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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 16, 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 closed up 

0.2% from the prior close.  Chinese markets were mixed, with the Shanghai composite 

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

open.   

 

Happy Friday!  Here is what we are watching this morning: 

 

The shakeup continues:  Numerous media sources indicate that Gen. McMasters is on his way 

out as National Security Director.  The most rumored replacement is John Bolton, a well-known 

hawk.  If Bolton does get the job, the odds increase significantly that the Iran nuclear deal gets 

overturned.  Bolton and Pompeo are harsh critics of the Iran deal and would support the 

president’s instincts to break it.  Iran’s reaction will be interesting to watch.  The pragmatists, led 

by President Rouhani, would be under tremendous pressure from the hardliners, who are also 

critical of the pact.  It all comes down to the Supreme Leader, Ayatollah Khamenei, who 

approved the original treaty.  We suspect he has never trusted the U.S. and would view a treaty 

break as just another example of American duplicity.  It is possible the Trump administration 

thinks it can negotiate a new deal with Iran.  Maybe he can, but it is more likely that Iran will 

dump the deal and rush to build a nuclear weapon.  This leads to two possible outcomes, both 

bad.  First, we note that the Saudi crown prince indicated that if Iran gets a nuke, the kingdom 

will acquire one too.1  Nuclear proliferation in an unsettled part of the world is not a good 

outcome.  Second, if Iran does “go for nuclear,” Israel would likely view this as an existential 

threat.  Although its first choice would be for the U.S. to fight Iran, if Netanyahu determines that 

isn’t going to happen he may decide to attack Iran directly.  The most likely response would be a 

nuclear first strike; Iran’s nuclear program is too large and dispersed to be successfully attacked 

with Israel’s conventional forces.  Although we are still a ways from this worst case scenario, the 

trends are not looking favorable.  From our standpoint, all this points to the potential for a supply 

disruption in the energy markets.   

 

Cyberattacks: The Trump administration is accusing Russia of a series of cyberattacks on the 

U.S. and Europe that targeted key infrastructure of electric and water systems.  Apparently, this 

gave Russian hackers control of these systems and, if triggered, the attacks could have caused a 

                                                 
1 https://www.nytimes.com/2018/03/15/world/middleeast/mohammed-bin-salman-iran-
hitler.html?emc=edit_mbe_20180316&nl=morning-briefing-europe&nlid=5677267&te=1  
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power shutdown.2  The NYT3 is also reporting that a cyberattack on a Saudi petrochemical 

facility appears to have been designed to cause an explosion at the plant and the only reason it 

didn’t work was because the undisclosed attackers made errors in their computer code.  Their 

errors inadvertently shut down the plant before the more deadly aim of sabotage could take 

place.  The West does appear to be mobilizing against Russia.  New sanctions have been 

announced but we will be watching for Western cyberattacks on Russia.  In the current 

environment, nations are engaging in belligerent acts that essentially come just short of 

triggering a war response.  For example, China’s militarizing shoals in the South China Sea, 

Russia’s annexation of Crimea, Abkhazia, South Ossetia and parts of Ukraine, undermining the 

democratic process in the West and cyberattacks are all elements of this “hybrid war.”  At some 

point, the West will need to respond.  How it responds will be important.  If a Cold War model is 

adopted, look for the West to try to isolate China and Russia.   

 

More trouble for Abe: Polls show that PM Abe’s support is down to 39%, a nearly 9.5% point 

drop, as the land scandal will simply not go away.  Although Abe continues to indicate he won’t 

resign, if it becomes apparent his position is untenable the end of Abe means the end of 

Abenomics.  That outcome will likely bring a stronger JPY. 

 

A couple of economy concerns: Although we don’t see signs of recession, there are some signs 

of slower growth. 

 

 
 

                                                 
2 https://www.nytimes.com/2018/03/15/world/middleeast/mohammed-bin-salman-iran-
hitler.html?emc=edit_mbe_20180316&nl=morning-briefing-europe&nlid=5677267&te=1  
3 https://www.nytimes.com/2018/03/15/technology/saudi-arabia-hacks-
cyberattacks.html?emc=edit_mbe_20180316&nl=morning-briefing-europe&nlid=5677267&te=1  

https://www.nytimes.com/2018/03/15/world/middleeast/mohammed-bin-salman-iran-hitler.html?emc=edit_mbe_20180316&nl=morning-briefing-europe&nlid=5677267&te=1
https://www.nytimes.com/2018/03/15/world/middleeast/mohammed-bin-salman-iran-hitler.html?emc=edit_mbe_20180316&nl=morning-briefing-europe&nlid=5677267&te=1
https://www.nytimes.com/2018/03/15/technology/saudi-arabia-hacks-cyberattacks.html?emc=edit_mbe_20180316&nl=morning-briefing-europe&nlid=5677267&te=1
https://www.nytimes.com/2018/03/15/technology/saudi-arabia-hacks-cyberattacks.html?emc=edit_mbe_20180316&nl=morning-briefing-europe&nlid=5677267&te=1


 

 

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

www.confluenceinvestment.com 

 3 

The Atlanta FRB’s GDPNow forecast for Q1 has fallen rather precipitously.  They haven’t 

updated their contributions to their model so we can’t yet pinpoint where the weakness is coming 

from, but it appears weakening consumption is weighing on growth.  Q1 GDP has had a seasonal 

adjustment problem; over the past four years, Q1 has been weaker than trend in three of those 

years.  In addition, we should see a boost in consumption as the effects of the new tax law on 

withholding are implemented.  Still, this drop in growth with the Fed raising rates is a worry. 

 

In addition, the yield curve has been flattening again. 

 

 
(Source: Bloomberg) 

 

After steepening last month, the curve has rapidly flattened to nearly the lows seen in early 

January.  Some of this is because German Bund yields have declined.  Nevertheless, the 

flattening should be a signal to policymakers to exercise caution.   

 

U.S. Economic Releases 

 

Housing starts came in below expectations at 1,236k compared to the forecast of 1,290k on an 

annualized basis.  The prior month’s report was revised upward from 1,326k to 1,329k.  The 

monthly change in housing starts came in below expectations, falling 7.0% compared to the 

forecast loss of 2.7%.  The prior report’s gain was revised upward from 9.7% to 10.1%.  

Building permits came in below expectations at 1,298k compared to the forecast of 1,320k.  The 

prior month’s report was revised downward by 19k from 1,396k to 1,377k.  The monthly change 

in building permits came in below expectations, falling 5.7% compared to the forecast of loss of 

4.1% from the prior month.  The prior report’s gain was revised downward from 7.4% to 5.9%. 
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The chart above shows the level of multi-family and single-family housing starts.  Multi-family 

starts have fallen 18.7%, while single-units rose 2.9% from the prior year.  Housing starts fell in 

1.8% in the Northeast, 14.8% in the Midwest and 3.8% in the South, while they rose by 0.6% in 

the West.  

 

February industrial production rose by 1.1% compared to forecasts of a 0.4% rise.  The prior 

month’s loss was revised upward from 0.1% to 0.3%. 

 

 
 

The chart above shows the level of industrial production. The current reading is 108.2.  
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Capacity utilization came in above expectations at 78.1% compared to the forecast of 77.7%, but 

the prior month was revised downward from 77.5% to 77.4%. 

 

 
 

The chart above shows the level of capacity utilization. 

 

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

 

EDT Indicator Expected Prior Rating

10:00 JOLTS Job Opening m/m jan 5900 5811 **

10:00 U. of Michigan Sentiment m/m mar 99.2 99.7 **

10:00 U. of Michigan Current Conditions m/m mar 114.9 **

10:00 U. of Michigan Expectations m/m mar 90.0 **

10:00 U. of Michigan 1 yr Inflation m/m mar 2.7% **

10:00 U. of Michigan 5-10 Yr Inflation m/m mar 2.5% **
Fed speakers or events

Economic Releases

No speakers or events scheduled  
 

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 
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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 Industrial Production m/m jan -6.8% -6.6% *** Equity bearish, bond bullish

Capacity Utilization m/m jan -7.3% 2.8% ** Equity bearish, bond bullish

New Zealand BusinessNZ Manufacturing PMI m/m feb 53.4 55.6 ** Equity and bond neutral

Non Resident Bond Holdings m/m feb 59.7% 60.0% ** Equity and bond neutral

EUROPE

Eurozone CPI y/y feb 1.1% 1.3% 1.2% *** Equity and bond neutral

CPI Core y/y feb 1.0% 1.0% 1.0% *** Equity and bond neutral

Labor Costs y/y 4q 1.5% 1.6% ** Equity and bond neutral

Germany Wholesale Price Index y/y feb 1.2% 2.0% ** Equity and bond neutral

Italy CPI EU Harmonized y/y feb 0.5% 0.7% 0.7% *** Equity and bond neutral

Russia Money Supply Narrow Def m/m mar 9.63 tn 9.49 tn ** Equity and bond neutral

AMERICAS

Mexico Existing Home Sales m/m feb -6.5% -14.5% ** Equity bearish, bond bullish  
 

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) 215 212 3 Up

3-mo T-bill yield (bps) 172 173 -1 Neutral

TED spread (bps) 42 39 3 Neutral

U.S. Libor/OIS spread (bps) 169 168 1 Up

10-yr T-note (%) 2.82 2.83 -0.01 Up

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

EUR/USD 3-mo swap (bps) 23 32 -9 Down

Currencies Direction

dollar up Down

euro down Up

yen up Up

pound down Up

franc down Neutral  
 

Commodity Markets 
 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 
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Price Prior Change Explanation

Brent $65.14 $65.12 0.03%

WTI $61.30 $61.19 0.18%  

Natural Gas $2.68 $2.68 0.04%

Crack Spread $19.00 $19.21 -1.05%

12-mo strip crack $17.42 $17.55 -0.74%

Ethanol rack $1.56 $1.56 -0.12%

Gold $1,320.61 $1,316.10 0.34%

Silver $16.49 $16.41 0.50%

Copper contract $313.95 $312.75 0.38%

Corn contract 386.25$       386.75$       -0.13%

Wheat contract 476.25$       478.75$       -0.52%

Soybeans contract 1,045.50$    1,040.75$   0.46%

Baltic Dry Freight 1150 1169 -19

Actual Expected Difference

Crude (mb) 5.0 2.5 2.5

Gasoline (mb) -6.3 -1.1 -5.2

Distillates (mb) -4.4 -1.7 -2.7

Refinery run rates (%) 2.00% -0.30% 2.3%

Natural gas (bcf) -93.0 -98.0 5.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts continue to signal colder than normal temperatures for most of 

the country, with warmer temperatures along the southern border.  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.  
 

March 16, 2018 
 

Last week, we discussed the fact that the generally strong economy should be supportive for 

equity markets as economic growth will tend to support earnings.  However, the other important 

element of equity valuation is what multiple investors put on those earnings.  The most common 

valuation metric is the price/earnings ratio (P/E).  Our equity market forecast is based upon 

expectations for earnings and the multiple investors put on those earnings. 
 

This week we will discuss modeling the multiple.  The most common way to estimate the P/E is 

to compare it to the 10-year T-note yield.  This is known as the “Fed model” on the idea that the 

P/E represents the “yield” on equities.4 
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The chart on the left shows the 10-year yield and the S&P earnings yield from 1960.  There have 

been periods when the two series moved closely together—the early 1980s into 2002 is notable.  

However, there have been significant deviations as well, such as the mid-1970s and the past 15 

years.  The chart on the right shows a regression model of the earnings yield using the T-note 

yield.  The variation is rather wide; in addition, the model suggests equity markets were mostly 

overvalued from the 1980s into 2000.  
 

The primary argument for the Fed model is that portfolios tend to be constructed of equities and 

fixed income.  Thus, measuring the relative valuation between these two assets makes sense.  

However, it also has some serious weaknesses.  First, there are different motivations for owning 

each asset.  One buys equities to own a portion of the productive capacity of the nation’s 

economy.  Owning fixed income gives one a return for forgoing current consumption.  Thus, it 

would make sense for someone to buy equities when they are upbeat about the future; equities 

                                                 
4 The inverse of the P/E is the “earnings yield.” 
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are the asset for optimists.5  Treasuries, on the other hand, are serviced by the taxing power of 

the U.S. government.  The risk of equity earnings is fundamentally different than that of 

Treasuries.  Second, it’s a relative valuation model.  Consequently, during periods when there is 

a deviation from fair value, it’s hard to know which market is “out of whack.”   
 

Another way of looking at equity valuation is relative to the economy.  The trick is which 

combination of economic variables has the most explanatory power?  Earnings are, in part, a 

function of economic growth, and inflation determines the “real” value of those earnings.  A 

classic indicator that captures both economic activity and inflation is the “misery indicator,” 

which is the sum of the unemployment rate and the yearly change in inflation.  Created by the 

Nobel Laureate Arthur Okun, it is designed to measure the degree of “pain” from a weak 

economy and inflation.   
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The misery index is clearly inversely correlated to the P/E.  The unemployment rate is an 

indicator of overall economic health and inflation is, to a great extent, a measure of the relative 

attractiveness of real assets compared to financial assets.  Although the misery index model isn’t 

perfect, it gives rather consistent results and generally offers better signals of valuation—in other 

words, it suggests periods when the market is overvalued or undervalued, whereas the Fed model 

tends to have longer swings in valuation.  On the other hand, the misery index has one significant 

flaw—it would not work well during periods of deflation as it would be signaling improvement 

when, in fact, deflation tends to occur during periods of economic turmoil. 
 

Both models suggest the current P/E is not excessive.  We expect unemployment to remain low 

and inflation contained, which should mean the misery index model would support equities.  

Additionally, the Fed model indicates that the recent rise in yields has simply reduced the 

undervaluation of equities.  Thus, we remain bullish equities despite recent turmoil. 
 

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.  

                                                 
5 However, buying equities when one is hopeful about the future might not be the best investment plan; history 
suggests buying equities when times are dire may actually be more prudent because they tend to be less 
expensive.   
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Data Section 

 

U.S. Equity Markets – (as of 3/15/2018 close) 

 

-10.0% 0.0% 10.0% 20.0%

Energy
Consumer Staples

Telecom
Utilities

Materials
Industrials

S&P 500
Financials

Health Care
Consumer Discretionary

Technology

YTD Total Return

-2.0% -1.0% 0.0% 1.0% 2.0%

Materials

Financials

Industrials

Consumer Staples

Telecom

Energy

S&P 500

Health Care

Consumer Discretionary

Technology

Utilities

Prior Trading Day Total Return

 
(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 3/15/2018 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 15, 2018 
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P/E as of 3/14/2018 = 20.8x

 
 

Based on our methodology,6 the current P/E is 20.8, unchanged from last week.  Earnings remain 

strong but the S&P remains elevated for the quarter, even with the recent correction.     

 
 

 
 
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. 

                                                 
6 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. 


