
 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 1 

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: January 14, 2019—9:30 AM EST]  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 was down 

1.4% from the prior close.  Chinese markets were lower, with the Shanghai composite down 

0.7% and the Shenzhen index also down 0.7%.  U.S. equity index futures are signaling a lower 

open. With 20 companies having reported, the S&P 500 Q4 earnings stand at $45.38, higher than 

the $40.86 forecast for the quarter.  The forecast reflects a 13.4% increase from Q4 2017 

earnings.  Thus far this quarter, 90.0% of the companies reported earnings above forecast, while 

10.0% reported earnings below forecast. 

 

It’s risk-off this morning.  Global equities are lower on fears of a Chinese economic slowdown 

and on the U.S. government shutdown.  Here is what we are watching this morning: 

 

China: December exports fell 4.4%,1 well more than forecast, but imports fell even more, 

slumping 7.6%.  The decline in export growth was exacerbated by a 3.8% decline in sales to the 

U.S.  The export decline was the largest in two years.2  Although tariffs played a role, the size of 

the decline points to weaker global demand.  Meanwhile, the drop in Chinese imports indicates a 

rapidly softening Chinese economy.  The combination of imports falling faster than exports led 

to a widening of the trade surplus. 
 

 

                                                 
1 https://www.reuters.com/article/us-china-economy-trade/china-posts-strongest-export-growth-in-seven-years-
in-2018-despite-trade-war-idUSKCN1P8047  
2 https://www.ft.com/content/713ee398-179a-11e9-9e64-d150b3105d21  
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This chart shows China’s monthly trade balance; note the sharp rise in December.  

Adding to evidence of a Chinese slowdown are reports that car sales fell 13% in December 

compared to last year, the sixth straight month of declines.3  Although there are reports that 

Chinese officials are planning policy stimulus, we are not seeing signs that Beijing is doing 

anything significant.  If China fails to move aggressively, it will mean slower global growth.4 

 

We have been reporting that there appears to be some progress on trade talks with China.  

However, the reality may be less than meets the eye.  Much like what we saw with Japan in the 

1980s, China has mastered the art of non-tariff trade barriers, using regulation and approval 

delays to protect critical industries.  Today we learn that U.S. credit card companies are the latest 

firms to have received official approval for entry into China, only to find they are facing other 

impediments.5  This is exactly the behavior that the U.S. and others complain about with China. 

 

Brexit: PM May delivered a letter today in which she suggested that if her proposal loses the 

most likely outcome will be no Brexit at all.6  Her argument is that the majority of MPs don’t 

want to leave and support for a hard Brexit is nil, so if her plan is rejected it is unlikely the 

majority will vote for a hard Brexit.7  She may be right on this point.  Although support for her 

exit plan is very weak and it will almost certainly lose in tomorrow’s vote, there is no consensus 

on what should occur.  There is increasing talk that the government should suspend the Article 

50 declaration until the U.K. can figure out what it really wants.8  Assuming May’s plan falls to a 

stinging defeat, Labour Leader Corbyn is promising to hold a vote of no-confidence designed to 

bring down the government and trigger new elections.  For the Tories, suspending Article 50 and 

delaying Brexit is a better outcome than a Labour government.   

 

We have seen the GBP rise steadily on the prospects of a delay in Brexit.9  If the whole plan fails 

to occur, we could see a strong rally in the currency.  However, the prospects of a populist 

Labour government facing a permanently divided opposition due to the Brexit failure would tend 

to temper any rallies.  We are expecting a rather tumultuous week for the U.K. 

 

Shutdown issues: Up to this point, financial markets have mostly ignored the government 

shutdown.  After all, markets have seen this sort of thing before and, until now, none have had 

lasting effects.  However, in a world where uncertainty surrounding the strength of the economy 

is increasing, one of the fallouts of the shutdown is that economic data will likely start to be 

                                                 
3 Op. cit., Reuters. 
4 https://www.ft.com/content/32576258-1651-11e9-9e64-d150b3105d21  
5 https://www.ft.com/content/8dee4b22-13ef-11e9-a581-
4ff78404524e?emailId=5c3c19af40142700048786e9&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
6 https://www.politico.eu/article/theresa-may-brexit-deal-rejection-risks-democratic-catastrophe/ and 
https://www.ft.com/content/99879042-1714-11e9-9e64-d150b3105d21  
7 https://www.ft.com/content/99879042-1714-11e9-9e64-
d150b3105d21?emailId=5c3c19af40142700048786e9&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
8 https://www.theguardian.com/politics/2019/jan/13/eu-preparing-to-delay-brexit-until-at-least-july  
9 https://www.reuters.com/article/uk-britain-eu-donors-exclusive/exclusive-leading-brexit-donors-say-britain-will-
reverse-decision-to-leave-eu-
idUSKCN1P50UU?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&strea
m=business  

https://www.ft.com/content/32576258-1651-11e9-9e64-d150b3105d21
https://www.ft.com/content/8dee4b22-13ef-11e9-a581-4ff78404524e?emailId=5c3c19af40142700048786e9&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/8dee4b22-13ef-11e9-a581-4ff78404524e?emailId=5c3c19af40142700048786e9&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.politico.eu/article/theresa-may-brexit-deal-rejection-risks-democratic-catastrophe/
https://www.ft.com/content/99879042-1714-11e9-9e64-d150b3105d21
https://www.ft.com/content/99879042-1714-11e9-9e64-d150b3105d21?emailId=5c3c19af40142700048786e9&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/99879042-1714-11e9-9e64-d150b3105d21?emailId=5c3c19af40142700048786e9&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.theguardian.com/politics/2019/jan/13/eu-preparing-to-delay-brexit-until-at-least-july
https://www.reuters.com/article/uk-britain-eu-donors-exclusive/exclusive-leading-brexit-donors-say-britain-will-reverse-decision-to-leave-eu-idUSKCN1P50UU?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.reuters.com/article/uk-britain-eu-donors-exclusive/exclusive-leading-brexit-donors-say-britain-will-reverse-decision-to-leave-eu-idUSKCN1P50UU?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.reuters.com/article/uk-britain-eu-donors-exclusive/exclusive-leading-brexit-donors-say-britain-will-reverse-decision-to-leave-eu-idUSKCN1P50UU?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.reuters.com/article/uk-britain-eu-donors-exclusive/exclusive-leading-brexit-donors-say-britain-will-reverse-decision-to-leave-eu-idUSKCN1P50UU?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
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delayed.  For example, we probably won’t see this week’s retail sales and housing data for 

December.10  Both numbers come from the Commerce Department, which lacks funding.  

Financial market confidence is still rather shaky; uncertainty about the path of the economy 

won’t help matters.  In related news, we are hearing increasing reports of airport delays caused 

by falling numbers of TSA workers who have been working without pay.11  We are not sure how 

this plays out but we would not be shocked to see some airports attempt to hire private security 

to man the lines (we are not sure if this is legal, by the way).  When air travel starts to become 

affected, pressure to resolve this matter will increase. 

 

The bill comes due: Last year, when the tax bill passed, the administration moved to recalculate 

the withholding tables to increase after-tax pay.  Now, that action will likely have an impact.  

Many households use the tax refund as a sort of self-funded bonus; although it is rather obvious 

that a tax refund is simply an interest-free loan to the government, some people who lack the 

discipline to save use it as a tool to receive an annual lump sum of money.  The changes to 

withholding mean that refunds will likely be smaller this year, which may affect the sales of 

consumer durables, such as autos12 or appliances. 

 

Turkey threatened: Although there is still confusion on the timetable of the U.S. troop 

withdrawal from Syria, worries that the withdrawal will spell doom for the Kurds were countered 

over the weekend by a threat from President Trump.  The president indicated that Turkey would 

face “economic devastation” if it attacks Kurdish forces in Syria.13  Turkey argued that it isn’t 

against all Kurds, just terrorists.  However, the Erdogan government has characterized the groups 

the U.S. is allied with in Syria as terrorists.  We will be watching to see if the White House 

follows through on the threats or if Turkey avoids confronting the Kurds due to Trump’s 

comments. 

 

Iran war?  According to reports, National Security Director Bolton asked the Pentagon for 

military options to attack Iran.14  Bolton has a long history of supporting attacks on Iran15 and 

opposed President Trump’s plans to withdraw U.S. troops from Syria.  Although it would seem 

that such aggression won’t be supported by the president, who seems to want to leave the Middle 

East, we caution that Trump leans Jacksonian and this foreign policy archetype16 is sensitive to 

honor.  Thus, Trump may be swayed to act militarily if Iran does something that he perceives as 

besmirching the U.S.  We note the president wanted to attack Iran’s “fast boats,” which are small 

vessels that often harass U.S. Naval ships in the Persian Gulf.17  The important characteristic 

about Jacksonians and war is that they prefer conflicts with clear objectives and quick outcomes.  

                                                 
10 https://www.apnews.com/2eac470724434029b728f54abe364557  
11 https://www.chron.com/business/bizfeed/article/TSA-closes-security-checkpoint-at-IAH-Terminal-B-
13530619.php  
12 https://www.axios.com/automobile-sales-trump-tax-plan-smaller-refunds-13c98a56-a442-4be0-98ee-
9e15e3e7eea3.html  
13 https://www.ft.com/content/9967e02a-1797-11e9-9e64-
d150b3105d21?emailId=5c3c19af40142700048786e9&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
14 https://www.wsj.com/articles/white-house-sought-options-to-strike-iran-11547375404  
15 https://www.nytimes.com/2015/03/26/opinion/to-stop-irans-bomb-bomb-iran.html?mod=article_inline  
16 See WGR, The Archetypes of American Foreign Policy: A Reprise (4/4/2016). 
17 https://www.countable.us/articles/19241-don-t-sink-trump-s-obsession-iranian-boats-tormented-mattis  

https://www.apnews.com/2eac470724434029b728f54abe364557
https://www.chron.com/business/bizfeed/article/TSA-closes-security-checkpoint-at-IAH-Terminal-B-13530619.php
https://www.chron.com/business/bizfeed/article/TSA-closes-security-checkpoint-at-IAH-Terminal-B-13530619.php
https://www.axios.com/automobile-sales-trump-tax-plan-smaller-refunds-13c98a56-a442-4be0-98ee-9e15e3e7eea3.html
https://www.axios.com/automobile-sales-trump-tax-plan-smaller-refunds-13c98a56-a442-4be0-98ee-9e15e3e7eea3.html
https://www.ft.com/content/9967e02a-1797-11e9-9e64-d150b3105d21?emailId=5c3c19af40142700048786e9&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/9967e02a-1797-11e9-9e64-d150b3105d21?emailId=5c3c19af40142700048786e9&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/white-house-sought-options-to-strike-iran-11547375404
https://www.nytimes.com/2015/03/26/opinion/to-stop-irans-bomb-bomb-iran.html?mod=article_inline
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_04_4_2016.pdf
https://www.countable.us/articles/19241-don-t-sink-trump-s-obsession-iranian-boats-tormented-mattis
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Although they will fight long wars, they want unconditional surrenders and ticker tape parades 

when they are over.  War with Iran would probably not have such outcomes.  Iran’s terrain 

consists of mountains, deserts and salt flats; imagine invading Utah.  While the U.S. would 

certainly prevail, it would not be a short war and it isn’t clear what the ending would look like.  

Defeating Tehran is one thing, but controlling it post-conflict would be a whole other matter.  

Nevertheless, the U.S. could stumble into a conflict with Iran if the Iranians did something 

provocative.  Our belief is that Iran understands this and will likely avoid doing anything rash.  

On the other hand, it’s hard to control all your proxies. 

 

Greek trouble: The naming issue with the former Republic of Macedonia has been a sore spot 

with Greece for years.  The Greeks object to the term “Macedonia” as this refers to a region that 

was part of ancient Greece.  However, as long as the Republic of Macedonia remained outside 

the EU, the tensions were mostly an issue for Greece only.  However, the Republic of Macedonia 

wants to join the EU and NATO and Greece can veto that goal.  So, there was an official name 

change over the weekend; we now have the Republic of North Macedonia.  Unfortunately for the 

current Greek government, accepting that outcome has weakened the ruling coalition as the 

right-wing Independent Greeks Party has withdrawn from the government.  The move triggered 

PM Tsipras to call for a confidence vote in his government.18  This outcome is problematic; if 

Tsipras wins, he will be ruling a minority government and we doubt this arrangement will 

endure.  New elections are more likely.  Austerity has wrecked the Greek economy and new 

elections might bring a radical government to power.  With tensions already simmering between 

Italy and the EU, new issues with Greece would not be helpful. 

 

Political violence: The mayor of Gdansk was stabbed while on stage at a political rally over the 

weekend.19  Unfortunately, according to recent reports this morning, Pawel Adamowicz did not 

survive the attack.  The incident raises concerns about political stability in Poland.20 

 

U.S. sanctions on Germany: The U.S. is warning German companies that their involvement in 

the Nord Stream 2 natural gas pipeline could trigger financial sanctions.21  The U.S. has been 

concerned that German dependence on Russian natural gas could compromise its relations with 

Europe and the U.S.  In addition, America would prefer that Germany buy U.S. LNG. 
 

U.S. Economic Releases 
 

There were no economic releases or Fed events scheduled for today.  
 

 

 

 

                                                 
18 https://www.nytimes.com/2019/01/13/world/europe/greece-tsipras-confidence-vote-kammenos.html  
19 https://www.reuters.com/article/us-poland-stabbing/mayor-of-gdansk-stabbed-onstage-at-polish-charity-event-
idUSKCN1P70T8?wpisrc=nl_todayworld&wpmm=1  
20 https://www.theguardian.com/world/2019/jan/13/gdansk-mayor-stabbed-on-stage-during-charity-event-in-
poland?wpisrc=nl_todayworld&wpmm=1  
21 https://www.reuters.com/article/us-germany-usa-russia-pipeline/u-s-warns-german-firms-of-possible-
sanctions-over-russia-pipeline-idUSKCN1P70FR  

https://www.nytimes.com/2019/01/13/world/europe/greece-tsipras-confidence-vote-kammenos.html
https://www.reuters.com/article/us-poland-stabbing/mayor-of-gdansk-stabbed-onstage-at-polish-charity-event-idUSKCN1P70T8?wpisrc=nl_todayworld&wpmm=1
https://www.reuters.com/article/us-poland-stabbing/mayor-of-gdansk-stabbed-onstage-at-polish-charity-event-idUSKCN1P70T8?wpisrc=nl_todayworld&wpmm=1
https://www.theguardian.com/world/2019/jan/13/gdansk-mayor-stabbed-on-stage-during-charity-event-in-poland?wpisrc=nl_todayworld&wpmm=1
https://www.theguardian.com/world/2019/jan/13/gdansk-mayor-stabbed-on-stage-during-charity-event-in-poland?wpisrc=nl_todayworld&wpmm=1
https://www.reuters.com/article/us-germany-usa-russia-pipeline/u-s-warns-german-firms-of-possible-sanctions-over-russia-pipeline-idUSKCN1P70FR
https://www.reuters.com/article/us-germany-usa-russia-pipeline/u-s-warns-german-firms-of-possible-sanctions-over-russia-pipeline-idUSKCN1P70FR
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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

India Industrial Production y/y nov 0.5% 8.1% 3.6% *** Equity bearish, bond bullish

Wholesale Prices y/y dec 3.8% 4.6% 4.5% ** Equity and bond neutral

CPI y/y dec 2.2% 2.3% 2.2% *** Equity and bond neutral

Australia Melbourne Institute Inflation m/m dec 1.9% 1.6% ** Equity and bond neutral

EUROPE

Eurozone Industrial Production m/m nov -1.7% 0.2% -1.5% *** Equity and bond bearish

Germany Wholesale Prices Index y/y dec 2.5% 3.5% ** Equity and bond neutral

Switzerland Total Sight Deposits CHF m/m jan 575.2 bn 574.0 bn * Equity and bond neutral

Domestic Sight Deposits CHF m/m jan 483.0 bn 480.0 bn * Equity and bond neutral

Russia Light Vehicle Car Sales y/y dec 6.0% 10.0% 12.0% ** Equity bearish, bond bullish

AMERICAS

Mexico Industrial Production y/y nov -1.3% 1.0% 0.5% *** Equity and bond bearish

Manufacturing Production y/y nov 1.4% 2.5% 2.1% ** Equity bearish, bond bullish

Brazil IBGE Inflatoin IPCA y/y dec 3.8% 4.1% 3.7% *** 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) 279 280 -1 Up

3-mo T-bill yield (bps) 237 237 0 Neutral

TED spread (bps) 42 43 -1 Neutral

U.S. Libor/OIS spread (bps) 241 241 0 Up

10-yr T-note (%) 2.68 2.70 -0.02 Neutral

Euribor/OIS spread (bps) -31 -31 0 Neutral

EUR/USD 3-mo swap (bps) 2 0 2 Down

Currencies Direction

dollar down Neutral

euro flat Up

yen up Neutral

pound up Neutral

franc up Neutral  
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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 $60.00 $60.48 -0.79%

WTI $51.13 $51.59 -0.89%  

Natural Gas $3.37 $3.10 8.68%  

Crack Spread $14.13 $14.09 0.26%

12-mo strip crack $16.32 $16.33 -0.10%

Ethanol rack $1.41 $1.41 -0.22%

Gold $1,294.16 $1,290.25 0.30%

Silver $15.59 $15.60 -0.03%

Copper contract $262.25 $266.20 -1.48%

Corn contract 377.25$       378.25$       -0.26%

Wheat contract 515.75$       519.50$       -0.72%

Soybeans contract 904.00$       910.25$       -0.69%

Baltic Dry Freight 1169 1189 -20

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

to normal temperatures on the East Coast.  Precipitation is expected for most of the country. 
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Asset Allocation Weekly Comment 
Confluence Investment Management offers various asset allocation products which are managed using 

“top down,” or macro, analysis.  We report asset allocation thoughts on a weekly basis, updating this 

section every Friday.  
 

January 11, 2019 
 

Does the Federal Reserve adjust policy for asset prices?  This is perhaps one of the most 

controversial topics in U.S. monetary policy.  Alan Greenspan faced this issue in the early 1990s.  

Both Volcker and Greenspan wanted to focus monetary policy on containing inflation.  But, 

Larry Lindsey, a Fed governor at the time, noted that if outside forces, such as technology and 

trade, were keeping inflation down then the Fed could engage in easy monetary policy without 

the risk of rising price levels.  He warned this could cause asset bubbles.22  Greenspan, an adept 

corporate infighter, prevented Lindsey’s position from gathering any momentum.  But, as the 

“irrational exuberance” speech showed on December 20, 1996, he became concerned about 

overheating financial markets.23   However, the reaction to the speech led the powerful 

Greenspan to realize there wasn’t much upside in conducting monetary policy to quell asset 

bubbles.  Instead, policy evolved to address the aftermath of bubbles. 

 

Still, the idea of low interest rates triggering asset inflation never really went away.  The Great 

Financial Crisis proved that the costs of cleaning up after a bubble could be considerable.  It was 

one thing to have a bubble in technology stocks; in general, technology becomes obsolete so 

quickly that excess capacity in that sector doesn’t have a lasting effect.  On the other hand, a 

bubble in housing can depress economic activity for years.  Jeremy Stein, a Fed governor from 

2012 to 2014, raised concerns about financial excesses.24    

 

In the current configuration of the FOMC, shown below, we rate them according to their policy 

bias (on a 1 to 5 scale, with 1 being the most hawkish and 5 most dovish) and by theoretical 

inclination.  The latter reflects traditional hawks, characterized by a restrictive view of the 

Phillips Curve, traditional doves, who have an expansive view of the Phillips Curve, moderates, 

who make policy based on a variety of factors but tend to be “data-dependent” (in practice, 

atheoritical and not tied to the Phillips Curve) and financial asset-sensitive.  The table below 

shows the breakdown.  The number shows policy bias based on our analysis of comments and 

voting patterns.  The colors show what we view as their theoretical background.  Among the 

voters this year, the average is nearly 3, suggesting a moderate voting bloc.  This year, there is 

only one dove and one hawk, five moderates and three financial market-sensitive voters.  The 

doves tend to raise rates reluctantly; hawks tend to cut rates with the same distaste.  Moderates 

are mostly a diverse group from a theoretical perspective.  For our purposes, the important 

difference of this group compared to the traditional hawks and doves is skepticism about the 

Phillips Curve.  These voters tend to watch trends in the overall economy and make policy 

decisions.  Interestingly enough, three of the governors appointed by President Trump have been 

moderates and he also promoted Jerome Powell to chair of the FOMC.  For a president who 

                                                 
22 Mallaby, Sebastian. (2016). The Man Who Knew: The Life and Times of Alan Greenspan. New York, NY: Penguin 
Books. (pp. 435-36.)   
23 Ibid, pp. 504-506. 
24 https://fraser.stlouisfed.org/title/1163/item/2372 and https://fraser.stlouisfed.org/title/1163/item/476707  

https://fraser.stlouisfed.org/title/1163/item/2372
https://fraser.stlouisfed.org/title/1163/item/476707
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seems to prefer doves, he has been steered into appointing moderates.  Finally, there are three 

members who, in the comments, seem much attuned to the behavior of financial markets.  

Governor Brainard has voted as a dove but has expressed concern about market overheating and 

has used that position to support recent rate hikes.   

 

all 2019 2020

Powell 3 3 3

Clarida 3 3 3

Brainard 4 4 4

Bowman 3 3 3

Quarles 2 2 2

Goodfriend

Vacant

Williams NY 2 2 2

Evans CHI 4 4

Bullard STL 5 5

George KC 1 1

Barkin RICH 2

Bostic ATL 3

Daly SF 4

Mester CLEV 2 2

Rosengren BOS 2 2

Kashkari MINN 5 5

Kaplan DAL 3 3

Harker PHI 3 3

3.00 2.90 3.00
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MODERATE

TRADITIONAL HAWK

FINANCAL SENSITIVE  
 

This year, we have three voters we dub as “financial-sensitive.”  Thus, financial market behavior 

may be important to the path of policy this year. 

 

However, as Greenspan noted, it’s hard in real time to determine whether an asset market is in a 

bubble.  And, it can be equally difficult to determine whether the cost of raising rates to prevent 

the bubble is less expensive than addressing the aftermath.  The key problem with asset bubbles 

is that they leads to malinvestment.  In a long-lasting asset, that can mean years of technical 

inefficiency because capacity can’t be fully utilized.  Thus, a housing bubble can lead to too 

much real estate that can take years to absorb; cutting interest rates can help slow the inevitable 

decline in prices but may actually expend the period necessary to balance the market.  On the 
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other hand, a bubble in wheat lasts one growing season and policymakers shouldn’t bother to 

address the problem. 

 

In addition, it would be politically explosive for policymakers to raise rates solely because equity 

or home prices have risen “excessively.”  The backlash would threaten central bank 

independence.  Thus, if the Fed is worried about an asset bubble, it would need some measure 

other than valuation to raise rates. 

 

One possibility we have examined recently is volatility.  Does the FOMC adjust rates based on 

the equity market VIX?  There appears to be some evidence that policymakers may be sensitive 

to market volatility. 
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Sources:  FRED, Haver Analytics, CIM  
 

This chart shows the weekly fed funds target with the 12-week average of the CBOE VIX index.  

We have placed a bold line at 20 for the VIX.  Since the late 1990s, we note that the FOMC was 

inclined to keep lowering rates with a VIX above 20; a reading under 20 would tend to support 

policy tightening.  So, in 2002, Chair Greenspan kept cutting rates even though the economy was 

in clear recovery.  It may have been due to perceptions that investor sentiment was overly 

negative.  The 2004-06 tightening cycle occurred with a VIX persistently below 20.  In fact, rate 

cuts seemed to occur as the VIX rose.  We also note that the 2016 pause occurred after the VIX 

rose back above 20, and tapering was announced in 2016 after a prolonged period of a low VIX.  

The current pause coincides with the recent lift in volatility. 
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We also examined adding the VIX to the Mankiw Rule model variations.  What we found is that 

the index is statistically significant in three of the variations and the correct sign in two.  

However, in the variations it did correctly affect, it didn’t necessarily improve the forecasting 

accuracy by more than 10 bps.  This performance suggests that the VIX may have an impact on 

policy but the Phillips Curve variables, labor market data and inflation, are still more important.  

However, the hard part to divine is the impact of the VIX on the moderate voters.  Even if all of 

the market-sensitive members pay attention to the VIX, the moderates may only pay attention at 

extremes.   

 

Therefore, in conclusion, we can probably say the following—when the VIX is below 20, the 

Fed is probably more likely to consider tightening policy.  A reading above 20 may lead to a 

pause or could encourage further easing.  However, the relationship isn’t precise, which suggests 

the traditional hawks and doves don’t pay much attention to market volatility.  The VIX may be 

the way that market-sensitive FOMC members can incorporate financial markets into their policy 

decisions without overtly targeting valuations or returns.   

   

  

 

 
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 1/11/2019 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 1/11/2019 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 
 

January 10, 2019 
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P/E as of 1/9/2018 = 15.7x

 
 

Based on our methodology,25 the current P/E is 15.7x, up 0.1x from last week.  The rebound in 

equities and a modest decline in earnings estimates led to the decline. 
 
 
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. 

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


