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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 4, 2020—9:30 AM EST] Global equity markets are higher this morning.  

The EuroStoxx 50 is up 1.3% from its last close.  In Asia, the MSCI Asia Apex 50 closed down 

1.7% from prior close.  Chinese markets were higher, with the Shanghai Composite up 1.3% and 

the Shenzhen Composite up 1.8% from the prior close.  U.S. equity index futures are signaling a 

higher open.  With 227 companies having reported, the S&P 500 Q4 earnings stand at $41.40, 

higher than the $40.59 forecast for the quarter.  The forecast reflects a 2.0% decrease from Q4 

2018 earnings.  Thus far this quarter, 70.0% of the companies have reported earnings above 

forecast, while 21.6% have reported earnings below forecast.   

 

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

discusses Confluence’s 2020 Outlook, titled “Storm Watch.” We explain the key points of our 

outlook, including three factors where our forecast could go awry, and also provide an update on 

developments since the report was published in December.   

 

Optimism on the Wuhan virus; equity markets rise.  Iowa caucus fiasco.  Syria heats up; Iraq has 

a new PM. Here are the details: 

 

Wuhan virus:  There are now 20,696 confirmed infections and 427 fatalities, including one in 

Hong Kong.  Macau announced it will close its casinos for 15 days starting tomorrow.  Oil 

markets are lifting today but only after a decline of more than 10%; WTI briefly fell below $50 

per barrel yesterday.  OPEC is discussing an output cut but nothing official has been announced 

yet.  We are starting to see the ramifications of shutting down transportation networks as 300 

million chickens in Hubei province are threatened with starvation due to the lack of feed.   

 

And yet, despite everything, equity markets are up worldwide, with U.S. equity futures on a tear 

this morning.  Even Shanghai lifted today.  What is going on?  First, we were seeing evidence 

that the global economy was on the mend after weakening last year.  If the Wuhan virus turns out 

to be a temporary problem (as we expect), recovery should follow.  Second, we have already 

seen policy stimulus from China.  It would not be a stretch to see the Fed or ECB offer support if 

there is a slump from this issue.  Third, there is ample liquidity in the world looking for a home 

and the TINA syndrome (There Is No Alternative) appears to be active.  Fourth, although the 

virus is clearly spreading, the pace is falling further below trend. 

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.confluenceinvestment.com/category/podcasts/
https://www.wsj.com/articles/global-stocks-rise-as-investors-bet-on-economic-resilience-11580811800?shareToken=st23a6a81a75e142919dd3fdd3cce7a0f2
https://www.worldometers.info/coronavirus/
https://www.ft.com/content/8f3f5972-46f6-11ea-aeb3-955839e06441
https://www.ft.com/content/8f3f5972-46f6-11ea-aeb3-955839e06441
https://www.wsj.com/articles/deadly-coronavirus-forces-chinas-gambling-hub-to-shut-its-casinos-11580816447?shareToken=st9c720bb6612241b3b51d9da1423c46b8
https://www.wsj.com/articles/saudis-mull-drastic-oil-cuts-in-response-to-coronavirus-11580728630?shareToken=stc3da5639f32c491c9ac89fdc54a5d030
https://www.bloomberg.com/news/articles/2020-01-30/300-million-chickens-are-at-edge-of-death-on-hubei-lockdown?utm_source=Eurasia+Group+Signal&utm_campaign=428036f6fb-EMAIL_CAMPAIGN_2020_02_04_12_06&utm_medium=email&utm_term=0_e605619869-428036f6fb-134308033
https://www.bloomberg.com/news/articles/2020-01-30/300-million-chickens-are-at-edge-of-death-on-hubei-lockdown?utm_source=Eurasia+Group+Signal&utm_campaign=428036f6fb-EMAIL_CAMPAIGN_2020_02_04_12_06&utm_medium=email&utm_term=0_e605619869-428036f6fb-134308033
https://www.ft.com/content/4a5b6980-46f2-11ea-aeb3-955839e06441?emailId=5e38e0a857a1d900042cea3c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://markets.ft.com/data/indices/tearsheet/summary?s=SHI:SHH
https://www.markiteconomics.com/Public/Home/PressRelease/8484b7934c3a4cdaa0296c176c51b21d?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
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Although it is a rudimentary model, this chart does show that reported cases are not rising as fast 

as they were earlier.  In reality, the reported cases should be taken with a large grain of salt.  We 

suspect there are a large number of cases that go unreported because the symptoms are 

undisguisable from the common cold.  If that assumption is correct, the lethality of the Wuhan 

virus is very low.  The harsh measures China and the rest of the world is taking to slow travel are 

probably working, although we suspect historians will argue that the measures were an 

overreaction to the threat.   

 

If all this is true, the effect on the global economy should be notable but short-lived.  As 

infections fall and the virus passes, we should see a rebound in economic activity as inventories 

are rebuilt and pent-up demand is satisfied.  We are concerned about the impact on supply 

chains.  As we saw with Fukushima in 2011, when a nation that is key to global supply chains is 

taken offline, it does have a global impact.  Thus, we could see shortages of some items this year 

that may affect individual companies.   

 

Iowa:  We pay close attention to politics in our analysis but only viewed from the prism of 

market effects.  Iowa held its caucuses yesterday; we still await results.  The political parties in 

Iowa manage this process.  It appears that in an attempt to speed up the process, the Democratic 

Party in Iowa used an untested app and other electronic measures that failed miserably.  

Although we should get results later today, the glitch will tend to reduce the impact of the 

process.  In other words, winners will likely have less momentum and losers will grumble that 

the process, not the voters, failed them.  On to New Hampshire… 

 

Middle East:  After six Turkish soldiers were killed by artillery strikes in Idlib province, Turkey 

dispatched F-16s against Syrian positions, reportedly “neutralizing” 35 Syrian troops.  Turkey 

also warned Russia not to interfere.  Turkey supported rebel forces in Syria and would like to see 

Assad removed; this puts Ankara in direct opposition to Moscow over this issue.  Meanwhile, in 

Iraq, Mohammed Allawi has been designated as PM.  He is the cousin of former PM Iyad Allawi 

https://www.wsj.com/articles/iowa-caucuses-to-kick-off-democratic-nominating-contest-11580731200?shareToken=st6f48759ce8764622895951e527ef4792
https://nyti.ms/37WSZI8
https://nyti.ms/2UjmiR1
https://nyti.ms/2UjmiR1
https://www.aljazeera.com/news/2020/02/iraqi-students-rally-pm-designate-mohammed-allawi-200202174504474.html?utm_source=Eurasia+Group+Signal&utm_campaign=428036f6fb-EMAIL_CAMPAIGN_2020_02_04_12_06&utm_medium=email&utm_term=0_e605619869-428036f6fb-134308033
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and was communications minister in the previous government.  Although Shiite groups loyal to 

Iran have supported Allawi in this role, other groups are protesting his elevation.   

 

Germany:  The government has proposed giving its Federal Cartel Office the power to police 

any monopolistic behavior of “big, market-dominating digital companies.”  Although France has 

recently backed down from its proposal to tax digital revenues, the German proposal is a 

reminder that big U.S. tech firms operating in Europe also face a growing regulatory threat. 

 

Japan:  As an aging population produces more labor shortages and fiscal challenges, the 

government is proposing a new law that would encourage firms to let more people keep working 

up to age 70.  The draft law calls on firms to choose one of five options, including: 1) raising the 

retirement age; 2) scrapping mandatory retirement altogether; 3) allowing employees to keep 

working past the firm’s retirement age; 4) outsource some operations to retirees who start their 

own business or become freelancers; and 5) assign older workers to philanthropic projects run by 

the firms. 

 

Japan and coal:  Japan announced it will build 22 new coal-fired electricity plants to replace 

nuclear facilities that were closed nearly a decade ago after the Fukushima incident.  Although 

this decision flies in the face of pledges to curtail greenhouse gases, the government found itself 

stuck between the need for reliable power and climate issues.  However, we are somewhat 

surprised that Japan didn’t consider natural gas-fired plants.  Given the global glut of LNG (with 

more coming from the U.S. soon), natural gas would seem to be a better alternative.   

 

What would Minsky say?  Two headlines caught our attention this morning.  First, emerging 

markets set a new record for foreign currency-denominated debt issuance in January.  This 

category sold $118 billion of new foreign currency-denominated debt (mostly USD and EUR) 

last month.  An example?  Saudi Arabia recently issued $5.0 billion of USD bonds with a term of 

35 years and 3.84% yield.  Second, global high yield issuance hit a new monthly record in 

January, with $73.6 billion of new debt sold, eclipsing the old record of $70.8 billion set in 

March 2017.  The late Hyman Minsky, whose work was plucked from obscurity during the Great 

Financial Crisis, argued that business cycles end because of credit quality deterioration.  Just 

sayin’… 

 

U.S. Economic Releases 
 

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

the economic releases scheduled for the rest of today. 
 

EDT Indicator Expected Prior Rating

10:00 Factory Orders m/m dec 1.2% -0.7% **

10:00 Factory Orders ex Trans m/m dec 0.1% 0.3% **

10:00 Durable Goods Orders m/m dec 2.4% 2.4% **

10:00 Durable Goods Orders ex Transportation m/m dec -0.1% -0.1% **

10:00 Cap Goods Orders Nondef Ex Air m/m dec -0.9% -0.9% **

10:00 Cap Goods Ship Nondef Ex Air m/m dec -0.4% **

Fed Speakers or Events

Economic Releases

No speakers or events scheduled  
 

https://www.al-monitor.com/pulse/originals/2020/01/iraq-protests-muqtada-sadr.html?utm_campaign=20200203&utm_source=sailthru&utm_medium=email&utm_term=Daily%20Newsletter
https://www.ft.com/content/39559796-4698-11ea-aee2-9ddbdc86190d
https://www.ft.com/content/39559796-4698-11ea-aee2-9ddbdc86190d
https://www.japantimes.co.jp/news/2020/02/04/national/japan-amend-laws-elderly-work-until-70/#.Xjl4iMhKiUk
https://nyti.ms/37SY6ZK
https://www.ft.com/content/e2b2559c-467d-11ea-aee2-9ddbdc86190d?emailId=5e38e0a857a1d900042cea3c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/ce2c00fe-46d3-11ea-aeb3-955839e06441?emailId=5e38e0a857a1d900042cea3c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/ce2c00fe-46d3-11ea-aeb3-955839e06441?emailId=5e38e0a857a1d900042cea3c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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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 Monetary Base y/y jan 2.9% 3.2% ** Equity and bond neutral

Monetary Base End of period y/y jan ¥517.2 Tril ¥518.2 Tril * Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption w/w 2-Feb 108.5 108.0 ** Equity and bond neutral

New Zealand Building Permits m/m dec 9.9% -8.5% *** Equity bullish, bond bearish

EUROPE

Eurozone PPI m/m dec 0.0% 0.2% 0.0% ** Equity and bond neutral

Italy CPI EU Harmonized m/m jan -1.7% 0.2% -1.7% *** Equity and bond neutral

CPI NIC incl. tobacco m/m jan 0.2% 0.2% *** Equity and bond neutral

UK Markit/CIPS UK Constructions m/m jan 48.4 44.4 47.1 ** Equity bullish, bond bearish

Russia Annual GDP y/y 2019 1.3% 2.3% 1.2% *** Equity and bond neutral

AMERICAS

Canada Markit Canada Manufacturing PMI y/y jan 50.6 50.4 ** Equity bullish, bond bearish

Bloomberg Nanos Confidence w/w 31-Jan 56.4 56.5 ** Equity and bond neutral

Brazil Markit Brazil PMI Manufacturing m/m jan 51.0 50.2 ** Equity bullish, bond bearish

CNI Capacity Utilization m/m dec 77.7% 78.2% ** Equity and bond neutral

Trade Balance Monthly m/m jan -$1.745 Bil $5.599 Bil $0.300 Bil ** Equity and bond bearish  
 

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) 175 176 -1 Up

3-mo T-bill yield (bps) 152 154 -2 Neutral

TED spread (bps) 23 23 0 Neutral

U.S. Libor/OIS spread (bps) 157 157 0 Up

10-yr T-note (%) 1.57 1.53 0.04 Neutral

Euribor/OIS spread (bps) -39 -39 0 Neutral

EUR/USD 3-mo swap (bps) 8 7 1 Down

Currencies Direction

dollar Up Neutral

euro Down Down

yen Down Down

pound Up Down

franc Down Down

Central Bank Action Current Prior Expected

RBA Cash Rate Target 0.750% 0.750% 0.750% On forecast  
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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 $54.76 $54.45 0.57%

WTI $50.78 $50.11 1.34%  

Natural Gas $1.83 $1.82 0.44%  

Crack Spread $13.41 $13.07 2.60%

12-mo strip crack $14.54 $14.38 1.16%

Ethanol rack $1.46 $1.45 0.24%

Gold $1,569.50 $1,576.73 -0.46%

Silver $17.72 $17.68 0.22%

Copper contract $255.90 $250.70 2.07%

Corn contract 383.00$       378.75$       1.12%

Wheat contract 563.50$       555.50$       1.44%

Soybeans contract 885.00$       877.00$       0.91%

Baltic Dry Freight 466 487 -21

Actual Expected Difference

Crude (mb) 3.0

Gasoline (mb) 1.8

Distillates (mb) 0.0

Refinery run rates (%) 0.00%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

most of the country, with warmer-than-normal temperatures on the East Coast.  Wet conditions 

are expected in the Northern Plains and Southeast, with dry conditions in California.
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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.  
 

January 31, 2020 
 

Last week, we updated our thoughts about a melt-up in equity markets.  We observed that retail 

flows had diverged from equity market performance and noted that if sentiment shifts and retail 

investors come into equities, the market could rise rapidly to levels that may not be sustainable.  

This week, we are dealing with the opposite problem—a potential “black swan” from the Wuhan 

virus and the subsequent decline in risk assets. 
 

The Wuhan virus is a coronavirus that recently emerged in the Chinese city of Wuhan in the 

Hubei province.  It likely originated in wild animals and “jumped” the species barrier to become 

a human infection.  Since the virus is evolving rapidly, we won’t cover the details of the disease 

in this report.1  In this report, we will discuss how the virus could affect financial markets and 

how investors should handle it. 
 

Pandemics2 can have lasting and significant effects.  The Black Death, transmitted by a flea-

borne bacterium, killed about 25% of the world’s population.  The subsequent population 

reduction led to a 3.5x jump in real wages in Britain from 1310 to 1450.3  However, modern 

medicine has tended to reduce the economic impact of pandemics.  The worst influenza 

pandemic, the Spanish Influenza of 1918, infected 500 million and killed up to 100 million 

globally.  The economic impact was notable but rather short; within a couple of years, the U.S. 

economy had recovered.   
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The Spanish Influenza is shown in yellow.  The pandemic did have an impact on output but was 

dwarfed by the post-WWI recession of 1921. 

                                                
1 Interested readers can follow the evolving details in our Daily Comment. 
2 Pandemic is an epidemic with global proportions.   
3 Scheidel, W. (2017). The Great Leveler: Violence and the History of Inequality from the Stone Age to the Twenty-First 
Century. Princeton, NJ: Princeton University Press, p. 303. 

https://en.wikipedia.org/wiki/Spanish_flu
https://www.confluenceinvestment.com/category/daily-comment/
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The current situation is being compared to the SARS epidemic of 2003, which mostly affected 

China.  Using data from Capital Economics, the disease clearly had an adverse effect on the 

Chinese economy. 
 

 
(The dates on the circle portion of this chart are clearly mislabeled—they should read Q2 2003 through Q2 2004.) 

 

What did financial markets tell us about SARS?  This is a chart of the Hang Sang Index from 

November 2, 2002, to July 31, 2003.   
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If this event follows roughly the same pattern as SARS, then Chinese equities could see a 15% 

decline.  It should be noted that SARS was first detected in November 2002 but was not reported 
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to the WHO until February.  Beijing is acting much faster this time around so the timing could be 

compressed.  It is also important to note that by June the Hang Seng had recovered most of its 

losses.  Such recoveries are typical from these events. 

 

What should investors take from this analysis?  First, these sorts of events usually have a three- 

to five-month period during which they have a significant impact on financial markets.  There is 

always fear that this one will be different and it is possible that it will be.  But, more than likely, 

the Wuhan virus will peak in the next six weeks and the recovery will start.  Second, it’s 

important to note that the operative factor affecting financial markets from this virus is fear.  The 

CDC estimates that between 291k to 646k die each year from influenza.  If the world has 8k 

cases of the Wuhan virus and a 10% lethality rate (which would be roughly in line with SARS), 

then we are looking at about 800 fatalities worldwide, with the majority in China.  That is 

notable but far less than the number of likely fatalities from influenza this year.  Still, the 

element of the unknown will tend to lead markets to overshoot to the downside which may open 

opportunities for a recovery in the spring. 

   

 
 

 

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.  

https://en.wikipedia.org/wiki/The_Andromeda_Strain
https://www.cdc.gov/media/releases/2017/p1213-flu-death-estimate.html
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Data Section 

 

U.S. Equity Markets – (as of 2/3/2019 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 2/3/2019 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. 

 



 

 

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

www.confluenceinvestment.com 

10 

 

P/E Update 

 

January 30, 2020 
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Based on our methodology,4 the current P/E is 20.4x, steady with 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. 

 

                                                
4 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. 


