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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: July 31, 2018—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 0.3% from the last close.  In Asia, the MSCI Asia Apex 50 was down 0.5% 

from the prior close.  Chinese markets were mixed, with the Shanghai composite remaining 

unchanged and the Shenzhen index down 0.2%.  U.S. equity index futures are signaling a higher 

open.  With 270 companies having reported, the S&P 500 Q2 earnings are above expectations at 

$40.30 compared to the $39.20 forecast for the quarter.  The forecast reflects a 19.9% increase 

from Q2 2017 earnings.  Thus far this quarter, 85.6% of the companies reported earnings above 

forecast, while 10.0% reported earnings below forecast. 

 

It’s July 31st, the Feast Day of St. Ignatius of Loyola, the founder of the Society of Jesus 

(Jesuits).  Here is what we are watching: 

 

BREAKING: CHINA SEEKING NEW TRADE TALKS TO DEFUSE TRADE WAR.  

EQUITIES RISE ON NEWS. 

 

BOJ: The BOJ has spoken and not much has changed.1  The bank will continue to peg the JGB 

10-year at 0.0% with a variation tolerance of 20 bps, which is double from the previous policy.  

But, overall, the bank still intends to keep the rate at the long end near 0%.  The BOJ will offer 

some relief to banks in the form of lowering the level of reserves that are charged with a negative 

interest rate.  It also extended forward guidance, indicating that low interest rate levels will 

remain “for an extended period of time.”  Finally, the BOJ buys equity ETF as part of its assets 

and it intends to buy more of the Topix-linked instruments and less of the Nikkei-linked 

instruments; the former is considered a broader based index and thus will be less distorting to the 

equity markets.  Globally, long-term interest rates fell while the JPY depreciated. 

 

Oops, I did it again: The Washington Post is reporting that U.S. spy agencies have evidence 

that North Korea is working on a new missile factory.2  Pyongyang made a show of dismantling 

another site3 recently but this new development suggests the country is still working on building 

a nuclear deterrent.  We note that SoS Pompeo recently admitted that North Korea may have a 

uranium-enrichment facility near Kangson Station.4  Although the U.S. and North Korea held 

                                                 
1 https://www.ft.com/content/45b4fe28-946f-11e8-b67b-b8205561c3fe  
2 https://www.washingtonpost.com/world/national-security/us-spy-agencies-north-korea-is-working-on-new-
missiles/2018/07/30/b3542696-940d-11e8-a679-b09212fb69c2_story.html?utm_term=.460dc2b4a386  
3 https://www.38north.org/2018/07/sohae072318/  
4 https://thediplomat.com/2018/07/exclusive-revealing-kangson-north-koreas-first-covert-uranium-enrichment-
site/  
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talks, the Hermit Kingdom is continuing to develop its nuclear weapons and delivery systems.  

That doesn’t mean it won’t stop at some point but it is clear that North Korea views the summit 

as the start of negotiations and little more.  The risk is that President Trump concludes he has 

been “had”; if that occurs, look for escalating tensions. 

 

Iran talks?  Yesterday, President Trump agreed to meet with Iran’s leaders “without 

preconditions.”  This offer probably won’t go anywhere but it does suggest the president is 

following a similar tactic he used with North Korea, which was to threaten and then agree to 

talks.  The problem, as noted above, is that talks with North Korea haven’t changed its behavior 

on its nuclear weapons program.  In addition, the Iranian and North Korean government 

structures are quite different.  Kim Jong-un can generally act unilaterally and policy can change 

rapidly as a result.  Iran is much more complicated.  Although Supreme Leader Ayatollah 

Khamenei has a great deal of power, he cannot act unilaterally.  In fact, the real power in Iran 

may lie with the Iranian Republican Guard Corp, which would oppose talks.  Iran has indicated it 

will not join any new talks before the U.S. rejoins the nuclear deal that the U.S. withdrew from in 

May.  We don’t see this going anywhere unless Iran can get the U.S. to postpone the 

implementation of sanctions during negotiations.  That concession will likely be the necessary 

component if the Trump administration is serious about talks.    

 

The Fed: The meeting ends tomorrow.  No rate hike is forecast.  The only item of interest will 

be the statement, which probably won’t tell us anything.  Even so, in light of Q2 GDP, we would 

not be surprised to see a statement that focuses on strong growth, which would bolster the 

argument for raising rates.  However, that would mostly confirm the current expected policy 

path, nothing more. 

 

BOE: We expect the BOE to raise rates 25 bps on Thursday.  That move is well discounted but 

still may be modestly bullish for the GBP. 

 

Another tax cut?  SoT Mnuchin has indicated the administration is considering whether it can 

change the definition of an asset’s cost for determining the cost basis when calculating the 

capital gains on an asset.5  The proposal is to adjust the cost basis by inflation.  Here’s a quick 

example.  Assume a wealthy investor buys $100k of stock in January 2000.  He sold it last month 

for $200k.  He would be taxed at a 20% long-term capital gains rate on the $100k gain, paying 

$20k in taxes.  If we use overall CPI to adjust the cost basis, it rises to $149,282.58, lowering the 

capital gain to $50,717.42 and the tax liability to $10,143.48.   

 

The key issue is whether or not the Treasury can make this change unilaterally, without 

legislation from Congress.  In the early 1990s, the Bush administration sought a legal opinion on 

the issue and the opinion concluded that Congress could not be bypassed.6  A couple of thoughts.  

First, such a move would be popular with the GOP establishment (and although they would feign 

opposition, the Democrat Party establishment would like it, too) but would not do anything to 

fire up the base.  Thus, it may be that this is a Kudlow/Mnuchin ploy to cut taxes that didn’t 

originate from the president.  If so, it may not have legs because it won’t do much for the GOP in 

                                                 
5 https://www.nytimes.com/2018/07/30/us/politics/trump-tax-cuts-rich.html  
6 https://www.justice.gov/file/20536/download  

https://www.nytimes.com/2018/07/30/us/politics/trump-tax-cuts-rich.html
https://www.justice.gov/file/20536/download
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November.  Second, this would be more complicated than it looks.  For example, it would reduce 

the value of donated stock to charities.  It would further increase the value of capital gains over 

dividends and interest and make stock buybacks more attractive.  In the short run, we would 

likely see a flurry of asset sales; after all, if an administration can unilaterally change the cost 

basis calculation, it can change back just as easily.  This may not be anything but it would be a 

short-term boost for equities if the idea gains traction.   

   

U.S. Economic Releases 
 

Personal income was in line with expectations, rising 0.4% from the prior month.  Personal 

spending was also in line with expectations, also rising 0.4% from the prior month.  The prior 

report’s gain was revised upward from 0.2% to 0.5%.  Real personal spending came in below 

expectations, rising 0.3% compared to the forecast of 0.4%.  The prior report was revised from 

unchanged to 0.3%.   

 

 
 

The chart above shows the year-over-year change in personal income.  Personal income rose 

4.9% from the prior year. 

 

The PCE deflator was in line with expectations, rising 0.1% from the prior month.  Core PCE 

was also in line with expectations, also rising 0.1% from the prior month. 
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The chart above shows the year-over-year change in core PCE and core CPI.  Annual core PCE 

and core CPI rose 1.9% and 2.2%, respectively. 

 

The employment cost index for Q2 came in below expectations, rising 0.6% from the prior 

quarter compared to the forecast of 0.7%. 

 

 
  

The chart above shows the year-over-year change of the employment cost index, which rose 

2.8% from the prior year.  Since the financial crisis, the ECI has been relatively weak, remaining 
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below its historical average of 3.0% for over a decade.  An ECI approaching its historical 

average would confirm the labor market is tightening.  

 

The S&P CoreLogic CS 20-City Home Price Index came in above expectations at 6.51% 

compared to the forecast rise of 6.40% from the prior year.  The prior report was revised from 

6.56% to 6.69%.  The S&P CoreLogic CS U.S. Home Price Index rose by 6.38% from the prior 

year.  The prior report was revised downward from 6.41% to 6.38%. 

 

 
 

The chart above shows the year-over-year change in the S&P CoreLogic CS 20-City Home Price 

Index.  The HPI continues to remain steady near 6.0%.  The rise in prices is likely due to a lack 

of supply as housing starts continue to remain below the long-term average. 
 

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

 

EDT Indicator Expected Prior Rating

10:00 Chicago Purchasing Manager m/m jul 62.0 64.1 **

10:00 Conference Board Conference Confidence m/m jun 126.0 126.4 **

10:00 Conference Board Present Situation m/m jun 161.4 **

10:00 Conference Board Expectations m/m jun 103.2 **

Economic Releases

No speakers or events scheduled

Fed speakers or events

 
 

Foreign Economic News 
 

We monitor numerous global economic indicators on a continuous basis.  The most significant 

international news that was released overnight is outlined below.  Not all releases are equally 

significant, thus we have created a star rating to convey to our readers the importance of the 

various indicators.  The rating column below is a three-star scale of importance, with one star 
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being the least important and three stars being the most important.  We note that these ratings do 

change over time as economic circumstances change.  Additionally, for ease of reading, we have 

also color-coded the market impact section, which indicates the effect on the foreign market.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 

following closely for possible complications and green indicates neutral conditions.  We will add 

a paragraph below if any development merits further explanation.  

 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Job-To-Applicant Ratio y/y jun 1.62 1.60 1.60 ** Equity and bond neutral

Jobless Rate y/y jun 2.4% 2.2% 2.3% *** Equity bearish, bond bullish

Industrial Production y/y jun -1.2% 4.2% 0.6% *** Equity bearish, bond bullish

Vehicle Production y/y may 4.6% 3.8% ** Equity and bond neutral

Construction Orders y/y jun -6.5% -18.7% ** Equity and bond neutral

Housing Starts m/m jun -7.1% 1.3% -2.5% ** Equity bearish, bond bullish

Consumer Confidence Index m/m jul 43.5 43.7 43.8 *** Equity and bond neutral

India Fiscal Deficit INR Crore m/m jun 83540 193526 ** Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption m/m jul 119.8 118.9 ** Equity and bond neutral

Building Permits m/m jun 1.6% -3.2% 1.0% ** Equity bullish, bond bearish

Private Sector Credit m/m jun 4.5% 4.8% 4.5% ** Equity and bond neutral

New Zealand Building Permits m/m jun -7.6% 7.1% ** Equity and bond neutral

ANZ Activity Outlook m/m jul 3.8 9.4 ** Equity and bond neutral

ANZ Business Confidence m/m jul -44.9 -39.0 ** Equity and bond neutral

EUROPE

Eurozone GDP y/y 2q 2.1% 2.5% 2.2% *** Equity and bond neutral

CPI Core m/m jul 1.1% 0.9% 1.0% *** Equity and bond neutral

CPI Estimate m/m jul 2.1% 2.0% 2.0% *** Equity and bond neutral

Italy Unemployment Rate m/m jun 10.9% 10.7% 10.8% *** Equity and bond neutral

CPI EU Harmonized y/y jul 1.9% 1.4% 1.4% *** Equity and bond neutral

CPI NIC incl. tobacco y/y jul 1.5% 1.4% 1.4% *** Equity and bond neutral

GDP y/y 2q 1.1% 1.4% 1.3% *** Equity and bond neutral

France CPI EU Harmonized m/m jul 2.6% 2.3% 2.4% *** Equity and bond neutral

CPI m/m jul 2.3% 2.0% 2.2% *** Equity and bond neutral

Germany Retail Sales m/m jun 3.0% -1.6% 1.5% ** Equity bullish, bond bearish

Unemployment Claims Rate m/m jul 5.2% 5.2% 5.2% *** Equity and bond neutral

AMERICAS

Canada Bloomberg Nanos Confidence m/m jul 54.7 54.3 ** Equity and bond neutral

Brazil Net Debt % GDP m/m jun 51.4% 51.3% 51.1% *** Equity bullish, bond bearish

CNI Consumer Confidence m/m jun 101.6 98.3 *** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 234 234 0 Up

3-mo T-bill yield (bps) 198 198 0 Neutral

TED spread (bps) 36 36 0 Neutral

U.S. Libor/OIS spread (bps) 201 201 0 Up

10-yr T-note (%) 2.95 2.97 -0.02 Up

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

EUR/USD 3-mo swap (bps) 6 6 0 Down

Currencies Direction

dollar down Neutral

euro up Neutral

yen down Neutral

pound up Neutral

franc up Neutral

Central Bank Action Current Prior Expected

BOJ Policy Balance Rate -0.100% -0.100% -0.100% On forecast

BOJ 10-yr Yield Target 0.000% 0.000% 0.000% On forecast

row F manually, "change" in row E changes automatically

 
 

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 $74.82 $74.97 -0.20%

WTI $69.74 $70.13 -0.56%

Natural Gas $2.80 $2.80 0.00%

Crack Spread $19.55 $19.51 0.22%

12-mo strip crack $20.15 $20.12 0.14%

Ethanol rack $1.58 $1.58 -0.09%

Gold $1,220.51 $1,221.45 -0.08%

Silver $15.47 $15.49 -0.08%

Copper contract $279.00 $279.20 -0.07%

Corn contract 383.75$       381.25$       0.66%

Wheat contract 547.75$       546.50$       0.23%

Soybeans contract 895.75$       891.00$       0.53%

Baltic Dry Freight 1703 1676 27

Actual Expected Difference

Crude (mb) -3.0

Gasoline (mb) -2.1

Distillates (mb) -0.1

Refinery run rates (%) 0.60%

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 temperatures in the southeastern region.  Precipitation is expected for the eastern half 

of the country.  There are no tropical disturbances 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.  
 

July 27, 2018 
 

Last week, in a wide-ranging interview on CNBC,7 President Trump ended a 25-year détente 

with the Federal Reserve, openly criticizing the current path of monetary policy.  The president 

followed up the interview with numerous social media tweets, further criticizing policy 

tightening.    

 

Although it’s been a long time since a president weighed in directly on the Federal Reserve’s 

monetary policy, such criticism is not at all unusual.  In fact, the détente is perhaps the outlier.  

There is a natural tension between a government in power and a central bank.  Political 

leadership, regardless of whether a country is a democracy or not, generally prefers lower 

interest rates.  In the U.S., the Federal Reserve became untethered from the Treasury in 1951 

when the White House, Congress and the Federal Reserve agreed to give the central bank 

independence in setting monetary policy.  Up until that point, the Federal Reserve was required 

to assist the Treasury in facilitating the management of Treasury debt.  However, it should be 

noted that President Truman was not comfortable with this change. 

 

As inflation rose in the late 1960s, chairs of the Federal Reserve faced increasing pressure from 

various administrations.  President Johnson criticized William Martin for not supporting his 

stimulus policies with monetary accommodation.8  Nixon tried to replace Martin after his 

election in 1968, offering to nominate him for treasury secretary.  There is speculation that 

Nixon blamed Martin for his loss to Kennedy in 19609 and wanted a more compliant Fed chair.  

When Martin refused to leave, Nixon eventually replaced him with Arthur Burns.  Nixon 

persistently browbeat Burns and, in order to ensure he would provide easy monetary policy, 

started a rumor that Burns was pressing for a raise when the Fed chair was publicly opposing 

wage increases.  Nixon then recruited Alan Greenspan to tell Burns that if he promised to keep 

policy accommodative, the White House would deny the rumors.10   

 

Reagan was not above criticizing the Fed; in 1980 his government issued a statement warning 

that the Fed’s independence “should not mean lack of accountability” and that Congress should 

“monitor the Fed’s performance.”11  Reagan strongly considered not reappointing Paul 

                                                 
7 https://www.cnbc.com/video/2018/07/20/watch-cnbcs-full-exclusive-interview-with-president-donald-
trump.html  
8 https://www.nytimes.com/2017/06/13/business/economy/a-president-at-war-with-his-fed-chief-5-decades-
before-trump.html  
9 https://www.minneapolisfed.org/publications/the-region/remembering-william-mcchesney-martin-jr ; also, 
Mallaby, Sebastian. (2016). The Man Who Knew: The Life and Times of Alan Greenspan. New York, NY: Penguin 
Books, p. 134.   
10 Ibid., pp. 141-144 
11https://books.google.com/books?id=hclu1_TJ9K8C&pg=PA1976&lpg=PA1976&dq=coordinating+committee+on+
economic+policy+economic+strategy+of+the+Reagan+administration+november+16+1980&source=bl&ots=URIX4
HAra8&sig=iBKs1W1J94qfuMmq5l8k-F-

https://www.cnbc.com/video/2018/07/20/watch-cnbcs-full-exclusive-interview-with-president-donald-trump.html
https://www.cnbc.com/video/2018/07/20/watch-cnbcs-full-exclusive-interview-with-president-donald-trump.html
https://www.nytimes.com/2017/06/13/business/economy/a-president-at-war-with-his-fed-chief-5-decades-before-trump.html
https://www.nytimes.com/2017/06/13/business/economy/a-president-at-war-with-his-fed-chief-5-decades-before-trump.html
https://www.minneapolisfed.org/publications/the-region/remembering-william-mcchesney-martin-jr
https://books.google.com/books?id=hclu1_TJ9K8C&pg=PA1976&lpg=PA1976&dq=coordinating+committee+on+economic+policy+economic+strategy+of+the+Reagan+administration+november+16+1980&source=bl&ots=URIX4HAra8&sig=iBKs1W1J94qfuMmq5l8k-F-DvEQ&hl=en&sa=X&ved=0ahUKEwjWn__Bwq7cAhUo54MKHZXmBdcQ6AEINDAD#v=onepage&q=coordinating%20committee%20on%20economic%20policy%20economic%20strategy%20of%20the%20Reagan%20administration%20november%2016%201980&f=false
https://books.google.com/books?id=hclu1_TJ9K8C&pg=PA1976&lpg=PA1976&dq=coordinating+committee+on+economic+policy+economic+strategy+of+the+Reagan+administration+november+16+1980&source=bl&ots=URIX4HAra8&sig=iBKs1W1J94qfuMmq5l8k-F-DvEQ&hl=en&sa=X&ved=0ahUKEwjWn__Bwq7cAhUo54MKHZXmBdcQ6AEINDAD#v=onepage&q=coordinating%20committee%20on%20economic%20policy%20economic%20strategy%20of%20the%20Reagan%20administration%20november%2016%201980&f=false
https://books.google.com/books?id=hclu1_TJ9K8C&pg=PA1976&lpg=PA1976&dq=coordinating+committee+on+economic+policy+economic+strategy+of+the+Reagan+administration+november+16+1980&source=bl&ots=URIX4HAra8&sig=iBKs1W1J94qfuMmq5l8k-F-DvEQ&hl=en&sa=X&ved=0ahUKEwjWn__Bwq7cAhUo54MKHZXmBdcQ6AEINDAD#v=onepage&q=coordinating%20committee%20on%20economic%20policy%20economic%20strategy%20of%20the%20Reagan%20administration%20november%2016%201980&f=false


 

 

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

www.confluenceinvestment.com 

 9 

Volcker.12  Volcker left the Fed in 1987, surrounded by governors appointed by President 

Reagan who were in the habit of dissenting with his decisions.   

 

Even Alan Greenspan, who for a period took on a persona of “the maestro,13” faced heavy 

criticism from the Bush administration as he refused to cut interest rates; he was even called 

“creepy.”14  George H.W. Bush blamed Greenspan for his defeat by Bill Clinton.15  The current 

détente between the Federal Reserve and the White House came when Robert Rubin, the director 

of the National Economic Council, convinced the president that the Fed’s policy decisions 

should not be questioned.16  Rubin argued that if the Fed could establish inflation-fighting 

credibility and reduce inflation expectations, then long-term interest rates would fall and the 

economy would prosper. 

 

President Trump has clearly ended that detente.  Does that mean anything in the very short run?  

Probably not.  We still expect four more rate hikes; the Eurodollar futures market hasn’t changed 

its assessment of the current policy path.  But, the criticism will likely increase with each rate 

hike and it will begin to affect policy at some point.  In fact, Chair Powell faces a difficult future.  

Every rate hike will prompt unfriendly comments from the White House.  Once easing starts, 

Powell could face charges of acquiescence to Trump.   

 

For markets, concern about the Fed eventually manifests itself in rising inflation expectations.  

Actual inflation is based on the intersection of aggregate supply and aggregate demand.  Since 

1978, deregulation and globalization have shifted the supply curve away from its origin and 

likely flattened this slope as well.  These factors have led to persistently low inflation.  The role 

of the central bank is more about managing inflation expectations.  Since Volcker, the Federal 

Reserve has made it clear that it won’t tolerate or accommodate sharply rising price levels.  The 

combination of credible monetary policy and rising productive capacity has led to disinflation 

and a steady decline in long-term interest rates.   

 

                                                                                                                                                             
DvEQ&hl=en&sa=X&ved=0ahUKEwjWn__Bwq7cAhUo54MKHZXmBdcQ6AEINDAD#v=onepage&q=coordinating%20
committee%20on%20economic%20policy%20economic%20strategy%20of%20the%20Reagan%20administration%
20november%2016%201980&f=false  
12 Op. cit., Mallaby, p. 286  
13 Woodward, Bob. (2000). Maestro: Greenspan’s Fed and the American Boom. New York, NY: Simon and Schuster. 
14 Op. cit., Mallaby, p. 415 
15 Ibid., p. 416 
16 https://www.wsj.com/articles/a-brief-history-of-the-federal-reserves-independence-1497346201  

https://books.google.com/books?id=hclu1_TJ9K8C&pg=PA1976&lpg=PA1976&dq=coordinating+committee+on+economic+policy+economic+strategy+of+the+Reagan+administration+november+16+1980&source=bl&ots=URIX4HAra8&sig=iBKs1W1J94qfuMmq5l8k-F-DvEQ&hl=en&sa=X&ved=0ahUKEwjWn__Bwq7cAhUo54MKHZXmBdcQ6AEINDAD#v=onepage&q=coordinating%20committee%20on%20economic%20policy%20economic%20strategy%20of%20the%20Reagan%20administration%20november%2016%201980&f=false
https://books.google.com/books?id=hclu1_TJ9K8C&pg=PA1976&lpg=PA1976&dq=coordinating+committee+on+economic+policy+economic+strategy+of+the+Reagan+administration+november+16+1980&source=bl&ots=URIX4HAra8&sig=iBKs1W1J94qfuMmq5l8k-F-DvEQ&hl=en&sa=X&ved=0ahUKEwjWn__Bwq7cAhUo54MKHZXmBdcQ6AEINDAD#v=onepage&q=coordinating%20committee%20on%20economic%20policy%20economic%20strategy%20of%20the%20Reagan%20administration%20november%2016%201980&f=false
https://books.google.com/books?id=hclu1_TJ9K8C&pg=PA1976&lpg=PA1976&dq=coordinating+committee+on+economic+policy+economic+strategy+of+the+Reagan+administration+november+16+1980&source=bl&ots=URIX4HAra8&sig=iBKs1W1J94qfuMmq5l8k-F-DvEQ&hl=en&sa=X&ved=0ahUKEwjWn__Bwq7cAhUo54MKHZXmBdcQ6AEINDAD#v=onepage&q=coordinating%20committee%20on%20economic%20policy%20economic%20strategy%20of%20the%20Reagan%20administration%20november%2016%201980&f=false
https://www.wsj.com/articles/a-brief-history-of-the-federal-reserves-independence-1497346201
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This chart shows a calculation of the term premium on 10-year T-notes.  The term premium 

measures how much more yield investors demand for holding longer term notes.  In other words, 

an investor could simply buy a one-year T-bill each year for 10 years or a 10-year T-note.  

Usually, the longer duration instrument carries a higher yield because there are risks that rates 

could rise in the future, lowering the price of the T-note.  Simply put, the term premium is an 

attempt to measure the market’s estimate of the riskiness of owning long-duration debt.  As the 

above chart shows, the current term premium is negative, suggesting investors would much 

rather own the long-duration instrument and are willing to accept a “discounted” rate. 

 

Undermining the Fed runs the risk of reversing this term premium, which would lead to a steeper 

yield curve and higher interest rates.  So far, that has not occurred.  There are a couple reasons 

for this lack of movement.  First, the deregulatory policies of the Trump administration are 

disinflationary. Thus, the inflationary impact from trade impediments may not be as large if the 

economy can still enjoy the unfettered introduction of new technology.  Second, the term 

premium is mostly a function of inflation expectations, which take a long time to evolve.  Milton 

Friedman argued that inflation expectations are set over decades.  Thus, for now, we don’t expect 

a major increase in long-term rates.  But, the potential risks are rising.  Investors should be wary 

of long-duration positions and consider bond laddering.     
 
 

 

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.  



 

 

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

www.confluenceinvestment.com 

 11 

Data Section 

 

U.S. Equity Markets – (as of 7/30/2018 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 7/30/2018 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 
 

July 26, 2018 
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Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 7/25/2018 = 18.5x

 
 

Based on our methodology,17 the current P/E is 18.5, up 0.1x from last week.  The rise in the 

S&P 500 outweighed the rise in earnings, which led to a higher P/E. 
 
 
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. 

                                                 
17 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. 


