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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: February 14, 2020—9:30 AM EST] Global equity markets are higher this morning.  

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

closed up 0.3%.  Chinese markets were higher, with the Shanghai Composite up 0.4% and the 

Shenzhen Composite up 0.4%.  U.S. equity index futures are signaling a higher open.  With 379 

companies having reported, the S&P 500 Q4 earnings stand at $41.90, higher than the $40.59 

forecast for the quarter.  The forecast reflects a 2.0% decrease from Q4 2018 earnings.  Thus far 

this quarter, 72.0% of the companies have reported earnings above forecast, while 19.8% have 

reported earnings below forecast.   
 

Happy Friday and St. Valentines Day!  It’s rather quiet in the financial markets, with bonds 

doing well and equities grinding higher.  We update news on COVID-19.  There is unrest in 

Colombia, and more legal action on Huawei (002502, CNY 2.61).  We have additional color on 

Johnson’s cabinet shakeup.  Judy Shelton is under fire.  Canada faces a rail strike.  Here are the 

details: 

 

COVID-19:  The number of reported cases is up to 64,467 with 1,384 fatalities.  After 

yesterday’s jump due to changes in reporting methods, today’s increase is more in line with 

previous patterns.  Sentiment is slowly moving away from “what is this virus all about?” to “how 

much of a negative impact is it going to have?”  Here are a few of our observations.  First, 

traditional stimulus measures, such as cutting interest rates and taxes, have less effect.  

Essentially, for China and parts of Southeast Asia this event is disrupting production.  Adding 

liquidity into limited supply is a recipe for inflation, at least in the short run.  What needs to 

happen is a reduction of fear and a resumption of production.  That outcome will only come with 

time.  It is important to note that Chinese officials are working at cross-purposes to some extent.  

Although they want to boost growth, they are also continuing aggressive actions to quarantine 

suspected cases, thus hampering the movement of people necessary for economic recovery.  

Second, the ripple effect from this event will probably be a function of the overall dependence on 

the Chinese economy.  For example, China is one of the few customers willing to buck Iranian 

sanctions.  The virus is reducing Iranian oil exports to China and thus putting additional pressure 

on the Iranian economy. 

 

Colombia:  The ELN and dissident members of the FARC rebel group launched an effort to shut 

down the country, warning that they will kill anyone nationwide who ventures outside their 

home from 6:00 am on Friday until Monday.  We believe the threat is a show of force after the 
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successful national strike earlier in the winter.  If this signals a new round of unrest in Latin 

America, regional stocks would come under renewed pressure. 

 

Huawei:  New charges have been assigned to Huawei; the company has been accused of 

racketeering, conspiracy and conspiracy to steal trade secrets.  This action will certainly raise 

tensions between Washington and Beijing and reduces the likelihood of a Phase Two deal.  In 

fact, it may undermine the execution of the Phase One agreement.   

 

Johnson:  PM Johnson’s cabinet shakeup was much more than a mere post-election 

restructuring.  The headline news was the resignation of Exchequer’s Javid.  He was ordered to 

fire his staff so Johnson could create a separate unit in the Exchequer.  Javid correctly realized 

that accepting this change would make him a mere figurehead and resigned.  Reports suggest that 

Johnson wants to boost spending in the areas of the country that flipped from Labour; Javid was 

less keen on increasing spending.  As always, there is some person willing to accept unattractive 

terms and Johnson did find someone.  Our overall take is that Johnson has opted for loyalty over 

other attributes.  For the markets, expectations of fiscal stimulus lifted the GBP.   

 

Is Shelton in trouble?  Although President Trump initially selected conventional figures for Fed 

governor positions, in the past couple of years he has offered more radical candidates, all of 

whom have failed to get nominated.  The latest in this group is Judy Shelton, who in the past has 

argued for a gold standard, deliberate monetary policy to trigger a weaker dollar and reduced 

independence of the central bank.  Surprisingly, senators are pushing back much harder than we 

expected and it is possible that Shelton will join Herman Cain and Stephen Moore on the list of 

candidates that couldn’t get confirmed.  If she fails, we would view it as a win for the 

establishment.  However, we would not be surprised to see other governor candidates in the 

future suggest policies to reduce independence or intervene in exchange rates.  If the U.S. is 

going to reflate, such policies are probably necessary.  Nevertheless, Shelton’s positions do seem 

muddled.  On the one hand, she calls for a return to the gold standard and appears reluctant to 

deploy unconventional policies such as QE but has little problem with overtly engaging in 

currency depreciation.  Our suspicion is that she is really a political candidate who wants policies 

designed to keep her favored party in power.  In our reading of Fed history, this type of 

appointment would be a first for the Fed and perhaps such an appointment is a bridge too far for 

the Senate to cross.  So, we will see if these “misgivings” evolve into rejection. 

 

Canada:  The country’s biggest railroad said it has shut down operations in eastern Canada 

because of widespread rail blockades set up by activists protesting the construction of a major 

natural gas pipeline.  Since the shutdown is likely to result in layoffs and significant disruption to 

Canada’s economy, we expect it to be a near-term headwind for Canadian stocks. 

 

Odds and ends:  At yesterday’s T-bond auction, the newly issued 30-year sold at a 2.061% 

yield, a new record-low at auction.  Research from the White House staff suggests that foreign 

nations are suppressing drug prices, which essentially means that Americans are subsidizing the 

cost of new drug research that foreigners free ride on by setting lower prices.  We will be 

watching to see if the U.S. uses this research as a trade tool to apply export taxes on foreign 

nations who engage in such practices.  If it does, it should be bullish for U.S. drug makers as the 

ultimate goal will be to boost foreign drug prices.  France and Germany are trying to strongarm 
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the EU competition regulator to allow for the creation of concentrated national champions.  One 

of the reasons U.S. equities have outperformed the world is that U.S. large cap firms are more 

concentrated due to lax anti-trust enforcement.  Market power has given these firms the ability to 

consistently generate higher profits.  If the EU gives France and Germany what it wants, similar 

structures may be created.  One element is that the EU is considering creating a single market for 

data in a bid to weaken the grip of U.S. tech firms on Europe.  At the same time, the U.S. appears 

to have misgivings about the dominance of American tech firms.  The DOJ held a conference on 

whether top digital platforms have become so dominant that they’re discouraging investment in 

new products.  Some venture capitalists at the meeting complained that it’s hard to develop a 

product in markets dominated by a tech giant.   
 

U.S. Economic Releases 

 

The import price index came in above forecast, remaining unchanged from the prior month 

compared to the forecast drop of 0.2%.  The prior report was revised downward from 0.3% to 

0.2%.  Additionally, the import price index ex-petroleum was above forecast, rising 0.2% from 

the prior month compared to the forecast drop of 0.1%.  Meanwhile, the export price index came 

in above expectations, rising 0.7% from the prior month compared to the forecast drop of 0.1%. 
 

 
 

The chart above shows the yearly change in the import and export price indexes. 

 

In January, both retail sales and retail ex-auto were in line with expectations, rising 0.3% from 

the prior month.  Additionally, retail sales ex-auto and gas came in above expectations, rising 

0.4% from the prior month compared to the forecast of a 0.3% rise.  The retail sales control 

group came in below expectations, remaining unchanged from the prior month compared to 

expectations of a 0.3% rise. 
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The chart above shows the annual change in retail sales ex-auto and gas stations.  The annual 

change in retail sales ex-auto and gas rose 3.4% from the prior year.  

 

Industrial production fell 0.3% from the prior month compared to expectations of a 0.2% decline.  

Meanwhile, manufacturing production fell 0.1% from the prior month, in line with expectations.  

Additionally, capacity utilization was 76.8%. 
 

 
 

The chart above shows the level for industrial production.  The industrial production index 

currently sits at 109.2. 
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The table below shows the economic releases and Fed events scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

9:45 Business Inventories m/m Dec 0.1% -0.2% **

10:00 U. of Michigan Sentiment m/m Feb 99.5 99.8 ***

10:00 U. of Michigan Current Conditions m/m Feb 114.0 114.4 ***

10:00 U. of Michigan Expectations m/m Feb 90.0 90.5 **

10:00 U. of Michigan 1 yr Inflation m/m Feb 2.4% 2.5% **

10:00 U. of Michigan 5-10 Yr Inflation m/m Feb 2.5% **

Speaker or event

11:45 Loretta Mester Discusses Payments Modernization President of the Federal Reserve Bank of Cleveland

Fed Speakers or Events

Economic Releases

District or position

 
 

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 BoP Current Account Balance q/q 4q $40.100 Bil $49.200 Bil ** Equity and bond neutral

Japan Tertiary Industry Index m/m dec -0.2% 1.3% 0.1% ** Equity bearish, bond bullish

India Wholesale Prices y/y Jan 3.1% 2.6% 3.0% ** Equity bullish, bond bearish

New Zealand BusinessNZ Manufacturing PMI m/m jan 49.6 49.3 ** Equity bullish, bond bearish

Food Prices m/m jan 2.1% -0.2% *** Equity and bond neutral

EUROPE

Eurozone Trade balance m/m dec 22.2 Bil 19.2 Bil 19.3 Bil ** Equity bullish, bond bearish

Employment y/y 4q 1.0% 0.9% *** Equity bullish, bond bearish

GDP q/q 4q 0.9% 1.0% 1.0% *** Equity bearish, bond bullish

Germany Wholesale Price Index y/y jan 0.3% -1.3% ** Equity bearish, bond bullish

GDP y/y 4q 0.4% 0.5% 0.3% *** Equity and bond neutral

Italy Trade Balance m/m Dec -0.748 Bil 0.702 Bil ** Equity and bond neutral

General Government Balance m/m Dec 2.409 Tril 2.444 Tril ** Equity and bond neutral

Russia Money Supply Narrow Def w/w 7-Feb 10.72 Tril 10.61 Tril * Equity and bond neutral

AMERICAS

Brazil FGV Inflation IGP-10 m/m Feb 0.0% 1.1% -0.1% *** Equity and bond neutral

Economic Activity y/y Dec 1.3% 1.1% 1.3% *** Equity and bond neutral  
 

Eurozone:  In a preliminary estimate, fourth quarter GDP rose at a seasonally adjusted rate of 

just 0.1%, meeting expectations but still the weakest growth rate since early 2013.  Economic 

output in October through December was up just 0.9% from the same period one year earlier.  A 

key reason for the slowdown was that German GDP was flat in the fourth quarter.  The figures 

undermine the recent optimism about rebounding Eurozone growth, so they’re bearish for 

European stocks. 

 

https://www.ft.com/content/198f072e-4e42-11ea-95a0-43d18ec715f5
https://www.ft.com/content/198f072e-4e42-11ea-95a0-43d18ec715f5
https://www.ft.com/content/198f072e-4e42-11ea-95a0-43d18ec715f5
https://www.ft.com/content/198f072e-4e42-11ea-95a0-43d18ec715f5
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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) 170 171 -1 Up

3-mo T-bill yield (bps) 154 155 -1 Neutral

TED spread (bps) 16 16 0 Neutral

U.S. Libor/OIS spread (bps) 156 156 0 Up

10-yr T-note (%) 1.59 1.62 -0.03 Neutral

Euribor/OIS spread (bps) -41 -41 0 Neutral

EUR/USD 3-mo swap (bps) 8 8 0 Down

Currencies Direction

dollar Up Neutral

euro Flat Down

yen Flat Down

pound Flat Down

franc Down Down

Central Bank Action Current Prior Expected

Mexican Overnight Rate 7.000% 7.250% 7.000% 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. 
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Price Prior Change Explanation

Brent $57.14 $56.34 1.42% Economic Optimism

WTI $52.13 $51.42 1.38%

Natural Gas $1.82 $1.83 -0.44%  

Crack Spread $16.02 $16.31 -1.81%

12-mo strip crack $15.88 $16.04 -0.97%

Ethanol rack $1.46 $1.45 0.13%

Gold $1,576.67 $1,576.00 0.04%

Silver $17.71 $17.65 0.32%

Copper contract $260.10 $261.30 -0.46%

Corn contract 385.25$       384.75$       0.13%

Wheat contract 547.25$       544.75$       0.46%

Soybeans contract 907.25$       906.00$       0.14%

Baltic Dry Freight 421 421 0

Actual Expected Difference

Crude (mb) 7.5 3.2 4.3

Gasoline (mb) -0.1 0.7 -0.7

Distillates (mb) -2.0 -0.8 -1.3

Refinery run rates (%) 0.60% -0.40% 1.00%

Natural gas (bcf) -115.0 -108.0 -7.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts currently call for cooler-than-normal conditions for most of the 

country, with warmer-than-normal temperatures in Florida.  Wet conditions are expected in the 

southern states and parts of the East Coast.
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Asset Allocation Weekly 
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.  
 

February 14, 2020 
 

The data on U.S. residential real estate has been improving in recent months.  Housing tends to 

have an outsized effect on the economy.  Not only do housing purchases trigger follow-on 

buying of consumer durable goods (e.g., furniture and furnishings, etc.) but non-durables as well 

(e.g., basic household items).  A house is an asset and there is a wealth effect that affects future 

spending as well.  The direct impact on GDP is rather modest; the average contribution to GDP 

from residential real estate is only 0.08% per quarter.  However, there is evidence that a weak 

housing market has been a precursor to recession. 

 

-2.0

-1.5

-1.0

-0.5

0.0

0.5

1.0

1.5

2.0

1980 1985 1990 1995 2000 2005 2010 2015 2020

HOUSING TREND

CONTRIBUTION TO GDP FROM HOUSING

4Q
 R

O
LL

IN
G

 C
O

N
TR

IB
U

TI
O

N
 T

O
 G

D
P

Sources:  Haver Analytics, CIM  
 

This chart shows the four-quarter rolling contribution to GDP from residential real estate.  We 

have applied a Hodrick-Prescott Filter to the data to establish the underlying trend.  Since 1980, 

with one exception, a negative reading on the trend has been a warning of eventual recession.  

The only exception was the 2001 recession which was an unusually mild downturn.  In Q1 of last 

year, the trend indicator turned negative.  Although it can take a long time from signal to 

recession (it turned negative in Q1 2005, for example), it has been a reliable signal of economic 

weakness.  However, some housing indicators have shown notable improvement recently, which 

may lead to the trend rising later this year.  Here are a couple indicators we are watching. 

 

Home ownership rates have been rising rapidly. 
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In 1995, the government began to aggressively support home ownership.  Credit restrictions 

were eased, and refinancing was encouraged.  The home ownership rate peaked at 69.3% of 

occupied homes in 2004.  The housing crisis led to a collapse in this metric, reaching a trough of 

63.1% in 2015.  As the chart shows, the homeownership rate has been rising rapidly since, 

reaching a new cycle high of 64.9%.  The rise in home ownership rates has increased the most 

among households earning less than median family income.   
 

 
 

Although there is a potential credit quality issue with less affluent home buyers, the rise should 

be supportive for economic growth.   

 

The only “fly in the ointment” has been that home prices have been rising rapidly.  Although it 

hasn’t adversely affected affordability due to low mortgage rates, it will make the housing 

market increasingly sensitive to interest rates.   
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Ideally, rising prices for existing homes should spur new building.  Housing starts are beginning 

to accelerate, which is a good sign.  If housing continues to accelerate, our estimates for GDP 

this year may be overly conservative.   

   

 

 
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 2/13/2020 close) 
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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. 

These charts represent the new sectors following the 2018 sector reconfiguration.  

 

Asset Class Performance – (as of 2/13/2020 close) 
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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), 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. 
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P/E Update 

 

February 13, 2020 
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P/E as of 2/13/2020 = 20.4x

 
 

Based on our methodology,1 the current P/E is 20.4x, up 0.1x, as the recovery in equity prices 

outpaced the improvement in earnings.   

 

 
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. 

 

                                                
1 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 two actual quarters (Q2 and Q3) and two estimates (Q4 and Q1, 2020). 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. 


