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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 21, 2020—9:30 AM EST] Global equity markets are mixed this morning.  

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

closed down 1.2%.  Chinese markets were higher, with the Shanghai Composite up 0.3% and the 

Shenzhen Composite up 1.1%.  U.S. equity index futures are signaling a lower open.  With 431 

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, 71.5% of the companies have reported earnings above forecast, while 20.4% have 

reported earnings below forecast.   

 

It’s Friday!  Virus worries lead to mixed equity markets but a distinct element of worry—gold—

continues to move higher despite dollar strength.  Treasury yields continue to fall.  However, the 

other flight-to-safety asset, the JPY, has failed to rally this time on fears of recession in Japan.  

We update the virus news.  There are reports of a peace deal with the Taliban.  Iranians go to the 

polls today.  The EU is struggling with budget negotiations. Japan restricts foreign investment.  

We recap the DOE report.  Here are the details: 

 

COVID-19:  The total number of reported cases is 76,778 with 2,247 fatalities.  China is 

continuing to adjust its reporting parameters, raising concerns about an undercount.  There has 

been a surge in cases in South Korea, with many tied to a church in Daegu.  The country also 

recorded its first fatality.  We note that U.S. equity markets slumped at mid-morning yesterday, 

likely on reports of a large rise in reported cases in Beijing.  Up until now, the vast majority of 

cases (62,662 out of 76, 778) were in Hubei province, where the city of Wuhan sits.  If case 

reports begin to show a rapid rise in infections beyond Hubei, it would suggest that the trajectory 

of the disease may not be lessening over time.  There is evidence to suggest COVID-19 has a 

similar physiological effect as SARS. 

 

Meanwhile, the economic impact of the virus is becoming clear.  Airlines have been hurt.  

Energy demand has declined.  There are increasing reports of manufacturing disruptions.  

Although today’s PMI data shows improvement, the virus may be distorting the reports.  One 

element of the report, supply deliveries, may be giving a false reading.  In the construction of 

PMIs, slower deliveries are considered bullish because they signal rising demand.  However, in 

this case, slower deliveries caused by COVID-19 are actually a reflection of weakness.  It 

appears that equity markets are taking a more cautious reading on the impact of the virus. 

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.wsj.com/articles/global-stocks-fall-on-signs-of-coronaviruss-economic-impact-11582280430?shareToken=stff836b0873194a84b37b123255bcea5c
https://www.ft.com/content/b3f7e1a0-5482-11ea-90ad-25e377c0ee1f
https://www.nytimes.com/2020/02/21/world/asia/china-coronavirus.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20200221&section=topNews&campaign_id=51&instance_id=16159&segment_id=21475&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://gisanddata.maps.arcgis.com/apps/opsdashboard/index.html#/bda7594740fd40299423467b48e9ecf6
https://www.nytimes.com/2020/02/21/world/asia/china-coronavirus.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20200221&section=topNews&campaign_id=51&instance_id=16159&segment_id=21475&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews#link-d41305a
https://www.nytimes.com/2020/02/21/world/asia/china-coronavirus.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20200221&section=topNews&campaign_id=51&instance_id=16159&segment_id=21475&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews#link-d41305a
https://www.nytimes.com/2020/02/21/world/asia/china-coronavirus.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20200221&section=topNews&campaign_id=51&instance_id=16159&segment_id=21475&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews#link-28329683
https://www.ft.com/content/fd5fec40-538b-11ea-90ad-25e377c0ee1f
https://www.ft.com/content/fd5fec40-538b-11ea-90ad-25e377c0ee1f
https://www.globaltimes.cn/content/1180281.shtml
https://www.scmp.com/news/china/society/article/3051582/man-killed-coronavirus-had-organ-damage-similar-caused-sars
https://www.scmp.com/news/china/society/article/3051582/man-killed-coronavirus-had-organ-damage-similar-caused-sars
https://www.ft.com/content/cb8a2fca-5465-11ea-8841-482eed0038b1
https://www.wsj.com/articles/shell-sees-coronavirus-eroding-chinese-natural-gas-demand-11582211167?shareToken=st3b45daa5b84d431082d57face2788010
https://www.wsj.com/articles/coronavirus-cripples-supply-chains-for-many-small-u-s-businesses-11582286402?shareToken=stdcc36dabb09c4200b49c610b31f505d8
https://www.reuters.com/article/us-china-health-asia-supplychain-insight/manufacturers-entangled-in-logistical-nightmare-as-virus-hit-china-limps-back-to-work-idUSKBN20E0B6
https://www.wsj.com/articles/global-stocks-paint-mixed-picture-on-cloudy-outlook-11582193972?shareToken=st42930d55711246af8cf7016413b5b661
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A deal with the Taliban?  There are early reports from the SoS that a plan to reduce violence in 

Afghanistan may be in the offing.  If true, it would be a signal that plans for a peace accord, set 

to be signed on February 29, may be closer to reality.  

 

Iranian elections:  Iranians go to the polls today to vote on a reduced slate of parliamentary 

candidates.  The choice in most districts is either a hardliner or an extreme hardliner.  The 

Council of Guardians, who decides which candidates can run, has severely restricted choices.  

The vote will generate a conservative parliament; however, the legitimacy of the vote is clearly 

weakened.  In other Iranian news, the Financial Action Task Force, a Paris-based organization 

that monitors terrorist financing, is planning to put Iran on its blacklist.  This action will further 

isolate Iran and undermine relations with Europe.   

 

The EU budget:  The EU is in the process of creating a seven-year budget.  One of the major 

parts of this process is the transfer payments that move from the wealthy EU nations to the 

poorer ones.  The latter want a bigger budget with high transfers; the former want less spending.   

A rebellion of sorts from Germany and the “frugal four,” trying to contain spending, is making it 

very difficult for negotiators to make a deal.  Overhanging the problem is Brexit.  The U.K. 

leaving the EU has left a €60 to €75 billion “hole” in available funds; the northern European 

nations are loath to fill that gap.  In effect, the southern nations want the northern nations to 

offset the loss of Britain, while the northern nations want to offset the loss by reducing available 

funds.    

 

Japan:  The government is finalizing a plan to tighten scrutiny of foreign investment in 12 

economic sectors, including defense, nuclear power, aerospace, telecom, utilities and others.  

Signaling a further rollback of globalization, the plan says any foreign investor buying 1% or 

more of certain firms in those sectors would be subject to prescreening, up from 10% currently. 

 

Odds and ends:  Despite the Phase One trade deal, financial conditions in the farm belt continue 

to deteriorate.  Farm bankruptcies are forecast to remain high this year.  The poor financial 

situation for farmers may be behind a shift in recommendations by Agriculture Secretary Perdue.  

He has come out in favor of a carbon tax, a significant break from the stance of the 

administration.  It appears he is angling for farmers to receive payments for carbon sequestering.  

When farmers plant corn or soybeans, carbon is pulled from the atmosphere into the soil.  After 

harvest, if the silage rots, some of this carbon is released back into the atmosphere.  However, 

various techniques may prevent this from occurring and, if so, we suspect Perdue would push for 

farmers to receive payments for containing the carbon that was captured in the growing process.   

 

Energy update:  Crude oil inventories rose 0.4 mb compared to the forecast rise of 3.2 mb. 

https://twitter.com/SecPompeo/status/1230807986857226245?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.washingtonpost.com/world/violence-reduction-in-afghanistan-set-to-begin-after-midnight-saturday/2020/02/21/c3df0fb2-547d-11ea-80ce-37a8d4266c09_story.html
https://www.washingtonpost.com/world/violence-reduction-in-afghanistan-set-to-begin-after-midnight-saturday/2020/02/21/c3df0fb2-547d-11ea-80ce-37a8d4266c09_story.html
https://www.ft.com/content/fb7666ea-5163-11ea-90ad-25e377c0ee1f?emailId=5e4f4ff3d0f77800044f438e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://nyti.ms/2wzUdLE
https://www.ft.com/content/8a1537a4-5246-11ea-90ad-25e377c0ee1f?emailId=5e4f4ff3d0f77800044f438e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/global-terror-finance-watchdog-set-to-sanction-iran-11582240405?shareToken=stc7b7bb45423a4a268fa17bf654a343ee
https://www.ft.com/content/c3e2ef6e-53ed-11ea-8841-482eed0038b1?emailId=5e4f4ff3d0f77800044f438e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/c3e2ef6e-53ed-11ea-8841-482eed0038b1?emailId=5e4f4ff3d0f77800044f438e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.japantimes.co.jp/news/2020/02/21/business/japan-foreign-ownership-12-sectors/#.Xk_gt2hKiUk
https://www.wsj.com/articles/dim-u-s-farm-forecast-extends-into-2020-11582225669?shareToken=std5f63784719b4fa88f9bdaa69ebbc4a9
https://www.ft.com/content/95e2749c-5404-11ea-8841-482eed0038b1
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In the details, U.S. crude oil production was unchanged at 13.0 mbpd.  Exports rose 0.4 mbpd, 

while imports fell 0.2 mbpd.  The inventory build was less than forecast due to rising exports, 

falling imports and a rise in refining activity. 
 

 
(Sources: DOE, CIM) 

 

This chart shows the annual seasonal pattern for crude oil inventories.  This week’s report was 

consistent with seasonal patterns and the gap remains narrow between the normal pace of 

inventory accumulation and the actual.  Seasonally, next week should be steady too, but further 

builds would be expected into May. 
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Based on our oil inventory/price model, fair value is $59.59; using the euro/price model, fair 

value is $46.28.  The combined model, a broader analysis of the oil price, generates a fair value 

of $50.13.  The wide deviation in model forecasts is due to the weakness in the dollar.  Although 

we have seen a rebound in oil prices on hopes that the COVID-19 virus will be contained soon, 

dollar strength remains a bearish risk factor for oil prices.   

 

U.S. Economic Releases 
 

There were no domestic releases prior to the publication of this report.  The table below shows 

the economic releases and Federal Reserve events scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

9:45 Markit Manufacturing PMI m/m Feb 51.5 51.9 ***

9:45 Markit Services PMI m/m Feb 53.4 53.4 **

9:45 Markit Composite PMI m/m Feb 53.3 **

10:00 Existing Homes m/m Jan 5.44 Mil 5.54 Mil ***

10:00 Existing Homes m/m Jan -1.8% 3.6% **

Speaker or event

10:15 Lael Brainard Takes Part on Panel Policy Forum

12:00 Raphael Bostic Takes Part on Panel Policy Forum President of the Federal Reserve Bank of Atlanta

13:30 Richard Clarida Takes Part in Panel at Booth Forum in New York Vice Chairman of Board of Governors of Federal Reserve

13:30 Loretta Mester Discusses Monetary Policy on Panel with Clarida President of the Federal Reserve Bank of Cleveland

Fed Speakers or Events

Economic Releases

District or position

Member of the Board of Governors

 
 

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 
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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 National CPI y/y Jan 0.7% 0.8% 0.7% *** Equity and bond neutral

National CPI ex Fresh Food y/y Jan 0.8% 0.7% 0.8% *** Equity and bond neutral

National CPI ex Fresh Food, Energy y/y Jan 0.8% 0.9% 0.8% *** Equity and bond neutral

Jibun Bank Japan PMI Mfg m/m Jan 47.6 48.8 ** Equity bearish, bond bearish

Jibun Bank Japan PMI Services m/m jan 46.7 51.0 ** Equity bearish, bond bearish

Jibun Bank Japan PMI Composite m/m Jan 47.0 50.1 ** Equity bearish, bond bearish

All Industry Activity Index m/m Dec 0.0% 0.9% 0.3% ** Equity bearish, bond bearish

Australia CBA Australia PMI Mfg m/m Feb 49.8 49.6 ** Equity and bond neutral

CBA Australia PMI Services m/m Feb 48.4 50.6 ** Equity bearish, bond bearish

CBA Australia PMI Composite m/m Feb 48.3 50.2 ** Equity bearish, bond bearish

EUROPE

Eurozone Markit Eurozone Manufacturing m/m Feb 49.1 47.9 47.4 ** Equity bullish, bond bearish

Markit Eurozone Services m/m Feb 52.8 52.5 52.3 ** Equity bullish, bond bearish

Markit Eurozone Composite m/m Feb 51.6 51.3 51.0 *** Equity bullish, bond bearish

CPI y/y Jan 1.4% 1.4% 1.4% *** Equity and bond neutral

CPI Core y/y Jan 1.1% 1.1% 1.1% *** Equity and bond neutral

Germany Markit/BME Germany Manufacturing y/y Jan 47.8 45.3 44.8 ** Equity bullish, bond bearish

Markit Germany Services y/y Jan 53.3 54.2 53.8 ** Equity and bond neutral

Markit/BME Germany Composite m/m Feb 51.1 51.2 50.7 * Equity bullish, bond bearish

Italy Industrial Sales y/y Dec -1.4% 0.1% * Equity and bond neutral

Industrial Orders y/y Dec 6.0% -4.3% ** Equity and bond neutral

CPI EU Harmonized m/m Jan 0.4% 0.5% 0.5% *** Equity and bond neutral

UK Markit UK PMI Manufacturing m/m Feb 51.9 50.0 49.7 ** Equity bullish, bond bearish

Markit/CIPS UK Services PMI m/m Feb 53.3 53.9 53.4 ** Equity and bond neutral

Markit/CIPS UK Composite PMI m/m Feb 53.3 53.3 52.8 ** Equity and bond neutral

PSNB ex Banking Groups y/y Jan -9.8 Bil 4.8 Bil -11.4 Bil ** Equity and bond neutral

Switzerland Money Supply M3 y/y Jan 0.3% 0.7% * Equity and bond neutral

Russia Money Supply Narrow Def m/m 14-Feb 10.85 Tril 10.72 Tril * Equity and bond neutral

AMERICAS

Canada Teranet/National Bank HPI y/y Jan 2.1% 1.9% ** Equity bullish, bond bearish

Brazil Tax Collections m/m Jan 174.991 Bil 147.501 Bil 167.200 Bil * Equity bullish, bond bearish  
 

The Eurozone Markit “flash” purchasing managers’ index for manufacturing rose to a seasonally 

adjusted 49.1 in February, beating both the final January reading of 47.9 and the expected figure 

of 47.4.  The PMI now stands at its highest level since February 2019.  Like all major PMIs, the 

Markit index is designed so that readings under 50 point to contracting activity, so the figure 

suggests Eurozone factory activity is still declining.  However, the decline is now much milder 

than it was late last year.  In another piece of good news, the February flash services PMI rose to 

52.8 from 52.5 in January.  Taken together, the figures are modestly positive for European 

equities and the euro. 

 

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. 
 

https://www.ft.com/content/9c53366e-5480-11ea-8841-482eed0038b1
https://www.ft.com/content/9c53366e-5480-11ea-8841-482eed0038b1
https://www.ft.com/content/9c53366e-5480-11ea-8841-482eed0038b1
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Today Prior Change Trend

3-mo Libor yield (bps) 170 169 1 Up

3-mo T-bill yield (bps) 153 154 -1 Neutral

TED spread (bps) 17 15 2 Neutral

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

10-yr T-note (%) 1.50 1.52 -0.02 Neutral

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

EUR/USD 3-mo swap (bps) 9 9 0 Down

Currencies Direction

dollar Down Neutral

euro Up Down

yen Up Down

pound Up Down

franc Up 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 $58.15 $59.31 -1.96% Global Growth Pessimism

WTI $52.88 $53.88 -1.86%

Natural Gas $1.88 $1.92 -2.29%  

Crack Spread $19.31 $16.41 17.71%

12-mo strip crack $15.32 $15.77 -2.85%

Ethanol rack $1.46 $1.46 -0.29%

Gold $1,634.35 $1,619.56 0.91%

Silver $18.52 $18.37 0.84%

Copper contract $258.95 $259.60 -0.25%

Corn contract 382.75$       382.75$       0.00%

Wheat contract 559.50$       559.25$       0.04%

Soybeans contract 901.25$       901.00$       0.03%

Baltic Dry Freight 480 465 15

Actual Expected Difference

Crude (mb) 0.4 3.2 -2.8

Gasoline (mb) -2.0 -0.5 -1.5

Distillates (mb) -0.6 -2.0 1.4

Refinery run rates (%) 1.40% -0.50% 1.90%

Natural gas (bcf) -151.0 -148.0 -3.0

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 most of 

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

to recede eastward into two states, Florida and Maine.
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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 21, 2020 
 

In 2017, we introduced an indicator of the basic health of the economy and added it to the many 

charts we monitor to gauge market conditions.  The indicator is constructed using commodity 

prices, initial claims and consumer confidence.  The thesis behind this indicator is that these 

three components should offer a simple and clear picture of the economy; in other words, rising 

initial claims coupled with falling commodity prices and consumer confidence is a warning that a 

downturn may be imminent.  The opposite condition should support further economic recovery.  

In this report, we will update the indicator with January data. 
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This chart shows the results of the indicator and the S&P 500 since 1995.  The updated chart 

shows that the upward momentum in the economy has slowed but remains well above zero.  We 

have placed gray bars to indicate recessions.  The indicator was coincident with the 2001 

recession but didn’t turn negative until June 2008, when the recession was well underway.  

Unfortunately, in its raw form, it signals trouble when the equity markets are already well into 

their decline. 
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To make the indicator more sensitive, we took the 18-month change and put the signal threshold 

at minus 1.0.  This provides an earlier bearish signal and also eliminates the false positives that 

the zero threshold generates.  Nevertheless, the fact that this variation of the indicator is below 

zero raises caution.    

 

What does the indicator say now?  The economy has been decelerating but conditions have 

improved over the past three months, lifting this indicator back to near-zero.  Thus, the 

improvement does suggest that investors should remain in equities based on the idea that 

economic conditions remain supportive.  In past updates, we have expressed caution that at least 

rebalancing of portfolios was in order.  This update would indicate that further defensive action 

should be put on hold for now.   

   

 

 
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 2/20/2020 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 2/20/2020 close) 

 

-10.0% -5.0% 0.0% 5.0% 10.0%

Commodities
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Emerging Markets (local currency)

Cash

US High Yield
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Source: Bloomberg

 
 

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 as of 2/19/2020 = 20.4x

 
 

Based on our methodology,1 the current P/E is 20.4x, unchanged 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. 

 

                                                 
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. 


