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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 19, 2018—9:30 AM EDT]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is down 0.7% from the last close.  In Asia, the MSCI Asia Apex 50 closed 

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

0.3% and the Shenzhen index up 0.3%.  U.S. equity index futures are signaling a lower open.   

 

Happy Monday!  We are seeing weaker equity markets and rising Treasury yields this morning.  

There is a lot going on—let’s dig in: 

 

A Brexit deal: Negotiators for the U.K. and EU have announced they mostly have an agreement 

in place.  Although some problems remain unresolved, mostly the Ireland/Northern Ireland 

frontier, both sides have made significant progress on an exit agreement.  The GBP jumped on 

the news and is holding its gains as further details become available.  The currency market 

reaction does suggest this outcome was not expected. 

 

Mueller worries: Financial markets, for the most part, have ignored the personnel news out of 

the White House.  There have been one-day blips surrounding significant departures, such as 

Gary Cohn, but they generally haven’t started a trend.  Overnight, we saw another downward 

drop, seemingly tied to a series of Twitter quotes suggesting the president may dismiss Robert 

Mueller.  This area may be a red line.  The AG can fire Mueller1 but the president, at least 

directly, cannot.  This is dangerous ground for the president.  Firing Mueller will raise the “taint” 

of scandal even if one doesn’t exist.  If Mueller is forced out, it could trigger a constitutional 

crisis that would likely affect investor sentiment.  As we note in this week’s Asset Allocation 

Weekly Comment (see below), the “misery index” P/E model suggests the S&P is fairly valued 

and equities should do better if earnings continue on their current path.  However, P/Es are 

always vulnerable to sentiment shocks and such a crisis might trigger one.  It does appear the 

White House is trying to ease tensions as recent tweets suggest no action will be taken against 

Mueller, but that hasn’t lifted equities yet. 

 

A new PBOC Chief: After 15 years as governor of the People’s Bank of China, Zhou 

Xiaochuan has retired, passing on the position to Yi Gang.  Yi is a Western-educated economist 

with 20 years of central banking experience.  He should be considered a continuity candidate.  Yi 

                                                 
1 This is true under normal circumstances.  However, the sitting AG has recused himself from the Russian 
investigation, meaning one of his deputies would actually have to fire Mueller.  Nixon faced the same problem 
when he wanted to fire Archibald Cox.  Two officials resigned before Robert Bork did the firing. See: 
https://en.wikipedia.org/wiki/Saturday_Night_Massacre  

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
https://en.wikipedia.org/wiki/Saturday_Night_Massacre
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is committed to financial reform and, like his predecessor, wants to see debt levels reduced.  

However, the PBOC, like nearly everything in China, is not independent of the CPC.  Although 

there is broad agreement between the CPC and PBOC on the need to delever, the former always 

loses its nerve when it becomes apparent that such actions will slow economic growth.  We see 

no reason for this to change in the near term, although Chairman Xi has amassed enough power 

to press for this significant change.  In fact, if he fails to bring lower debt growth, it begs the 

question as to why he bothered to gather such control.   

 

Problems at Facebook: In this report, we don’t comment on individual companies unless the 

news surrounding them has macro implications.  Facebook (FB, 185.09) is down sharply in the 

pre-market trade after several articles in the U.S. and Britain suggested the company was either 

duped or willfully negligent during the 2016 election.  Cambridge Analytica was able to gain 

access to personal data for the social media firm’s users and the company used this information 

to directly target potential voters.  Using technology to receive news from political organizations 

is nothing new.  However, if the data was gained without authorization, it likely violates privacy 

rights of users and is a potential risk for the company.  Given that “big tech” has been a major 

support to the equity markets, a large decline in one of these companies will tend to have 

outsized effects on the overall equity market, which is why this issue bears watching.2 

 

Putin wins!  In a weekend of historic upsets, one outcome was never in doubt—Vladimir Putin 

won another six-year term as president.  What he intends to do with this power is uncertain but, 

in a clearly rigged election (there were no real alternatives in the election), the real issue was 

turnout.  It looks like about 65% of eligible voters cast ballots, which isn’t bad but not the 70% 

Putin was hoping for.   

 

OECD boosts growth forecasts: The G-20 meets this week.  This group has become so 

unwieldy that it doesn’t really function as a policy group.  However, the OECD does put out 

forecasts before the meetings and it lifted its global GDP growth forecast to 3.9% for this year 

and next year, the highest growth forecast since 2011.  The group did warn that trade restrictions 

would weigh on growth if they become widespread.   

 

                                                 
2 Here are some relevant articles: https://www.cnbc.com/2018/03/18/facebook-failing-zuckerberg-and-sandberg-
absent-
commentary.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=t
op-stories ; https://www.nytimes.com/2018/03/17/us/politics/cambridge-analytica-trump-
campaign.html?hp&action=click&pgtype=Homepage&clickSource=story-heading&module=first-column-
region&region=top-news&WT.nav=top-news ; https://www.bloomberg.com/news/articles/2018-03-19/facebook-
s-zuckerberg-under-pressure-to-answer-for-data-
breach?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories ; 
https://www.cnbc.com/2018/03/18/whistleblower-christopher-wylie-says-hes-now-been-blocked-by-
facebook.html ; https://www.ft.com/content/7ed1572c-2aa4-11e8-a34a-
7e7563b0b0f4?emailId=5aaf3a4f92ba4800049585ec&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 ; 
https://www.theguardian.com/news/2018/mar/17/data-war-whistleblower-christopher-wylie-faceook-nix-
bannon-trump?CMP=share_btn_tw&wpisrc=nl_todayworld&wpmm=1 ; 
https://www.nytimes.com/2018/03/18/us/cambridge-analytica-facebook-privacy-
data.html?emc=edit_mbe_20180319&nl=morning-briefing-europe&nlid=5677267&te=1  

https://www.cnbc.com/2018/03/18/facebook-failing-zuckerberg-and-sandberg-absent-commentary.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories
https://www.cnbc.com/2018/03/18/facebook-failing-zuckerberg-and-sandberg-absent-commentary.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories
https://www.cnbc.com/2018/03/18/facebook-failing-zuckerberg-and-sandberg-absent-commentary.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories
https://www.cnbc.com/2018/03/18/facebook-failing-zuckerberg-and-sandberg-absent-commentary.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories
https://www.nytimes.com/2018/03/17/us/politics/cambridge-analytica-trump-campaign.html?hp&action=click&pgtype=Homepage&clickSource=story-heading&module=first-column-region&region=top-news&WT.nav=top-news
https://www.nytimes.com/2018/03/17/us/politics/cambridge-analytica-trump-campaign.html?hp&action=click&pgtype=Homepage&clickSource=story-heading&module=first-column-region&region=top-news&WT.nav=top-news
https://www.nytimes.com/2018/03/17/us/politics/cambridge-analytica-trump-campaign.html?hp&action=click&pgtype=Homepage&clickSource=story-heading&module=first-column-region&region=top-news&WT.nav=top-news
https://www.bloomberg.com/news/articles/2018-03-19/facebook-s-zuckerberg-under-pressure-to-answer-for-data-breach?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories
https://www.bloomberg.com/news/articles/2018-03-19/facebook-s-zuckerberg-under-pressure-to-answer-for-data-breach?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories
https://www.bloomberg.com/news/articles/2018-03-19/facebook-s-zuckerberg-under-pressure-to-answer-for-data-breach?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top-stories
https://www.cnbc.com/2018/03/18/whistleblower-christopher-wylie-says-hes-now-been-blocked-by-facebook.html
https://www.cnbc.com/2018/03/18/whistleblower-christopher-wylie-says-hes-now-been-blocked-by-facebook.html
https://www.ft.com/content/7ed1572c-2aa4-11e8-a34a-7e7563b0b0f4?emailId=5aaf3a4f92ba4800049585ec&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/7ed1572c-2aa4-11e8-a34a-7e7563b0b0f4?emailId=5aaf3a4f92ba4800049585ec&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.theguardian.com/news/2018/mar/17/data-war-whistleblower-christopher-wylie-faceook-nix-bannon-trump?CMP=share_btn_tw&wpisrc=nl_todayworld&wpmm=1
https://www.theguardian.com/news/2018/mar/17/data-war-whistleblower-christopher-wylie-faceook-nix-bannon-trump?CMP=share_btn_tw&wpisrc=nl_todayworld&wpmm=1
https://www.nytimes.com/2018/03/18/us/cambridge-analytica-facebook-privacy-data.html?emc=edit_mbe_20180319&nl=morning-briefing-europe&nlid=5677267&te=1
https://www.nytimes.com/2018/03/18/us/cambridge-analytica-facebook-privacy-data.html?emc=edit_mbe_20180319&nl=morning-briefing-europe&nlid=5677267&te=1
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A shutdown on Friday?  Congress is preparing to send a budget to the president this week.  He 

needs to sign it by Friday or the government will shut down.  The bill, introduced last month, 

will increase spending and not necessarily meet the goals of the administration on all spending 

priorities.  Will the president, who has become increasingly mercurial lately, simply refuse to 

sign the measure?  Although this outcome isn’t on investors’ radar screens, there is a chance that 

we won’t have an agreement and a shutdown will occur.  If this occurs, expect some weakness in 

equities and a decline in Treasury yields.   

 

The Fed: The FOMC also meets this week.  Fed funds futures put the likelihood of a 25 bps hike 

at 99.3%, with a 0.7% chance of 50 bps.  We will have more on this tomorrow but policy 

concerns are likely weighing on financial markets today.   

 

U.S. Economic Releases 

 

There are no economic releases or fed events scheduled for the rest of the day.  

 

Foreign Economic News 
 

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

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

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

various indicators.  The rating column below is a three-star scale of importance, with one star 

being the least important and three stars being the most important.  We note that these ratings do 

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

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

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

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

a paragraph below if any development merits further explanation.  
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China FX Net Settlement y/y feb -10.0 bn 14.9 bn ** Equity and bond neutral

Japan Trade Balance m/m feb ¥3.4 bn -¥943.4 bn -¥89.1 bn ** Equity bullish, bond bearish

New Zealand Performance Services Index m/m feb 55.0 55.8 ** Equity and bond neutral

EUROPE

Eurozone Trade Balance y/y jan 19.9 bn 23.8 bn 22.3 bn ** Equity bearish, bond bullish

Construction Output y/y jan 3.7% 0.5% ** Equity and bond neutral

Italy Trade Balance Total m/m jan -0.087 bn 5.253 bn ** Equity bearish, bond bullish

Industrial Production m/m jan 4.0% 4.9% 4.5% ** Equity bearish, bond bullish

Switzerland Total Sight Deposits CHF m/m mar 575.9 bn 575.9 bn * Equity and bond neutral

Domestic Sight Deposits CHF m/m mar 466.4 bn 464.3 bn * Equity and bond neutral

AMERICAS

Mexico Manufacturing Sales m/m jan -1.0% -0.3% -0.9% ** Equity bearish, bond bullish

International Securities Transactions y/y jan 5.68 bn -1.97 bn ** 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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 220 218 2 Up

3-mo T-bill yield (bps) 174 174 0 Neutral

TED spread (bps) 46 44 2 Neutral

U.S. Libor/OIS spread (bps) 169 169 0 Up

10-yr T-note (%) 2.86 2.85 0.01 Up

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

EUR/USD 3-mo swap (bps) 20 22 -2 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. 
 

Price Prior Change Explanation

Brent $66.04 $66.21 -0.26%

WTI $62.07 $62.34 -0.43%  

Natural Gas $2.70 $2.69 0.52%

Crack Spread $18.94 $18.86 0.39%

12-mo strip crack $17.56 $17.54 0.09%

Ethanol rack $1.56 $1.56 -0.06%

Gold $1,310.59 $1,314.24 -0.28%

Silver $16.26 $16.34 -0.49%

Copper contract $306.90 $310.75 -1.24%

Corn contract 378.50$       382.75$       -1.11%

Wheat contract 459.25$       467.75$       -1.82%

Soybeans contract 1,036.25$    1,049.50$   -1.26%

Baltic Dry Freight 1143 1150 -7

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

the country, with warmer temperatures in the southeast region.  Precipitation is expected for the 

eastern half 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.3 
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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 

                                                 
3 The inverse of the P/E is the “earnings yield.” 
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are the asset for optimists.4  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.  

                                                 
4 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 3/16/2018 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 3/16/2018 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,5 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. 

                                                 
5 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. 


