How to think about investigations—The president wasted no time ridding his administration of 

AG Sessions.  There is much media frenzy over the appointment of a temporary head of the 

Justice Department and the Mueller investigation.  For now, we don’t expect these events to have 

much impact on financial markets.  The firing of Mueller won’t stop the House from 

investigating the White House.  The news on this front will be the focus of cable news but 

financial markets will still focus on the economy; turmoil means there will be less chance of tax 

law changes.  If the investigations begin to undermine confidence, then it will be time to worry.  

But, there is no evidence to suggest that is in the offing. 

 

Red states are supporting populism—Arkansas and Missouri both passed minimum wage 

hikes.3  Earlier this year, the latter state repealed right to work.  Although both are generally 

reliable GOP states, their voters are openly rejecting the free market ideology of the libertarian 

wing of the Republican Party.  We should also note the president hinted yesterday that he might 

be willing to claw back some of the recent tax cuts on higher income households to give the 

middle class more tax relief.4  In other words, investors should note that the GOP may not be a 

reliable partner in supporting the interests of capital as time passes. 

 

The regulatory world is becoming less tech friendly—The incoming Congress will be populated 

with Democrats skeptical of the tech companies on privacy and the GOP is opposing the 

monopoly power of the platforms.  As time passes, the perception of the tech firms has steadily 

moved from their leaders being seen as folk heroes to being seen as predatory.  The risk of 

increasing regulation is rising.5 

 

China’s trade data: China’s trade data for September did not show any significant effects from 

recent tariffs.  Import growth was robust, up 21.4% from last year, well above the consensus 

growth of 14.5%.  With import volumes up 15.4%, there may be some anticipatory buying 

underway.  China’s surplus with the U.S. hit a new record; more interestingly, China is running 

nearly balanced trade with the rest of the world. 

 

                                                 
2 https://ftalphaville.ft.com/2018/11/07/1541617447000/Debt-markets-let-us-know-what-they-think-about-
Republicans-last-night/  
3 https://ftalphaville.ft.com/2018/11/07/1541602755000/Yes-that-s-all-very-interesting--but-now-give-us-more-
money/  
4 https://www.politico.com/story/2018/11/07/trump-taxes-middle-class-972638  
5 https://www.axios.com/newsletters/axios-am-23111b35-cdb5-4c7c-a377-8399bcd85faf.html?chunk=6#story6  

https://ftalphaville.ft.com/2018/11/07/1541617447000/Debt-markets-let-us-know-what-they-think-about-Republicans-last-night/
https://ftalphaville.ft.com/2018/11/07/1541617447000/Debt-markets-let-us-know-what-they-think-about-Republicans-last-night/
https://ftalphaville.ft.com/2018/11/07/1541602755000/Yes-that-s-all-very-interesting--but-now-give-us-more-money/
https://ftalphaville.ft.com/2018/11/07/1541602755000/Yes-that-s-all-very-interesting--but-now-give-us-more-money/
https://www.politico.com/story/2018/11/07/trump-taxes-middle-class-972638
https://www.axios.com/newsletters/axios-am-23111b35-cdb5-4c7c-a377-8399bcd85faf.html?chunk=6#story6
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These numbers will tend to trigger tough rhetoric from the Trump administration and raise 

worries about further tariff measures. 

 

Italian budget negotiations: The EU has raised its forecast for the Italian budget deficit, mostly 

by assuming a lower growth rate than Italy did in its budget calculations.6  Both parties appear to 

be in a standoff.  We still expect the EU to offer some concessions to Italy but the rhetoric makes 

it hard for the EU to compromise.  Meanwhile, Italy is using Brexit for leverage, suggesting it 

will support the British in their negotiations over leaving the EU.  Since the EU side needs 

unanimous approval, Italy’s threat may require the EU to offer concessions on the budget to 

secure its Brexit position.7 

 

Energy update: Crude oil inventories rose more than expected, coming in at 5.8 mb compared 

to forecasts of 2.0 mb. 
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6 https://www.fxstreet.com/analysis/eu-raises-forecasts-for-italian-budget-deficit-thru-2020-awaiting-the-fomc-
201811081038  
7 https://www.express.co.uk/news/uk/1042098/Brexit-news-Guglielmo-Picchi-UK-EU-deal-Michel-Barnier-
pressure-Theresa-May-latest  

https://www.fxstreet.com/analysis/eu-raises-forecasts-for-italian-budget-deficit-thru-2020-awaiting-the-fomc-201811081038
https://www.fxstreet.com/analysis/eu-raises-forecasts-for-italian-budget-deficit-thru-2020-awaiting-the-fomc-201811081038
https://www.express.co.uk/news/uk/1042098/Brexit-news-Guglielmo-Picchi-UK-EU-deal-Michel-Barnier-pressure-Theresa-May-latest
https://www.express.co.uk/news/uk/1042098/Brexit-news-Guglielmo-Picchi-UK-EU-deal-Michel-Barnier-pressure-Theresa-May-latest
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U.S. crude oil production continues to surge, rising 0.4 mbpd this week to 11.6 mbpd.  Although 

refinery runs did rise to 90.0% of capacity, it was only a 0.6% increase from last week.  Oil 

imports rose 0.2 mbpd, while exports fell 0.5 mbpd.  Needless to say, it was a bearish report. 

 

 
(Sources: DOE, CIM) 

 

We are approaching the end of the inventory build season.  Refinery operations should rise in 

about two weeks, which should reverse some of the recent inventory gains. 

 

320

360

400

440

480

520

560

600

20 30 40 50 60 70 80 90 100 110

WTI

O
IL

 I
N

V
E

N
T

O
R

IE
S

OIL INVENTORIES AND PRICES

(from 2012 to the present)

Sources:  Haver Analytics, CIM

1.0

1.1

1.2

1.3

1.4

1.5

20 40 60 80 100 120

WTI

E
U

R

OIL PRICES & THE EURO
(From 2012 to the present)

Sources:  Haver Analytics, CIM

 

Based on inventories alone, the fair value for crude oil is $63.71.  Using the EUR as the 

independent variable, oil prices are fairly valued at $55.21 per barrel.  Using both, fair value is 
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$57.61.  Simply put, the most bearish factor for oil now is dollar strength.  We do expect oil 

inventories to begin their seasonal decline into year’s end soon, which may offer bullish support 

in a deeply oversold market.  But, the dollar needs to weaken in order to stage a major rally.   

 

U.S. Economic Releases 
 

Initial jobless claims came in line with expectations at 214k.  The prior report was revised 

upward from 214k to 215k. 
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The chart above shows the four-week moving average for initial claims.  The four-week moving 

average fell from 214.0k to 213.75. 

 

The table below lists the economic releases and Fed events scheduled for today. 

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m oct 60.3 ***

Mortgage Delinquencies m/m 3q 4.4% **

MBA Mortgage Foreclosures m/m 3q 1.1% **

EST Speaker or event

14:00 FOMC Rate Decision

14:00 Interest Rate on Excess Reserves Federal Reserve Board

District or position

Federal Reserve Board

Economic Releases

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 
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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

China Trade Balance m/m oct $34.01 bn $31.69 bn $35.15 bn ** Equity bearish, bond bullish

Japan Core Machine Orders y/y sep -7.0% 12.6% 7.7% ** Equity bearish, bond bearish

BoP Current Account Balance m/m sep ¥1.822 tn ¥1.838 tn ¥1.787 tn ** Equity bullish, bond bearish

Trade Balance y/y sep ¥323.3 bn -¥219.3 bn ¥334.2 bn ** Equity and bond neutral

EUROPE

Germany Trade Balance y/y sep 18.4 bn 17.2 bn 20.0 bn ** Equity and bond neutral

Current Account Balance m/m sep 21.1 bn 15.3 bn 21.0 bn ** Equity and bond neutral

France Current Account Balance m/m sep -1.900 bn -1.600 bn ** Equity bearish, bond bullish

Trade Balance m/m sep -5.663 bn -5.632 bn -5.833 bn ** Equity and bond neutral

Switzerland Unemployment Rate m/m oct 2.4% 2.4% 2.4% *** Equity and bond neutral

Russia Gold and Forex Reserves m/m oct 459.7 bn 460.7 bn ** Equity and bond neutral

AMERICAS

Mexico Vehicle production m/m oct 363474 320071 * Equity and bond neutral

Vehicle Exports m/m oct 305808 306003 * Equity and bond neutral

Canada Ivey Purchasing Managers Index m/m oct 61.8 50.4 ** 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) 259 259 0 Up

3-mo T-bill yield (bps) 230 231 -1 Neutral

TED spread (bps) 29 28 1 Neutral

U.S. Libor/OIS spread (bps) 233 232 1 Up

10-yr T-note (%) 3.22 3.24 -0.02 Up

Euribor/OIS spread (bps) -32 -32 0 Neutral

EUR/USD 3-mo swap (bps) 45 41 4 Down

Currencies Direction

dollar up Neutral

euro flat Neutral

yen down Neutral

pound down Neutral

franc flat Neutral

Central Bank Action Current Prior Expected

FOMC Rate Decision (Upper Bound) 2.250% 2.250% On forecast

FOMC Rate Decision (Lower Bound) 2.000% 2.000% On forecast

Interest Rate on Excess Reserves 2.200% 2.200% 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. 
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Price Prior Change Explanation

Brent $72.19 $72.07 0.17%

WTI $61.83 $61.67 0.26%

Natural Gas $3.51 $3.56 -1.18%

Crack Spread $15.62 $15.78 -1.00%

12-mo strip crack $17.74 $17.99 -1.36%

Ethanol rack $1.42 $1.42 -0.01%

Gold $1,225.30 $1,226.49 -0.10%

Silver $14.54 $14.58 -0.27%

Copper contract $271.90 $275.45 -1.29%

Corn contract 374.00$       372.25$       0.47%

Wheat contract 512.25$       510.25$       0.39%

Soybeans contract 882.00$       879.50$       0.28%

Baltic Dry Freight 1304 1395 -91

Actual Expected Difference

Crude (mb) 5.8 2.0 3.8

Gasoline (mb) 1.9 -1.8 3.6

Distillates (mb) -3.5 -2.0 -1.5

Refinery run rates (%) 0.60% 0.90% -0.30%

Natural gas (bcf) 48.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for the West Coast and 

cooler temps for the rest of the country.  Precipitation is expected for the East Coast.  There are 

no tropical cyclones expected over the next 48 hours. 
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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 2, 2018 
 

In light of the recent pullback in equities, there has been rising speculation that the FOMC might 

not increase rates as much as projected.  Although possible, we are not seeing much evidence to 

support this position. 
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This chart shows the fed funds target along with the implied three-month LIBOR rate, two years 

deferred, from the Eurodollar futures market.  The upper line shows the spread between the two 

rates.  We have placed vertical lines where the spread inverts.  The spread inversion has tended 

to signal the end of the tightening cycle.  

  

Although the implied rate has eased from a peak of 3.30% in early October to 3.15% in the most 

recent reading, the overall target remains the same.  The Fed, based on this analysis, will raise 

rates another 100 bps.  The key question is if such a rate hike were implemented, would it lead to 

recession? 

 

The answer to that question is whether a 3.25% policy rate would be considered “tight”?  And, 

the answer to the second question is all about the degree of slack in the economy.  If the FOMC 

is raising rates into an economy without much excess capacity, it is unlikely that it will take rates 

to a level of restrictive policy.  On the other hand, if there is still slack in the economy then 

raising rates to the level implied by deferred Eurodollar futures could, indeed, be too tight. 
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These charts show the results of the Mankiw rule, a simplified version of the Taylor rule.  These 

charts show two different variations for measuring slack.  Mankiw’s original model used core 

CPI and the unemployment rate.  That model is shown on the right.  We have created a different 

variation on the left, which uses the employment/population ratio.  The unemployment model 

suggests that policymakers are woefully behind the curve; the neutral rate is 4.00% with 

restrictive policy not achieved until fed funds reach 5.50%.  The employment/population model 

suggests the Fed has already achieved a neutral policy and should stop raising rates now.  The 

neutral rate, according to this variation, is 1.75% with restrictive policy achieved at 2.75%.   

 

Which model is correct?  We believe the employment/population model is likely the most 

accurate.  The chart below shows a model that projects the yearly growth in wages for non-

supervisory workers based either on the unemployment rate or the employment/population ratio.  

Both variations did about the same during the cycles since 1988, but, in the current cycle, the 

employment/population ratio has done a superior job of estimating wage growth.  Based on the 

unemployment rate, wage growth should be approaching 4.0%, while the 

employment/population ratio estimates a growth rate of 2.5%, a much closer estimate during this 

recovery and expansion.  We are seeing some upward “creep” in wage growth but that may be 

tied to recent increases in the minimum wage.  If so, the growth rate should slow because such 

changes tend to be infrequent.   
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So, what is the FOMC actually doing?  It appears they are trying to pick a point between the 

extremes of the Mankiw variations.  However, if the employment/population ratio is the right 

model, barring a strong improvement in this number, the FOMC is moving into dangerous 

territory.  Given the caution shown by the Fed, we would expect to see greater concern about 

moving too quickly and increased talk of a “pause.”   

 

It is important to remember that all FOMC meetings next year will have a press conference, 

making each meeting a chance to raise rates…or not!  If the Fed begins to show signs that it is 

approaching neutral, we would expect equities and debt to rally.  We would not expect to see 

such indications in December but could in early 2019.  Therefore, we will continue to closely 

monitor the behavior of deferred Eurodollar futures.  If the two-year implied rate begins to 

decline, we may be close to ending this tightening cycle.  

 

 

 
 

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 11/7/2018 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 11/7/2018 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 8, 2018 
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P/E as of 11/07/2018 = 17.5x

 
 

Based on our methodology,8 the current P/E is 17.5x, down 0.1x from last week’s reading of 

17.6x.  The primary reason for the drop in the P/E is recent correction in the S&P 500. 
 
 
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. 

                                                 
8 This 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 twi 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 long-term dataset for P/E ratios. 


