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[Posted: October 19, 2017—9:30 AM EDT]  Global equity markets are lower this morning.  

The EuroStoxx 50 is down 0.8% from the last close.  In Asia, the MSCI Asia Apex 50 closed 

down 1.1% from the prior close.  Chinese markets were lower, with the Shanghai composite 

down 0.3% and the Shenzhen index down 0.8%.  U.S. equity index futures are signaling a lower 

open.  With 59 companies having reported, the S&P 500 Q3 earnings stand at $32.43, lower than 

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

Thus far this quarter, 81.4% of the companies reported earnings above forecast, while 11.9% 

reported earnings below forecast. 

 

Something unusual is happening this morning…equity futures are pointing to a lower opening.  

At the time of this writing, S&P futures are indicating about a 0.5% decline.  In the sea of calm 

we have been operating in, such a modest decline does look rather different.  We also note that 

other flight to safety assets are rising this morning—the JPY and EUR are higher, and Treasuries 

and gold are rising, too.  Here is what we are watching today:   

 

What’s behind this morning’s weakness?  Although the proximate cause is the rising threat of 

state action by Spain against Catalonia, this probably isn’t it.  The Catalonian government 

refuses to back down from independence and PM Rajoy appears ready to take steps to remove 

the provincial government from power and take control of the region.  However, this isn’t really 

news as this action has been expected for some time.  A good part of today’s weakness is 

probably just simply that we are due for some profit-taking.  However, there are a few items that 

are worrying enough to remove some of the confidence in equities.  Here is our list: 

 

China and debt: Although Xi Jinping gave a long speech yesterday outlining his view of China 

as a rising power (long enough that a tea break was necessary), the other news out of China was 

far more sobering.  The People’s Bank of China (PBOC) Governor, Zhou Xiaochuan, said in a 

talk today that excessive debt growth is raising the risk of a “Minsky moment” in China.  Zhou 

may be replaced at the current party congress; if not, his term will end a year from December, so 

he is probably in the last 15 months of his career.  He has been running China’s central bank 

since 2002, the longest serving governor of the PBOC in China’s history.  So, what’s his concern 

about a “Minsky moment”?  Hyman Minsky, who spent most of his career in St. Louis at 

Washington University, theorized that stability breeds instability, a condition known as the 

“financial instability hypothesis.”  In other words, the longer an economy is stable, the more 

confident investors, firms and households become and the more likely they are to take on more 

risk and leverage.  Zhou indicated this morning that, in his opinion, corporate debt is too high 

and household debt is rising rapidly.  His worry is that leverage will magnify the cyclical 

variations in China’s economy in a pro-cyclical fashion, meaning that it will lead to stronger 

growth in expansions and deeper recessions in downturns.  In a nation run by a communist 

authoritarian regime that desires stability, Zhou’s concerns are a significant concern.  China 
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needs to lower its debt; although it promises it can, history shows countries that have recently 

achieved development through debt investment have two paths to adjustment.  They can either 

follow the U.S. depression model, which rapidly lowered U.S. private debt during the Great 

Depression through liquidation and foreclosure, or the Japanese model, which reduces private 

sector debt slowly by cutting growth to a sustainable level.  Neither is pleasant but we don’t see a 

way for China to maintain stability, cut debt growth and maintain 6.5% GDP growth (as noted 

below, China grew 6.8% in Q3).  We expect China to take the Japan option but try to get a bit 

better growth at 2.5% to 3.0% growth.  That wasn’t the tenor of President Xi’’s speech.  Thus, 

talking about China’s debt introduces a new risk to the global economy. 

 

North Korea: The U.S.S. Ronald Reagan carrier group has moved to the Sea of Japan off 

Korea’s northeastern coast.  According to reports, ships in this group have been given a warning 

order and prepared Tomahawk cruise missiles to fire on North Korean targets.  There has been 

growing speculation that North Korea may either launch missile tests or detonate another nuclear 

device (or even both—an airborne test of a nuclear warhead over the open sea) during China’s 

19th Party Congress.  The U.S. is apparently prepared to retaliate if a test or a North Korean 

attack on American military assets in Japan, Guam or South Korea are part of North Korea’s 

actions to spoil Chairman Xi’s “party.”  We note that the U.S.S. Theodore Roosevelt carrier 

group is near Hawaii and could move toward Korea, giving the U.S. two carrier groups if 

hostilities escalate.  Although we don’t expect a conflict, tensions are high and the potential for a 

mishap is elevated.   

 

Yellen and Trump today: Chair Yellen will meet with President Trump today.  Although the 

president has indicated he likes Yellen’s low interest rate policy, he does favor looser regulation.  

Given the desire for less regulation and opposition to Yellen from Congressional Republicans, 

we doubt she will get another term.  The best combination of easy policy and deregulation is 

probably Jerome Powell, who is favored for the chair position by Treasury Secretary Mnuchin.  

However, Trump may want a “name” and John Taylor would be the highest profile candidate 

among those mentioned.  Taylor would probably be more hawkish on policy, which the president 

wouldn’t necessarily like, but he would also favor less regulation.  We will be watching for post-

meeting comments from the White House. 

 

[Ed. note: we will update the energy recap in tomorrow’s report.] 

 

U.S. Economic Releases 

 

Initial jobless claims came in below expectations at 222k compared to the forecast of 240k.  The 

prior month’s report was revised from 243k to 244k.  Initial claims were distorted by the 

hurricanes but claims are falling to pre-hurricane levels as the effects dwindle. 

 

The chart below shows the four-week moving average of initial jobless claims.  The four-week 

moving average fell from 258.5 to 249.0.   
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The Philadelphia Fed Business Outlook came in above expectations at 27.9 compared to the 

forecast of 22.0. 
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We smooth the data with a six-month average.  The current reading (the actual number as 

opposed to the aforementioned average) is at a new cycle high for the current expansion.  

Although this is a sentiment number, it suggests strong confidence in the Philadelphia FRB 

district. 

 

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

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m oct 49.5 **

9:45 Bloomberg Economic Expectations m/m oct 51.5 **

10:00 Leading Index m/m oct 0.1% 0.4% **

Economic Releases

No speakers or events scheduled

Fed speakers or events
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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.  
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China GDP y/y 3q 6.8% 6.9% 6.8% *** Equity and bond neutral

Retail Sales y/y sep 10.3% 10.1% 10.2% ** Equity bullish, bond bearish

Fixed Assets Ex Rural y/y sep 7.5% 7.8% 7.7% ** Equity and bond neutral

Industrial Production y/y sep 6.6% 6.0% 6.5% *** Equity bullish, bond bearish

Japan Japan buying foreign bonds y/y sep 269.7 bn 89.2 bn ** Equity and bond neutral

Japan buying foreign stocks m/m sep 153.7 bn 371.5 bn ** Equity and bond neutral

Foreign buying Japan bonds m/m sep 207.6 bn 100.0 bn ** Equity and bond neutral

Foreign buying Japan stocks m/m sep 840.7 bn 1235.3 bn ** Equity and bond neutral

Trade Balance m/m sep 670.2 bn 113.6 bn 556.8 bn ** Equity bullish, bond bearish

Exports y/y sep 14.1% 18.1% 15.0% ** Equity and bond neutral

Imports y/y sep 12.0% 14.7% 15.2% ** Equity bullish, bond bearish

All Industry Activity Index m/m aug 0.1% -0.1% 0.2% ** Equity and bond neutral

Australia NAB Business Confidence y/y sep 7 7 ** Equity and bond neutral

Employment Change m/m sep 19.8k 54.2k 15.0k ** Equity and bond neutral

Unemployment Rate m/m aug 5.5% 5.6% 5.6% *** Equity and bond neutral

Full-Time Employment Change y/y sep 6.1k 40.1k ** Equity and bond neutral

Part-Time Employment Change m/m sep 13.7k 14.1k ** Equity and bond neutral

Participation Rate m/m oct 65.2% 65.3% 65.2% ** Equity and bond neutral

EUROPE

UK Retail Sales ex Auto Fuel y/y sep 1.6% 2.8% 2.2% ** Equity bearish, bond bullish

Retail Sales inc Auto Fuel y/y sep 1.2% 2.4% 2.1% ** Equity bearish, bond bullish

Switzerland Trade Balance m/m sep 2.92 bn 2.17 bn ** Equity and bond neutral

Export Real m/m sep -0.9% 2.8% ** Equity and bond neutral

Imports m/m sep -3.2% 3.0% ** Equity and bond neutral

Russia Unemployment Rate m/m sep 5.0% 4.9% 4.9% *** Equity and bond neutral

AMERICAS

Canada Manufacturing Sales m/m aug 1.6% -2.6% -0.3% ** Equity bullish, bond bearish

Brazil Economic Activity y/y aug 1.6% 2.0% 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 136 135 1 Up

3-mo T-bill yield (bps) 106 107 -1 Neutral

TED spread (bps) 29 28 1 Neutral

U.S. Libor/OIS spread (bps) 124 124 0 Up

10-yr T-note (%) 2.31 2.35 -0.04 Neutral

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

EUR/USD 3-mo swap (bps) 38 38 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. 
 

Price Prior Change Explanation

Brent $57.55 $58.15 -1.03% Bearish EIA report

WTI $51.44 $52.04 -1.15%

Natural Gas $2.86 $2.85 0.25%

Crack Spread $19.34 $19.20 0.75%

12-mo strip crack $19.94 $19.83 0.55%

Ethanol rack $1.55 $1.56 -0.30%

Gold $1,286.20 $1,281.08 0.40% Weaker Dollar

Silver $17.04 $17.00 0.23%

Copper contract $315.80 $317.80 -0.63%

Corn contract 349.50$       348.50$       0.29%

Wheat contract 430.50$       430.00$       0.12%

Soybeans contract 986.25$       984.25$       0.20%

Baltic Dry Freight 1566 1552 14

Actual Expected Difference

Crude (mb) -5.7 -3.0 -2.7

Gasoline (mb) 0.9 -1.0 1.9

Distillates (mb) 0.5 -1.7 2.2

Refinery run rates (%) -4.70% 0.00% -4.70%

Natural gas (bcf) 61.0

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 to normal temps expected for the eastern region.  Precipitation is expected for the East 

Coast.  There are no tropical cyclones or disturbances approaching the Gulf of Mexico at this 

time.
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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 13, 2017 
 

With the S&P making new highs almost daily, it is probably a good time to look at long-term 

trends to build some parameters. 

 

1.0

2.0

3.0

4.0

5.0

6.0

7.0

8.0

9.0

1930 1940 1950 1960 1970 1980 1990 2000 2010 2020

S&P (LOG) TRENDLINE +1.0 ST DEV +0.5 ST DEV

+2.0 ST DEV -1.0 ST DEV -0.5 ST DEV -2.0 ST DEV

LONG-TERM S&P TREND

L
O

G
 S

C
A

L
E

Sources:  Bloomberg, CIM

5.0

5.5

6.0

6.5

7.0

7.5

8.0

8.5

9.0

90 92 94 96 98 00 02 04 06 08 10 12 14 16 18 20

S&P (LOG) TRENDLINE +1.0 ST DEV +0.5 ST DEV

+2.0 ST DEV -1.0 ST DEV -0.5 ST DEV -2.0 ST DEV

LONG-TERM S&P TREND

L
O

G
 S

C
A

L
E

Sources:  Bloomberg, CIM

Year-end +0.5 Stdev = 2562.22

                +1.0 Stdev = 3094.24

 
 

This is a simple trend chart of the S&P 500 Index.  We have log-transformed the weekly Friday 

closes of the index data and regressed it against a time trend.  The chart on the left shows the 

index from 1929 while the chart on the right shows the index from 1990 (same regression trend 

lines for both charts).   

 

Equities clearly trend higher over time.  The yearly trend shows an average return for the S&P 

500 Index of just over 6%.  However, as the charts show, there is a fair degree of variation over 

time.  The trend data shows that two standard errors above the trend is a dangerous area.  One 

standard error above the trend is a concern.  We are currently just below one-half standard error 

above the trend.  That level by itself isn’t a big worry.  In the 1950s into the early 1970s, we saw 

the index vacillate between the trend and one standard error above trend.  These are not 

inconsequential market moves; in the current context, the trend line for the S&P 500 Index is 

2090.26, meaning a pullback from current levels to the trend line would be a decline of about 

17.6%.   

 

Simply put, barring a recession or geopolitical event, equities are not seriously extended on a 

trend basis.  We also note that the last two bear markets dropped a full two standard errors from 

peak to trough.  The bear market that began in 2000 fell from two standard errors above the trend 

to the trend line (the bold red line on the chart), and the 2008 bear market ran from one standard 

error above the trend to one standard error below.  Thus, a recession-triggered bear market would 

be a significant market event. 
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So, what does this tell us?  Although there is a rather elevated sense of concern among investors, 

overall, the path of least resistance is to grind higher.  Equities are not cheap but alternatives are 

even more expensive.  The other insight this research offers is that a “melt-up” would take us 

well above 3000.  If investors were to become “irrationally exuberant” we would expect a move 

to this level.  At this point, there appears to be enough caution to prevent that from occurring.  

However, if a dovish Fed chair is nominated or a major tax cut appears likely to pass, a rise to 

these levels might be triggered.  A recession is a clear worry; falling to one standard error below 

the trend line, which would be a drop of lesser magnitude than normal, would be to 1454.81 by 

year’s end.  Obviously, because the trend line moves higher over time, the longer it takes to have 

a correction, the higher the expected bottom.  For now, equities, based on this analysis, are not at 

levels that would usually signal a major bear market.  At the same time, this doesn’t mean that 

there are no risks.  It just means that, in terms of trend, we are not at extremes. 

   

 
 

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 10/18/2017 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 10/18/2017 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 
 

October 19, 2017 
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Based on our methodology,1 the current P/E is 20.1x, 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. 

                                                 
1 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. 


