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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 26, 2020—9:30 AM EST] Global equity markets are lower this morning.  

The EuroStoxx 50 is currently down 0.6% from its last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.9%.  Chinese markets were lower, with the Shanghai Composite down 0.8% and 

the Shenzhen Composite down 2.7%.  U.S. equity index futures are signaling a flat open.  With 

445 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, 71.9% of the companies have reported earnings above forecast, while 

20.2% have reported earnings below forecast.   

 

The newest episode of our Confluence of Ideas podcast series is now available. This episode 

discusses Confluence’s 2020 Geopolitical Outlook.  We examine the U.S. 2020 elections, the 

situation in Iran, China’s debt, the impact of demographics and North Korea. We also provide an 

update on emerging issues since we published the report in mid-December.   

 

Global equity markets continue under pressure this morning, despite rumors that some Asian 

“national teams” are trying to support the market.  U.S. equity futures are trying to stabilize.  We 

update the COVID-19 news, along with an update on Brexit.  Here are the details: 

 

COVID-19:  The number of reported cases is now 81,191 with 2,768 fatalities.  South Korea 

now has 1,261 confirmed cases and Italy is up to 322.  Iran has 139, including its deputy health 

minister.  The U.S. has 57.  Brazil is likely to confirm its first case today.  A U.S. soldier 

stationed in South Korea has contracted the disease.  The WHO is still not declaring a pandemic, 

risking comparisons to debt-rating agencies.  Japan is expressing concern that the summer 

Olympics may be at risk.  Hong Kong is moving to “helicopter money” to deal with the crisis, 

handing out money to every Hong Kong citizen.  As the virus spreads across Europe, Italy is 

pressing for budget relief in light of the crisis.   

 

However, the big news came yesterday when the CDC issued a warning that the COVID-19 will 

come to the U.S.  It warns that the U.S. should prepare for disruptions.  Since the middle of last 

week, evidence has grown that the virus has jumped China and is now becoming a global 

problem.  The CDC’s warning seemed to give a clear indication that comparisons to SARS no 

longer work and that we should be treating this more like a major influenza outbreak.  The next 

focus will probably be on Iran.  The country is suffering from sanctions and thus its health 

system is compromised.  Therefore, Iran is probably unprepared and under-resourced for 

COVID-19.  In addition, it is in the crossroads of the Middle East and it sponsors groups that 
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infiltrate the rest of the region.  Thus, it could become a new vector for COVID-19.  It is 

becoming clear that COVID-19 will have a negative global impact.  The key questions are, “how 

deep” and “how long”?  We continue to believe that the economic impact will be deep but 

mostly outside the U.S. and last a duration of three to four months.  We also continue to watch 

for evidence that our central case is wrong.  It is worth noting that the IMF is warning against 

overreaction.   

 

In China, there are increasing worries that agriculture continues to be disrupted which could 

create food shortages later this year.  Of course, this also may make it easier for China to achieve 

its Phase One purchase agreements.  One of our China sources suggests there are two items to 

watch that will signal that the CPC thinks it has COVID-19 under control: (a) Xi personally 

visits Wuhan, and (b) dates for the National Party Congress are announced. 

 

Some observations on markets—first, Treasuries are proving to be the best hedge against risk.  

Second, bitcoin has failed to do the same, showing it isn’t exactly like gold, which has performed 

rather well in this event.  In terms of the S&P 500, the decline so far has been 8.1%. 
 

 
(Source: Bloomberg) 
 

Although we are still focusing on the short-term effects of COVID-19, a potential longer term 

impact is that it could weaken the case for globalization.  Elements within the administration are 

said to be pressing the case for separation.  

 

Brexit:  Next week, EU and U.K. negotiators open formal talks on a trade deal.  Comments from 

both sides suggest that talks will be difficult.  This news may be behind today’s weakness in the 

GBP. 

 

Germany:  Candidates for CDU leadership are throwing their names in the hat.  The three 

named candidates so far are Arrmin Laschet, Friedrich Merz and Norbert Röttgen.  Here are their 

profiles. 
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Odds and ends:  There will be new local elections in Catalonia to try to break the separatist 

movement.  Khalid al-Falih, the former energy minister who was fired last September and 

stripped of his chairmanship of Saudi Aramco (2222, Tadawul, SAR 33.45), has been tapped to 

rejoin the government as investment minister, a newly created cabinet position.  It is generally 

believed that al-Falih was fired for slow walking the Aramco IPO; bringing him back could 

mean a number of things.  One is that the crown prince believes he will be better in this role.  

The other could be that the king realizes his son made a mistake in firing al-Falih and wants an 

older hand in the government.  Axios reports that small business growth has mostly been 

centered in cities and suburbs and rural America has been losing small businesses.  In repo, one 

of the problems for this market is that banks have the desire to hold much more reserves than the 

Fed expected.  At the same time, there is a facility available for immediate liquidity needs, the 

discount window.  Unfortunately, borrowing through the discount window carries a negative 

stigma, suggesting a bank is in trouble.  And so, instead of risk being seen in a bad light, banks 

refused to lend at 10% overnight rates last September.  A recommended solution would be a 

standing repo facility, which would be like the discount window but with a different name.  This 

may or may not solve the problem because analysts may view the standing repo facility as equal 

to the discount window and view borrowing there as a sign that a bank is in trouble.  In an 

interesting development, JP Morgan (JPM, 126.26) has indicated it will begin tapping the 

discount window on occasion; since the bank is considered the gold standard for U.S. banking, 

its borrowing at the window won’t carry a stigma.  The belief is that if JP Morgan borrows there, 

other banks can too and the discount window can become the resolution for the repo problem and 

allow the Fed to reduce its balance sheet.   

 

U.S. Economic Releases 
 

MBA mortgage applications rose 1.5% from the prior week.  Purchases rose 5.7%, while 

refinancing fell 0.8%.  The average 30-year fixed rate fell 4 bps from 3.77% to 3.73%. 

 

The table below shows the economic releases and Federal Reserve events scheduled for the rest 

of the day. 
 

EDT Indicator Expected Prior Rating

10:00 New Home Sales m/m Feb 718k 694k ***

10:00 New Home Sales m/m Feb 3.5% -0.4% **

Speaker or event

11:30 Charles Evans Speaks in Mexico City President of the Federal Reserve Bank of Chicago

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.  

https://www.ft.com/content/8eb83068-42a1-11ea-abea-0c7a29cd66fe?emailId=5e55e7129fd4bc0004e5bc44&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/saudi-arabia-names-new-energy-minister-11567895724?shareToken=st81fa3bb6ec5744bd9c3e51b90f19e782
https://www.wsj.com/articles/aramco-to-name-new-chair-replacing-saudi-energy-minister-falih-11567438988?shareToken=std3d139b10ecd4b9b9cde4af4ea1fc329
https://www.wsj.com/articles/fired-saudi-oil-chief-falih-returns-as-investment-minister-11582650865?shareToken=st69c346fa906f4951970ef6285c9d95d2
https://www.axios.com/rural-america-meager-business-growth-27cf114a-1dfe-4542-b3ec-9c5a8c227ac0.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.wsj.com/articles/jpmorgan-wont-shun-the-feds-discount-window-anymore-11582662187?shareToken=st2513f114d3f94f1cbefcf013568d8093
https://www.wsj.com/articles/jpmorgan-wont-shun-the-feds-discount-window-anymore-11582662187?shareToken=st2513f114d3f94f1cbefcf013568d8093
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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 Supermarket Sales y/y Jan -2.0% -3.3% ** Equity bearish, bond bearish

Australia Construction Work Done q/q 4Q -3.0% -0.4% -1.0% ** Equity bearish, bond bearish

EUROPE

France Consumer Confidence m/m Feb 104 104 103 *** Equity and bond neutral

UK BRC Shop Price Index m/m Feb -0.6% -0.3% -0.3% ** Equity bearish, bond bearish

Switzerland Credit Suisse Survey Expectations m/m Feb 7.7 8.3 * Equity and bond neutral

AMERICAS

Mexico Current Account Balance q/q 4Q $2.486 Bil $2.013 Bil $3.750 Bil *** Equity and bond neutral

International Reserves Weekly w/w 21-Feb $183.337 Bil $182.660 Bil ** Equity bullish, bond bearish

Retail Sales y/y Dec -0.4% 1.7% -0.8% ** 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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 165 168 -3 Up

3-mo T-bill yield (bps) 149 149 0 Neutral

TED spread (bps) 16 19 -3 Neutral

U.S. Libor/OIS spread (bps) 150 151 -1 Up

10-yr T-note (%) 1.37 1.35 0.02 Neutral

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

EUR/USD 3-mo swap (bps) 12 10 2 Down

Currencies Direction

dollar Flat Neutral

euro Up Down

yen Down Down

pound Down 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. 
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Price Prior Change Explanation

Brent $53.77 $54.95 -2.15% Global growth pessimism

WTI $49.23 $49.90 -1.34%

Natural Gas $1.86 $1.85 0.87%

Crack Spread $16.93 $17.58 -3.69%

12-mo strip crack $13.71 $14.06 -2.53%

Ethanol rack $1.44 $1.44 -0.28%

Gold $1,643.78 $1,635.14 0.53%

Silver $18.04 $18.00 0.23%

Copper contract $255.40 $258.20 -1.08%

Corn contract 376.50$       376.50$       0.00%

Wheat contract 535.50$       537.00$       -0.28%

Soybeans contract 889.00$       888.25$       0.08%

Baltic Dry Freight 508 506 2

Actual Expected Difference

Crude (mb) 1.8

Gasoline (mb) -2.0

Distillates (mb) -1.5

Refinery run rates (%) -0.65%

Natural gas (bcf) -164.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

central states and the Northeast, with colder-than-normal temperatures in Florida and the 

Rockies.  Wet conditions are expected for virtually all of the country except for the Pacific 

Northwest and Florida.
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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 2/25/2020 close) 
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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. 

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

Asset Class Performance – (as of 2/25/2020 close) 

 

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

Commodities

Small Cap

Foreign Developed ($)

Mid Cap

Emerging Markets ($)

Foreign Developed (local currency)

Emerging Markets (local currency)

Large Cap

US High Yield

Cash

Real Estate

US Corporate Bond

US Government Bond
YTD Asset Class Total Return

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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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. 


