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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: March 13, 2019—9:30 AM EDT]  Global equity markets are generally mixed this 

morning.  The EuroStoxx 50 is up 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 

was down 0.3% from the prior close.  Chinese markets were lower, with the Shanghai composite 

down 1.1% and the Shenzhen index down 2.3%.  U.S. equity index futures are signaling a higher 

open.   

 

U.S. equity futures are modestly higher this morning in a quiet news environment.  Here is what 

we are watching this morning: 

 

Brexit: As expected, PM May’s plan failed again;1 although the vote was closer this time, it was 

nowhere close to passing.2  Today, Parliament votes whether to allow or prevent a hard Brexit.3  

May is allowing Conservative MPs a “free vote,” meaning party whips won’t press members for 

any particular outcome.  Voting will begin at 7:00 PM GMT (3:00 EDT).  Although it is 

possible, there isn’t much evidence to suggest that MPs will accept an outcome that allows a 

hard Brexit (the economic disruption would cause a backlash among voters).  Assuming a hard 

Brexit option is eliminated, the next step is for a vote tomorrow to ask for an extension from the 

EU.  The EU has made noise that it won’t grant an extension without cause, but, in reality, the 

EU doesn’t want a hard Brexit either so we expect an extension will be granted.   

 

Meanwhile, there is much drama going on behind the scenes.  There is growing talk of a second 

referendum.4  Brexiteers seem poised to bring down May and replace her with one of their own.5  

Labour wants to do the same.  These plays at power are the most likely avenue for a chaotic exit.  

So far, however, financial markets are betting that there will be an extension of the deadline and 

muddling will continue; the GBP is trading in a tight range awaiting some clear outcome. 

 

                                                
1 https://www.nytimes.com/2019/03/12/world/europe/uk-brexit-
vote.html?emc=edit_mbe_20190313&nl=morning-briefing-europe&nlid=567726720190313&te=1  
2 https://www.ft.com/video/b8a9776f-3766-4537-ac2a-
e4464ef7fe5a?emailId=5c8885c89bf68b0004839367&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
3 https://www.ft.com/content/391ed220-44ef-11e9-b168-
96a37d002cd3?emailId=5c8885c89bf68b0004839367&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
4 https://www.washingtonpost.com/politics/2019/03/12/could-there-be-second-brexit-
referendum/?utm_term=.7db5360f03f2&wpisrc=nl_todayworld&wpmm=1  
5 https://www.ft.com/content/dff1acce-44ec-11e9-b168-
96a37d002cd3?emailId=5c8885c89bf68b0004839367&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
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Venezuela: As the country spirals into the “heart of darkness,”6 there is one news item of note—

opposition leader Guaido has indicated he would reopen Venezuela’s oil industry to foreign 

investment.7  Venezuela, unusual for an OPEC nation, welcomed foreign investment in the era 

before Chavez.  Chavez chased the foreigners out; as he did so, oil production steadily declined.  

Guaido’s promise will be popular with developed nations but, over time, would be a serious 

threat to OPEC.  Saudi Arabia’s decision to take market share away from Venezuela in the late 

1990s led oil prices to near $10 per barrel.  Given the current chaos in Venezuela, it would take a 

few years to rebuild the nation’s oil industry.  But, the longer term implications would be bearish 

for oil prices. 

 

Bouteflika’s presidency nears its end: Algerian president Abdelaziz Bouteflika has postponed 

the April 18th elections and has indicated he won’t stand for a fifth term.8   Even though he has 

promised not to run for a fifth term, protests are continuing in a bid to oust him.9  So far, civil 

order has mostly held.  But, if the regime begins to feel threatened, a harder response and 

potential oil flow disruptions are possible.   

 

The college bribery scandal: Although we don’t expect any direct market effects, at least in the 

near term, the bribery scandal could have important political and social effects.  Unless you have 

been in a news vacuum over the past 24 hours, the outline of the scandal is this: wealthy parents 

took a number of extreme measures to get their offspring into elite colleges.  The actions 

included fake athletic entries and falsified college entrance exams.10    

 

The well-heeled already have advantages in the college admissions process.  Their parents 

probably went to college and understand the process.  The parents can pay for test tutors and 

multiple attempts at the exam, whereas poor kids can maybe buy or borrow a test prep book and 

can afford one try at the exam.  Rich kids have enriching summers, while poor kids work at 

menial jobs; these experiences create bias for acceptance letters.  So, even when criminal action 

isn’t taken, the playing field is far from even.  And, at the very wealthy levels of society, legacy 

admissions tied to large donations have been around for a while.  None of this is some great 

revelation.  However, this scandal takes the process even further, showing that some families of 

means are willing to resort to fraud.  So, why does this happen? 

                                                
6 https://www.amazon.com/Heart-Darkness-Joseph-Conrad/dp/1936594145  
7 https://www.reuters.com/article/us-venezuela-politics-energy-law/venezuelas-guaido-readies-to-open-up-oil-
industry-after-years-of-nationalization-idUSKBN1QT2HP  
8 https://www.nytimes.com/2019/03/11/world/africa/algeria-president-
election.html?emc=edit_mbe_20190312&nl=morning-briefing-europe&nlid=567726720190312&te=1  
9 https://www.washingtonpost.com/world/protests-continue-after-algerian-leader-drops-bid-for-fifth-
term/2019/03/12/628be796-44cd-11e9-94ab-
d2dda3c0df52_story.html?utm_term=.6f7d76d1696b&wpisrc=nl_todayworld&wpmm=1  
10 https://www.washingtonpost.com/world/national-security/fbi-accuses-wealthy-parents-including-celebrities-in-
college-entrance-bribery-scheme/2019/03/12/d91c9942-44d1-11e9-8aab-
95b8d80a1e4f_story.html?utm_term=.7e32ab03dcdd&wpisrc=nl_todayworld&wpmm=1 ; 
https://www.theatlantic.com/education/archive/2019/03/college-admissions-scandal-fbi-targets-wealthy-
parents/584695/?wpmm=1&wpisrc=nl_todayworld ; https://www.nytimes.com/2019/03/12/us/college-
admissions-cheating-scandal.html?emc=edit_mbe_20190313&nl=morning-briefing-
europe&nlid=567726720190313&te=1  
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https://www.nytimes.com/2019/03/11/world/africa/algeria-president-election.html?emc=edit_mbe_20190312&nl=morning-briefing-europe&nlid=567726720190312&te=1
https://www.nytimes.com/2019/03/11/world/africa/algeria-president-election.html?emc=edit_mbe_20190312&nl=morning-briefing-europe&nlid=567726720190312&te=1
https://www.washingtonpost.com/world/protests-continue-after-algerian-leader-drops-bid-for-fifth-term/2019/03/12/628be796-44cd-11e9-94ab-d2dda3c0df52_story.html?utm_term=.6f7d76d1696b&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/protests-continue-after-algerian-leader-drops-bid-for-fifth-term/2019/03/12/628be796-44cd-11e9-94ab-d2dda3c0df52_story.html?utm_term=.6f7d76d1696b&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/protests-continue-after-algerian-leader-drops-bid-for-fifth-term/2019/03/12/628be796-44cd-11e9-94ab-d2dda3c0df52_story.html?utm_term=.6f7d76d1696b&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/national-security/fbi-accuses-wealthy-parents-including-celebrities-in-college-entrance-bribery-scheme/2019/03/12/d91c9942-44d1-11e9-8aab-95b8d80a1e4f_story.html?utm_term=.7e32ab03dcdd&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/national-security/fbi-accuses-wealthy-parents-including-celebrities-in-college-entrance-bribery-scheme/2019/03/12/d91c9942-44d1-11e9-8aab-95b8d80a1e4f_story.html?utm_term=.7e32ab03dcdd&wpisrc=nl_todayworld&wpmm=1
https://www.washingtonpost.com/world/national-security/fbi-accuses-wealthy-parents-including-celebrities-in-college-entrance-bribery-scheme/2019/03/12/d91c9942-44d1-11e9-8aab-95b8d80a1e4f_story.html?utm_term=.7e32ab03dcdd&wpisrc=nl_todayworld&wpmm=1
https://www.theatlantic.com/education/archive/2019/03/college-admissions-scandal-fbi-targets-wealthy-parents/584695/?wpmm=1&wpisrc=nl_todayworld
https://www.theatlantic.com/education/archive/2019/03/college-admissions-scandal-fbi-targets-wealthy-parents/584695/?wpmm=1&wpisrc=nl_todayworld
https://www.nytimes.com/2019/03/12/us/college-admissions-cheating-scandal.html?emc=edit_mbe_20190313&nl=morning-briefing-europe&nlid=567726720190313&te=1
https://www.nytimes.com/2019/03/12/us/college-admissions-cheating-scandal.html?emc=edit_mbe_20190313&nl=morning-briefing-europe&nlid=567726720190313&te=1
https://www.nytimes.com/2019/03/12/us/college-admissions-cheating-scandal.html?emc=edit_mbe_20190313&nl=morning-briefing-europe&nlid=567726720190313&te=1
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We live in an age of meritocracy.11  Instead of being ruled by a hereditary elite, we are now, in 

theory, led by the best and brightest.  If we really believed that, then the parents would recognize 

that their less stellar offspring probably shouldn’t take the place of a less fortunate but smarter 

kid at that elite college.12  But, in this case, natural affinities overruled good sense and the newly 

rich of the “best and brightest” went beyond what is already unfair to criminal to advantage their 

children.   

 

Here is the social and political problem this scandal brings—the less fortunate kids in the middle 

who don’t get the benefits of legacy or wealth or the help of affirmative action will view this 

scandal as further evidence that the deck is not just unfairly stacked against them but is 

criminally so.  Therefore, when someone from the best and brightest class tries to explain why 

policies, let’s say, climate change policies, are worthy, those outside the meritocracy class will 

view this not as wise and well thought out policy but probably just another government action to 

disadvantage them further.  Meritocracy as a system can be justified but if it is delegitimized by 

the behavior exhibited in this scandal, then faith in those who have positions of power are 

undermined.  Such actions support the rise of populism. 

 

Chinese trade: USTR Lighthizer was encouraging in his comments yesterday.13  And, Congress 

is pushing back against auto tariffs, reducing their likelihood as well.14  The news is supportive 

for equities. 

 

Coffee bear: Coffee prices fell to their lowest level in more than a decade and supply exceeds 

demand.15  A weak BRL lowered production costs (one of the reasons a strong dollar is bearish 

for commodities is that most commodities are priced in dollars but production costs are in local 

currencies, so a stronger dollar encourages more production) which led to more tree investment 

that is now producing more beans.  However, the drop in wholesale prices will not lead to lower 

prices at the consumer level, at least not immediately.  Instead, it will boost margins for roasters. 

 

Mankiw Rule update: The Taylor Rule is designed to calculate the neutral policy rate given 

core inflation and the measure of slack in the economy.  John Taylor measured slack by the 

difference between actual GDP and potential GDP.  The Taylor Rule assumes that the Fed 

should have an inflation target in its policy and should try to generate enough economic activity 

to maintain an economy near full utilization.  The rule will generate an estimate of the neutral 

policy rate; in theory, if the current fed funds target is below the calculated rate, then the central 

bank should raise rates.  Greg Mankiw, a former chair of the Council of Economic Advisors in 

the Bush White House and current Harvard professor, developed a similar measure that 

substitutes the unemployment rate for the difficult-to-observe potential GDP measure. 

 

                                                
11 https://www.nytimes.com/2018/12/05/opinion/george-bush-wasps.html  
12 https://www.youtube.com/watch?v=eiRGRvE_Wqg  
13 https://www.wsj.com/articles/u-s-china-trade-deal-is-getting-closer-lighthizer-says-11552407913  
14 https://www.wsj.com/articles/momentum-slips-for-auto-import-tariffs-11552383000  
15 https://www.axios.com/newsletters/axios-markets-2397805b-f1f9-4fd9-909d-
1c17966edcdf.html?chunk=5#story5  

https://www.nytimes.com/2018/12/05/opinion/george-bush-wasps.html
https://www.youtube.com/watch?v=eiRGRvE_Wqg
https://www.wsj.com/articles/u-s-china-trade-deal-is-getting-closer-lighthizer-says-11552407913
https://www.wsj.com/articles/momentum-slips-for-auto-import-tariffs-11552383000
https://www.axios.com/newsletters/axios-markets-2397805b-f1f9-4fd9-909d-1c17966edcdf.html?chunk=5#story5
https://www.axios.com/newsletters/axios-markets-2397805b-f1f9-4fd9-909d-1c17966edcdf.html?chunk=5#story5
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We have taken the original Mankiw rule and created three other variations.  Specifically, our 

model uses core CPI and either the unemployment rate, the employment/population ratio, 

involuntary part-time employment and yearly wage growth for non-supervisory workers.  All 

four models compare inflation and some measure of slack.  Here is the most recent data: 
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Three of the models would suggest the FOMC is well behind the curve and needs to be 

increasing the policy rate.  However, the employment /population ratio does suggest some slack 

in the economy and implies the Fed has already lifted rates more than necessary.  Until recently, 

the wage growth variation was also suggesting caution.  In September, it was signaling a neutral 

rate of 2.78%.  However, as the line shows, the projected rate has moved up sharply as wages 

have increased.  We suspect some of this wage increase has been mandated by various state and 

local increases in minimum wages.  If so, the rise in wages should slow later this year. 

 

U.S. Economic Releases 
 

MBA mortgage applications rose 2.3% from the prior week.  Purchases rose 4.3% from the prior 

week, while refinancing fell 0.2%.  The average 30-year fixed rate dropped 3 bps from the prior 

week from 4.67% to 4.64%. 

 

PPI final demand came in below expectations, rising 0.1% from the prior month compared to the 

forecast gain of 0.2%.  PPI excluding food and energy also came in below expectations, rising 

0.1% from the prior month compared to the forecast of 0.2%.  Core PPI, which excludes food, 

energy and trade services, also came in below expectations, rising 0.1% from the prior month 

compared to the forecast of 0.2%. 
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The chart above shows the year-over-year change in headline PPI and core PPI, which rose 1.9% 

and 2.3%, respectively.  The deceleration of PPI could be due to the strengthening dollar. 

 

January durable goods orders came in above expectations, rising 0.4% from the prior month 

compared to the forecast loss of 0.4%.  Durables ex-transportation came in below expectations, 

falling 0.1% from the prior month compared to the forecast gain of 0.1%.  The prior report’s loss 

was revised downward from 0.3% to 0.1%.  Capital goods orders non-defense ex-air were above 

expectations, rising 0.8% from the prior month compared to the forecast gain of 0.2%.  The prior 

report’s loss was revised from 1.0% to 0.9%.  Capital goods shipments non-defense ex-air came 

in above expectations, rising 0.8% from the prior month compared to the forecast loss of 0.2%.   
 

 
 

This chart shows the annual change in new durable goods orders and shipments.  Annually, new 

orders rose by 8.4%, shipments rose by 6.0%, unfilled orders rose by 4.3% and inventories rose 

by 4.9%.  The sharp rise in new orders should reduce concerns of a possible economic slowdown 

domestically as it signals that factories expect to remain busy for the foreseeable future. 
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The table below lists the economic releases scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 Construction Spending m/m jan 0.5% -0.6% **

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 

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 PPI y/y feb 0.2% -0.6% 0.1% ** Equity and bond neutral

Core Machine Orders m/m 1q -5.4% -0.1% -1.5% ** Equity and bond bearish

Tertiary Industry Index m/m 1q 0.4% -0.3% -0.3% ** Equity bullish, bond bearish

India CPI y/y feb 2.6% 2.1% 2.4% *** Equity bullish, bond bearish

Industrial Production y/y jan 1.7% 2.4% 2.1% *** Equity bearish, bond bullish

Australia Westpac Consumer Confidence m/m mar -4.8% 4.3% *** Equity and bond bearish

New Zealand Food Prices m/m feb 0.4% 1.0% *** Equity and bond neutral

REINZ House Sales m/m feb -9.5% -2.5% ** Equity and bond bearish

EUROPE

Eurozone Industrial Production m/m 4q 1.4% -0.9% 1.0% *** Equity bullish, bond bearish

Italy Unemployment Rate Quarterly m/m 4q 10.6% 10.2% 10.5% *** Equity bullish, bond bearish

AMERICAS

Brazil IBGE Inflation y/y feb 3.9% 3.8% 3.8% *** Equity and bond neutral

Mexico International Reserves Weekly m/m feb 257233 196767 * Equity and bond neutral

ANTAD Same-Store Sales y/y feb 3.3% 2.5% ** Equity and bond neutral

Formal Job Creation Total m/m feb 126.0k 94.6k ** 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. 
 



 

 

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

www.confluenceinvestment.com 

 7 

Today Prior Change Trend

3-mo Libor yield (bps) 261 260 1 Up

3-mo T-bill yield (bps) 239 240 -1 Neutral

TED spread (bps) 22 20 2 Neutral

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

10-yr T-note (%) 2.62 2.60 0.02 Neutral

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

EUR/USD 3-mo swap (bps) 11 11 0 Down

Currencies Direction

dollar down Neutral

euro flat Up

yen flat 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. 
 

Price Prior Change Explanation

Brent $67.22 $66.67 0.82% Supply Pessimism

WTI $57.48 $56.87 1.07%  

Natural Gas $2.78 $2.78 -0.32%  

Crack Spread $21.76 $21.76 -0.03%

12-mo strip crack $17.83 $17.85 -0.07%

Ethanol rack $1.42 $1.42 0.06%

Gold $1,308.61 $1,301.58 0.54%

Silver $15.53 $15.44 0.56%

Copper contract $292.80 $292.85 -0.02%

Corn contract 364.75$       365.75$       -0.27%

Wheat contract 446.00$       453.00$       -1.55%

Soybeans contract 894.50$       897.00$       -0.28%

Baltic Dry Freight 647 645 2

Actual Expected Difference

Crude (mb) 3.0

Gasoline (mb) -3.0

Distillates (mb) -2.0

Refinery run rates (%) 0.50%

Natural gas (bcf) -212.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

temps on the West Coast.   
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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.  
 

March 8, 2019 
 

The Federal Reserve is experiencing a crisis of sorts.  For years, policymakers have used the 

Phillips Curve as a guide to policy.  The Phillips Curve postulates that there is a tradeoff between 

inflation and unemployment. Essentially, to quell inflation policymakers need to raise rates to 

create unemployment.  The basic idea is that unemployment represents capacity; when the 

unemployment rate falls below some level, sometimes called the “natural rate of 

unemployment,” capacity constraints develop and inflation rises.  Theory has developed around 

the Phillips Curve.  For example, the Non-Accelerating Inflationary Rate of Unemployment 

(NAIRU) suggests an equilibrium unemployment rate; inflation falls above this rate, and 

inflation rises below this rate.   

 

However, if NAIRU is natural, it doesn’t appear to be stable. 
 

 
 

This chart shows the natural rate of unemployment, calculated by the Congressional Budget 

Office.  As is evident, it has increased and declined over time.   

 

The lack of inflation given the low level of unemployment has led the FOMC to consider if 

another model might work better.  If the reaction of the economy to low unemployment has 

changed, then policymakers may need to keep rates lower for longer to avoid the risk of raising 

rates too soon or too much.  Doing either could needlessly shorten a business cycle.  If inflation 

reacts more slowly to falling capacity, it might make sense to use a different way to adjust the 

policy rate to inflation.  Currently, the FOMC uses a 2% target on core PCE inflation.  In other 

words, based on the yearly change in the core PCE index, the FOMC attempts to keep inflation 

around a yearly 2% change.  Although the Fed attempts to suggest 2% isn’t a ceiling, it is 

generally treated as one by the financial markets. 
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Of the current 17 members of the FOMC, nine are Ph.D. economists.  Of that group, five have 

advocated for a reexamination of inflation policy.  None of the non-Ph.D. members have 

advocated for a change.  Thus, the drive to make a change appears to be coming from the 

“technical” side of the shop.  At present, there are three ideas being explored to address the 

inflation policy issue. 

 

1. Raise the inflation target: The official inflation target is relatively new.  Although the 

Fed privately agreed to an inflation target in 1996, Chair Greenspan insisted it was to be 

kept secret.16   It wasn’t until 2012 that the FOMC made the 2% target official.17  The 

working definition of inflation control is a rate low and stable enough that inflation 

concerns are not part of the economic process.  In other words, if I am buying something, 

I neither accelerate the purchase (a reaction to higher expected prices) nor wait (a 

reaction to lower expected prices).  If the interest rate that creates equilibrium has fallen, 

one way to achieve that rate, on a real basis, is to simply tolerate higher inflation.   

2. Use a moving average of the yearly change in inflation: The use of the core rate, the 

rate excluding food and energy, is designed to smooth out the changes that can be 

triggered by weather or geopolitical events.  However, even items outside of food and 

energy can be affected by short-term events.  Changes in tax rates at the state and local 

level can raise prices for a short time.  In the past, price wars in mobile phone plans led to 

lower core prices.  If the goal is to control inflation over the medium term, a smoothed 

series might make more sense.18   

3. Target the level of prices, not the rate of change: The FOMC uses the core PCE 

deflator as its policy tool.  Instead of aiming for a 2% rate of change, the committee could 

target a level instead.  That way, if price levels were above trend for an extended period, 

monetary policy would be tightened until the index falls back to trend.  In the case of 

price levels being below trend, the Fed may move slowly to raise rates until prices return 

to trend.  The advantage of this model is that the FOMC would not have to react to a 

simple jump in prices after a period of low prices.  

All three options have pluses and minuses.  Raising the inflation target is the easiest to 

understand.  But, there is concern that if the target appears flexible then inflation expectations 

could become unanchored.  The risk is that once the target is changed, the Fed could find itself 

facing political pressure to keep rates steady or cut them even with rising inflation to suit short-

term political goals.  Moving average models will reduce the likelihood that the Fed would react 

quickly to inflation impulses and make the policy rate steadier.  However, by design, moving 

averages will tend to delay easing and tightening.  In the present circumstance, it appears 

attractive but it will tend to slow rate reductions going into an easing cycle.  Targeting the level 

of price is attractive in that it takes previous price levels into account, but it will be hard to 

explain to the public how it works and what to expect.  And, the calculated trend can be sensitive 

                                                
16 https://economia.icaew.com/opinion/april-2015/the-federal-reserves-battle-with-price-stability  
17 https://www.federalreserve.gov/monetarypolicy/files/FOMC_LongerRunGoals.pdf  
18 The Bank of England has a sort of smoothing process where it targets a 2% rate with a 1% variance.  If inflation 
rises or falls outside this band, the bank must explain to the Exchequer why this occurred and what it will do about 
it.  Thus, if the variance is due to a one-off situation, the bank may do nothing. 

https://economia.icaew.com/opinion/april-2015/the-federal-reserves-battle-with-price-stability
https://www.federalreserve.gov/monetarypolicy/files/FOMC_LongerRunGoals.pdf
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to initial conditions.  In other words, if you start your model in a high inflation period, it can 

affect the deviation from trend.   

 

Here is one potential view of the second option. 
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Using the Mankiw Rule (which uses core CPI instead of core PCE), we take a five-year average 

of inflation on the model shown on the right.  The model on the right has better performance; 

during the 1990s, it did a better job of informing policymakers that rate changes were 

unnecessary and would have told the Bernanke Fed that policy was too tight going into the 2007-

09 recession.  Interestingly enough, both versions suggest the Fed is currently too easy. 

 

Here is another view using the employment/population ratio as a proxy for capacity. 
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The moving average model gave clearer signals; it would have told policymakers to ease sooner 

in 2001 (a recession year) and would have signaled to the Bernanke Fed to begin easing sooner 

than it did before the 2007-09 recession.  Both suggest the neutral rate is below the current rate 

but the moving average model suggests policy is tighter than the unadjusted inflation model.  

Essentially, these views show that the real issue remains the measure of slack, but adjusting 

the inflation indicator might mitigate the uncertainty surrounding the capacity issue. 
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Here is one potential view of the third option. 
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The chart on the left shows the core PCE index, log transformed, regressed against a time trend.  

In general, price levels vary to trend.  The chart on the right compares the detrended index to the 

fed funds target.  Note that the cycles in policy tended to move with price levels except for the 

current one.  This model would have kept the FOMC from tightening at all in this cycle. 

 

Under current conditions, this reassessment of inflation policy will likely lead to an end of 

tightening.  Essentially, the considered adjustments will probably discourage further rate hikes 

by reducing the policy level of inflation.  However, this assessment still depends on the proper 

measure of slack in the economy, which, so far, has not been resolved by the FOMC.  

Nevertheless, we think the proper assessment of this change is dovish for policy.  

   

 

 
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 3/12/2019 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 3/12/2019 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 
 

March 7, 2019 
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P/E as of 3/6/2019 = 17.5x

 
 

Based on our methodology,19 the current P/E is 17.5x, up 0.7x from last week.  The rise in the 

P/E is due to getting the official quarterly earnings data from S&P, which tends to be about 6.5% 

to 7.0% less than the I/B/E/S estimates.     

 
 
 
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. 

                                                
19 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 (Q2, Q3 and Q4) and one estimate (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. 


