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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 19, 2020—9:30 AM EST] Global equity markets are mixed this morning.  

The EuroStoxx 50 is currently down 0.5% from its last close.  In Asia, the MSCI Asia Apex 50 

closed down 1.9%.  Chinese markets were also lower, with the Shanghai Composite down 0.3% 

and the Shenzhen Composite down 0.6%.  U.S. equity index futures are signaling a higher open.  

With 397 companies having reported, the S&P 500 Q4 earnings stand at $42.00, 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 

20.2% have reported earnings below forecast.   

 

World equity markets have mostly shrugged off yesterday’s weakness and continue to focus on 

the post COVID-19 world; doses of additional stimulus aren’t hurting either.  The Fed releases 

its minutes from the last meeting today.  Here are the details: 

 

COVID-19:  The number of reported cases are 75,317 with 2,012 fatalities.  Although there is 

growing evidence of economic disruption, so far, this has been met with additional stimulus.  

Due to expectations that the virus will be a one quarter event, the stimulus is enough to support 

risk markets.  On that note, we do find it interesting that gold prices are higher this morning 

despite the recovery in equity markets.  On the negative side of the ledger, there are reports of 

shortages and Chinese companies are warning that they are struggling to meet payrolls.  If the 

payroll problem spreads, the impact on the Chinese economy will be much more serious.  The 

Chinese real estate market is a special concern due to high leverage.  The drop in air traffic to 

China is also starting to have an impact.  On the positive side, Chinese policymakers are moving 

quickly to aid the economy.  To reiterate, the most likely outcome is a one to two quarter slump 

in growth that will be partly offset by stimulus and that same stimulus will set the stage for a 

stronger economy by H2.  That doesn’t mean that tail risks don’t exist and could make this event 

much worse.  But, for now, financial markets are assuming the worst won’t occur. 

 

China:  There were a number of cross currents in the news.  First, President Trump personally 

took steps to cool trade tensions with China.  Hawks in Congress and the administration were 

pushing to prevent the sale of jet engines to China and have been pushing for other restrictions as 

well.  The president rebuked these officials, suggesting that he does not want to close off China 

but only wants them to change their behavior.  The president does not want to put U.S. 

businesses at a disadvantage and thus is trying to find a middle ground between no restrictions 

and isolation.  However, the U.S. has also designated five Chinese media firms as “foreign 

government functionaries” which will reduce the abilities of these firms’ reporters to operate in 
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the U.S.  Meanwhile, China has expelled three journalists from the WSJ.  But China has also 

taken steps to reduce tariffs on U.S. products, preparing to meet its obligations in the Phase One 

part of the recent trade agreement.   We see these crosscurrents as evidence both nations are 

trying to figure out what relations are going to look like in the coming years.  What existed 

before, where China was given great latitude to exploit U.S. hegemonic public goods, is over.  

What replaces it isn’t clear.   

 

U.S. sanctions:  The U.S. is imposing sanctions on Rosneft (RNFTF, 7.15) for breaking 

restrictions on trading in Venezuelan crude oil.  The U.S. estimates that the company handles 

half of Venezuela’s oil exports.  The move will likely reduce Venezuela’s oil sales, or, at a 

minimum, reduce the price it can get to offset the costs of sanctions.   

 

MMT rises:  In response to a February survey, global investors stated that fiscal policy was 

likely better positioned to solve the persistently low inflation than monetary policy.   The 

sentiment reflects growing clout of modern monetary theory in economic circles. That said, there 

are critics who believe that increased fiscal spending could be detrimental to price stability, 

which in turn could be harmful to equities.  Furthermore, it appears that the Federal Reserve may 

also welcome fiscal stimulus in the economy. In a testimony to Congress, Federal Reserve 

Chairman Jerome Powell hinted that the Federal Reserve may not have the tools needed to 

combat the next recession.  

 

Odds and ends:  We reported yesterday that the Dutch were close to scuttling the EU/Canadian 

trade deal.  It was close but, in the end, the Dutch Parliament passed the measure by a mere three 

votes.  Britain is considering bringing in China to build its proposed high-speed rail project.  

France is restricting foreign financing of mosques and a number of other measures to discourage 

Islamic teaching that is managed abroad.  As planned, the Fed is set to reduce the amount of 

liquidity it is offering the financial system.  Following the reelection of Ashraf Ghani a President 

of Afghanistan, the rival party has threatened to form its own government. 

  

U.S. Economic Releases 
 

MBA mortgage applications dropped 6.4% in the week ended February 14, erasing much of their 

gain over the last several weeks.  Applications for home-purchase mortgages were only down 

3.4%, but applications for refinancing mortgages declined a steep 8.0%.  The average interest 

rate on a 30-year, fixed-rate mortgage rose to 3.77%. 

 

Separately, January housing starts fell by a seasonally-adjusted 3.6% to an annualized rate of 

1.567 million units, but that only erased a small part of their revised 17.7% surge in December, 

and it still left starts much stronger than expected.  Just as important, the report said January 

building permits for new houses jumped 9.2% to a rate of 1.551 million units.  That was more 

than enough to erase their revised decline of 3.7% in December, and it meant January permitting 

was much stronger than anticipated.  The figures suggest home construction remains in a strong 

rebound. 
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The figure above shows total housing starts and residential building permits, at an annualized 

rate, from just before the last recession to the present. 

 

Finally, in data on inflation at the wholesale level, the January producer price index (PPI) 

jumped by a seasonally-adjusted 0.5%.  The rise was much bigger than both the expected 

increase of 0.1% and the revised December gain of 0.2%.  Excluding the volatile food and 

energy components, the January “core” PPI was also up 0.5%, compared with its 0.1% gain in 

December and its expected increase of 0.2%.  The figures point to a possible increase in inflation 

pressure at the wholesale level, but things continue to look more benign from a longer 

perspective.  The overall PPI in January was up a modest 2.1% from the same month one year 

earlier, while the core PPI was up just 1.7%. 

 

 
 

The chart above shows the year-over-year change in the PPI and the core PPI over the last 

decade. 

 



 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 4 

The table below shows the Federal Reserve events scheduled for the rest of the day. 
 

Speaker or event

11:45 Neel Kashkari Speaks in Mankato, Minnesota President of Federal Reserve Bank of Minneapolis

13:30 Robert Kaplan Speaks in Dallas, Texas President of the Federal Reserve Bank of Dallas

14:00 FOMC Meeting Minutes

16:30 Thomas Barkin Speaks Discusses Monetary Policy Framework

Fed Speakers or Events

Economic Releases

District or position

 No economic releases today

President of the Federal Reserve Bank of Richmond

Federal Reserve Board

 
 

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 Trade Balance m/m Jan -1312.6 Bil. -154.6 Bil. -1684.8 Bil. ** Equity bullish, bond bearish

Trade Balance Adjusted m/m Jan -224.1 Bil. -102.5 Bil. -550.3 Bil. * Equity bullish, bond bearish

Exports y/y Jan -2.6% -6.3% -7.0% * Equity bullish, bond bearish

Imports y/y Jan -3.6% -4.9% -1.8% * Equity bearish, bond bullish

Core Machinery Orders y/y Dec -3.5% 5.3% -0.7% ** Equity bearish, bond bullish

Australia Westpac Leading Index m/m Jan 0.1% 0.1% 0.1% ** Equity and bond neutral

Wage Price Index y/y Jan 2.2% 2.2% 2.2% * Equity and bond neutral

EUROPE

UK CPI y/y Jan 1.8% 1.3% 1.6% *** Equity and bond neutral

CPI Core y/y Jan 1.6% 1.4% 1.5% *** Equity and bond neutral

Retail Price Index y/y Jan 2.7% 2.2% 2.6% ** Equity and bond neutral

PPI Output y/y Jan 1.1% 0.9% 1.0% *** Equity and bond neutral

PPI Output Core y/y Jan 0.7% 0.9% 0.8% * Equity and bond neutral

AMERICAS

Canada CPI y/y Jan 2.4% 2.2% 2.3% *** Equity and bond neutral

CPI Core - Median y/y Jan 2.2% 2.2% 2.2% * Equity and bond neutral

CPI Core - Common y/y Jan 1.8% 2.0% 2.0% * Equity and bond neutral

CPI - Trim y/y Jan 2.1% 2.1% 2.1% * 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) 169 169 0 Up

3-mo T-bill yield (bps) 154 154 0 Neutral

TED spread (bps) 16 15 1 Neutral

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

10-yr T-note (%) 1.56 1.56 0.00 Neutral

Euribor/OIS spread (bps) -40 -41 1 Neutral

EUR/USD 3-mo swap (bps) 11 11 0 Down

Currencies Direction

dollar Flat Neutral

euro Up Down

yen Down Down

pound Flat Down

franc Flat Down  
 

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 $58.52 $57.75 1.33%

WTI $52.78 $52.05 1.40%

Natural Gas $1.96 $1.98 -1.26%  

Crack Spread $16.22 $16.39 -1.03%

12-mo strip crack $15.79 $15.77 0.09%

Ethanol rack $1.47 $1.47 0.17%

Gold $1,608.72 $1,601.61 0.44%

Silver $18.34 $18.17 0.90%

Copper contract $261.30 $261.15 0.06%

Corn contract 386.25$       387.50$       -0.32%

Wheat contract 559.75$       565.00$       -0.93%

Soybeans contract 901.25$       902.25$       -0.11%

Baltic Dry Freight 450 434 16

Actual Expected Difference

Crude (mb) 3.2

Gasoline (mb) -0.5

Distillates (mb) -2.0

Refinery run rates (%) -0.50%

Natural gas (bcf) -148.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts currently call for colder-than-normal temperatures for the entire 

Rocky Mountain region and the West Coast, with warmer-than-normal temperatures throughout 

New England and into the Mid-Atlantic states.  Wetter-than-normal conditions are expected from 

the Great Plains into the South.
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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. 
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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 2/18/2020 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 2/18/2020 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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Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

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. 


