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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: October 17, 2018—9:30 AM EDT] Global equity markets are mixed this morning.  

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

0.4% from the prior close.  Chinese markets were higher, with the Shanghai composite up 0.6% 

and the Shenzhen index up 0.8%.  U.S. equity index futures are signaling a lower open.  With 43 

companies having reported, the S&P 500 Q3 earnings stand at $40.71, higher than the $40.50 

forecast for the quarter.  The forecast reflects a 21.0% increase from Q3 2017 earnings.  Thus far 

this quarter, 86.0% of the companies reported earnings above forecast, while 9.7% reported 

earnings below forecast. 

 

Markets are mixed this morning as strong earnings led to a surge in tech stocks but weaker 

earnings from automakers due to rising costs are likely weighing on investors.  Here are the 

stories we are following today: 

 

Mueller to release key findings: Special Counsel Robert Mueller is expected to release a report 

providing an update on the Russia investigation after the November midterms.  In the report, 

Mueller is expected to discuss whether there is evidence of collusion between Russia and 

President Trump during the 2016 election, as well as whether the president was guilty of 

obstruction of justice following the firing of former FBI Director James Comey.  President 

Trump has claimed the investigation to be illegitimate and has been pushing for its conclusion or, 

at minimum, a limit in its scope.  The president’s legal team is currently mulling over whether to 

provide a written response to questions provided by Mueller as the president may not be willing 

to sit for a face-to-face interview.  Although the consequence of this report will likely depend on 

the outcome of the mid-term elections, the worst-case scenario would be a report suggesting 

there is evidence that President Trump is guilty of either allegation mentioned.  If the Democrats 

were to win a majority in both houses they will be pressured to push for impeachment, which 

would likely weigh on U.S. equities.  That being said, we believe a Democratic win in the Senate 

is unlikely.  

 

President Trump’s Middle East dilemma: The president continues to face pressure to take a 

tougher stance against Saudi Arabia following the suspected killing of journalist Jamal 

Khashoggi.  On Tuesday, President Trump came to the defense of Saudi Crown Prince 

Mohammad Bin Salman (MBS) after members of his party refused to accept the Saudis’ claim 

that rogue agents were responsible for the killing.  In an interview with the Associated Press, 

President Trump compared allegations that MBS had knowledge of the murder to the sexual 

assault allegations Brett Kavanaugh faced earlier this month.  The president’s willingness to 

protect the crown prince is likely related to his desire to not backtrack on Iranian sanctions.  If 
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the president wants to follow through on his plan to implement more sanctions on Iran, he will 

need Saudi Arabia’s help in offsetting the loss in oil supply.  

 

Chinese debt bubble? Rising debt levels in China have sparked concerns of a possible 

infrastructure bubble developing within the region.1  According to an S&P report, local Chinese 

governments may have accumulated ¥40 trillion ($6 trillion) worth of hidden debt that is not 

reflected in official figures.  Although China has been pushing for more credit restrictions 

throughout the country, it appears rising trade tensions with the U.S. have led to lax enforcement 

of those restrictions.  The report suggests the local governments may have turned to local 

government financing vehicles (LGFV) to bypass restrictions in an attempt to stimulate regional 

growth.  This method allows the local governments to use land rights as collateral for loans; as a 

result, the credit-worthiness of the bonds are backed by land sales.  Furthermore, the relationship 

between debt and land values has encouraged local governments to build more infrastructure 

within their respective regions regardless of whether there is sufficient demand to support it.  The 

report is concerning because it suggests that financial markets may be more fragile than 

previously thought and also calls into question the CPC’s ability to stimulate growth throughout 

China amidst rising trade tensions with the U.S.  We will continue to monitor this situation. 

 

U.S.-UK Brexit deal: UK Prime Minister Theresa May is facing growing pressure to secure a 

deal with the EU in order to start negotiations with other sovereign countries.  The UK’s bid to 

stay in the public procurement alliance has been stalled and is expected to lose access to the 

group following its exit from the European Union.  Although the WTO is likely to come to a 

provisional agreement following Britain’s exit, the suspense will still be a burden for PM May as 

she struggles to seal a Brexit agreement.  Meanwhile, the Trump administration has informed 

Congress that it would like to negotiate a new bilateral agreement with the UK following its 

departure from the EU, but the UK is forbidden to negotiate bilateral agreements while it is still 

part of the single-market.  The longer it takes PM May to secure a deal, the harder it will be for 

her to create smooth transitions following departure.  

 

Trump attacks the Fed: President Trump has gone on the offensive against the Federal 

Reserve, claiming it is the biggest threat to the U.S. economy.  Over the past few weeks, the 

president has taken to Twitter and the press to attack the Fed’s decision to tighten monetary 

policy.  The market currently anticipates a fourth rate hike in December following strong 

economic growth, rising inflation and a tightening labor market.  The Fed minutes released later 

today will likely provide more insight into what the Fed might do in December.  That said, any 

perception that the Fed is prioritizing the president’s opinion on economic data will likely hurt 

the Fed’s credibility, which is important to its ability to anchor inflation expectations.2 

 

U.S. Economic Releases 

 

MBA mortgage applications declined 7.1% from the prior week.  Purchases and refinancing fell 

5.9% and 9.0%, respectively.  The average 30-year fixed rate rose 5 bps from 5.05% to 5.10%. 

                                                 
1 https://www.ft.com/content/adabd0ae-d0f3-11e8-a9f2-7574db66bcd5 
2 For further discussion on politicizing the Fed, see our most recent Asset Allocation Weekly published 10/12/18 
(also found on p. 6 of this report). 

https://www.ft.com/content/adabd0ae-d0f3-11e8-a9f2-7574db66bcd5
https://www.confluenceinvestment.com/wp-content/uploads/AAW_Oct_12_2018.pdf
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September housing starts came in below expectations at an annual rate of 1.201 mm units 

compared to expectations of 1.210 mm units.  The prior report was revised downward from 

1.282 mm to 1.268 mm.  Permits were below forecast at an annual rate of 1.241 mm units 

compared to the forecast of 1.275 mm units.  The prior report was revised upward from 1.229 

mm to 1.249 mm.  

 

 
 

The chart above shows the level of starts for both multi-family and single-family starts.  Single-

family housing starts rose 4.8% from the prior year, while multi-family homes rose 0.9%.  

Housing starts rose 7.9% in the West, 4.4% in the South and 18.8% in the Northeast, whereas the 

Midwest saw a drop of 14.0%. 

 

The table below lists the Fed events scheduled for the rest of the day. 
 

EST Speaker or event

14:00 FOMC Meeting Minutes

District or position

Economic Releases

 No economic releases today
Fed speakers or events

Members of the Board of Governors  
 

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 
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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

Australia Westpac Leading Index m/m sep -0.1% 0.1% * Equity and bond neutral

EUROPE

Eurozone EU27 New Car Registration y/y aug -23.5% 31.2% ** Equity and bond neutral

Construction Output y/y aug 2.5% 2.6% ** Equity and bond neutral

CPI core y/y sep 0.9% 0.9% 0.9% *** Equity and bond neutral

CPI y/y sep 2.1% 2.0% 2.1% *** Equity and bond neutral

U.K. PPI Output y/y sep 3.1% 2.9% 2.9% ** Equity and bond neutral

PPI Input y/y sep 10.3% 8.7% 9.2% ** Equity bearish, bond bullish

PPI Output Core y/y sep 2.4% 2.3% 2.1% ** Equity bearish, bond bullish

House Price Index m/m aug 3.2% 3.1% 2.8% ** Equity bearish, bond bullish

AMERICAS

Brazil Economic Activity y/y aug 2.6% 2.0% *** Equity and bond neutral

Canada International Securities Transactions m/m aug 2.82 bn 12.65 bn ** Equity and bond neutral

Mexico International Reserve Weekly w/w oct $173.469 bn $173.391 bn ** 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) 245 244 1 Up

3-mo T-bill yield (bps) 226 226 0 Neutral

TED spread (bps) 19 18 1 Neutral

U.S. Libor/OIS spread (bps) 226 225 1 Up

10-yr T-note (%) 3.16 3.16 0.00 Up

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

EUR/USD 3-mo swap (bps) 46 46 0 Down

Currencies Direction

dollar up Neutral

euro down Neutral

yen down Neutral

pound down 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. 
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Price Prior Change Explanation

Brent $81.21 $81.41 -0.25%

WTI $71.57 $71.92 -0.49%

Natural Gas $3.25 $3.24 0.37%

Crack Spread $16.63 $16.21 2.60%

12-mo strip crack $19.88 $19.57 1.57%

Ethanol rack $1.40 $1.40 -0.06%

Gold $1,226.11 $1,224.95 0.09%

Silver $14.69 $14.66 0.16%

Copper contract $278.70 $277.95 0.27%

Corn contract 375.75$       375.25$       0.13%

Wheat contract 520.75$       523.50$       -0.53%

Soybeans contract 885.25$       884.75$       0.06%

Baltic Dry Freight 1578 1584 -6

Actual Expected Difference

Crude (mb) 1.3

Gasoline (mb) 1.0

Distillates (mb) -1.0

Refinery run rates (%) -0.50%

Natural gas (bcf) 84.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for the western half of the 

country, with cooler temps for the rest of the country.  Precipitation is expected for most of the 

country.  There are no tropical cyclones forecast 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.  
 

October 12, 2018 
 

Politics is usually an uncomfortable topic for financial market analysts.  The subject is fraught 

with high emotion, and being overly concerned about a specific political outcome can sometimes 

cloud judgement.  At the same time, political trends offer insight into future policy changes that 

can affect financial market performance.  For example, we have documented the growing trend 

of populism and its potential impact on economic and market performance.3 

 

One of the more disturbing trends we have noted in recent years is the growing division among 

Americans that is being reflected in our political system.  Race and gender concerns in marriage 

have become less of a concern, but marrying across political lines has become increasingly 

frowned upon.4   The level of partisanship has increased steadily over the past two decades. 

 

(Source: Rosenthal and Poole) 

 

This data measures the difference between the party voting patterns in Congress.  The higher the 

number, the greater the degree of difference, meaning a higher level of partisanship.  A similar 

                                                 
3 See Weekly Geopolitical Reports, Reflections on Politics and Populism: Part I (7/16/18) and Part II (7/23/18); and 
European Populism (1/12/15). 
4 https://www.voanews.com/a/mixed-political-marriages-an-issue-on-rise/3705468.html  

https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_7_16_2018.pdf
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_7_23_2018.pdf
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_01_12_2015.pdf
https://www.voanews.com/a/mixed-political-marriages-an-issue-on-rise/3705468.html
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measure that estimates the percentage of overlapping members (likelihood of voting across party 

lines) has diminished as well. 

 

 
(Source: Rosenthal and Poole) 

 

This deepening polarization, coupled with the widespread use of social media, is leading to 

increasingly aggressive behavior and threats.5  More American institutions are progressively 

being viewed under the lens of partisanship; the courts, regulatory agencies and law enforcement 

are all facing scrutiny for their decisions.  Reaching an agreement on the impact of seemingly 

objective facts is becoming increasingly difficult.   

 

The reasons for polarization are beyond the scope of this report.  Our concern is the impact of 

polarization and partisanship on financial markets.  So far, the Federal Reserve has mostly 

avoided the worst of this trend.  However, it would seem naïve to believe that the U.S. central 

bank can remain above the partisan fray indefinitely.  Already, President Trump has undermined 

protocol with regard to monetary policy established by Robert Rubin in the mid-1990s.  That 

protocol meant the White House would refrain from commenting on monetary policy, with the 

concept being that the less political pressure the Federal Reserve faced, the more confidence 

investors would have in the central bank maintaining anchored inflation expectations.  President 

Trump has been openly critical of monetary tightening.  So far, we have not seen political 

pundits frame monetary policy in a partisan fashion.  But, the risks of such events are rising.  If 

monetary policy actions are increasingly viewed through the parameters of partisan politics, we 

would expect the following market effects: 

                                                 
5 https://thehill.com/homenews/administration/348014-threats-of-political-violence-rise-in-polarized-trump-era  

https://thehill.com/homenews/administration/348014-threats-of-political-violence-rise-in-polarized-trump-era
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1. Long-duration interest rates will rise.  These rates are sensitive to inflation expectations.  

Undermining Federal Reserve independence will tend to raise fears that policymakers 

won’t increase rates for fear of criticism, leading the central bank to tolerate higher 

inflation. 

2. The dollar will weaken.  If the central bank won’t act against inflation impulses, then the 

attractiveness of the dollar will be diminished.   

3. Gold prices will rise.  Gold will be seen as a store of value instrument, which will 

become more appealing in a rising inflation environment.   

4. Equity markets will suffer through falling multiples.  Price/earnings multiples are partly a 

function of inflation expectations.  If prices are rising, earnings become suspect and 

investors lower the price at which they will purchase those earnings. 

 

To date, there is no evidence that monetary policy has been affected by White House criticism.  

However, that condition may not endure.  We continue to closely monitor developments but we 

will take appropriate action if the Federal Reserve finds its independence compromised.   

 

 

 
 

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 10/16/2018 close) 

 

-10.0% 0.0% 10.0% 20.0%
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Utilities
S&P 500
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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 10/16/2018 close) 

 

-20.0% -10.0% 0.0% 10.0%

Emerging Markets ($)

Emerging Markets (local currency)

Foreign Developed ($)

US Corporate Bond

US Government Bond

Foreign Developed (local currency)

Real Estate

Commodities

Cash

US High Yield

Mid Cap

Small Cap

Large Cap

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), 
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P/E Update 
 

October 11, 2018 
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P/E as of 10/10/2018 = 18.25x

 
 

Based on our methodology,6 the current P/E is 18.25, down 0.25x from last week’s reading of 

18.5.  The primary reason for the drop in the P/E is due to a sharp rise in earnings relative to 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. 

                                                 
6 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. 


