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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: October 2, 2018—9:30 AM EDT]  Global equity markets were lower this morning.  

The EuroStoxx 50 is down 0.8% from the last close.  In Asia, the MSCI Asia Apex 50 was down 

2.0% from the prior close.  Chinese markets were closed for the National Holiday, which will 

run until October 7.  U.S. equity index futures are signaling a lower open. 

 

We are seeing a bit of weakness this morning, mostly due to comments coming out of Italy.  

Here is what we are watching: 

 

Italy: The head of the finance committee in the lower house of Italy’s legislature, Claudio 

Borghi, was quoted as saying that Italy would not have a debt problem if it weren’t part of the 

Eurozone.1  Although his comments are imprudent, they are mostly true.  Outside the Eurozone, 

Italy would have higher interest rates but would likely have depreciated its exchange rate against 

the dollar and euro in a bid to keep Italy’s economy competitive.  There would be no government 

solvency crisis because it could print its own debt service instrument.  Although there is much 

handwringing about the Italian budget and fears of the populist government that heads the 

country, the real problem is that the euro project was faulty at its onset.  A nation loses some of 

its sovereignty when it loses control of its currency.   

 

It has been our position that a point will be reached where the euro project fails and nations exit 

the single currency.  This is because the Eurozone, as it currently operates, allows Germany to 

dominate the single currency bloc.  This setup is becoming increasingly unacceptable to some 

nations within the Eurozone, especially along the southern tier.  We would not be surprised to 

see two currency blocs emerge, a northern and a southern euro.  The problem nation in this 

configuration is France; economically, it should be in the southern euro, but, politically, it will 

want to be in the northern euro. 

 

For the time being, Italy will remain a tension point in Europe.  If the Eurozone cannot 

accommodate its goal of expanded fiscal spending and faster growth, it could trigger a crisis 

similar to the Greek problem.  However, given Italy’s size, the Italian problem will threaten the 

structural integrity of the Eurozone.  In the near term, we think Germany will eventually allow 

Italy to overspend.  However, that outcome won’t be permitted indefinitely.   

 

                                                 
1 https://www.reuters.com/article/us-italy-budget-dimaio/italy-wont-change-2-4-percent-deficit-goal-despite-eu-
pressure-di-maio-idUSKCN1MC0MD  
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Powell speaks: As noted below, Chair Powell will give a talk this afternoon.  The WSJ2 points 

out this morning that the Powell Fed is becoming increasingly parsimonious in its forward 

guidance.  This trend is, in our opinion, a favorable one.  Our research has shown that increasing 

transparency has weakened the relationship between fed funds and financial stability.   
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This chart shows the relationship between fed funds and the Chicago FRB National Financial 

Conditions Index (NFCI).  The NFCI is a measure of financial stress; the higher the reading, the 

higher the level of financial stress.  From 1973 to mid-1998, the two series were highly and 

positively correlated; the higher the level of fed funds, the more financial conditions deteriorated.  

Thus, as the FOMC raised rates, financial conditions deteriorated, leading to weaker economic 

activity.  When the FOMC lowered rates, financial stress would dissipate, boosting growth.  

Financial stress became, in effect, a force multiplier for monetary policy. 

 

Since mid-1998, the two series have become increasingly uncorrelated.  We believe this is due to 

increased Fed transparency.  As the FOMC became more open in publicizing its policy goals, 

financial markets could anticipate policy changes.  This reduced financial stress, which is 

probably seen as a good thing (we are not so convinced), but it also removed stress as a policy 

force multiplier.  Thus, in the mid-aughts, the Fed raised rates without a commensurate rise in 

stress.  This lack of stress was part of the “Greenspan conundrum” – the Fed was raising rates 

but long rates and borrowing did not respond as expected.  Then, when the financial crisis hit in 

2008, the FOMC aggressively cut rates to no avail; stress rose significantly and it took years of 

ZIRP before stress levels fell to pre-crisis levels. 

 

                                                 
2 https://www.wsj.com/articles/fed-looks-to-pare-language-describing-future-of-rates-policy-1538472600  

https://www.wsj.com/articles/fed-looks-to-pare-language-describing-future-of-rates-policy-1538472600
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Thus, Powell’s shift to a “less is more” approach should be lauded.  Although financial stress is 

usually unwelcome, it should be noted that financial stress injects caution into the minds of 

investors and can act, in part, to prevent excessive enthusiasm.   

 

Another factor that seems to be developing is that allegiance to the Phillips Curve may be 

waning as the FOMC ages.  At present, there is no other model to replace it.  In the absence of a 

new working model, policymakers appear to be taking a wait-and-see approach.  At present, we 

suspect the term “market signals” is all about the yield curve and a growing majority on the 

FOMC may take a cautious approach and vote to pause the rate hike cycle as we approach 

inversion.  We will be looking for any hints of such ideas in Powell’s comments today.   

 

U.S. Economic Releases 

There were no economic releases before publication this morning.   
 

The table below lists the economic releases and Fed events scheduled for today. 
 

EDT Indicator Expected Prior Rating

Wards Total Vehicle Sales m/m jun 16.8mm 16.60 mn **

EST Speaker or event

12:45 Jerome Powell speaks at NABE Conference Chairman of Board of Governors of Federal Reserve

14:00 Robert Kaplan Speaks in El Paso President of the Federal Reserve Bank of Dallas

District or position

Economic Releases

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

Australia Commodity Index y/y sep 4.8% 6.7%  ** Equity bearish, bond bullish

CBA Australia PMI Mfg y/y sep 54.0 53.2 *** Equity bullish, bond bearish

Japan Monetary Base y/y sep 5.9% 6.9%  ** Equity bearish, bond bullish

Consumer Confidence m/m sep 43.4 43.3 43.1 ** Equity and bond neutral

EUROPE

Eurozone PPI y/y aug 4.2% 4.0% 3.8% * Equity bearish, bond bullish

Unemployment rate m/m aug 8.1% 8.2% 8.2% ** Equity and bond neutral

U.K. Nationwide home prices y/y sep 2.0% 2.0% 1.9% *** Equity and bond neutral

Markit Construction PMI m/m sep 52.1 52.9 52.9 ** Equity and bond neutral

AMERICAS

Mexico Markit manufacturing PMI m/m sep 51.7 50.7  *** Equity bullish, bond bearish

Brazil Markit manufacturing PMI m/m sep 50.9 51.1  *** Equity and bond neutral

Trade Balance m/m sep $3.8 bn $5.0 bn $5.8 bn ** Equity bearish, bond bullish  
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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) 240 240 0 Up

3-mo T-bill yield (bps) 216 217 -1 Neutral

TED spread (bps) 24 23 1 Neutral

U.S. Libor/OIS spread (bps) 222 222 0 Up

10-yr T-note (%) 3.06 3.08 -0.02 Up

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

EUR/USD 3-mo swap (bps) 42 41 1 Down

Currencies Direction

dollar up Neutral

euro down Neutral

yen steady Neutral

pound down Neutral

franc steady Neutral

Central Bank Action Current Prior Expected

RBA Cash Rate 1.500% 1.500% 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 $84.56 $84.98 -0.49%

WTI $75.30 $75.30 0.00%

Natural Gas $3.14 $3.09 1.36%

Crack Spread $17.75 $17.98 -1.26%

12-mo strip crack $20.95 $21.21 -1.21%

Ethanol rack $1.40 $1.40 0.11%

Gold $1,191.07 $1,188.99 0.17%

Silver $14.52 $14.49 0.24%

Copper contract $278.60 $278.75 -0.05%

Corn contract 363.75$       365.75$       -0.55%

Wheat contract 510.00$       509.50$       0.10%

Soybeans contract 855.25$       857.75$       -0.29%

Baltic Dry Freight 1555 1540 15

Actual Expected Difference

Crude (mb) 1.5

Gasoline (mb) 1.0

Distillates (mb) -1.5

Refinery run rates (%) -1.00%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for the eastern third of the 

nation, with a developing cold snap for the rest of the country.  Above-average precipitation is 

expected for most of the country.  Tropical Storm Leslie remains in the central Atlantic and is 

not expected to make landfall.  There are no other tropical developments of note.  The hurricane 

season officially ends on November 30.  On average, the risk of tropical storm activity remains 

elevated into the third week of October but then declines rapidly into the end of the season.   
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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.  
 

September 28, 2018 
 

Since late August, interest rates have been steadily rising.  The 10-year T-note yield made its 

recent low at 2.82%3 on August 4th.  Since then, yields have moved above 3.00%.   

Our 10-year T-note model suggests rates are a bit elevated. 
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This model includes fed funds and the 15-year moving average of inflation (a proxy for inflation 

expectations) as the core variables.  These two variables explain more than 90% of the variation 

in the interest rate on this T-note.  The additional variables, the yen, oil prices, German bund 

yields and the fiscal deficit, are all statistically significant but have much less explanatory power 

than the core variables.  Based on the core variables alone, the fair value yield is 3.45%.  The 

weak yen and low German rates (currently around 42 bps) are mostly responsible for the lower 

fair value reading in the full model.   

 

In the short to intermediate term,4 the two variables we are watching most closely are fed funds 

and German yields.  Fed funds expectations have been increasing due to robust economic growth 

and expectations that the FOMC will contain any potential inflation threat.   

                                                 
3 Using the constant maturity T-note yield.  See: https://fred.stlouisfed.org/series/DGS10  
4 Three months to two years 

https://fred.stlouisfed.org/series/DGS10
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The chart on the left shows the implied three-month LIBOR rate two years into the future.  It has 

recently ticked higher to 3.135%.  The chart on the right shows that FOMC policymakers tend to 

use this rate as a policy target.5  In a tightening cycle, the FOMC tends to raise rates until fed 

funds reach the aforementioned implied LIBOR rate.  The vertical lines on the right chart show 

when inversion occurs.  Policy tightening usually stops at that point.  Given the current implied 

rate, this would lead to a terminal fed funds target of 3.25%. 

 

If we assume a 3.25% rate and no other changes, the fair value for the 10-year yield rises to 

3.28%.  Thus, it is reasonable to assume that much of the rise in yields over the past month has 

been due to the market preparing for future rate hikes.  The low level of German yields is also a 

concern but even taking bunds to 1.00% only raises the fair value yield to 3.40% (assuming a fed 

funds rate of 3.25%).   

 

The long-run concern is inflation expectations.  A modest rise to 3.00% (from the current 2.10%) 

and a 3.25% fed funds rate would take the fair value yield to 3.86%.  Major bear markets in long-

duration assets are mostly a function of unanchored inflation expectations.   Although the 

Federal Reserve has limited capabilities to restrain actual inflation (inflation control is mostly a 

function of the supply side of the economy), central banks are critical to managing inflation 

expectations.  If investors, households and firms conclude that the central bank won’t raise rates 

in the face of rising inflation, their behavior will likely change to adapt to steadily rising prices.  

Alan Greenspan’s definition of inflation control is when economic actors no longer take inflation 

into account when making consumption and investment decisions.  If inflation fears emerge, 

these actors will tend to increase inventories, rush to purchase before prices rise and set the stage 

for a price spiral.  The control of inflation expectations is one of the reasons modern central 

banks are given policy independence.  Anything that infringes on this independence runs the risk 

of un-anchoring inflation expectations.  To date that hasn’t occurred but the rise of populism 

increases the odds that central banks will lose their independence, which increases the risk of 

higher long-duration yields.   

  

                                                 
5 We don’t know for sure if this is overt or coincidental, although we suspect the latter. 
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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 10/1/2018 close) 

 

-10.0% 0.0% 10.0% 20.0% 30.0%

Consumer Staples
Materials
Financials

Telecom
Utilities

Industrials
Energy

S&P 500
Health Care

Consumer Discretionary
Technology

YTD Total Return

-0.5% 0.0% 0.5% 1.0% 1.5% 2.0%

Utilities

Consumer Discretionary

Telecom

Consumer Staples

Financials

S&P 500

Technology

Health Care

Industrials

Materials

Energy

Prior Trading Day Total Return

 
(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 10/1/2018 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 
 

September 27, 2018 
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Based on our methodology,6 the current P/E is 19.0, up 0.1x from last week.   

 
 
 
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. 

                                                 
6 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 (Q4, Q1 and Q2) and one  estimate (Q3). 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. 


