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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: January 24, 2020—9:30 AM EST] Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 1.4% from last close.  In Asia, the MSCI Asia Apex 50 closed 

up 0.1%.  Chinese markets were closed for the Chinese Lunar New Year.  U.S. equity index 

futures are signaling a higher open.  With 75 companies having reported, the S&P 500 Q4 

earnings stand at $40.60,  slightly higher than the $40.59 forecast for the quarter.  The forecast 

reflects a 2.0% decrease from Q4 2018 earnings.  Thus far this quarter, 69.3% of the companies 

reported earnings above forecast, while 24.0% reported earnings below forecast.   

 

Happy Friday!  Davos continues, and the coronavirus continues to dominate the news on the eve 

of the “year of the rat.”  Here is what we are watching this morning: 

 

Coronavirus:  The virus has now been blamed for 25 fatalities and has infected an estimated 

830.  Confirmed cases have been reported in China, Japan, South Korea, Macau, Taiwan, 

Singapore, Vietnam and Hong Kong.  China is clamping down on travel in a bid to contain the 

virus’s spread.  Eleven cities have some degree of a travel ban, and Disney’s (DIS, 142.20) 

Shanghai resort has closed.  Casino stocks fell on reports of the infection being found in Macau.  

Even parts of the Great Wall have closed.  Hospitals are struggling to deal with the influx of 

patients.  Both the U.K. and Italy are investigating potential cases.  One model of epidemics puts 

the actual infection rate at closer to 4k.  So far, this new virus does not appear to be as virulent as 

SARS; it has caused fewer deaths and those who have died have tended to be elderly with other 

chronic conditions.  S&P estimates the event could reduce China’s GDP this year by 1.2%.  The 

CNY has weakened as the virus has spread.  Due to expectations of an influx of Chinese tourists 

amid the Lunar New Year holiday starting today, Japanese officials are beefing up airport 

screening against the Wuhan coronavirus.  They are also tightening their plans for a potential 

pandemic during the Tokyo Olympic Games this summer.  At least one Olympic-related boxing 

match has already been canceled in Wuhan, and a women’s qualifying soccer match was moved 

to Nanjing. 

 

The underlying market questions from this event are how deep and how long?  In other words, 

how big of a decline will this trigger and how long will it last?  The SARS history does offer 

some clues and it suggests that it will have a rather large impact but it won’t last long.  Note the 

pattern of China’s consumer confidence: 

 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.nytimes.com/2020/01/24/world/asia/china-coronavirus.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20200124&section=topNews?campaign_id=51&instance_id=15412&segment_id=20599&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.ft.com/content/e28b7bfa-3dfb-11ea-a01a-bae547046735
https://www.ft.com/content/e28b7bfa-3dfb-11ea-a01a-bae547046735
https://www.ft.com/content/e28b7bfa-3dfb-11ea-a01a-bae547046735
https://www.ft.com/content/1993db1c-3e59-11ea-a01a-bae547046735
https://www.reuters.com/article/us-china-health-disney/shanghai-disney-to-be-closed-to-help-prevent-spread-of-virus-idUSKBN1ZN0EZ
https://www.reuters.com/article/us-china-health/china-shuts-down-transport-temples-as-virus-death-toll-rises-to-25-idUSKBN1ZM087
https://www.politico.eu/article/wuhan-coronavirus-4-things-to-know-china/?utm_source=POLITICO.EU&utm_campaign=e5f7083a45-EMAIL_CAMPAIGN_2020_01_24_05_58&utm_medium=email&utm_term=0_10959edeb5-e5f7083a45-190334489
https://www.nytimes.com/interactive/2020/01/21/world/asia/china-coronavirus-maps.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20200124&section=topNews?campaign_id=51&instance_id=15412&segment_id=20599&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://nyti.ms/2RLumHx
https://nyti.ms/2RLumHx
https://www.ft.com/content/1993db1c-3e59-11ea-a01a-bae547046735?emailId=5e2a680aa3e8180004c5bed8&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/yuan-falters-as-china-battles-wuhan-virus-11579846844?shareToken=stf4be3c3adc624574bb9ac841ed917356
https://www.japantimes.co.jp/news/2020/01/23/national/science-health/coronavirus-spotlights-japan-contagion-risks-olympics-loom/#.Xir2YshKiUk
https://www.japantimes.co.jp/news/2020/01/23/national/science-health/coronavirus-spotlights-japan-contagion-risks-olympics-loom/#.Xir2YshKiUk
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SARS occurred in 2003; it clearly had a short-term impact on consumer confidence.  On the 

other hand, industrial production did drop but also recovered quickly. 
 

 
 

The comparisons to 2003 do have problems; the Chinese economy was in a robust growth phase.  

That is not the case now.  But, the most likely outcome is that this will be a short-term event. 

 

Eurozone:  IHS Markit today said its composite purchasing managers’ index for the Eurozone 

came in at a seasonally adjusted 50.9 in January, matching the December reading but falling 

short of the expected reading of 51.2.  The index is designed so that readings over 50 point to 

expanding activity, so the January figure suggests the Eurozone economy continues to grow at a 

lethargic pace.  One bright spot, however, was that the manufacturing PMI rose to 47.8.  That 

still points to contraction in the factory sector, but it is better than the reading of 46.3 in 

December and it beat the expected reading of 46.8.  IHS Markit also released its single-country 

indexes, which showed significant improvement in the all-important German manufacturing 

sector.  Germany’s manufacturing PMI beat expectations by rising to 45.2 from 43.7 previously.  

France’s manufacturing PMI was better as well, rising to 51.0 from 50.4.  In sum, the figures 

provide a glimmer of hope that the Eurozone economy could be turning the corner.  The figures 

are therefore boosting European stocks so far today. 

 

https://www.ft.com/content/472abbfa-3e7b-11ea-b232-000f4477fbca
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United Kingdom:  The flash IHS Markit/CIPS composite purchasing managers’ index for the 

U.K. rose to a seasonally adjusted 52.4, smashing the December reading of 49.3 and handily 

beating the expected reading of 50.7.  The January index for manufacturing beat with a rise to 

49.8, but, because of the dominance of Britain’s service sector, the key index for the country is 

its services PMI.  That index jumped to 52.9 in January, reaching its highest level since mid-

2018.  The figures suggest the British economy is bouncing back nicely from the Brexit debate.  

Even though the figures undermine any expectations for a new cut in interest rates, they should 

be positive for British stocks going forward. 

 

United States-China:  The Commerce Department’s proposed rule that would make it harder 

for U.S. firms to sell to Chinese telecom giant Huawei (002502.SZ, 2.99) from their overseas 

factories is reportedly being resisted by the Defense Department on grounds that hurting the U.S. 

firms’ sales would damage their ability to conduct research and development.  The news 

highlights the split within the Trump administration when it comes to China policy. 

 

Europe-Iran:  Even though Germany, France and Britain last week triggered a dispute-

settlement mechanism under the 2015 nuclear deal with Iran, European diplomats now say they 

won’t reimpose sanctions on the country unless it significantly ramps up its violations of the 

agreement.  However, it’s not clear whether Iran would hold the line on its nuclear activities, 

given that its leaders are probably still itching to take revenge for the U.S. killing of Gen. 

Qassem Soleimani earlier this month. 

 

United States-Iraq:  In protest against the U.S. killing of Gen. Soleimani on Iraqi soil, tens of 

thousands of Iraqis have launched a demonstration calling for U.S. troops to be expelled from the 

country.  The protest is being led by an old foe of the U.S., the Shiite cleric Moqtada al-Sadr, 

who was the first Shiite leader to call for armed resistance after the U.S. invasion of Iraq in 2003.  

We suspect he is being egged on by the Iranians, who would likely consider a U.S. expulsion 

from Iraq to be sweet revenge for the killing of Gen. Soleimani. 

 

A tale of railroads:  Union Pacific (UNP, 187.19) is adopting “precision-scheduling 

railroading,” which is a plan to run fewer trains on tighter timetables with more cars.  It is 

improving efficiency at the cost of 3,000 jobs.  This is a truism of economics; productivity 

improvements coupled with slow growth usually mean that the benefits of the productivity 

enhancement goes to capital.  Labor’s participation in the improvement is usually reliant on a 

stronger expansion.  In other words, if the economy is robust, those 3,000 workers will easily 

find other work.  But, if it’s not, they may become unemployed.  In the current situation, the 

most likely problem is that these displaced workers will find jobs but at a lower pay than their 

current ones.   

 

FICO:  The FICO score is the backbone of modern consumer finance.  Prior to the development 

and adoption of the FICO score, the creditworthiness of households was determined by 

individual loan officers.  The officers relied on the specific knowledge of the community; the 

system generally worked well but was inefficient.  The FICO score allowed a lender to quickly 

ascertain a borrower’s creditworthiness without community knowledge.  This not only fostered 

national lending (as opposed to local lending only) for households, but it also gave financial 

firms the ability to efficiently securitize loans to build bonds that could be sold to investors.  For 

https://www.ft.com/content/b68f2e22-3e7b-11ea-b232-000f4477fbca
https://www.wsj.com/articles/pentagon-blocks-clampdown-on-huawei-sales-11579870801?mod=hp_lead_pos3
https://www.wsj.com/articles/europe-to-avoid-triggering-sanctions-if-iran-limits-expansion-of-nuclear-work-11579797991
https://www.wsj.com/articles/tens-of-thousands-march-in-baghdad-against-u-s-troops-in-iraq-11579860644
https://www.wsj.com/articles/tens-of-thousands-march-in-baghdad-against-u-s-troops-in-iraq-11579860644
https://www.wsj.com/articles/railroads-quest-for-speed-cost-freight-shippers-more-than-1-billion-last-year-11559133129?shareToken=st1f7da30e5f7e41eda96c30a5c7ab7d1b
https://www.wsj.com/articles/railroads-quest-for-speed-cost-freight-shippers-more-than-1-billion-last-year-11559133129?shareToken=st1f7da30e5f7e41eda96c30a5c7ab7d1b
https://www.wsj.com/articles/union-pacific-to-cut-nearly-3-000-jobs-11579798292?shareToken=st3278244ee3e24fcb91b8274166f3d386
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consumers, the FICO score can determine access to credit and the cost of borrowing.  The Fair 

Isaac Corporation (FICO, 415.08) is adjusting its scoring system to pay closer attention to rising 

debt levels and trigger downgrades faster for borrowers in arrears.  The expected outcome will be 

a wider gap between safe and risky borrowers and make it more difficult for risky borrowers to 

access credit.  It remains to be seen if this change will affect consumption.   

 

Energy update:  Crude oil inventories fell 0.4 mb compared to the forecast rise of 1.0 mb. 
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In the details, U.S. crude oil production was unchanged at 13.0 mbpd.  Exports fell 0.1 mbpd, 

while imports fell the same amount.  The decline in stockpiles was unexpected. 
 

 
(Sources:  DOE, CIM) 

 

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

bit below normal.  As the chart shows, oil inventories usually rise into late spring and then 

https://www.wsj.com/articles/fico-changes-could-lower-your-credit-score-11579780800?shareToken=st2a9122a9f95148628c93ce5a4b7bf284
https://www.wsj.com/articles/fico-changes-could-lower-your-credit-score-11579780800?shareToken=st2a9122a9f95148628c93ce5a4b7bf284
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decline significantly into late summer.  Last year, this pattern was disrupted to some extent 

because of exports. 
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Based our oil inventory/price model, fair value is $64.53; using the euro/price model, fair value 

is $50.92.  The combined model, a broader analysis of the oil price, generates a fair value of 

$55.18.  We are seeing the divergence between dollar and oil inventories narrow as dollar 

weakness persists.  Given the level of geopolitical risk, prices have not moved significantly 

above the inventory fair value price, although the combined model would suggest a richly valued 

market.  With inventories poised to rise seasonally and tensions seemingly easing, softer prices 

are more likely in the coming weeks.  The recent epidemic in China has been a bearish event 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 scheduled for the rest of today. 
 

EDT Indicator Expected Prior Rating

9:45 Markit Manufacturing PMI m/m jan 52.5 52.4 ***

9:45 Markit Services PMI m/m jan 53.0 52.8 **

9:45 Markit Composite PMI m/m jan 52.7 **

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 
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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 National CPI y/y dec 0.8% 0.5% 0.7% *** Equity and bond neutral

National CPI ex Fresh Food y/y dec 0.7% 0.5% 0.7% *** Equity and bond neutral

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

Jibun Bank Japan PMI Composite m/m jan 51.1 48.6 ** Equity and bond neutral

Jibun Bank Japan PMI Manufacturing m/m jan 49.3 48.4 ** Equity bullish, bond bearish

Jibun Bank Japan PMI Services m/m jan 52.1 49.4 ** Equity bullish, bond bearish

Australia CBA Australia PMI Composite m/m jan 48.6 49.6 ** Equity and bond bearish

CBA Australia PMI Manufacturing m/m jan 49.1 49.2 ** Equity and bond neutral

CBA Australia PMI Services m/m jan 48.9 49.8 ** Equity and bond bearish

New Zealand CPI y/y 4q 1.9% 1.5% 1.8% *** Equity and bond neutral

Credit Card Spending y/y dec 3.4% 4.5% * Equity and bond neutral

EUROPE

Eurozone Markit Eurozone Manufacturing m/m jan 47.8 46.3 46.8 ** Equity bullish, bond bearish

Markit Eurozone Services m/m jan 52.2 52.8 52.8 ** Equity and bond neutral

Markit Eurozone Composite m/m jan 50.9 50.9 51.2 ** Equity and bond neutral

Germany Markit/BME Germany Manufacturing m/m jan 45.2 43.7 44.5 ** Equity bullish, bond bearish

Markit Germany Services m/m jan 54.2 52.9 53.0 ** Equity bullish, bond bearish

Markit/BME Germany Composite m/m jan 51.1 50.2 50.5 ** Equity bullish, bond bearish

France Markit France Manufacturing PMI m/m jan 51.0 50.4 50.6 ** Equity bullish, bond bearish

Markit France Services PMI m/m jan 51.7 52.4 52.2 ** Equity and bond neutral

Markit France Composite m/m jan 51.5 52.0 52.0 ** Equity and bond neutral

UK Markit UK Manufacturing PMI m/m jan 49.8 47.5 48.8 ** Equity bullish, bond bearish

Markit/CIPS UK Services PMI m/m jan 52.9 50.0 51.1 ** Equity bullish, bond bearish

Markit/CIPS UK Composite PMI m/m jan 52.4 49.3 50.7 ** Equity bullish, bond bearish

Russia Money Supply Narrow Def w/w 17-Jan 10.78 Tril 10.80 Tril * Equity and bond neutral

AMERICAS

Mexico Economic Activity IGAE y/y nov -1.2% -0.8% -0.6% *** Equity and bond bearish

Brazil FGV Consumer Confidence m/m jan 90.4 91.6 *** 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) 180 181 -1 Up

3-mo T-bill yield (bps) 152 152 0 Neutral

TED spread (bps) 28 29 -1 Neutral

U.S. Libor/OIS spread (bps) 158 158 0 Up

10-yr T-note (%) 1.74 1.73 0.01 Neutral

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

EUR/USD 3-mo swap (bps) 6 5 1 Down

Currencies Direction

dollar Up Neutral

euro Down Neutral

yen Down Down

pound Down Down

franc Down Up  
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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 $61.76 $62.04 -0.45%

WTI $55.41 $55.59 -0.32%  

Natural Gas $1.89 $1.93 -2.08%  

Crack Spread $13.61 $13.64 -0.22%

12-mo strip crack $16.31 $16.34 -0.20%

Ethanol rack $1.44 $1.44 0.14%

Gold $1,560.01 $1,562.94 -0.19%

Silver $17.83 $17.80 0.19%

Copper contract $272.10 $272.60 -0.18%

Corn contract 391.00$       393.75$       -0.70%

Wheat contract 575.50$       580.50$       -0.86%

Soybeans contract 904.75$       909.50$       -0.52%

Baltic Dry Freight 576 623 -47

Actual Expected Difference

Crude (mb) -0.4 1.0 -1.4

Gasoline (mb) 1.7 3.2 -1.4

Distillates (mb) -1.2 2.5 -3.7

Refinery run rates (%) -1.70% -0.70% -1.00%

Natural gas (bcf) -92.0 -87.0 -5.0

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 most of 

the country.  Wet conditions are expected mostly in the Great Plains, with dry conditions 

anticipated in the Southwest.
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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 24, 2020 

 

One of the risks we noted in the 2020 Outlook: Storm Watch was the potential for a “melt-up.”  

On the one hand, seeing a parabolic rise in equities seems like a positive.  On the other, a rise of 

significant magnitude only occurs because of a surge of late buyers; these latecomers usually 

suffer large losses and become something of a cautionary tale for future investors.  The decline 

in equities that follows a melt-up is usually large too, more than it would have been had the rally 

not occurred. 

 

The idea of the melt-up is due to the fact that equities have been rising with little evidence of 

strong retail participation. 

  

 
 

This chart shows weekly flows into mutual funds and equity ETFs.  We have added a 12-week 

average through the data.  On average, flows into equities have been negative since May 2018.  

A similar calculation for bond funds shows strong inflows since last January. 

https://www.confluenceinvestment.com/wp-content/uploads/Q4_2019_2020_Outlook_Storm_Watch.pdf
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On a longer-term basis, the recent divergence between retail flows into equities and the S&P 500 

is notable. 
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On this chart, we overlay the S&P 500 along with monthly flows into equities from retail mutual 

funds and ETFs.  We have generated a trend line in the data to show the underlying behavior of 

this series.  The divergence became an outlier in late 2017 and, since then, the index has 

continued to rise with falling retail flows.  Why is this happening?  The continued rise in equities 

is clearly coming from institutional buyers.  Some of the lift might be due to a falling level of 

equities themselves.  The S&P 500 divisor, which takes into account buybacks, mergers and new 

entrants into the index, has been declining since 2010.  With fewer stocks available, the same 

level of liquidity can lead to higher prices.  Still, even buybacks cannot fully account for this 

divergence. 
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Our fear is that if retail investors decide that missing out is too painful, the influx of liquidity 

could send prices up strongly.  At this point, there is little evidence to suggest this is happening.  

Not only are flows depressed but retail liquidity remains elevated. 
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Retail money market levels are similar to where they were during the Great Financial Crisis.  

When the equity markets began to recover in 2009, the levels of money markets declined, 

helping fuel the recovery.  Although this level of liquidity may exist as a hedge against 

uncertainty, if confidence rises, there are ample resources for a strong rally in stocks.  Again, as 

we said earlier, there has been little evidence that sentiment is becoming bullish, but, if it does, 

the melt-up we discussed in our Outlook is more probable.   

   

  

 
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 1/23/2019 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 1/23/2019 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. 
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P/E as of 1/22/2020 = 20.4x

 
 

Based on our methodology,1 the current P/E is 20.4x, up 0.1x from last week.  Rising index 

values led to the increase. 

 

 
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. 


