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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 22, 2018—9:30 AM EDT]  Global equity markets are lower this morning.  The 

EuroStoxx 50 is down 1.3% from the last close.  In Asia, the MSCI Asia Apex 50 closed down 

1.0% from the prior close.  Chinese markets were lower, with the Shanghai composite down 

0.5% and the Shenzhen index down 0.5%.  U.S. equity index futures are signaling a lower open.   

 

It’s a risk-off morning so far.  Equities are declining, Treasury yields are falling and the JPY is 

appreciating.  The factors hitting risk markets are softer than expected PMI data (see table 

below) and trade fears.  Here is what we are watching this morning:   

 

China trade: Tomorrow, the administration plans to announce around $50 bn of tariffs and 

penalties on China, focusing on intellectual property confiscation.  We will be watching to see 

how the administration acts with China.  The pattern with other trade issues has been to 

announce dire changes then negotiate to a less aggressive position.  For example, we are seeing 

some moderation in the NAFTA negotiations.1  On the steel tariffs, we are seeing a steady parade 

of exemptions.  As we have noted before, the president likes flexibility in negotiations; he stakes 

a position then moderates from there.  Thus, the fear of trade action is reasonable but the actual 

policy pattern we are seeing, so far, has been less onerous than what’s been announced.  We 

would expect some threats of retaliation from China.  The most likely targets will be agricultural.   

 

Other central banks: As forecast, the Bank of England didn’t change rates, but the vote was 7-

2, with the dissenters calling for a rate hike.  The news led to an initial spike in the GBP and 

British debt but the former has given up its initial gains.  The PBOC responded to the Fed rate 

hike by raising its seven-day repo rate by 5 bps to 2.55%, but we suspect this was more for show; 

the move is small as the repo rate acts as a floor for interbank lending rates.  The actual interbank 

lending rate is nearly 3.15%, so the impact from the official rise is nil.  However, the optics of 

not following the Fed, especially with the Trump administration teeing up trade actions, would 

not have been favorable.  

 

The Fed: As expected, the Fed raised rates by 25 bps.  Growth estimates were increased and the 

FOMC expects unemployment to fall below 4%.  In the statement, growth was described as 

“moderate” compared to “solid” in the last statement, likely reflecting the persistent pattern for 

soft Q1 GDP data.  The dots did move higher. 

 

                                                 
1 https://www.wsj.com/articles/nafta-negotiators-signal-progress-on-thorny-auto-content-rules-1521711001  

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 
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The red dot is yesterday’s meeting.  We don’t use the median but the average, and we note that 

the terminal policy rate has increased, with 2020 showing a 3.3% terminal rate.  We also note 

that the implied yield on the two-year deferred Eurodollar futures is near 3%, suggesting the 

market is building in further rate hikes in light of this report.  In general, it appears the market 

expects three hikes this year and three next year, but the risk of even tighter policy is possible. 

 

How did Powell do?  We think rather well.  He answered quickly and directly and referenced the 

committee on economic questions.  He appeared more comfortable on questions of market 

liquidity or bank stability.  Financial markets were whipsawed a bit; we suspect there was 

concern that Powell would make a gaffe and thus there was a good bit of positioning.  But, 

interest rates eased and equities recovered as the press conference wound down.  What is notable 

is that the dollar weakened and gold continued to rally.  Although the currency trade is 

complicated by administration trade policy, the fact that the dollar weakened and gold rallied 

after the policy change suggests those markets viewed the action as dovish, or at least neutral, 

and shifted their focus to trade policy. 

 

Energy recap: U.S. crude oil inventories fell 2.6 mb compared to market expectations of a 3.0 

mb build.   
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This chart shows current crude oil inventories, both over the long term and the last decade.  We 

have added the estimated level of lease stocks to maintain the consistency of the data.  As the 

chart shows, inventories remain historically high but have declined significantly since last 

March.  We would consider the overhang closed if stocks fall under 400 mb.   

 

As the seasonal chart below shows, inventories are usually rising this time of year.  This week’s 

decline is clearly supportive.  Every week that fails to show a build is a week where the seasonal 

factors become less bearish.  Although there is still time for stockpiles to rise, it is unlikely they 

will reach their seasonal norms.   

 

 
(Source: DOE, CIM) 
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Based on inventories alone, oil prices are undervalued with the fair value price of $64.75.  

Meanwhile, the EUR/WTI model generates a fair value of $74.84.  Together (which is a more 

sound methodology), fair value is $71.56, meaning that current prices are below fair value.  Oil 

prices rose this week as the DOE data was bullish.  As noted above, we are not seeing the usual 

seasonal build, which is supportive.  At the same time, rising tensions with Iran are also adding 

to geopolitical concerns.   

 

U.S. Economic Releases 
 

Initial jobless claims came in above expectations at 229k compared to the forecast of 225k. 
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The chart above shows the four-week moving average of initial jobless claims.  The four-week 

moving average rose from 221.50k to 223.75k. 

 

The FHFA House Price Index came in above expectations at 0.8% compared to the forecast rise 

of 0.4%.  The prior month’s report was revised upward from 0.3% to 0.4%. 

 

 
  

The chart above shows the year-over-year change in the FHFA House Price Index.  Housing 

prices have risen 7.3% from the prior year. 
 

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

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg  Economic Expectations m/m mar 54.5 **

9:45 Bloomberg Consumer Comfort m/m mar 56.2 **

9:45 Markit Manufacturing PMI m/m mar 55.5 55.3 **

9:45 Markit Services PMI m/m mar 56.0 55.9 **

9:45 Markit Composite PMI m/m mar 55.8 **

10:00 Leading Index m/m feb 0.5% 1.0% ***

11:00 Kansas City Fed Manf. Activity m/m jan 17 17 **
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 
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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 Nikkei Japan PMI Mfg m/m mar 53.2 54.1 ** Equity and bond neutral

All Industry Activity Index m/m jan -1.8% 0.5% -1.8% ** Equity and bond neutral

Supermarket Sales y/y feb 1.3% 0.6% ** Equity and bond neutral

Nationwide Dept Sales y/y feb -0.9% -1.2% ** Equity and bond neutral

Tokyo Dept Store y/y feb 0.6% -0.2% ** Equity and bond neutral

Australia Employment Change y/y feb 17.5k 16.0k 20.0k ** Equity and bond neutral

Unemployment Rate m/m feb 5.6% 5.5% 5.5% *** Equity and bond neutral

Full-Time Employment Change q/q feb 64.9k -49.8k ** Equity and bond neutral

Part-Time Employment Change y/y feb -47.4k 65.9k ** Equity and bond neutral

Participation Rate y/y feb 65.7% 65.6% 65.6% *** Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Services m/m mar 55.0 56.2 56.0 ** Equity and bond neutral

Markit Eurozone Composite m/m mar 55.3 57.1 56.8 ** Equity and bond neutral

Markit Eurozone Manufacturing m/m feb 56.6 58.6 58.1 ** Equity and bond neutral

Current Account Balance m/m jan 12.8 bn 45.8 bn ** Equity bearish, bond bullish

Germany IFO Business Climate m/m mar 114.7 115.4 114.6 ** Equity and bond neutral

IFO Expectations m/m mar 104.4 105.4 104.4 ** Equity and bond neutral

IFO Current Assessment m/m mar 125.9 126.3 125.6 ** Equity and bond neutral

Markit France Composite PMI m/m mar 56.8 57.4 57.0 ** Equity and bond neutral

Markit France Services PMI m/m mar 56.2 57.3 57.0 ** Equity and bond neutral

Business Confidence m/m mar 109 109 109 ** Equity and bond neutral

Manufacturing Confidence m/m feb 111 112 111 ** Equity and bond neutral

Production Outlook Indicator m/m feb 27 30 28 ** Equity and bond neutral

Own-Company Production m/m jan 11 16 16 ** Equity and bond neutral

Italy Current Account NSA m/m jan -1.266 bn 5.872 bn ** Equity bearish, bond bullish

U.K. Retail Sales ex Auto Fuel m/m feb 0.6% 0.1% 0.4% ** Equity bullish, bond bearish

Retail Sales inc Auto Fuel m/m feb 0.8% 0.1% 0.4% ** Equity bullish, bond bearish

Russia Unemployment Rate m/m feb 5.0% 5.2% 5.0% *** Equity and bond neutral

AMERICAS

Mexico Aggregate Supply and Demand m/m 4q 3.0% 2.5% 2.6% ** Equity bullish, bond bearish  
 

Financial Markets 
 

The table below highlights some of the indicators that we follow on a daily basis.  Again, the 

color coding is similar to the foreign news description above.  We will add a paragraph below if 

a certain move merits further explanation. 
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Today Prior Change Trend

3-mo Libor yield (bps) 225 222 3 Up

3-mo T-bill yield (bps) 170 172 -2 Neutral

TED spread (bps) 55 51 4 Neutral

U.S. Libor/OIS spread (bps) 172 172 0 Up

10-yr T-note (%) 2.85 2.88 -0.03 Up

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

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

Currencies Direction

dollar down Down

euro down Up

yen up Up

pound up Up

franc up Neutral

Central Bank Action Current Prior Expected

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

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

Selic Rate 6.500% 6.750% 6.500% On forecast

RBNZ Official Cash Rate 1.750% 1.750% 1.750% On forecast

BOE Bank Rate 0.500% 0.500% On forecast

BOE Asset Purchase Target 435 bn 435 bn On forecast

BOE Corporate Bond Target 10 bn 10 bn 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 $69.37 $69.47 -0.14%

WTI $65.11 $65.17 -0.09%  

Natural Gas $2.65 $2.64 0.38%

Crack Spread $19.37 $19.56 -0.97%

12-mo strip crack $18.32 $18.44 -0.63%

Ethanol rack $1.55 $1.55 0.14%

Gold $1,330.10 $1,332.24 -0.16%

Silver $16.54 $16.57 -0.20%

Copper contract $306.85 $305.85 0.33%

Corn contract 377.00$       375.00$       0.53%

Wheat contract 458.00$       453.50$       0.99%

Soybeans contract 1,031.75$    1,029.75$   0.19%

Baltic Dry Freight 1117 1122 -5

Actual Expected Difference

Crude (mb) -2.6 3.4 -6.0

Gasoline (mb) -1.7 -2.5 0.8

Distillates (mb) -2.0 -2.0 0.0

Refinery run rates (%) 1.70% -0.40% 2.1%

Natural gas (bcf) -93.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report
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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.2 
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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 

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

                                                 
3 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 3/21/2018 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 3/21/2018 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 22, 2018 
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P/E as of 3/21/2018 = 20.7x

 
 

Based on our methodology,4 the current P/E is 20.7, down 0.1x from last week.  Earnings remain 

strong and recent weakness in the S&P led to the modest drop in the multiple. 
 
 
 
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. 

                                                 
4 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. 


