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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 20, 2018—9:30 AM EDT]  Global equity markets are higher 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 up, with the Shanghai composite up 0.4% and 

the Shenzhen index up 0.2%.  U.S. equity index futures are signaling a higher open.   

 

Framing the Fed: The FOMC meeting begins today.  Here we lay out the basic path for 

monetary policy. 
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The chart on the left shows the implied three-month LIBOR rate, two years deferred, derived 

from the Eurodollar futures market.  Note that the yield has increased dramatically since mid-

2017, coinciding with optimism and then the passage of the tax bill.  The chart on the right 

compares that rate to the fed funds target, with the spread between the two rates shown on the 

upper line of the chart.  In general, LIBOR rates exceed fed funds (fed funds have less credit 

risk), but the two rates do become a good guidepost for policy.  We have set vertical lines where 

the two lines cross.  Usually, this marks the end of a tightening cycle.  The Greenspan Fed 

seemed to closely watch this rate and stopped raising rates when the implied rate fell below fed 

funds.   

 

The current spread indicates the FOMC will raise rates another 150 bps, to a terminal rate of 

3.00%, in two years.  Assuming 25 bps per hike, that implies seven more increases before this 

time in 2020.  That could mean three hikes this year and four in the remaining 15 months, or four 
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this year and three in the last 15 months.  The number for this year is the topic of discussion.  We 

expect a clear signal for three and the potential for an additional hike.  It is worth noting that it 

was not unusual in previous tightening cycles for the implied rate to decline to the target.  Thus, 

we may not make it to 3.00%.  However, for that to happen, the implied rate will need to decline 

at some point.   

 

The other issue is that this meeting will be the first press conference for Chair Powell.  A number 

of pundits have applauded the new Fed leader for speaking plainly.  This is not actually a virtue 

in our estimation.  Clarity in policy dampens fear and encourages investors to take on more risk 

until financial markets become unstable.  Thus, a little obscurity should be welcomed. 

 

The prince is in Washington: Saudi Crown Prince (CP) Mohammed bin Salman is visiting the 

U.S. capital today.  There are a number of items on his agenda, including an attempt to pull the 

U.S. into a harder line on Iran and likely feeling out policymakers for their reaction to the 

Kingdom of Saudi Arabia (KSA) acquiring nuclear power.  CP Salman would like to diversify 

the KSA’s energy away from hydrocarbons, but getting nuclear reactors could give the country 

the infrastructure to develop indigenous nuclear weapons.  The harder line on Iran should be a bit 

like pushing an open door—the nomination of Pompeo to the State Department puts an Iran 

hawk in place and the president has been consistently critical of the Iranian nuclear deal.  In 

May, the president has to recertify the Iran deal and there is growing speculation he won’t do so.  

Finally, the KSA is considering limiting the listing of its Saudi Aramco IPO to the Saudi equity 

market only.  We suspect the KSA doesn’t want to tackle the intrusive reporting requirements of 

London or New York.  However, we would not count out Beijing as it would not be a shock to 

see China offer placement for the IPO and wave Western-level compliance.  Concerns 

surrounding Iran may be behind the rise in oil prices today. 

 

More Facebook (FB, 172.56) fallout: Shares are lower again this morning as the company 

struggles to get in front of the fallout from the Cambridge Analytica scandal.  Perhaps the most 

interesting development is that Democrats are turning on the company.1  Generally speaking, 

industry groups line up politically and technology has tended to land with Democrats.  The 

extractive industries and much of manufacturing has been captured by the GOP, while the 

financial sector tends to be divided between both parties.  The Democrats are angry that 

Facebook may have assisted the GOP during the presidential election and are thinking of 

exacting revenge.  If this broadens to the entire sector it may affect donation flows for the 

upcoming mid-terms and the 2020 presidential race.   

 

China trade issues: It appears the president is poised to impose some $60 bn in tariffs against 

Chinese products on Friday.2  So far, China appears to be following two tracks on this issue.  

First, China is trying to be conciliatory; Premier Li Keqiang promised in a speech at the end of 

the National Party Congress to do more to protect intellectual property.3  Chairman Xi’s top 

                                                 
1 https://www.politico.com/story/2018/03/19/angry-democrats-facebook-424456  
2 https://www.washingtonpost.com/business/economy/trump-prepared-to-hit-china-with-60-billion-in-annual-
tariffs/2018/03/19/fd5e5874-2bb7-11e8-b0b0-f706877db618_story.html?utm_term=.33ce92d9800c  
3 https://www.bloomberg.com/news/articles/2018-03-20/china-to-open-manufacturing-cut-tariffs-and-taxes-
premier-says  

https://www.politico.com/story/2018/03/19/angry-democrats-facebook-424456
https://www.washingtonpost.com/business/economy/trump-prepared-to-hit-china-with-60-billion-in-annual-tariffs/2018/03/19/fd5e5874-2bb7-11e8-b0b0-f706877db618_story.html?utm_term=.33ce92d9800c
https://www.washingtonpost.com/business/economy/trump-prepared-to-hit-china-with-60-billion-in-annual-tariffs/2018/03/19/fd5e5874-2bb7-11e8-b0b0-f706877db618_story.html?utm_term=.33ce92d9800c
https://www.bloomberg.com/news/articles/2018-03-20/china-to-open-manufacturing-cut-tariffs-and-taxes-premier-says
https://www.bloomberg.com/news/articles/2018-03-20/china-to-open-manufacturing-cut-tariffs-and-taxes-premier-says
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economic advisor, Liu He, told a group of business leaders that he intends to takes steps to open 

up China’s economy.4  It appears China is trying to manage the relationship and avoid an all-out 

trade war; however, President Trump seems to be spoiling for a fight.  Second, if a trade war 

does start, look for China to attack U.S. agriculture.   
 

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

Japan Leading Index CI m/m jan 105.6 104.8 ** Equity bullish, bond bearish

Coincident Index m/m jan 114.9 114.0 ** Equity and bond neutral

Machine Tool Orders y/y feb 39.5% 39.5% ** Equity and bond neutral

Convenience Store Sales y/y feb 0.3% 0.1% ** Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption m/m feb 118.5 116.0 ** Equity bullish, bond bearish

House Price Index q/q 4q 1.0% -0.2% 0.0% ** Equity bullish, bond bearish

New Zealand Westpac Consumer Confidence y/y 1q 111.2 107.4 *** Equity bullish, bond bearish

EUROPE

Eurozone ZEW Survey Expectations y/y mar 13.4 29.3 ** Equity and bond neutral

Germany PPI y/y feb 1.8% 2.1% 2.0% ** Equity bearish, bond bullish

ZEW Survey Expectations y/y feb 5.1 17.8 13.0 ** Equity bearish, bond bullish

ZEW Survey Current Situations m/m mar 90.7 92.3 90.0 * Equity and bond neutral

U.K. PPI Output Core m/m feb 2.6% 2.2% 2.4% * Equity and bond neutral

House Price Index m/m jan 4.9% 5.2% 5.0% ** Equity and bond neutral

CPI y/y feb 2.7% 3.0% 2.8% *** Equity and bond neutral

CPI core y/y feb 2.4% 2.7% 2.5% *** Equity and bond neutral

RPI y/y feb 3.6% 4.0% 3.7% ** Equity and bond neutral

Russia Industrial Production y/y feb 1.5% 2.9% 2.1% *** Equity bearish, bond bullish

AMERICAS

Canada Bloomber Nanos Confidence m/m mar 56.2 56.7 ** Equity and bond neutral

Brazil Economic Activity y/y jan 3.0% 2.1% 2.5% *** 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. 

                                                 
4 https://www.bloomberg.com/news/articles/2018-03-02/top-xi-aide-is-said-to-promise-u-s-ceos-action-on-china-
reforms, https://www.reuters.com/article/us-china-parliament/chinas-premier-hopes-trade-war-can-be-averted-
pledges-more-open-economy-idUSKBN1GW0AO  

https://www.bloomberg.com/news/articles/2018-03-02/top-xi-aide-is-said-to-promise-u-s-ceos-action-on-china-reforms
https://www.bloomberg.com/news/articles/2018-03-02/top-xi-aide-is-said-to-promise-u-s-ceos-action-on-china-reforms
https://www.reuters.com/article/us-china-parliament/chinas-premier-hopes-trade-war-can-be-averted-pledges-more-open-economy-idUSKBN1GW0AO
https://www.reuters.com/article/us-china-parliament/chinas-premier-hopes-trade-war-can-be-averted-pledges-more-open-economy-idUSKBN1GW0AO
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Today Prior Change Trend

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

3-mo T-bill yield (bps) 176 175 1 Neutral

TED spread (bps) 44 43 1 Neutral

U.S. Libor/OIS spread (bps) 170 170 0 Up

10-yr T-note (%) 2.87 2.86 0.01 Up

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

EUR/USD 3-mo swap (bps) 19 20 -1 Down

Currencies Direction

dollar up Down

euro down Up

yen down Up

pound flat Up

franc down Neutral

Central Bank Action Current Prior Expected

FOMC Rate Decision (Upper Bound) 1.500% 1.750% On forecast

FOMC Rate Decision (Lower Bound) 1.250% 1.500% On forecast  
 

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 $66.92 $66.05 1.32%

WTI $62.76 $62.06 1.13%  

Natural Gas $2.66 $2.65 0.26%

Crack Spread $18.71 $18.54 0.93%

12-mo strip crack $17.52 $17.41 0.63%

Ethanol rack $1.55 $1.55 -0.17%

Gold $1,313.06 $1,316.85 -0.29%

Silver $16.28 $16.33 -0.26%

Copper contract $307.00 $308.20 -0.39%

Corn contract 375.25$       375.00$       0.07%

Wheat contract 454.50$       450.75$       0.83%

Soybeans contract 1,025.50$    1,022.50$   0.29%

Baltic Dry Freight 1136 1143 -7

Actual Expected Difference

Crude (mb) 3.4

Gasoline (mb) -2.5

Distillates (mb) -2.0

Refinery run rates (%) -0.40%

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 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.5 
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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 

                                                 
5 The inverse of the P/E is the “earnings yield.” 
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are the asset for optimists.6  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.  

                                                 
6 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 3/19/2018 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 3/19/2018 close) 

 

-10.0% -5.0% 0.0% 5.0%

Real Estate

US Corporate Bond

Foreign Developed (local currency)

US Government Bond

Commodities

US High Yield

Foreign Developed ($)

Cash

Mid Cap

Large Cap

Small Cap

Emerging Markets (local currency)

Emerging Markets ($)

YTD Asset Class Total Return

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 
 

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

 
 

Based on our methodology,7 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. 

                                                 
7 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. 


