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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 25, 2019—9:30 AM EDT]  Global equity markets are lower this morning.  The 

EuroStoxx 50 is down 0.1% from the last close.  In Asia, the MSCI Asia Apex 50 was down 

2.0% from the prior close.  Chinese markets were down, with the Shanghai composite down 

2.0% and the Shenzhen index down 1.4%.  U.S. equity index futures are signaling a lower open.   

 

Equities have lifted from their overnight lows on a better than expected German IFO business 

sentiment index report.  Although the Mueller news didn’t have any impact on financial markets, 

a finding of collusion would have been majorly negative, so that problem has been avoided.  

Here is what we are watching this morning: 

 

A signal for the Fed: We use the implied rate from the three-month Eurodollar futures, two 

years deferred.  Essentially, it is the market’s projection for LIBOR two years from now.  It has 

had an uncanny ability to signal what monetary policy “should” do.  Over the past week, a clear 

signal has emerged—the Fed needs to cut rates now. 
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The green line shows the implied LIBOR rate, the red line is the policy rate and the blue line 

shows the spread.  We have placed vertical lines at points of earlier inversions.  The genius of the 

Greenspan Fed was that he tended to cut rates quickly when the blue line fell below zero.  

 

Daily Comment 
 

By Bill O’Grady and Thomas Wash 

http://www.confluenceinvestment.com/research-news/reading-list/
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Although there is no record of the FOMC using the above chart signals for policy, it is 

essentially a yield curve analysis, which policymakers closely monitor.  The Bernanke Fed 

stopped raising rates at the point of inversion but was slow to cut, which probably led to the 

2007-09 recession.  The Powell Fed is now facing a similar situation.   

 

Given the state of flux in the underlying theories of policy, it might be possible for Powell to 

push the committee to cut rates.  But, given how rapidly the Fed has moved from tightening in 

December to steadying by March, taking the next leg to cut might be too difficult for Powell to 

manage.  Although this inversion doesn’t mean recession is imminent, it does suggest that the 

odds of a recession are significantly higher than they were just a few months ago.   

 

Brexit: We are expecting a series of votes this week that probably won’t clear up anything.  The 

problem is that there is no consensus in Parliament on a way forward.  The situation in the 

legislature likely reflects conditions among the electorate.  Over the weekend, there were large 

marches in London for a second referendum.1  Meanwhile, Brexit fatigue has led to sentiment for 

a hard Brexit just to end the eternal drama.2  PM May faced pressure to resign over the weekend, 

which she managed to fend off, but the chances of her ouster remain elevated.3  The GBP is 

holding its own with the current delay in place, but there is still the potential for the U.K. to 

stumble into a sudden break with the EU, which, at least in the short run, would probably be 

devastating for the U.K. economy. 

 

Chinese trade talks: Although negotiations continue, China is not bending on technology.4  We 

do believe both President Trump and General Secretary Xi need a deal, but they may be 

misjudging who needs it more.  If the talks break down, equities will not take it well. 

 

Stephen Moore for Fed Governor: President Trump tweeted that he will nominate Stephen 

Moore for one of the open governor positions on the FOMC.  There has been rather strong 

pushback from both the establishment right and left.5  We view this announcement as further 

evidence that the president is becoming more comfortable with his office.  He followed the 

advice of Treasury Secretary Mnuchin on Powell, Clarida and Liang.  Trump has found all of 

them wanting because he doesn’t want a technocrat at the Fed; he wants a loyalist.  Moore has 

pressed for Powell to cut rates; during the Obama administration, he argued the Fed should have 

raised rates to avoid hyperinflation.  Although mainstream economists will oppose Moore’s 

appointment, we don’t expect the Senate to turn it down.   

 

We are in the very early stages of moving the Fed from an independent technocratic body to a 

more politicized one.  This shift is probably inevitable due to the desire to reflate the economy.  

                                                 
1 https://www.nytimes.com/2019/03/23/world/europe/brexit-march-london.html  
2 https://www.nytimes.com/2019/03/23/world/europe/brexit-no-deal-
may.html?emc=edit_mbe_20190325&nl=morning-briefing-europe&nlid=567726720190325&te=1  
3 https://www.ft.com/content/d8406b52-4e63-11e9-9c76-
bf4a0ce37d49?emailId=5c9856b76556bf0004796230&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
4 https://www.ft.com/content/ffd51efe-4d9d-11e9-b401-
8d9ef1626294?emailId=5c9856b76556bf0004796230&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  
5 http://gregmankiw.blogspot.com/2019/03/memo-to-senate-just-say-no.html and 
https://www.politico.com/story/2019/03/22/trump-fed-job-stephen-moore-1232529  

https://www.nytimes.com/2019/03/23/world/europe/brexit-march-london.html
https://www.nytimes.com/2019/03/23/world/europe/brexit-no-deal-may.html?emc=edit_mbe_20190325&nl=morning-briefing-europe&nlid=567726720190325&te=1
https://www.nytimes.com/2019/03/23/world/europe/brexit-no-deal-may.html?emc=edit_mbe_20190325&nl=morning-briefing-europe&nlid=567726720190325&te=1
https://www.ft.com/content/d8406b52-4e63-11e9-9c76-bf4a0ce37d49?emailId=5c9856b76556bf0004796230&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/d8406b52-4e63-11e9-9c76-bf4a0ce37d49?emailId=5c9856b76556bf0004796230&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/ffd51efe-4d9d-11e9-b401-8d9ef1626294?emailId=5c9856b76556bf0004796230&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/ffd51efe-4d9d-11e9-b401-8d9ef1626294?emailId=5c9856b76556bf0004796230&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
http://gregmankiw.blogspot.com/2019/03/memo-to-senate-just-say-no.html
https://www.politico.com/story/2019/03/22/trump-fed-job-stephen-moore-1232529
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An independent Fed will tend to be more concerned about containing inflation, which is not what 

the populist uprising wants.  Although reflation will take some time, the signs are all in place—

trade wars, immigration opposition and now changes at the FOMC.   

 

Italy joins the Belt and Road project: Italy welcomed President Xi and signed a MOU to join 

the Belt and Road project.6  Although the actual impact probably isn’t going to be a big deal, the 

symbolism is huge.  This is the first G-7 nation to join the project.  Italy’s economy has struggled 

within the Eurozone and it would like to get support from the outside.  China is undermining the 

U.S.-led order, in part, because the U.S. is less interested in the “care and feeding” of that order.  

It still isn’t obvious that China has the economic heft to generate a new world order, but it can 

clearly weaken the current one. 

 

U.S. Economic Releases 
 

The Chicago Fed National Activity Index came in better than expectations at -0.29 compared to 

the forecast of -0.38.  The prior report’s loss was revised downward from 0.43 to 0.25.  The chart 

below shows the data; we smooth it with a six-month moving average.  The average fell sharply 

from the prior month but remains well above the recession indicator.  This index, which is a 

broad-based monitor of the economy, suggests the U.S. economy is growing on its long-run 

trend and is starting to lose momentum.   
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The table below lists the economic releases and Fed events scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

9:30 Dallas Fed Manufacturing Index m/m mar 8.5 13.1 **

EST Speaker or event

20:30 Eric Rosengren Speaks at Finance Conference in Hong Kong President of the Federal Reserve Bank of Boston

Fed speakers or events

Economic Releases

District or position

 

                                                 
6 https://www.ft.com/content/00d56f1a-4b10-11e9-8b7f-
d49067e0f50d?emailId=5c931623bcd2b90004d98730&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22  

https://www.ft.com/content/00d56f1a-4b10-11e9-8b7f-d49067e0f50d?emailId=5c931623bcd2b90004d98730&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/00d56f1a-4b10-11e9-8b7f-d49067e0f50d?emailId=5c931623bcd2b90004d98730&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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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 All Industry Activity Index y/y jan -0.2% -0.4% -0.4% ** Equity and bond neutral

EUROPE

Eurozone IFO Business Climate m/m mar 99.6 98.5 98.5 ** Equity bullish, bond bearish

IFO Expectations m/m mar 95.6 93.8 94 ** Equity bullish, bond bearish

IFO Current Assessment m/m mar 103.8 103.4 102.9 ** Equity bullish, bond bearish

Switzerland Total Sight Deposits CHF m/m mar 575.9 bn 576.0 bn * Equity and bond neutral

Domestic Sight Deposits CHF m/m mar 489.3 bn 488.6 bn * Equity and bond neutral

AMERICAS

Mexico Bi-Weekly CPI y/y mar 4.0% 4.0% 4.0% *** Equity and bond neutral

Canada Retail Sales m/m jan -0.3% -0.1% 0.4% ** Equity and bond bearish

Retail Sales ex Auto m/m jan 0.1% -0.5% 0.1% ** Equity and bond neutral

CPI y/y jan 1.5% 1.4% 1.4% *** Equity and bond neutral

Brazil CNI Industrial Confidence m/m mar 61.9 64.5 ** 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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 261 261 0 Up

3-mo T-bill yield (bps) 240 241 -1 Neutral

TED spread (bps) 20 20 0 Neutral

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

10-yr T-note (%) 2.49 2.54 -0.05 Neutral

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

EUR/USD 3-mo swap (bps) 13 13 0 Down

Currencies Direction

dollar flat Neutral

euro flat Up

yen down Neutral

pound down Neutral

franc flat Neutral  
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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 $66.71 $67.03 -0.48%

WTI $58.79 $59.04 -0.42%  

Natural Gas $2.73 $2.75 -0.80%  

Crack Spread $21.24 $21.33 -0.43%

12-mo strip crack $17.22 $17.29 -0.41%

Ethanol rack $1.51 $1.50 0.52%

Gold $1,318.16 $1,313.68 0.34%

Silver $15.53 $15.42 0.71%

Copper contract $285.10 $284.25 0.30%

Corn contract 378.50$       378.25$       0.07%

Wheat contract 464.75$       466.00$       -0.27%

Soybeans contract 905.75$       903.75$       0.22%

Baltic Dry Freight 690 695 -5

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer temperatures for the coastal regions and cooler 

temps for the rest of the country.  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 22, 2019 
 

One factor we have been tracking is the recent behavior of retail money market funds.  We have 

noted that households began building money market funds about the time that the equity market 

peaked and U.S. trade policy began to turn toward protectionism.  In the coming months, money 

market funds continued to rise even as the S&P 500 made new highs.  However, as equity 

markets fell in Q4, money market funds rose rapidly, with the pace of the increase rivaling what 

we saw in 2007-08. 
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This chart shows retail money market funds and the S&P 500.  The gray shaded area shows the 

2007-09 recession.  The orange shaded areas show periods when money market funds fell below 

$920 bn.  When money market funds fell to those levels, equities tended to stall.  In recent 

weeks, the pace of increases in retail money market funds has slowed but still continues to rise, 

even with the market’s recovery.  It may be difficult for equities to move much higher without 

retail participation.   

 

In light of this analysis, which we have been discussing on a regular basis, another thought 

emerged—what is the role of cash in a portfolio?  To examine this issue, we decided to look at 

cash instruments in the holdings of households.   

 

It turns out that cash has a complicated history. 
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This chart shows the percentage of deposits in household financial assets.  From the early 1950s 

into the early 1980s, the level of deposits generally rose.  This rise was probably due to a number 

of factors.  During this period, there was a steady rise in household income; at the same time, the 

financial system was heavily regulated.  Regulations limited households’ flexibility in investing.  

However, by the mid-1980s, Regulation Q, which put caps on deposit rates, was removed.  And, 

the financial services industry greatly expanded the products available and improved the logistics 

of investing.  Financial deregulation increased the access to borrowing for households; thus, the 

need to save for purchases diminished.  Income inequality also rose after 1979, which likely 

concentrated saving into fewer households.  With more liquidity, these high income households 

were more likely to look for other investment opportunities.  Essentially, the bull market in 

stocks that began in the early 1980s and ended in 2000 was supported by a more than 10% point 

decline in the share of deposits in household accounts. 

 

Household deposits function as an investment, a way to smooth out spending and a flight to 

safety instrument.  Thus, one would expect there to be a close relationship between consumption 

and deposits and a rise in deposits relative to consumption during periods of crisis.  In fact, these 

features do exist, but there was a significant break in the relationship starting in 1990.   
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The chart on the left shows the time series of personal consumption and household deposits; the 

one on the right shows a scatterplot with regression lines.  Note that after 1990, the relationship 

curve shifted to the right, meaning that fewer deposits were required to support consumption.  

Deposits rose sharply in 2005, even faster than consumption.  That was when the housing crisis 

began and there was clearly a flight to safety. 

 

Since 2005, there has been a steady increase in deposits relative to consumption, which would 

suggest a generalized increase in fear relative to the period from 1995 to 2005. 
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This chart shows the ratio of deposits to consumption.  In 2000, deposits fell below 70% of 

consumption. The ratio rose after that and has currently reached 90%.  Note how fast the ratio 

rose after housing peaked in 2005—there was a clear flight to cash that culminated in the Great 
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Financial Crisis.  That level of fear has persisted, shown by the high level of deposits relative to 

consumption. 

 

In conclusion, as the first chart shows, we have seen a lift in money market funds.  This does 

suggest an elevated level of fear in financial markets.  However, the recent rise should be viewed 

within the context of overall cash holdings in households.   Essentially, households are holding 

high levels of deposits relative to consumption, suggesting rather high levels of caution already.  

We still believe that retail money market funds need to decline in order to see equities rise this 

year; however, it also seems that households are not as complacent as they were in 2005 and 

therefore the likelihood of a financial crisis is probably not very high. 

 

 

 
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 3/22/2019 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 3/22/2019 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 21, 2019 

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM TRAILING P/E

P
/E

Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 3/20/2019 = 17.8x

 
 

Based on our methodology,7 the current P/E is 17.8x, up 0.1x from last week.  The rise in the P/E 

was due to declining earnings estimates and rising index values.     

 
 
 
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. 


