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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: November 15, 2018—9:30 AM EST]  Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 0.1% from the last close.  In Asia, the MSCI Asia Apex 50 

was up 1.5% from the prior close.  Chinese markets were higher, with the Shanghai composite 

up 1.4% and the Shenzhen index up 1.5%.  U.S. equity index futures are signaling a lower open.  

With 453 companies having reported, the S&P 500 Q3 earnings stand at $42.71, higher than the 

$40.50 forecast for the quarter.  The forecast reflects a 21.0% increase from Q3 2017 earnings.  

Thus far this quarter, 77.0% of the companies reported earnings above forecast, while 15.2% 

reported earnings below forecast. 

 
(NB: The Daily Comment will go on hiatus beginning Wednesday, November 21st, returning on Monday, 

November 26th.) 

 

It’s Thursday morning.  Today’s headlines are being dominated by Brexit.  Here is what we are 

watching: 

Brexit: PM May suffered a significant blow overnight as two cabinet ministers resigned,1 

including her Brexit minister Dominic Raab and pensions secretary Esther McVey.  Losing Raab 

was particularly bad because he was supervising the negotiations over Brexit.  Over the past two 

and a half hours, May has been faced with withering criticism in Parliament.  It is hard to see 

how she survives the criticism.  A leadership contest has been called; if 48 Tory MPs agree, then 

a vote to remove her from power will follow.  However, if she survives (and she might, simply 

because there is no obvious alternative), she cannot face another similar challenge for a year.   

  

Nevertheless, the stark reality this deal shows is that the EU held all the negotiating leverage all 

along.  There isn’t much of a compelling reason for the EU to quickly make a free trade 

agreement with Britain.  Both Frankfurt and Paris welcomed undermining London’s global 

financial role and the EU is big enough to restructure supply lines to exclude the U.K.  Although 

the Unionists in Northern Ireland are not necessarily comfortable with a hard border, they fear 

this outcome less than if the customs border becomes the Irish Sea, which would mean steady 

economic integration into Ireland and could mean eventual unification.  However, the rest of the 

U.K. would not relish a return to the Protestant/Catholic tensions that led to British troops being 

stationed in Northern Ireland for years to separate the two groups.   

 

As we noted yesterday, a hard Brexit would be a clean break but would also lead to a deep 

recession with supply disruptions that could have potentially tragic outcomes.  May has tried to 

                                                 
1 https://www.ft.com/content/b969db24-e8aa-11e8-8a85-04b8afea6ea3  
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avoid this outcome by effectively joining the EU Customs Union (similar to Norway) as a 

“temporary” solution with no obvious deadline for actually leaving the customs union.  This 

outcome avoids the deep recession outcome but doesn’t really leave the EU.  In fact, it’s worse 

than staying in the EU because by staying in the customs union the U.K. would live by the same 

rules but get little say in creating those rules.2    

 

The hard Brexit supporters are, to some extent, wildly overstating Britain’s leverage.  EU leaders 

have an incentive to make things difficult for the U.K. to act as a warning to nations like Italy 

(which, we note, is now looking to avoid fines3 in its fiscal dispute with the EU).  It is difficult 

for a nation with the expansive history of Britain to discover that its status has fallen to the 

degree that it has little power.  Britain has much more power within the EU than it does outside 

of it.  There has always been a bit of separation between the British Isles and the continent as the 

British have always been sort of “half in, half out” of Europe.  The harsh reality is that the U.K. 

can either (a) have a decent economy while influencing the EU but not dominating it, or (b) risk 

irrelevance and a weaker economy but have much more independence.   

 

So, where do we go from here?  The deal May negotiated is far from ideal for the U.K.  The deal, 

sadly, reflects less on May’s negotiating skills and more on the U.K.’s weak bargaining position.  

We expect much opposition; there is nothing easier than criticizing an unfavorable agreement.  

But, the other alternatives are (a) a hard break and serious economic disruption, (b) accept the 

deal May has negotiated,4 or (c) hold a new referendum to better determine what the citizens of 

the U.K. really want.5  When the first referendum was held, it was a vote against the EU rules 

that the British knew compared to the idea of a “gauzy” glorious independence.6  Now that the 

latter outcome has been dispelled, another vote might make sense.   

 

For now, the markets are taking today’s news as leaning toward a hard Brexit.  The GBP is down 

and Gilt yields are higher.  But, there is much more to come before the Brexit situation is 

resolved. 

 

Chinese trade: There is some evidence of a thaw.  First, high level talks have resumed.7  

Second, the Xi government has sent a formal response to U.S. reform demands, which may bring 

further talks.8  But, perhaps most importantly, the globalists suddenly seem to be on the 

                                                 
2 https://www.ft.com/content/7f8bfc96-e820-11e8-8a85-04b8afea6ea3 and 
https://www.ft.com/content/6b6f8a98-e811-11e8-8a85-04b8afea6ea3?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
3 https://www.reuters.com/article/us-italy-budget-conte-eu/italy-pm-conte-looking-to-work-with-eu-to-avert-
massive-fines-reports-idUSKCN1NK0V4?feedType=RSS&feedName=worldNews  
4 https://www.wsj.com/articles/the-best-bad-brexit-deal-1542239961  
5 https://www.theneweuropean.co.uk/top-stories/three-point-three-million-leave-voters-support-peoples-vote-
says-new-poll-1-5719471?wpisrc=nl_todayworld&wpmm=1  
6 https://www.ft.com/content/c6eef948-e80d-11e8-8a85-04b8afea6ea3?segmentId=a7371401-027d-d8bf-8a7f-
2a746e767d56  
7 https://www.reuters.com/article/us-usa-trade-china-commerce-ministry/china-commerce-ministry-says-u-s-
china-have-resumed-high-level-trade-talks-idUSKCN1NK0RK  
8 https://www.reuters.com/article/us-usa-trade-china-exclusive/exclusive-china-sends-written-response-to-u-s-
trade-reform-demands-u-s-government-sources-idUSKCN1NJ336  

https://www.ft.com/content/7f8bfc96-e820-11e8-8a85-04b8afea6ea3
https://www.ft.com/content/6b6f8a98-e811-11e8-8a85-04b8afea6ea3?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/6b6f8a98-e811-11e8-8a85-04b8afea6ea3?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.reuters.com/article/us-italy-budget-conte-eu/italy-pm-conte-looking-to-work-with-eu-to-avert-massive-fines-reports-idUSKCN1NK0V4?feedType=RSS&feedName=worldNews
https://www.reuters.com/article/us-italy-budget-conte-eu/italy-pm-conte-looking-to-work-with-eu-to-avert-massive-fines-reports-idUSKCN1NK0V4?feedType=RSS&feedName=worldNews
https://www.wsj.com/articles/the-best-bad-brexit-deal-1542239961
https://www.theneweuropean.co.uk/top-stories/three-point-three-million-leave-voters-support-peoples-vote-says-new-poll-1-5719471?wpisrc=nl_todayworld&wpmm=1
https://www.theneweuropean.co.uk/top-stories/three-point-three-million-leave-voters-support-peoples-vote-says-new-poll-1-5719471?wpisrc=nl_todayworld&wpmm=1
https://www.ft.com/content/c6eef948-e80d-11e8-8a85-04b8afea6ea3?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.ft.com/content/c6eef948-e80d-11e8-8a85-04b8afea6ea3?segmentId=a7371401-027d-d8bf-8a7f-2a746e767d56
https://www.reuters.com/article/us-usa-trade-china-commerce-ministry/china-commerce-ministry-says-u-s-china-have-resumed-high-level-trade-talks-idUSKCN1NK0RK
https://www.reuters.com/article/us-usa-trade-china-commerce-ministry/china-commerce-ministry-says-u-s-china-have-resumed-high-level-trade-talks-idUSKCN1NK0RK
https://www.reuters.com/article/us-usa-trade-china-exclusive/exclusive-china-sends-written-response-to-u-s-trade-reform-demands-u-s-government-sources-idUSKCN1NJ336
https://www.reuters.com/article/us-usa-trade-china-exclusive/exclusive-china-sends-written-response-to-u-s-trade-reform-demands-u-s-government-sources-idUSKCN1NJ336
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ascendency.  On Tuesday, Larry Kudlow slammed trade advisor Peter Navarro, suggesting he 

had done the president a disservice by trying to restrict Trump’s ability to negotiate.  We surmise 

that Kudlow would not have made such strong statements without the president’s approval.  And, 

the lack of response from the White House following Kudlow’s comments suggests this is the 

case.  New reports suggest that Navarro is being muzzled.9  We view what is happening with 

White House trade policy is a microcosm of the “establishment v. populist” fight that has been 

part of the administration from day one.  President Trump tends to straddle the two groups, 

favoring one side or the other to achieve his goals.  When he wanted the tax bill, he favored the 

establishment.  His approval ratings didn’t rise with the tax bill, so he turned to trade, which did 

boost his ratings.  However, equity markets have suffered and perhaps this is leading to some 

moderation on trade, which would favor the establishment.  We would not expect a consistent 

policy direction in this area but look for vacillation depending on the short-term goals of the 

White House. 

 

Facebook (FB, 144.22) and Amazon (AMZN, 1599.01): In this report, we only comment on 

specific companies when they have macro effects.  The NYT10 has published an investigative 

report that reflects badly on Facebook, suggesting the company was less than forthright in its 

handling of the Russian election interference scandal.  And, Amazon is facing harsh criticism 

over its selection process for its second headquarters as regional governments offered all sorts of 

incentives to woo the facility11 to a trillion dollar company (at least at one time).  The broader 

issue is that the perception of the tech sector has deteriorated over the past few years.  The fact 

that Nancy Pelosi, who is seen as a representative for the Bay Area technology industry, is facing 

what appears to be growing opposition to her winning the House Speaker role reflects this trend.  

Overall, technology has been one of the key factors in disinflation; if the industry’s popularity 

weakens, it could face increased regulation.  If the goal is reflation, restraining and regulating the 

introduction of new technology is a necessary component.   

 

Khashoggi update: The public prosecutor is seeking the death penalty for five of the 11 

suspects involved in Khashoggi’s murder.12  As expected, the prosecutor did not implicate the 

crown prince.  This outcome is no surprise.  However, there is potential fallout from this action.  

If the indicted participants face penalty, it will be difficult to convince other security operatives 

to participate in similar events.  After all, who would want to follow orders only to face the death 

penalty?  So, in one sense, this action protects MbS.  On the other, it undermines his power. 

 

Powell: Powell’s speech yesterday was more of the same.  On the one hand, the Fed chair 

believes the Fed should be given credit for the strong performance of the U.S. economy.  At the 

                                                 
9 https://www.cnbc.com/2018/11/14/white-house-limits-peter-navarros-role-amid-china-trade-clash-with-larry-
kudlow.html  
10 https://www.nytimes.com/2018/11/14/technology/facebook-crisis-mark-zuckerberg-sheryl-
sandberg.html?emc=edit_mbe_20181115&nl=morning-briefing-europe&nlid=567726720181115&te=1 and 
https://www.nytimes.com/2018/11/14/technology/facebook-data-russia-election-
racism.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top  
11 https://www.nbcnews.com/tech/tech-news/helipads-airport-lounges-perks-cities-offered-amazon-s-hq2-
n936446  
12 https://www.reuters.com/article/us-saudi-khashoggi-prosecutor/saudi-public-prosecutor-seeks-death-penalty-
in-khashoggi-murder-case-idUSKCN1NK1AX?il=0  

https://www.cnbc.com/2018/11/14/white-house-limits-peter-navarros-role-amid-china-trade-clash-with-larry-kudlow.html
https://www.cnbc.com/2018/11/14/white-house-limits-peter-navarros-role-amid-china-trade-clash-with-larry-kudlow.html
https://www.nytimes.com/2018/11/14/technology/facebook-crisis-mark-zuckerberg-sheryl-sandberg.html?emc=edit_mbe_20181115&nl=morning-briefing-europe&nlid=567726720181115&te=1
https://www.nytimes.com/2018/11/14/technology/facebook-crisis-mark-zuckerberg-sheryl-sandberg.html?emc=edit_mbe_20181115&nl=morning-briefing-europe&nlid=567726720181115&te=1
https://www.nytimes.com/2018/11/14/technology/facebook-data-russia-election-racism.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.nytimes.com/2018/11/14/technology/facebook-data-russia-election-racism.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.nbcnews.com/tech/tech-news/helipads-airport-lounges-perks-cities-offered-amazon-s-hq2-n936446
https://www.nbcnews.com/tech/tech-news/helipads-airport-lounges-perks-cities-offered-amazon-s-hq2-n936446
https://www.reuters.com/article/us-saudi-khashoggi-prosecutor/saudi-public-prosecutor-seeks-death-penalty-in-khashoggi-murder-case-idUSKCN1NK1AX?il=0
https://www.reuters.com/article/us-saudi-khashoggi-prosecutor/saudi-public-prosecutor-seeks-death-penalty-in-khashoggi-murder-case-idUSKCN1NK1AX?il=0
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same time, he acknowledges that there will be headwinds next year.13  Powell also confirmed 

that all meetings going forward, which will have press conferences, will be “live,” meaning rate 

changes can occur at any one of them.14 

 

Mankiw rules: Here is the latest iteration of our Mankiw Rule models.  The Mankiw Rule 

models attempt to determine the neutral rate for fed funds, which is a rate that is neither 

accommodative nor stimulative.  Mankiw’s model is a variation of the Taylor Rule.  The latter 

measures the neutral rate using core CPI and the difference between GDP and potential GDP, 

which is an estimate of slack in the economy.  Potential GDP cannot be directly observed, only 

estimated.  To overcome this problem with potential GDP, Mankiw used the unemployment rate 

as a proxy for economic slack.  We have created four versions of the rule, one that follows the 

original construction by using the unemployment rate as a measure of slack, a second using the 

employment/population ratio, a third using involuntary part-time workers as a percentage of the 

total labor force and a fourth using yearly wage growth for non-supervisory workers.     
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Using the unemployment rate, the neutral rate is now 3.93%, steady from last month.  Using the 

employment/population ratio, the neutral rate is 1.83%, up 15 bps from last month due to the rise 

in the ratio.  Using involuntary part-time employment, the neutral rate is 3.50%, down from 

3.79%.  Using wage growth for non-supervisory workers, the neutral rate is 3.08%, up sharply 

from the previous month’s 2.47% as wage growth has accelerated.   

                                                 
13 https://www.reuters.com/article/us-saudi-khashoggi-prosecutor/saudi-public-prosecutor-seeks-death-penalty-
in-khashoggi-murder-case-idUSKCN1NK1AX?il=0 and https://www.cnbc.com/2018/11/14/powell-credits-fed-
policy-for-the-us-economy-being-in-a-good-place.html and https://www.wsj.com/articles/fed-tracking-world-
growth-worries-chairman-powell-says-1542242914  
14 https://www.reuters.com/article/usa-fed-powell/feds-powell-says-press-conference-at-every-meeting-means-
all-sessions-are-live-idUSL2N1XP28L  

https://www.reuters.com/article/us-saudi-khashoggi-prosecutor/saudi-public-prosecutor-seeks-death-penalty-in-khashoggi-murder-case-idUSKCN1NK1AX?il=0
https://www.reuters.com/article/us-saudi-khashoggi-prosecutor/saudi-public-prosecutor-seeks-death-penalty-in-khashoggi-murder-case-idUSKCN1NK1AX?il=0
https://www.cnbc.com/2018/11/14/powell-credits-fed-policy-for-the-us-economy-being-in-a-good-place.html
https://www.cnbc.com/2018/11/14/powell-credits-fed-policy-for-the-us-economy-being-in-a-good-place.html
https://www.wsj.com/articles/fed-tracking-world-growth-worries-chairman-powell-says-1542242914
https://www.wsj.com/articles/fed-tracking-world-growth-worries-chairman-powell-says-1542242914
https://www.reuters.com/article/usa-fed-powell/feds-powell-says-press-conference-at-every-meeting-means-all-sessions-are-live-idUSL2N1XP28L
https://www.reuters.com/article/usa-fed-powell/feds-powell-says-press-conference-at-every-meeting-means-all-sessions-are-live-idUSL2N1XP28L
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Of all the variations, the wage growth one is the most concerning, although it is still within the 

range of the market’s expected terminal rate, which is around 3.25%.  Having three of the four 

variations suggesting further tightening does support the idea that the Fed will lean toward 

tighter policy. 

 

U.S. Economic Releases 
 

Initial jobless claims came in above expectations at 216k compared to the forecast of 213k.   
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The chart above shows the four-week moving average of initial claims.  The four-week moving 

average increased from 213.75k to 215.25k. 

 

Empire manufacturing came in above expectations at 23.3 compared to the forecast of 20.0.  
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The chart above shows the six-month moving average of the Empire State Business Conditions 

Index.  Currently, the six-month moving average is 22.8. 

 

The October Philadelphia FRB Business Outlook Index came in below expectations at 12.9 

compared to estimates of 20.0.  The miss can largely be attributed to new orders, which have 

been waning recently.  
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We smooth the data on the above chart with a six-month moving average.  The current reading is 

near cycle highs and is well above the recession signal of -10.  What makes this index important 

is that it is measuring business sentiment for the Mid-Atlantic region, where most of the Fed 

governors work and live, at least part of the time.  No matter how data-sensitive one is, the 

economic activity that one directly observes will tend to affect one’s outlook.  Thus, a robust 

local economy in the Mid-Atlantic region could lead Fed governors to lean hawkish even if the 

rest of the nation’s economy is less robust and vice versa.   

 

Advance retail sales came in above expectations, rising 0.8% from the prior month compared to 

the forecast of 0.5%.  The prior month’s gain of 0.1% was revised to a loss of 0.1%.  Retail sales 

ex-auto came in above expectations, rising 0.7% from the prior month compared to the forecast 

rise of 0.5%.  Retail sales ex-auto and gasoline came in below expectations, rising 0.3% from the 

prior month compared to the forecast rise of 0.4%.  The retail sales control group came in below 

expectations, rising 0.3% from the prior month compared to the forecast of 0.4%.  
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The chart above shows the year-over-year change in retail sales and core retail sales.  Annually, 

retail sales and core retail sales rose 4.7% and 4.6%, respectively.   

 

The import price index came in above expectations, rising 0.5% from the prior month compared 

to the forecast of 0.1%.  The prior month’s gain was revised downward from 0.5% to  

0.2%.  The import price index excluding petroleum was above expectations, rising 0.2% from the 

prior month compared to the forecast of remaining unchanged.  The export price index came in 

above expectations, rising 0.4% from the prior month compared to the forecast rise of 0.1%.   
 

 
 

The chart above shows the year-over-year changes in the import price and export price indexes.  

The import price and export price indexes rose 3.5% and 3.1%, respectively. 
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The table below lists the Fed events scheduled for the rest of the day. 
 

EST Speaker or event

10:00 Randal Quarles to appears before House Financial Services  U.S. Federal Reserve Vice Chairman for Supervision

18:00 Jerome Powell speaks in Washington Chairman of Board of Governors of Federal Reserve

District or position

Economic Releases

 No economic releases today

Fed speakers or events

 
 

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 New Home Price m/m oct 1.0% 1.0% ** Equity and bond neutral

Foreign Direct Investment m/m oct 7.2% 8.0% ** Equity and bond neutral

Japan Housing Loans m/m oct 2.4% 2.7% ** Equity and bond neutral

Japan Buying Foreign Bonds m/m oct ¥1620.8 bn -¥167.3 bn * Equity and bond neutral

Japan Buying Foreign Stocks m/m 3q -¥203.9 bn ¥463.7 bn * Equity and bond neutral

Foreign Buying Japan Bonds m/m sep ¥413.3 bn ¥547.4 bn * Equity and bond neutral

Foreign Buying Japan Stocks m/m nov ¥360.9 bn ¥107.6 bn * Equity and bond neutral

Tokyo Condominium Sales m/m oct 2.8% 13.2% ** Equity and bond neutral

Australia Employment Change m/m oct 32.8k 5.6k 20.0k *** Equity bullish, bond bearish

Unemployment Rate m/m oct 5.0% 5.0% 5.1% *** Equity bullish, bond bearish

EUROPE

Eurozone Trade Balance m/m sep 13.4 bn 16.6 bn 16.3 bn ** Equity bearish, bond bullish

EU27 New Car Registraion y/y oct -7.3% -23.5% * Equity and bond neutral

Italy General Government Debt y/y oct 2.331 tn 2.327 tn ** Equity and bond neutral

U.K. Retail Sales ex Auto Fuel y/y oct -0.4% -0.8% 0.2% ** Equity bearish, bond bullish

Retail Sales inc Auto Fuel y/y oct -0.5% -0.8% -0.2% ** Equity bearish, bond bullish

AMERICAS

Mexico Formal Job Creation m/m oct 163.2k 129.5k ** 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) 262 261 1 Up

3-mo T-bill yield (bps) 232 233 -1 Neutral

TED spread (bps) 30 29 1 Neutral

U.S. Libor/OIS spread (bps) 233 233 0 Up

10-yr T-note (%) 3.10 3.13 -0.03 Up

Euribor/OIS spread (bps) -32 -32 0 Neutral

EUR/USD 3-mo swap (bps) 42 45 -3 Down

Currencies Direction

dollar up Neutral

euro flat Neutral

yen up Neutral

pound down Neutral

franc flat Neutral

Central Bank Action Current Prior Expected

RBA FX Transactions Market A$450 mn A$640 mn On forecast

RBA FX Transactions Government -A$542 mn -A$801 mn On forecast

RBA FX Transaction Other -A$3906 mn A$1719 mn 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 $66.13 $65.47 1.01% Short Covering

WTI $55.93 $55.69 0.43%

Natural Gas $4.58 $4.10 11.61%

Crack Spread $16.60 $16.38 1.32%

12-mo strip crack $18.54 $18.27 1.48%

Ethanol rack $1.40 $1.40 -0.08%

Gold $1,200.49 $1,202.23 -0.14%

Silver $13.98 $14.00 -0.15%

Copper contract $269.30 $268.70 0.22%

Corn contract 367.75$       366.50$       0.34%

Wheat contract 519.75$       517.75$       0.39%

Soybeans contract 882.50$       878.25$       0.48%

Baltic Dry Freight 1064 1125 -61

Actual Expected Difference

Crude (mb) 3.1

Gasoline (mb) 0.5

Distillates (mb) -2.2

Refinery run rates (%) 1.00%

Natural gas (bcf) 32.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show cooler to normal temps for the eastern region and warmer 

temps for the rest 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.  
 

November 9, 2018 
 

In light of rising interest rates, this week we will take a look at credit spreads.  But, before doing 

that, it makes sense to examine overall Treasury valuation. 

 

This chart is our 10-year T-note model.  It incorporates fed funds, the Japanese yen exchange 

rate, German sovereign 10-year yields, oil prices, the fiscal deficit as a percentage of GDP and 

an inflation proxy.15 
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This model does suggest current 10-year yields are elevated, but not at extreme levels.  However, 

if we assume a terminal fed funds rate of 3.25%, assuming no change in the rest of the variables 

in the model, fair value for the 10-year rises to 3.27%, which is near current levels.  Thus, we can 

postulate that current yields have discounted about 100 bps of further tightening.  Another 

interesting note is that the most significant variables in the model are fed funds and the inflation 

proxy.  Just using these two variables in the model yields a fair value of 3.60%; if we assume 

another 100 bps of tightening, the terminal 10-year yield ends up at 4.10%.  Compared to the 

broader model, it is clear that overseas factors, especially German yields, are keeping U.S. yields 

from rising faster.  Overall, we don’t expect these foreign factors or oil prices to change in such a 

way as to support higher yields, so we don’t expect a rise in the 10-year yield to exceed 3.50% 

unless (a) inflation expectations become unanchored, or (b) the FOMC signals it will raise rates 

much more than expected. 

                                                 
15 For an inflation proxy, we use the 15-year moving average of the yearly change in CPI.  This is based off research 
by Milton Friedman, who postulated that investors build their inflation expectations over a long time frame.   
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Thus far, the impact on credit spreads from rising Treasury yields has been minor.  The chart 

below shows investment grade spreads.  Current investment grade spreads are holding near their 

long-term average. 
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High-yield spreads have nudged higher but remain tight, with spreads holding near the bottom of 

their historical ranges. 
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The lack of spread widening is consistent with the continued low level of stress in the financial 

system. 
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This chart shows fed funds with the Chicago FRB National Financial Conditions Index; the 

index rises when stress increases (or, put another way, when financial conditions deteriorate).  

From 1973 (when the index data begins) until 1997, the two series were tightly correlated; if the 

FOMC raised rates, stress rose.  Stress was a “force multiplier” for monetary policy.  We believe 

increasing transparency has removed this “tool” from the Fed; now, financial participants can so 

easily project the path of policy that they don’t necessarily fear the rising rates.  And so, instead 

of seeing participants react to stress as policy tightens, we now have a situation where stress 

remains low only to soar.  Credit spreads are a key component of the aforementioned conditions 

index.  If spreads begin to widen, they could do so rapidly, leading to significant market 

disruptions.  For now, all is calm, but we continue to closely watch market conditions because 

when they begin to deteriorate they tend to so rapidly.  In asset allocation, we have tended to 

favor investment grade spread products but are less favorable toward high yield.  If conditions 

start to deteriorate, we will shift allocations toward Treasuries.   

 

 

 
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 11/14/2018 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 11/14/2018 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 
 

November 15, 2018 
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P/E as of 11/14/2018 = 17.4x

 
 

Based on our methodology,16 the current P/E is 17.4x, down 0.1x from last week’s reading of 

17.5x.  The primary reason for the drop in the P/E is the continued correction in the S&P 500. 
 
 
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. 

                                                 
16 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 twi actual quarters (Q1 and Q2) and two estimates (Q3 and Q4). 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. 


