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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 27, 2020—9:30 AM EST] Global equity markets are lower this morning.  

The EuroStoxx 50 is down 2.1% from last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.5%.  Chinese markets were closed for the Chinese Lunar New Year.  U.S. equity index futures 

are signaling a lower open.  With 85 companies having reported, the S&P 500 Q4 earnings stand 

at $40.70,  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, 69.4% of the companies reported 

earnings above forecast, while 23.5% reported earnings below forecast.   

 

Global equity and commodity markets continue to sink on the Wuhan virus.  The U.K. prepares 

to officially leave the EU on Friday.  The Fed meets this week as it considers new tools.  Italian 

markets get some positive news.  Here is what we are watching this morning: 

 

The Wuhan virus:  The virus infection rate is soaring.  The death toll is now above 80 and 

China is extending the New Year’s holiday to keep citizens in place.  The U.S. has confirmed 

five cases of the disease. The State Department is organizing flights to pull U.S. diplomats and 

some private citizens from Wuhan.  Hong Kong is preventing anyone from the Hubei province 

from entering the territory.  Fifteen nations, or territories have now confirmed cases, although the 

vast majority are in China.  Current estimates suggest that China’s GDP will likely decline from 

0.5% to as much as 1.2%.  Wuhan is a major industrial hub for China and thus the outbreak is 

having a significant economic impact.  Of course, fear is dampening consumption activity in 

what is a major shopping season for China.   

 

The CPC leadership is scrambling to contain the spread of the virus.  Official warnings of an 

“accelerating” spread are uncharacteristically frank.  One of the problems with authoritarian 

regimes is that they claim full control, so events such as these undermine that image.  One of the 

characteristics of this virus is that it is contagious during an incubation period that can last up to 

two weeks.  Simply put, a person can carry the disease and be completely asymptomatic for a 

rather longer period.  Thus, containing the spread will be tricky.   

 

So, what is to be done…at least for investors?  First, these sorts of events usually have a three to 

five month period where they have a significant impact on financial markets.  There is always a 

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

the Wuhan virus will peak in the next six weeks and then 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.  It is highly unlikely the 
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Wuhan virus will be as lethal.  Still, there is a level of familiarity from the flu1 that reduces the 

uncertainty surrounding it, so the market effects are usually muted.  Overall, the Wuhan virus is 

a big deal but investors should not overreact. 

 

Italy:   On Sunday, local elections were held in the region of Emilia-Romagna.  Such elections 

would not usually be a matter of concern outside of Italy, but Matteo Salvini of the League 

entered the race to restart his plans to capture the government.  Interestingly enough, he was 

defeated by the center-left incumbent governor Stefano Bonaccini.   With the national 

government consisting of the Democrats, and the left-wing Five Star Movement now looking 

more secure in the short term, investors are aggressively bidding up Italian bonds.  So far today, 

the yield on the benchmark 10-year note is down 16 basis points to just 1.07%.  Across the West 

we are seeing political alignments in flux; in Europe, conservatives are joining up with 

environmental parties, and center-left parties are flirting with communists.  It is unlikely that any 

of these “odd couple” arrangements will hold, but the fact they are occurring at all shows the 

degree of political stress that is affecting Western democracies.   

 

Brexit:  The official break occurs on Friday, although most of the rules will remain in place as 

the two sides negotiate the trade relationship.  By year’s end, freedom of movement between the 

U.K. and the EU will end; it is possible that visas will be required.  Brexit may have already cost 

the U.K. its preeminence in finance; London is no longer considered the world’s top financial 

hub.   Meanwhile, the Johnson government is risking the ire of the Trump administration over 

Huawei (002502, CNY, 2.99).  There is growing concern that a major casualty of Brexit could be 

the British auto industry.   

 

A “new” Fed tool:  The FOMC meets this week; no change in anything is expected.  According 

to reports, the Fed is dusting off an old tool.  During WWII, the Treasury would inform the Fed 

of its borrowing needs and the rate it wanted to pay; the central bank would expand its balance 

sheet to accommodate the government’s borrowing.  This process continued in some forms until 

the Fed became independent in 1951.  Essentially, what the Fed is considering is fixing Treasury 

rates across the yield curve to ensure that rates will remain low.  This policy could become very 

important if fiscal funding followed an MMT structure; the worry about MMT is that the deficits 

could trigger a jump in bond yield brought on by “bond vigilantes.”  Under this policy, there 

would be no bond vigilantes.  Of course, other rates might rise; however, in this period, we note 

that corporate rates also tended to fall. 

 

                                                 
1 Actually, we have been worried about the flu for some time; the fourth WGR we wrote in 2006 was on Avian 
Influenza.   

https://www.politico.eu/article/italys-center-left-set-to-fend-off-salvinis-far-right-advance-in-regional-vote/?utm_source=POLITICO.EU&utm_campaign=8b63f2acfd-EMAIL_CAMPAIGN_2020_01_27_05_32&utm_medium=email&utm_term=0_10959edeb5-8b63f2acfd-190334489
https://www.politico.eu/article/europe-odd-couple-politics-strange-coalition-governments/?utm_source=POLITICO.EU&utm_campaign=8b63f2acfd-EMAIL_CAMPAIGN_2020_01_27_05_32&utm_medium=email&utm_term=0_10959edeb5-8b63f2acfd-190334489
https://www.ft.com/content/64e7f218-4ad4-11e7-919a-1e14ce4af89b?emailId=5e2e597792dc500004bede2f&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.washingtonpost.com/world/europe/one-of-the-biggest-impacts-of-brexit-an-end-to-freedom-of-movement/2020/01/26/4ac165ea-3d25-11ea-afe2-090eb37b60b1_story.html?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.ft.com/content/06d80468-3e0d-11ea-b232-000f4477fbca?emailId=5e2e597792dc500004bede2f&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/06d80468-3e0d-11ea-b232-000f4477fbca?emailId=5e2e597792dc500004bede2f&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/98f8809c-385a-11ea-a6d3-9a26f8c3cba4
https://www.ft.com/content/5bef8972-405a-11ea-bdb5-169ba7be433d?emailId=5e2e597792dc500004bede2f&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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https://www.ft.com/content/be3d5084-3c57-11ea-b232-000f4477fbca?emailId=5e2ec5fa92dc500004bee8ed&segmentId=2785c52b-1c00-edaa-29be-7452cf90b5a2
https://www.wsj.com/articles/fed-officials-weigh-new-recession-fighting-tool-capping-treasury-yields-11580050800?shareToken=st3e9a6b26cbe04e7e96bde9bef62bb38d
https://www.richmondfed.org/-/media/richmondfedorg/publications/research/econ_focus/2009/fall/pdf/federal_reserve.pdf
https://www.richmondfed.org/-/media/richmondfedorg/publications/research/econ_focus/2009/fall/pdf/federal_reserve.pdf
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This chart shows the 10-year T-note and Baa corporate bond yields of similar duration from 

1935 through 1958.  Note that the spread consistently declined then slowly rose as the Fed lifted 

interest rates to cool inflation.  The 1934-51 period is financial repression at its finest; what was 

missing in this earlier period is the current level of financial engineering.  The creation of various 

products to generate higher yield would be the real “bull market” if the Fed “goes back to the 

future.”   

 

Global Housing Market:  On top of the risk that China’s coronavirus may spread abroad, data 

from the Dallas Federal Reserve shows global home prices in the third quarter of 2019 were up 

just 1.8% from one year earlier (net of inflation), compared with a recent peak of 4.3% in 2016.  

The continued slowdown in housing reflects the world’s general economic slowdown in recent 

years, weaker cross-border demand in the midst of trade wars, and reduced affordability. 

 

United States-European Union:  U.S. Commerce Secretary Ross warned that the Trump 

administration will retaliate if European Commission President von der Leyen’s proposed tax on 

carbon imports is protectionist.  The threat raises a new area of friction that could result in a 

worsening trade war with the U.S. 

 

Germany:  The IFO Institute’s January business confidence index pulled back to a seasonally-

adjusted 95.9, short of both the December reading of 96.3 and the expected figure of 97.0.  The 

expectations index fell to 92.9 from 93.8.  Although German activity has improved a bit in recent 

months, the data suggests the economy remains anemic. 

 

https://www.wsj.com/articles/new-risk-to-world-economy-synchronized-housing-slowdown-11580121001?mod=hp_lead_pos4
https://www.wsj.com/articles/new-risk-to-world-economy-synchronized-housing-slowdown-11580121001?mod=hp_lead_pos4
https://www.ft.com/content/f7ee830c-3ee6-11ea-a01a-bae547046735
https://www.ft.com/content/f7ee830c-3ee6-11ea-a01a-bae547046735
https://www.ft.com/content/940bac06-40e5-11ea-a047-eae9bd51ceba
https://www.ft.com/content/940bac06-40e5-11ea-a047-eae9bd51ceba
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India:  The government said it plans to sell its entire stake in Air India after its proposal two 

years ago to unload 76% garnered no interest.  Officials also lowered the amount of debt that 

would be passed on to any buyer.  The proposal is positive for Indian stocks, as it appears to 

show the government’s commitment to push through meaningful privatizations. 

 

Iraq:  Cleric Moqtada al-Sadr reversed course and withdrew his support for antigovernment 

protestors, after many of them criticized him for trying to hijack their movement for his own 

political gain.  Despite al-Sadr’s withdrawal of support, and a new effort by police to get control 

of the situation, mass demonstrations against the government are being held again today.  

Separately, a suspected militia rocket attack struck the U.S. Embassy and injured one person 

yesterday.  It was reportedly the first known direct hit on the Embassy compound. 

 

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 New Home Sales m/m dec 1.5% 1.3% ***

10:00 New Home Sales m/m dec 730k 719k **

10:30 Dallas Fed Manufacturing Activity m/m jan -1.8 -3.2 **

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.  

https://www.wsj.com/articles/india-seeks-bidders-for-100-stake-in-flag-carrier-air-india-11580128754?mod=lead_feature_below_a_pos1
https://www.wsj.com/articles/iraqis-head-to-streets-after-security-forces-move-to-quash-protests-11580051047
https://www.washingtonpost.com/world/middle_east/three-rockets-crash-into-baghdads-us-embassy-compound-wounding-one/2020/01/27/8e371d02-40e4-11ea-abff-5ab1ba98b405_story.html
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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

EUROPE

Germany IFO Business Climate m/m jan 95.9 96.3 97.0 ** Equity bearish, bond bullish

IFO Expectations m/m jan 92.9 93.8 94.8 ** Equity bearish, bond bullish

IFO Current Assessment m/m jan 99.1 98.8 99.1 ** Equity and bond neutral

France Total Jobseekers q/q 4q 3.309 Mil 3.365 Mil ** Equity and bond neutral

UK UK Finance Loans for Housing m/m dec 46815 43715 44000 ** Equity bullish, bond bearish

Switzerland Domestic Sight Deposits w/w 24-Jan 508.9 Bil 508.6 Bil ** Equity and bond neutral

Total Sight Deposits w/w 24-Jan 587.2 Bil 585.9 Bil ** Equity and bond neutral

AMERICAS

Mexico Retail Sales y/y nov 2.1% 0.4% 0.4% *** Equity bullish, 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) 180 179 1 Up

3-mo T-bill yield (bps) 149 150 -1 Neutral

TED spread (bps) 30 30 0 Neutral

U.S. Libor/OIS spread (bps) 157 158 -1 Up

10-yr T-note (%) 1.63 1.68 -0.05 Neutral

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

EUR/USD 3-mo swap (bps) 4 5 -1 Down

Currencies Direction

dollar Flat Neutral

euro Flat Neutral

yen Up Down

pound Flat Down

franc Up Up  
 

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 $58.97 $60.69 -2.83% Global Growth Pessimism

WTI $52.67 $54.19 -2.80%  

Natural Gas $1.95 $1.89 2.91%  

Crack Spread $11.82 $12.89 -8.26%

12-mo strip crack $15.15 $15.81 -4.19%

Ethanol rack $1.43 $1.44 -0.36%

Gold $1,581.82 $1,571.53 0.65%

Silver $18.26 $18.10 0.86%

Copper contract $263.20 $268.40 -1.94%

Corn contract 381.00$       387.25$       -1.61%

Wheat contract 562.00$       573.50$       -2.01%

Soybeans contract 890.00$       902.00$       -1.33%

Baltic Dry Freight 557 576 -19

Shipping

Energy Markets

Metals

Grains

 
 

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 for the majority of the country, with dry conditions 

anticipated in California and Texas.
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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 1/24/2019 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 1/24/2019 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,2 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. 

 

                                                 
2 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. 


