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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: August 21, 2018—9:30 AM EDT]  Global equity markets are higher this morning.  

The EuroStoxx 50 is up 0.7% from the last close.  In Asia, the MSCI Asia Apex 50 was up 0.6% 

from the prior close.  Chinese markets were up, with the Shanghai composite up 1.3% and the 

Shenzhen index up 1.4%.  U.S. equity index futures are signaling a higher open.   

 

The big story today is a bit of dollar weakness, which is putting some upward pressure on 

interest rates and helping precious metals.  Here is what we are watching today: 

 

Trump talks: In a wide-ranging interview,1 President Trump warned not to expect much from 

the Chinese trade talks2 and stated that some trading partners, especially China and the EU, are 

manipulating their currencies, but the biggest news was another broadside against Chair Powell.  

In a recent Asset Allocation Weekly,3 we discussed the idea of Fed independence and examined 

the history of how presidents have managed their relations with the U.S. central bank.  Prior to 

the detente that was in place from 1993 until this year, presidents have refrained from 

commenting on monetary policy.  President Trump reiterated his desire for easy monetary policy 

and exhibited his displeasure with the current path of policy.  When the president criticizes the 

Fed, we tend to see higher long-duration Treasury yields and a weaker dollar.4 

 

On the one hand, it’s hard to make the case that the FOMC is too tight.  After all, real fed funds 

are still below zero. 

 

                                                 
1 https://www.reuters.com/article/us-usa-trump-fed-exclusive/exclusive-trump-says-not-thrilled-with-feds-powell-
for-raising-rates-idUSKCN1L5207  
2 https://www.reuters.com/article/us-usa-trump-china-exclusive/exclusive-trump-doesnt-expect-much-from-
china-trade-talks-this-week-idUSKCN1L5226  
3 https://www.confluenceinvestment.com/wp-content/uploads/AAW_July_27_2018.pdf  
4 https://www.ft.com/content/0c5dfdbc-a4e8-11e8-8ecf-a7ae1beff35b?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
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On the other hand, as we discuss in the current AAW below, the majority, but not all, of the 

Mankiw Rule variations argue for tighter policy.  However, the rate projection using core CPI 

and the employment/population ratio does suggest the Fed has achieved policy neutrality.  

Although we are “not there yet,” policy is getting close to the point where mistakes have 

occurred in the past.  Leave rates too low and the risks of a lending and asset market bubble 

increase.  Tighten too much and a recession occurs.5  Powell’s speech at Jackson Hole on Friday 

will be closely watched for future guidance on policy. 

 

We also note that Powell may be facing some internal dissent.  Atlanta FRB President Bostic6 is 

calling for only one more hike this year and expressed concern about raising rates enough to 

invert the yield curve.  At current 10-year T-note yields, the Fed is clearly limited on how much 

further it can raise rates without inverting the curve.   

 

Our expectation is that Powell will continue to raise rates despite White House criticism.  At the 

same time, it should be remembered that central bank independence is only valued when the goal 

is to contain inflation.  In circumstances where inflation fears have dwindled away, pressure to 

reduce central bank independence is likely. 

 

In terms of trade, a trend does seem to be developing.  At first, the U.S. seemed to be threatening 

everyone with tariffs and trade sanctions.  However, the U.S. and EU appear to be trying to 

negotiate a deal.  As we noted last week, the U.S. and Mexico are close to an agreement.  The 

focus now appears to be China.  As noted earlier, the president downplayed any chance that 

                                                 
5 https://www.ft.com/content/c6d86ad0-a4b4-11e8-8ecf-a7ae1beff35b?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
6 https://www.reuters.com/article/us-usa-fed-bostic-rates/feds-bostic-still-expects-one-more-rate-increase-in-
2018-idUSKCN1L51SD  
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upcoming talks with China will bring any breakthroughs.  Chinese officials appear to have 

concluded that the U.S. is using the trade issue as a way of slowing China’s rise.  China is taking 

steps to aid its economy,7 which is slowing,8 in part due to trade tensions.  

 

Opening for cyberwar?  According to the Washington Post, President Trump is giving the 

military more discretion in using cyberwar tools against adversaries.9  This will give the military 

the ability to respond to foreign cyberattacks that have become increasingly frequent.  They may 

be busy soon.  The New York Times is reporting that Russian hacking groups targeted GOP think 

tanks.10 

 

More on the BOJ: Reuters is reporting that the BOJ is becoming less concerned with falling 

equity prices and may be engaging in “stealth tapering.”11  According to reports, the bank has 

become more tolerant of equity price weakness, suggesting new flexibility at a minimum.   

Governor Kuroda has been facing increasing criticism for ultra-accommodative monetary policy 

from the financial services industry, which is struggling with profitability in a low interest rate, 

flat yield curve environment.   

 

Some inflation oddities: Our position is that price stability rests on three legs.  The first is 

globalization.  If firms and consumers have most of the world at their disposal to source goods 

and services, the breadth of competition should keep prices under control.  The second leg is 

deregulation, which we define as the ability to introduce new techniques and technologies 

unfettered by regulation.  So, if a firm decides to create an app that will allow you to rent out the 

room over your garage without interference or zoning changes, it will expand the supply of 

motel-style properties and lower prices.  The third leg is central bank independence.  Although 

difficult to strictly define, if investors and consumers believe the central bank will be able to 

implement monetary policy without interference, it should foster price stability. 

 

Currently, we view the second leg as alive and well but the first and third are coming under fire.  

Not only are trade barriers going up across the world, but the president has reportedly expressed 

discontent with the path of monetary policy.12  Inflation has been creeping higher but is still not 

at levels that cause us great concern.  However, a couple of anecdotes caught our attention.  First, 

there are reports that firms are starting to push price increases as their costs rise.13  Second, fears 

                                                 
7 https://money.usnews.com/investing/news/articles/2018-08-21/china-central-bank-says-will-keep-liquidity-
reasonably-ample and https://www.ft.com/content/03441782-a37d-11e8-8ecf-a7ae1beff35b  
8 https://www.wsj.com/articles/chinas-economy-cooled-further-in-july-1534214209  
9 https://www.washingtonpost.com/world/national-security/trump-gives-the-military-more-latitude-to-use-
offensive-cyber-tools-against-adversaries/2018/08/16/75f7a100-a160-11e8-8e87-
c869fe70a721_story.html?utm_term=.d8afa24cddfa  
10 https://www.nytimes.com/2018/08/21/us/politics/russia-cyber-
hack.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-
stories and https://www.ft.com/content/0ef4d264-a4c8-11e8-8ecf-a7ae1beff35b?segmentId=a7371401-027d-
d8bf-8a7f-2a746e767d56  
11 https://www.reuters.com/article/japan-stocks-boj/rpt-boj-may-be-stealth-tapering-in-stock-markets-analysts-
say-idUSL4N1V837V  
12 https://www.marketwatch.com/story/trump-ramps-up-criticism-of-powell-reports-2018-08-20  
13 https://www.ft.com/content/500a359c-a369-11e8-8ecf-a7ae1beff35b  
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https://money.usnews.com/investing/news/articles/2018-08-21/china-central-bank-says-will-keep-liquidity-reasonably-ample
https://www.ft.com/content/03441782-a37d-11e8-8ecf-a7ae1beff35b
https://www.wsj.com/articles/chinas-economy-cooled-further-in-july-1534214209
https://www.washingtonpost.com/world/national-security/trump-gives-the-military-more-latitude-to-use-offensive-cyber-tools-against-adversaries/2018/08/16/75f7a100-a160-11e8-8e87-c869fe70a721_story.html?utm_term=.d8afa24cddfa
https://www.washingtonpost.com/world/national-security/trump-gives-the-military-more-latitude-to-use-offensive-cyber-tools-against-adversaries/2018/08/16/75f7a100-a160-11e8-8e87-c869fe70a721_story.html?utm_term=.d8afa24cddfa
https://www.washingtonpost.com/world/national-security/trump-gives-the-military-more-latitude-to-use-offensive-cyber-tools-against-adversaries/2018/08/16/75f7a100-a160-11e8-8e87-c869fe70a721_story.html?utm_term=.d8afa24cddfa
https://www.nytimes.com/2018/08/21/us/politics/russia-cyber-hack.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories
https://www.nytimes.com/2018/08/21/us/politics/russia-cyber-hack.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories
https://www.nytimes.com/2018/08/21/us/politics/russia-cyber-hack.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories
https://www.ft.com/content/0ef4d264-a4c8-11e8-8ecf-a7ae1beff35b?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
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of trade impediments on autos are reportedly leading to pre-emptive increases at used car 

auctions.14  These actions, by themselves, are not worrisome.  But, if they begin to expand, it 

could signal a growing inflation problem that the financial markets are not prepared for.   

 

Swedish elections: Sweden holds elections on September 9; a spate of violence has struck the 

country recently and migrants are being blamed for the attacks.15  Recent polls show the Sweden 

Democrats, a nationalist, anti-immigrant party, have been fading but they were the strongest 

polling party in Sweden in mid-June.  At present, the Social Democrats, a center-left party, are 

leading in the polls at 25.2%.  The Sweden Democrats are polling at 18.7%.  The concern is that 

if the Sweden Democrats pull 20% of the electorate it may be difficult for the center-left or 

center-right to form a government.  Thus, even Sweden is facing rising discontent from populist 

parties.   

 

German current account: The IFO, a German economic think tank, indicated that Germany’s 

current account surplus will remain the world’s largest compared to the size of its economy.16  

The IFO forecasts the surplus will represent about 7.8% of GDP, just below last year’s 7.9%. 

 

 
 

This surplus began with the onset of the Eurozone and was aided by reforms that curtailed wage 

growth.  Germany uses the Eurozone in the same way 19th century imperialists used colonies, a 

place to force the absorption of excess productive capacity.  We note that President Trump 

                                                 
14 https://www.cnbc.com/2018/08/17/used-car-prices-are-weirdly-spiking-and-tariffs-may-be-to-
blame.html?__source=twitter%7Ctech   
15 https://www.ft.com/content/5655711c-a389-11e8-8ecf-a7ae1beff35b?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
16 https://www.ft.com/content/07610a3a-a492-11e8-926a-7342fe5e173f?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  

https://www.cnbc.com/2018/08/17/used-car-prices-are-weirdly-spiking-and-tariffs-may-be-to-blame.html?__source=twitter%7Ctech
https://www.cnbc.com/2018/08/17/used-car-prices-are-weirdly-spiking-and-tariffs-may-be-to-blame.html?__source=twitter%7Ctech
https://www.ft.com/content/5655711c-a389-11e8-8ecf-a7ae1beff35b?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/5655711c-a389-11e8-8ecf-a7ae1beff35b?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/07610a3a-a492-11e8-926a-7342fe5e173f?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/07610a3a-a492-11e8-926a-7342fe5e173f?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
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suggested in the aforementioned interview that he believes China and the Eurozone are 

manipulating their currencies.  The German current account data does bolster than argument.   

 

As Greece ends, Italy begins?  Although we haven’t said much about it, the media is making a 

big deal out of the fact that Greece is exiting its bailout.  Early career experiences suggest to us 

that Greece will eventually return to trouble, but probably not until the end of the 2020s.  

However, with attention leaving Greece, the financial markets are beginning to notice the 

persistent problems in Italy.17  Italian political leaders say they will fend off these attacks,18 but 

the potential for trouble is elevated when a government issues debt in a currency it doesn’t 

control. 

 

Turkey news: Turkey has ended the travel ban on a German journalist who was being detained 

on terrorism charges.19  We view this as an attempt to gain favor from Germany, who could help 

Turkey in its current plight.  However, recent comments from EU officials suggest that EU or 

German help isn’t likely.20 

 

And, finally: Be careful with those rented scooters…just sayin’.21 

     

U.S. Economic Releases 
 

There were no economic releases prior to the publication of this report and there are no data 

releases 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.  
 

                                                 
17 https://www.wsj.com/articles/as-euro-crisis-ends-italy-stokes-fear-of-a-revival-1534676400  
18 https://uk.reuters.com/article/us-italy-markets-salvini/italys-salvini-says-government-will-stand-up-against-
market-attacks-idUKKCN1L512Z?utm_source=POLITICO.EU&utm_campaign=d33dbf1091-
EMAIL_CAMPAIGN_2018_08_21_04_24&utm_medium=email&utm_term=0_10959edeb5-d33dbf1091-190334489  
19 https://www.nytimes.com/2018/08/20/world/europe/turkey-germany-mesale-
tolu.html?emc=edit_mbe_20180821&nl=morning-briefing-europe&nlid=567726720180821&te=1  
20 https://www.politico.eu/article/europe-turkey-germany-gunther-oettinger-not-job-to-help-
financially/?utm_source=POLITICO.EU&utm_campaign=d33dbf1091-
EMAIL_CAMPAIGN_2018_08_21_04_24&utm_medium=email&utm_term=0_10959edeb5-d33dbf1091-190334489  
21 https://www.buzzfeednews.com/article/katienotopoulos/e-scooter-injuries-are-becoming-common-in-
emergency-rooms  

https://www.wsj.com/articles/as-euro-crisis-ends-italy-stokes-fear-of-a-revival-1534676400
https://uk.reuters.com/article/us-italy-markets-salvini/italys-salvini-says-government-will-stand-up-against-market-attacks-idUKKCN1L512Z?utm_source=POLITICO.EU&utm_campaign=d33dbf1091-EMAIL_CAMPAIGN_2018_08_21_04_24&utm_medium=email&utm_term=0_10959edeb5-d33dbf1091-190334489
https://uk.reuters.com/article/us-italy-markets-salvini/italys-salvini-says-government-will-stand-up-against-market-attacks-idUKKCN1L512Z?utm_source=POLITICO.EU&utm_campaign=d33dbf1091-EMAIL_CAMPAIGN_2018_08_21_04_24&utm_medium=email&utm_term=0_10959edeb5-d33dbf1091-190334489
https://uk.reuters.com/article/us-italy-markets-salvini/italys-salvini-says-government-will-stand-up-against-market-attacks-idUKKCN1L512Z?utm_source=POLITICO.EU&utm_campaign=d33dbf1091-EMAIL_CAMPAIGN_2018_08_21_04_24&utm_medium=email&utm_term=0_10959edeb5-d33dbf1091-190334489
https://www.nytimes.com/2018/08/20/world/europe/turkey-germany-mesale-tolu.html?emc=edit_mbe_20180821&nl=morning-briefing-europe&nlid=567726720180821&te=1
https://www.nytimes.com/2018/08/20/world/europe/turkey-germany-mesale-tolu.html?emc=edit_mbe_20180821&nl=morning-briefing-europe&nlid=567726720180821&te=1
https://www.politico.eu/article/europe-turkey-germany-gunther-oettinger-not-job-to-help-financially/?utm_source=POLITICO.EU&utm_campaign=d33dbf1091-EMAIL_CAMPAIGN_2018_08_21_04_24&utm_medium=email&utm_term=0_10959edeb5-d33dbf1091-190334489
https://www.politico.eu/article/europe-turkey-germany-gunther-oettinger-not-job-to-help-financially/?utm_source=POLITICO.EU&utm_campaign=d33dbf1091-EMAIL_CAMPAIGN_2018_08_21_04_24&utm_medium=email&utm_term=0_10959edeb5-d33dbf1091-190334489
https://www.politico.eu/article/europe-turkey-germany-gunther-oettinger-not-job-to-help-financially/?utm_source=POLITICO.EU&utm_campaign=d33dbf1091-EMAIL_CAMPAIGN_2018_08_21_04_24&utm_medium=email&utm_term=0_10959edeb5-d33dbf1091-190334489
https://www.buzzfeednews.com/article/katienotopoulos/e-scooter-injuries-are-becoming-common-in-emergency-rooms
https://www.buzzfeednews.com/article/katienotopoulos/e-scooter-injuries-are-becoming-common-in-emergency-rooms
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Supermarket Sales m/m jul 1.5% 0.1% ** Equity bullish, bond bearish

Nationwide Department Sales m/m aug -6.1% 3.1% ** Equity bearish, bond bullish

Tokyo Department Store Sales m/m aug -4.5% 6.9% ** Equity bearish, bond bullish

Machine Tool Orders m/m aug 13.1% 13.0% ** Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption m/m jul 114.1 118.2 ** Equity and bond neutral

New Zealand Net Migration m/m jul 4720 4840 ** Equity and bond neutral

Credit Card Spending y/y jul 3.2% 5.7% ** Equity and bond neutral

EUROPE

U.K. Public Finances m/m jul -19.2 bn 13.3 bn ** Equity bearish, bond bullish

Central Government NCR m/m jul -13.8 bn 13.6 bn ** Equity bearish, bond bullish

Public Sector Net Borrowing m/m aug -2.9 bn 4.5 bn -2.0 bn ** Equity bearish, bond bullish

PSNB ex Banking Groups m/m aug -2.0 bn 5.4 bn -1.1 nm ** Equity bearish, bond bullish

CBI Trends Total Orders m/m aug 7 11 8 ** Equity and bond neutral

CBI Trends Selling Prices m/m jun 15 13 14 ** Equity and bond neutral

Switzerland Exports Real m/m jul -1.4% 0.5% ** Equity and bond neutral

Imports Real m/m jul -1.4% -0.4% ** Equity and bond neutral

Money Supply M3 y/y jun 2.4% 2.4% ** Equity and bond neutral

AMERICAS

Mexico Bloomberg Nanos Confidence y/y jul 56.6 55.9 ** Equity and bond neutral

Brazil CNI Industrial Confidence m/m jul 53.3 50.2 ** Equity bullish, bond bearish  
 

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) 231 232 -1 Up

3-mo T-bill yield (bps) 202 202 0 Neutral

TED spread (bps) 29 30 -1 Neutral

U.S. Libor/OIS spread (bps) 206 206 0 Up

10-yr T-note (%) 2.84 2.82 0.02 Up

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

EUR/USD 3-mo swap (bps) 10 9 1 Down

Currencies Direction

dollar down Neutral

euro up Neutral

yen down Neutral

pound up 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 $72.32 $72.21 0.15%

WTI $66.90 $66.43 0.71%

Natural Gas $2.98 $2.94 1.22%

Crack Spread $19.41 $19.59 -0.90%

12-mo strip crack $20.12 $19.97 0.76%

Ethanol rack $1.50 $1.51 -0.23%

Gold $1,193.37 $1,190.48 0.24%

Silver $14.80 $14.76 0.26%

Copper contract $270.90 $268.60 0.86%

Corn contract 375.25$       376.50$       -0.33%

Wheat contract 556.00$       562.50$       -1.16%

Soybeans contract 893.00$       893.25$       -0.03%

Baltic Dry Freight 1727 1723 4

Actual Expected Difference

Crude (mb) -2.0

Gasoline (mb) -1.0

Distillates (mb) 1.5

Refinery run rates (%) 1.50%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for most of the country, 

with cooler temps in the western region.  There is no tropical cyclone activity 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.  
 

August 17, 2018 
 

Last week, the Bureau of Labor Statistics released the CPI data for July.  Inflation continues to 

rise; the overall rate rose 2.9% and the closely watched core rate (the rate less food and energy) 

rose to 2.4%, the highest rate since September 2008.  Rising inflation raises policy concerns.  In 

this week’s report, we will analyze these concerns. 
 

The rise in interest rates will support the Federal Reserve tightening stance.  To determine what 

the fed funds target rate “should” be, we use the Mankiw Rule model.  The Mankiw Rule model 

attempts to determine the neutral rate for fed funds, which is a rate that is neither accommodative 

nor stimulative.  Mankiw’s model is a variation of the Taylor Rule.  The latter measures the 

neutral rate using core CPI and the difference between GDP and potential GDP, which is an 

estimate of slack in the economy.  Potential GDP cannot be directly observed, only estimated.  

To overcome this problem with potential GDP, Mankiw used the unemployment rate as a proxy 

for economic slack.  We have created four versions of the rule, one that follows the original 

construction by using the unemployment rate as a measure of slack, a second using the 

employment/population ratio, a third using involuntary part-time workers as a percentage of the 

total labor force and a fourth using yearly wage growth for non-supervisory workers.     
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Sources:  Greg Mankiw, Haver Analytics, CIM
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Using the unemployment rate, the neutral rate is now 4.25%, up from last month’s estimate of 

4.00%, reflecting the fall in the unemployment rate and the rise in inflation.  Using the 

employment/population ratio, the neutral rate is 2.07%, up from 1.84%.  Using involuntary part-

time employment, the neutral rate is 4.00%, up from the last calculation of 3.68%.  Using wage 
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growth for non-supervisory workers, the neutral rate is 2.48%, roughly unchanged from the last 

report of 2.41%.  All the variations show a rise in the neutral rate; two of them, the traditional 

one with the unemployment rate and the rate using involuntary part-time employment, are 4.00% 

or above.  The other two calculations are showing more slack in the economy, although both still 

suggest the FOMC needs to raise rates further.  The model based on the employment/ population 

ratio suggests one more hike of 25 bps to reach neutrality and three more times to achieve that 

level for the wage growth variation.   

 

To determine the market’s projection for policy, we use the implied three-month LIBOR rate 

from the two-year deferred Eurodollar futures market.  In the past, it has been a reliable measure 

of the terminal fed funds rate. 
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The top line on the chart shows the spread between the implied LIBOR rate and the fed funds 

target.  We have placed vertical lines where the spread inverts and gray bars for recessions.  In 

the 1990s, Chair Greenspan faced two periods when the spread inverted; both times he cut rates22 

and was able to extend the expansion.  He was unable to avoid recession in 2001 despite 

aggressive cuts to fed funds, but that recession was considered to be unusually mild.  The 

Bernanke Fed did not lower rates when the spread inverted in 2006, leading to a period of 

extended policy tightness which may have increased risk to the economy. 

 

Despite the rise in inflation, the implied three-month LIBOR rate from the two-year deferred 

Eurodollar futures market did not rise; in fact the most recent reading is 2.95%, suggesting the 

FOMC should stop raising rates when the target reaches 3.00%.  That still means five rate hikes 

                                                 
22 However, the cut in 1998 was prompted more by the Long-Term Capital Management collapse that threatened 
the financial system. 
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are being discounted by the financial market.  Assuming two more this year, the Eurodollar 

futures are suggesting three hikes would be on tap for 2019.   

 

The differences in the Mankiw Rule variations mean that the projected 3.00% rate would likely 

signal recession if the proper measure of slack is either the employment/population ratio or wage 

growth variation.  On the other hand, if the true measure of slack is the unemployment rate or 

involuntary part-time variation, then the Fed is running the risk of either triggering an inflation 

problem or inflating an asset bubble.  How do we know which is the best measure of slack?  

There really is no good way to know for sure but if forced to choose we would select the wage 

growth variation as probably the best gauge.  Why?  Because overly tight labor markets should 

push wages higher and the fact that wage growth remains sluggish probably means there are 

“pockets” of workers still being drawn into the labor force.  The fact that the labor force is 

continuing to expand confirms this notion.  The argument against the wage growth variation is 

the idea that the labor market has become an oligopsony, meaning that firms have market power 

over labor and are holding down wages despite the lack of workers.  Although this is possible, 

we doubt this factor can hold down wages indefinitely.   

 

If the wage growth variation is the correct measure of slack, we are still three tightening events 

away from neutrality.  Thus, for the time being, the risk of the FOMC overtightening and 

triggering a recession is low.  Nevertheless, the danger will rise by early next year and the risks 

of recession will rise appreciably by the second half of next year, assuming the Fed continues to 

ratchet rates higher.  We continue to closely monitor this dynamic into next year.   
 
 

 

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 8/20/2018 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 8/20/2018 close) 
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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 
 

August 16, 2018 
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P/E as of 8/15/2018 = 18.5x

 
 

Based on our methodology,23 the current P/E is 18.5, 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. 

                                                 
23 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 three actual quarters (Q4 and Q1) and two estimates (Q2 and Q3). 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. 


