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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 24, 2020—9:30 AM EST] Global equity markets are mostly lower this 

morning.  The EuroStoxx 50 is currently down a sharp 3.6% from its last close.  In Asia, the 

MSCI Asia Apex 50 closed down 2.1%.  Chinese markets were mixed, with the Shanghai 

Composite down 0.3% and the Shenzhen Composite up 1.4%.  U.S. equity index futures are 

signaling a lower open.  With 437 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, 71.6% of the companies have reported earnings 

above forecast, while 20.4% have reported earnings below forecast.   

 

It’s “red Monday” - global equities are taking a hit as the COVID-19 virus is starting to look like 

a global pandemic.  Risk assets are down around the world while most risk-off assets, gold and 

Treasuries, are rallying.  We cover three elections - Iran, Germany and Nevada.  The president is 

in India.  Here are the details: 

 

COVID-19:  Worldwide cases are now 79,524 with 2,626 fatalities.  Up to this weekend, the 

virus was mostly a Chinese problem.  That has now changed.  South Korea has seen its cases rise 

to 833, Italy is up to 215 and Iran has reported 61.  South Korea is facing a crisis as cases rise 

and quarantines go into effect.  Italy has seen a jump in cases as well.  The famous Carnival in 

Venice closed early due to the virus.  Italian authorities are putting towns under quarantine; EU 

nations are considering border blockades.  In China, it appears that victims of the COVID-19 

who have recovered can still spread the disease, leading authorities to put recovered patients 

back into quarantine.  If this characteristic is confirmed, it would be most disturbing as it would 

become almost impossible to stop its spread because carriers would be asymptomatic.  Iran is 

seeing a rise in cases and is shutting down schools in response.  Neighboring nations are closing 

borders with Iran.  There is a dispute over the number of fatalities in Iran.   Chinese leaders 

confirmed that the National People’s Congress will be postponed due to COVID-19. 

 

We would have to say that the perception of the virus has changed.  Financial markets have been 

looking through the initial wave of infections and expecting conditions to improve by the end of 

March.  If the virus prompted policy stimulus, risk-on assets would do even better.  That attitude 

appears to have changed over the weekend, although signs of caution were emerging last week.  

As the virus spreads, it does appear that the global economic impact will be larger than first 

thought.  Clearly, China will be hurt but it does have policy space to react to the problem.  

Unfortunately, most policy measures boost demand, but if the problem is supply, the impact of 

lowering interest rates or distributing cash will merely bring higher prices.  Reports suggest that 
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Chinese firms are facing severe liquidity constraints and supplying credit will raise already 

elevated debt levels.  Low levels of global inventories are intensifying the impact of outages.  

Further disruptions of global supply chains appear inevitable.  The G-20 warns that COVID-19 

will threaten global growth.  At the same time, U.S. officials continue to believe that the virus 

will not be an impediment to China’s purchases as mandated by the Phase One agreement.  We 

suspect that position will change. 

 

Our overall view of the virus remains the same; we expect it to be mostly a three-month event 

and look for the virus to dissipate.  However, this is a probabilistic statement; there is a chance 

that COVID-19 becomes a global pandemic that becomes impossible to control and has an 

impact similar to influenza pandemics of the past.  We continue to think the odds of this outcome 

are rather low but the spread we are observing is a concern.  But, for now, we still see this 

problem mostly over by spring.   

 

Elections:  There were three elections of note over the weekend.  In Hamburg, Germany, local 

elections gave the beleaguered SDP a rare win.  The state will likely be governed by a 

Green/SDP coalition.  In Iran, as we noted last week, the leadership had restricted candidates that 

could run, ensuring that conservatives would triumph.  They did, but the turnout was so low that 

the mandate from the election was certainly weakened.   In Nevada, Sen Sanders (I-VT) won 

easily, putting together a surprisingly broad coalition.  As the schedule of primaries intensifies, 

Sanders has a chance to create an insurmountable lead.  Although we would put most of the 

blame for equity market weakness on the COVID-19, the rise of Sanders is likely contributing to 

market pressure as well.   The Left-Wing Establishment is in a tizzy over Sanders.  The 

complaints sound remarkably similar to 2016 among the Right-Wing Establishment.   

 

Passage to India:  President Trump is in India for a two-day tour.  So far, things appear to be 

going well, although there are noteworthy policy differences between the two nations.   

 

Odds and ends:  A rising CHF versus the EUR is causing problems for the Swiss National 

Bank.  In the past, the SNB has aggressively intervened to fix the CHF/EUR rate.  However, 

intervention to prevent the rise of the CHF would likely anger the U.S. and is complicating 

policy.  The booming tech sector in northern California is starting to look like a bust.  The impact 

on the broader economy might be next.   

 

U.S. Economic Releases 
 

The Chicago Federal Reserve said its January National Activity Index rose to -0.25 from a 

revised -0.51 in December, but that was still short of the expected reading of -0.18.  The CFNAI 

is designed to produce negative readings when the national economy is expanding slower than its 

historical rate.  The reading for January therefore suggests the U.S. economy remains in the 

doldrums, even if things have improved a bit from late last year.  The chart below shows the 

data, smoothed with a six-month moving average.  We did see some modest improvement in the 

index, but it still remains in negative territory, suggesting the economy is growing below trend. 
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The table below shows the economic releases and Federal Reserve events scheduled for the rest 

of the day. 
 

EDT Indicator Expected Prior Rating

10:30 Dallas Fed Manufacturing Activity m/m Feb 0.0 -0.2 **

Speaker or event

15:00 Loretta Mester Speaks on Economy at NABE Conference 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

New Zealand Retail Sales Ex-Inflation q/q 4q 0.7% 1.7% 0.8% ** Equity and bond neutral

Credit Card Spending y/y Jan 3.7% 3.5% ** Equity and bond neutral

EUROPE

Germany IFO Business Climate m/m Feb 96.1 96.0 95.3 *** Equity bullish, bond bearish

IFO Expectations m/m Feb 93.4 92.9 92.1 *** Equity bullish, bond bearish

IFO Current Assessment m/m Feb 98.9 99.2 98.6 ** Equity bullish, bond bearish

AMERICAS

Canada Wholesale Trade Sales m/m Dec 0.9% -1.1% 0.4% ** Equity bullish, bond bearish  
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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) 168 168 0 Up

3-mo T-bill yield (bps) 150 152 -2 Neutral

TED spread (bps) 18 16 2 Neutral

U.S. Libor/OIS spread (bps) 153 155 -2 Up

10-yr T-note (%) 1.39 1.47 -0.08 Neutral

Euribor/OIS spread (bps) -42 -41 -1 Neutral

EUR/USD 3-mo swap (bps) 12 8 4 Down

Currencies Direction

dollar Up Neutral

euro Down Down

yen Up Down

pound Down Down

franc Down 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 $56.12 $58.50 -4.07% Coronavirus panic.

WTI $51.30 $53.38 -3.90% Coronavirus panic.

Natural Gas $1.85 $1.91 -3.04% Coronavirus panic.

Crack Spread $18.88 $19.27 -2.03%

12-mo strip crack $14.89 $15.35 -2.94%

Ethanol rack $1.45 $1.46 -0.19%

Gold $1,682.77 $1,643.41 2.40% Coronavirus panic.

Silver $18.79 $18.49 1.60% Coronavirus panic.

Copper contract $257.30 $261.60 -1.64% Coronavirus panic.

Corn contract 377.50$       380.75$       -0.85% Coronavirus panic.

Wheat contract 542.75$       552.00$       -1.68% Coronavirus panic.

Soybeans contract 887.75$       899.00$       -1.25% Coronavirus panic.

Baltic Dry Freight 497 480 17

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

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

West and Midwest, with colder-than-normal temperatures in Florida.  Wet conditions are 

expected in a band running from the Southwest to the Midwest.
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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 2/21/2020 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 2/21/2020 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 20, 2020 

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10 20

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM TRAILING P/E

P
/E

Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

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. 


