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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 28, 2020—9:30 AM EST] Global equity markets are lower this morning.  

The EuroStoxx 50 is currently down 2.9% from its last close.  In Asia, the MSCI Asia Apex 50 

closed relatively down 1.6%.  Chinese markets were lower, with the Shanghai Composite down 

3.7% and the Shenzhen Composite down 4.9%.  U.S. equity index futures are signaling a lower 

open.  With 452 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, 72.1% of the companies have reported earnings above forecast, 

while 20.1% 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.   

 

Equity markets around the world continue to spiral lower.  Turkey and Syria are on the brink of 

war and Europe may face another refugee crisis in the midst of COVID-19.  U.K. talks tough on 

trade.  Here are the details: 

 

COVID-19:  There are 83,774 reported cases worldwide with 2,867 fatalities.  There are 

widespread reports of disruption around the world.  China has issued a record number of force 

majeure certificates, which allow exporters to break contracts with suppliers without penalty.  

China is also forcing banks to give small company borrowers grace periods and loan forgiveness 

to prevent bankruptcies.  World ports report significant disruptions.  Japan has closed all its 

schools.  The U.S. has locked down its largest military base.  The IMF is considering making its 

April meeting “virtual.”  Nigeria reported the first case of the COVID-19 virus in sub-Saharan 

Africa.  After a coronavirus patient’s dog tested positive for COVID-19, the Hong Kong 

government said any pets belonging to infected patients must also be quarantined.  Although this 

may sound funny at first glance, it’s also a serious development because it may mean the disease 

has a whole new means of transmission to humans.   

 

Meanwhile, the U.S. is struggling to develop a response to the virus.  It appears that U.S. health 

workers did not follow infection disease protocols in treating those evacuated from Wuhan, 

raising the possibility that these workers could become disease vectors if they contracted the 

illness.  The White House is insisting on vetting all public comments on the virus; although that 

does allow for consistent messaging, as we saw in China, it can also delay bad news and 
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facilitate wider infection rates.  At the same time, the vice president has selected Debbie Birx to 

act as “coordinator” on combating the virus, which sounds like a “czar.”  One of the problems of 

selecting Pence to oversee the role is that a president can’t fire a vice president—if the vice 

president’s performance is poor, he would remain in office.  By creating a coordinator position, 

that person could be fired if she doesn’t meet up to the job.  Another worry—the fractured 

insurance system may prompt some Americans from seeking treatment for fear of inability to 

pay.  A report from Florida serves as a cautionary tale.   

 

As a reminder, all the research we have analyzed suggests that 80% of those infected report mild 

or nearly no symptoms.  This is good and bad news.  The good news is that, unless this virus 

mutates into a more virulent form, most victims will think they had a cold.  The bad news is that 

it will be nearly impossible to prevent its spread.  In fact, the measures taken to thwart the spread 

may cause more economic damage than the disease itself. 

 

On that topic, U.S. equity markets have fallen into correction territory in record fashion. 
 

 
(Source: Deutsche Bank) 

 

The S&P is falling much faster than seen in corrections or bear markets. 
 

https://www.politico.com/news/2020/02/27/white-house-coronavirus-response-debbie-birx-117893
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(Source: Deutsche Bank) 

 

This sort of decline suggests equity markets are anticipating recession.  Is this reasonable?  The 

key, from where we sit, is the reaction of consumers.  As we have noted before, U.S. GDP has 

become unusually reliant on consumption.   
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The four-quarter average of the contribution to GDP from consumption is below 2%, which in 

the past has often led to recessions.  The other components—net exports, investment and 

government—are not contributing enough to offset a serious decline in consumption.  The worry 

is that if consumer confidence is rattled and households rein in spending, it will be difficult to 

https://www.wsj.com/articles/u-s-coronavirus-outbreak-would-pose-risk-to-record-expansion-11582808400?shareToken=staa11579a67ee4eb2bc37e8aad732793b
https://www.axios.com/coronavirus-recession-warnings-9eb743aa-2fd2-47ac-9e85-19ff54a07d3c.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
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avoid at least a mild recession.  Should a virus that will affect a supermajority with a cold be 

enough to bring down consumption?  If humans were rational, it shouldn’t; but, there is ample 

evidence to show that humans are anything but rational.   

 

Meanwhile, we are seeing some rather odd actions in other financial markets as well.  Gold is not 

acting like a safety asset today, suggesting that investors only have eyes for Treasuries.  The 

EUR has been surging as carry trades unwind; the EUR has been a funding currency and as 

borrowers retreat the EUR is being bought back.  Financial markets expect the FOMC to cut next 

month (we would be surprised), while Lagarde says the ECB probably won’t move.   

 

Turkey and Syria:  Syrian (or Russian) attacks on Turkish positions in Idlib province have 

killed 33 Turkish soldiers.  Turkey, a member of NATO, should be able to request “Article 5” 

support, which details that an attack on one member is an attack on all.  So far, NATO has been 

reluctant to support Turkey.  President Erdogan is preparing a military response but one of the 

factors he is facing is a wave of new refugees from the embattled province who are fleeing the 

war.  Turkey does not want to deal with the influx and is threatening to “open the borders” to 

refugees so they can flee to Europe.  This is the last thing Europe needs right now.  It still hasn’t 

resolved the last inflow of refugees and a new inflow when some European nations are closing 

borders due to COVID-19 could lead to yet another political and economic crisis for Europe.   

 

Brexit:  Although we believe most of this “bellowing” is posturing, PM Johnson is threatening 

to walk away from trade talks with the EU if his demands aren’t met.  The four big issues are 

regulatory alignment, fishing territory, financial services and the negotiating deadline.   

 

Shelton update:  It appears that Judy Shelton may be confirmed after all.  She has turned two 

GOP senators who were skeptics and only needs one more to get approved.  She would be a 

reliable dove as long as a Republican is in the White House, but we would expect her to develop 

talons if a Democrat wins in November.   

 

OPEC:  Separately, as the virus panic disrupts economic activity and pushes down oil demand, 

Saudi Arabia is pushing OPEC and its partners, including Russia, to cut oil output by a collective 

1.0 mbpd when they meet next week in order to shore up prices.  That compares with a proposal 

earlier this month to cut output by 600,000 barrels per day, which Russia strongly resisted. 

 

Israel:  By the time we publish our Monday morning Daily Comment, Israelis will be voting in 

their third parliamentary election in a year.  In recent polls, Prime Minister Netanyahu and his 

conservative Likud Party have been pulling away from challenger Benny Gantz and his Blue and 

White coalition.  However, even if Likud beats the coalition by one or two seats as expected, 

Netanyahu would still not have enough seats to govern on his own and would have to form an 

alliance with smaller parties. 

 

U.S. Economic Releases 
 

Advance goods trade deficit came in narrower than expected at $65.5 billion compared to the 

forecast of $68.5 billion.  The prior report’s deficit was revised wider from $68.3 billion to $68.7 

billion.  Additionally, wholesale inventories came in below expectations, falling 0.2% from the 

https://finance.yahoo.com/news/coronavirus-expert-no-need-to-panic-yet-203125069.html
https://nypost.com/2020/02/27/americans-are-avoiding-corona-beer-amid-coronavirus-outbreak-survey-finds/?mod=djem10point
https://nypost.com/2020/02/27/americans-are-avoiding-corona-beer-amid-coronavirus-outbreak-survey-finds/?mod=djem10point
https://www.wsj.com/articles/euros-surge-shows-power-of-carry-trades-unwinding-11582886860?shareToken=st4a7be3ee7c164bcd85f0119de07fff43
https://www.wsj.com/articles/euros-surge-shows-power-of-carry-trades-unwinding-11582886860?shareToken=st4a7be3ee7c164bcd85f0119de07fff43
https://www.ft.com/content/9228eefa-5975-11ea-a528-dd0f971febbc?emailId=5e588eecd7fbd60004b08f7e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://nyti.ms/3chbQ2X
https://www.bbc.com/news/world-middle-east-51667717?utm_source=Eurasia+Group+Signal&utm_campaign=6334ac03ac-EMAIL_CAMPAIGN_2020_02_28_12_12&utm_medium=email&utm_term=0_e605619869-6334ac03ac-134308033
https://www.aljazeera.com/news/2020/02/turkish-soldiers-killed-air-raid-syria-idlib-200227211119672.html?utm_source=Eurasia+Group+Signal&utm_campaign=6334ac03ac-EMAIL_CAMPAIGN_2020_02_28_12_12&utm_medium=email&utm_term=0_e605619869-6334ac03ac-134308033
https://www.reuters.com/article/us-syria-security-turkey-migrants/turkey-will-no-longer-stop-syrian-migrant-flow-to-europe-turkish-official-idUSKCN20L33V?utm_source=Eurasia+Group+Signal&utm_campaign=6334ac03ac-EMAIL_CAMPAIGN_2020_02_28_12_12&utm_medium=email&utm_term=0_e605619869-6334ac03ac-134308033
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prior month compared to the estimate of a 0.1% rise.  Retail inventories remained unchanged 

from the prior month compared to expectations of a 0.2% rise. This chart shows the advance 

goods trade deficit. 
 

 
 

Personal income rose 0.6% from the prior month compared to expectations of a 0.4% rise.  

Meanwhile, personal spending rose 0.2% compared with expectations of a 0.3% rise. 
 

 
 

The chart above shows the annual change in personal income and wages and salary of 

manufacturing industries.  The slowdown in personal income is likely attributed to a slowdown 

in wages and salary in the manufacturing sector.  In January, wages and salary for workers in 

that sector only rose 0.8% from the prior year. 
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The PCE, the Federal Reserve’s preferred measure of inflation, has come in below the Fed’s 

2.0% target.  Headline PCE rose 1.7% from the prior year compared to expectations of a 1.8% 

rise.  The core PCE rose 1.6% from the prior year compared with expectations of a 1.7% rise. 
 

 
 

This chart shows the annual change of core PCE and core CPI.  Core PCE continues to hold well 

below the Fed’s 2% target and, given recent turmoil, could be an argument for cutting rates. 

 

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 MNI Chicago PMI m/m Feb 46.0 42.9 ***

10:00 U. of Michigan Sentiment m/m Feb 100.7 100.9 ***

10:00 U. of Michigan Current Conditions m/m Feb 113.8 **

10:00 U. of Michigan Expectations m/m Feb 92.6 **

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

10:00 U. of Michigan 5-10 Yr Inflation m/m Feb 2.3% **

Fed Speakers or Events

Economic Releases

No speakers or events scheduled  
 

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 
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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 Tokyo CPI y/y Feb 0.4% 0.6% 0.5% ** Equity bullish, bond bearish

Tokyo CPI ex-Fresh Food y/y Feb 0.5% 0.7% 0.6% ** Equity bullish, bond bearish

Tokyo CPI ex-Fresh Food, Energy y/y Feb 0.7% 0.9% 0.8% ** Equity bullish, bond bearish

Jobless Rate m/m Jan 2.4% 2.2% 2.2% ** Equity bearish, bond bearish

Job-To-Applicant Ratio m/m Jan 1.49 1.57 1.57 ** Equity bearish, bond bearish

Retail Sales m/m Dec 0.6% 0.2% -0.2% ** Equity bullish, bond bearish

Industrial Production m/m Jan 0.8% 1.2% 0.2% ** Equity bullish, bond bearish

Housing Starts y/y Jan -10.1% -7.9% -5.4% ** Equity bearish, bond bearish

India GDP q/q 4Q 4.7% 4.5% 4.7% ** Equity and bond neutral

Fiscal Deficit INR Crore m/m Jan 53747 123891 ** Equity and bond neutral

Australia Private Sector Credit y/y Jan 2.5% 2.4% 2.4% ** Equity and bond neutral

New Zealand ANZ Consumer Confidence m/m Feb -0.5% -0.5% ** Equity and bond neutral

EUROPE

Germany Import Price Index m/m Jan -0.9% -0.7% -0.3% ** Equity bullish, bond bearish

Unemployment Change m/m Feb -10.0k -2.0k 4.5k ** Equity bearish, bond bearish

Unemployment Claims Rate m/m Feb 5.0% 5.0% 5.0% *** Equity and bond neutral

Italy CPI EU Harmonized y/y Feb 0.3% 0.4% 0.4% * Equity and bond neutral

CPI NIC incl. tobacco y/y Feb 0.4% 0.6% 0.6% *** Equity and bond neutral

France CPI EU Harmonized m/m Feb 1.6% 1.7% 1.6% ** Equity and bond neutral

CPI m/m Feb 0.0% -0.4% 0.0% ** Equity and bond neutral

PPI m/m Jan -0.1% 0.0% *** Equity and bond neutral

Consumer Spending m/m Jan -1.1% -0.3% 0.0% ** Equity bearish, bond bearish

GDP q/q 4Q -0.1% -0.1% -0.1% * Equity and bond neutral

UK Nationwide House Px m/m Feb 2.3% 1.9% 2.3% ** Equity and bond neutral

AMERICAS

Canada Current Account Balance q/q 4Q -$8.76 Bil -$9.86 Bil -$8.96 Bil ** Equity bullish, bond bearish

Mexico Trade Balance m/m Jan -2.416 Bil 3.068 Bil -3.300 Bil ** 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) 161 164 -3 Up

3-mo T-bill yield (bps) 129 140 -11 Neutral

TED spread (bps) 33 23 10 Neutral

U.S. Libor/OIS spread (bps) 131 136 -5 Up

10-yr T-note (%) 1.22 1.26 -0.04 Neutral

Euribor/OIS spread (bps) -43 -42 -1 Neutral

EUR/USD 3-mo swap (bps) 17 6 11 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. 
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Price Prior Change Explanation

Brent $51.29 $52.18 -1.71% Global growth pessimism

WTI $45.99 $47.09 -2.34%

Natural Gas $1.69 $1.75 -3.54%

Crack Spread $16.76 $16.00 4.71%

12-mo strip crack $13.71 $13.00 5.43%

Ethanol rack $1.42 $1.42 -0.30%

Gold $1,620.02 $1,645.01 -1.52%

Silver $17.10 $17.78 -3.80%

Copper contract $253.90 $257.15 -1.26%

Corn contract 367.75$       368.00$       -0.07%

Wheat contract 522.75$       527.50$       -0.90%

Soybeans contract 885.50$       895.00$       -1.06%

Baltic Dry Freight 529 517 12

Actual Expected Difference

Crude (mb) 0.5 1.8 -1.3

Gasoline (mb) -2.7 -2.0 -0.7

Distillates (mb) -2.1 -1.5 -0.6

Refinery run rates (%) -1.50% -0.65% -0.85%

Natural gas (bcf) -143.0 -164.0 21.0

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 nearly all of the country except 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 28, 2020 
 

Since the end of the Financial Crisis, there has been a steady deterioration in investment-grade 

credit quality. 
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This chart shows the percentage of investment-grade bonds rated at BBB.  Since late 2018, this 

portion has represented half of outstanding investment-grade credit.  This rating is the lowest end 

of investment-grade credit, so the dominance of this segment raises questions about the stability 

of these corporate bonds under deteriorating financial conditions.   

 

History tends to show that monetary policy has the most significant impact on the percentage of 

BBB debt. 
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A rising policy rate between 2004 into 2006 coincided with a sizeable decline in the percentage 

of BBB-rated debt in the investment-grade category.  Low rates since 2008 led to a steady rise in 

the percentage of BBB-rated debt.  Most notably, the policy tightening from 2016 into last year 

did not slow the rise, suggesting investors did not believe that monetary policy would lead to 

concerns about credit quality. 

 

This data suggests a couple of issues.  First, the current high level of low-rated debt in 

investment-grade is a concern if the economy weakens or policymakers overtighten.  Second, 

investors appear confident that neither outcome is likely in the short run and, if anything, the 

FOMC will react quickly to protect the economy from trouble.  The risk, of course, is that either 

this confidence is misplaced or a circumstance will develop to which no amount of policy 

stimulus can prevent credit deterioration.   

 

In response to this deterioration of credit quality, we have reduced our overall exposure to 

investment-grade credit in our allocations to fixed income.  However, we remain overweight to 

investment-grade, in part, due to expectations that a recession or a credit event isn’t imminent.   

   

 

 
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 2/27/2020 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 2/27/2020 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 27, 2020 
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P/E as of 2/26/2020 = 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. 


