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

The EuroStoxx 50 is up 0.1% from last close.  In Asia, the MSCI Asia Apex 50 closed down 

0.9%.  Chinese markets were closed for the Chinese Lunar New Year.  U.S. equity index futures 

are signaling a higher 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.   

 

Update on the coronavirus and the FOMC meeting begins today.  Asian equity markets remain 

under pressure, but Europe and the U.S. are stabilizing.  U.K. defies U.S. on Huawei (002502, 

CNY 2.99)  Here is what we are watching this morning: 

 

Coronavirus:  The infection rate and death toll continue to mount.  Infections are now over 

4,500 and the death toll is over 100.  Hong Kong is increasing travel restrictions from the 

mainland.  The quarantine hospital in Beijing has reopened to deal with the Wuhan virus.  In 

what could be a significant disclosure, the mayor of Wuhan, Zhou Xianwang, reports that rules 

imposed by the central government limited what could be disclosed in the early stages of the 

outbreak.  This puts the Xi government in a bad light, suggesting it is making similar errors to 

the SARS crisis and exacerbating the spread of the disease.  Japan reported its first domestic 

transmission of the virus.  Meanwhile, governments are moving to evacuate citizens from 

Wuhan; the worry is that they may be inadvertently spreading the disease, although it would be a 

true “own goal” if these evacuees are not monitored closely.  The CDC has expanded its travel 

warning to all of China.  In a rather curious development, China has been receiving donations 

from Western firms.  As the virus spreads, worries about the hit to global growth are rising as 

well.  We suspect this event will reduce growth; the collapse in oil prices is clear evidence that 

market participants think so too.  However, it is also important to remember that one of the 

functions of the financial markets is to offer a place where such events can be discounted.  It is 

quite possible that some markets are underestimating the impact, while others are overdoing it a 

bit.  The fact that European and U.S. equity markets are stabilizing is probably an example of 

properly discounting the impact of distance from the epicenter of the pandemic.  What remains to 

be seen is if the Asian equity markets (or oil prices, for that matter) have overestimated the 

effect.   

 

FOMC:  Although no change in rates are expected, Chair Powell will almost certainly be 

peppered with questions in the press conference about the expansion of the balance sheet.  

Although the official line from the committee has been that the expansion to protect the repo 
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market was not QE, financial markets have, thus far, ignored those directives.  In other words, 

markets are treating this as QE4.  Thus, there is a risk that if the Fed moves to withdraw the 

liquidity, financial markets might not take it well.  It should also be noted that committee 

members are far from united on policy; although we suspect these divisions will lead to stasis in 

the short run, in the long run, it makes divining the path on policy much more difficult.  

However, for now, we expect the Fed to maintain steady rates and keep ample liquidity in the 

financial markets.  Still, any hint of reducing the balance sheet may not be taken well. 

 

Britain:  The U.K. has officially defied the U.S. and will allow a limited level of Huawei 

products into its telecommunications system.  The Johnson government believes it can restrict 

the use of Huawei products and thus reduce the chances that the equipment could compromise 

security.  This will not be taken well by Washington because the policy will likely be adopted by 

the rest of Europe as well.  We will be watching to see what sort of retaliation will be delivered 

by the U.S.  At a minimum, the decision could put the British on the defensive as they try to 

negotiate a new, post-Brexit trade deal with the U.S. 

 

United States-Japan-South Korea-France:  The “Five Eyes” intelligence-sharing alliance (the 

U.S., the U.K., Canada, Australia and New Zealand) has reportedly begun to coordinate with 

Japan, South Korea and France to better track North Korea’s missile program and sanctions 

busting.  The “Five Eyes Plus” framework also includes Germany on issues related to the 

cyberthreat from China.  In spite of the trade and defense budget tensions among the allies, the 

expanded intelligence sharing is a welcome sign that the countries can still cooperate against 

clear threats. 

 

Eurozone:  The ECB said six Eurozone banks have failed to meet their capital requirements, up 

from just one bank last year.  Most concerning, the report said that because of bad business 

models and poor internal governance, “most significant institutions” in the Eurozone don’t even 

generate enough earnings to cover their cost of capital, which naturally impedes their ability to 

build internal capital, or raise new equity.  That goes far toward explaining the weak investment 

performance of many Eurozone banks over the last decade.  Given the prevalence of banks in the 

European stock market indices (and in the broader international indices as well), it also helps 

explain the outperformance of U.S. stocks over the same period. 

 

Russia:  Kremlin-controlled natural gas monopoly Gazprom said it will complete the 

NordStream 2 gas pipeline from Russia to Germany by itself, after several European firms pulled 

out of the project.  The decision is being reported as a victory for the U.S. sanctions announced 

last month, which were designed to impede Europe’s increasing dependence on Russian gas.  It 

now looks like the project will be completed anyway, which will also reduce the potential market 

for U.S. gas exports. 

 

Odds and ends:  Tech firms are becoming increasingly worried they will face a patchwork of 

regulations, so they are pushing for a global regulator; of course, a single regulator is easier to 

capture.  The EU is warning the U.K. that it should not try to make deals with individual nations 

in trade negotiations.  Although this is technically impossible (individual nations in the EU give 

up their right to make their own trade pacts) the U.K. could use threats on various industries to 

sway talks.  The U.S. is telling the EU that if they want a trade deal, they are going to import the 

https://www.reuters.com/article/us-usa-fed-portfolio/feds-first-hurdle-in-2020-dispensing-with-qe-lite-idUSKBN1ZQ19E
https://www.axios.com/dallas-federal-reserve-president-bond-buying-program-risk-5e285e3b-3cbf-4197-995d-29cca4f2cc1b.html
https://www.reuters.com/article/us-usa-fed-assessment/for-u-s-fed-material-reassessment-may-be-in-eye-of-beholder-idUSKBN1ZR0F6
https://www.reuters.com/article/us-usa-fed-assessment/for-u-s-fed-material-reassessment-may-be-in-eye-of-beholder-idUSKBN1ZR0F6
https://www.ft.com/content/e3d38d0e-41c5-11ea-a047-eae9bd51ceba
https://www.ft.com/content/c50f2a1a-4123-11ea-bdb5-169ba7be433d?emailId=5e2fa647a3f47f0004e3e6c6&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://nyti.ms/399EnWK
https://nyti.ms/399EnWK
https://www.japantimes.co.jp/news/2020/01/27/national/five-eyes-intelligence-sharing-alliance-partners-japan-north-korea/#.Xi7qN8hKiUk
https://www.ft.com/content/78ea7942-41b3-11ea-a047-eae9bd51ceba
https://www.ft.com/content/a0f1b83c-41b4-11ea-bdb5-169ba7be433d
https://www.ft.com/content/a0f1b83c-41b4-11ea-bdb5-169ba7be433d
https://www.wsj.com/articles/state-attorneys-general-to-meet-with-justice-officials-to-coordinate-on-google-probe-11580050801?shareToken=st07724558151543f38745270fe4ce6174
https://www.wsj.com/articles/state-attorneys-general-to-meet-with-justice-officials-to-coordinate-on-google-probe-11580050801?shareToken=st07724558151543f38745270fe4ce6174
https://www.wsj.com/articles/tech-giants-new-appeal-to-governments-please-regulate-us-11580126502?shareToken=st161dfb23828246babd24b46f81078440
https://www.reuters.com/article/us-britain-eu-nireland-barnier/eu-will-never-never-never-compromise-on-single-market-barnier-idUSKBN1ZQ27C?il=0
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“boogeyman” of agricultural products, the chlorinated chicken.  The ceasefire in Libya is 

breaking down.   

 

U.S. Economic Releases 

 

Durable good orders rose well above expectations at 2.4% from the prior month, compared to the 

forecast of 0.3%. That said, most of the rise was attributed to a boost in transportation for 

defense. Durable goods excluding transportation fell 0.1% from the prior month, compared to 

expectations of a rise of 0.3%. Meanwhile, durable goods excluding defense fell 2.5% from the 

prior month. Additionally, capital good orders nondefense exluding air came in below 

expectations, falling 0.9% from the prior  month, compared to a forecast rise of 0.2%. 

Furthermore, capital good shipments for nondefense excluding air fell 0.4% from the prior 

month, compared to expectations of a rise of 0.2%. 

 

 
 

The chart above shows the annual change in durable good orders and shipments. In December, 

shipments fell 3.2%, orders fell by 3.7%, unfilled orders fell by 2.2% and inventories rose by 

4.84%. The weakness in durable good orders suggest that manufacturing is still dragging on the 

economy. 

 

In November, the S&P Corelogic CS 20-City HPI rose above expectations at 2.55% from the 

prior year, compared to the forecast of 2.40%. The prior month’s report was revised from 2.23% 

to 2.22%. The index currently sits at 218.68. Meanwhile, US S&P Corelogic CS  HPI rose 3.54%  

from the prior year, with the previous report being revised downward from 3.34% to 3.25%. 

 

https://www.ft.com/content/5b6d5bd6-410f-11ea-a047-eae9bd51ceba?emailId=5e3014b3a3f47f0004e3eed6&segmentId=2785c52b-1c00-edaa-29be-7452cf90b5a2
https://nyti.ms/3aIaXjv
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The chart above shows the annual change in the S&P Corelogic HPI 20-city. The rise in housing 

price in November is consistent with the easing of rates that took place in October.  
 

The table below shows the economic releases scheduled for the rest of today. 
 

EDT Indicator Expected Prior Rating

10:00 Conference Board Consumer Confidence m/m jan 128.0 126.5 **

10:00 Conference Board Expectations m/m jan 97.4 **

10:00 Conference Board Present Situation m/m jan 180 **

10:00 Richmond Fed Manufacturing Index m/m jan -3 -5 *

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 

following closely for possible complications and green indicates neutral conditions.  We will add 

a paragraph below if any development merits further explanation.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan PPI Services y/y dec 2.1% 2.1% 2.1% ** Equity and bond neutral

Australia NAB Business Conditions m/m dec 3 4 ** Equity and bond neutral

NAB Business Confidence m/m dec -2 0 ** Equity and bond bearish

EUROPE

UK CBI Retailing Reported Sales m/m jan 0 0 5 ** Equity and bond bearish

CBI Total Dist. Reported Sales m/m jan 11 -3 ** Equity bullish, bond bearish

Switzerland Exports Real m/m dec -3.4% -0.8% ** Equity and bond bearish

Imports Real m/m dec 0.2% 0.5% ** Equity and bond neutral

Swiss Watch Exports y/y dec 5.8% -3.5% * Equity bullish, bond bearish

Russia Unemployment Rate m/m dec 4.6% 4.6% 4.7% ** Equity and bond neutral

AMERICAS

Mexico Trade Balance m/m dec 3.068 Bil 0.790 Bil 2.500 Bil ** Equity bullish, bond bearish

Canada Bloomberg Nanos Confidence m/m 24-Jan 56.5 56.1 ** Equity and bond neutral

Brazil Current Account Balance m/m dec -$5.691 Bil -$2.164 Bil -$4.600 Bil ** Equity bearish, bond bullish

Foreign Direct Investment m/m dec $9.434 Bil $6.985 Bil $11.000 Bil ** Equity and bond neutral

Trade Balance Weekly w/w dec -$0.561 Bil -$0.816 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) 180 179 1 Up

3-mo T-bill yield (bps) 150 152 -2 Neutral

TED spread (bps) 30 28 2 Neutral

U.S. Libor/OIS spread (bps) 156 157 -1 Up

10-yr T-note (%) 1.60 1.61 -0.01 Neutral

Euribor/OIS spread (bps) -40 -39 -1 Neutral

EUR/USD 3-mo swap (bps) 6 6 0 Down

Currencies Direction

dollar Flat Neutral

euro Flat Neutral

yen Flat Down

pound Flat Down

franc Flat 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 $58.76 $59.32 -0.94% Global Growth Pessimism

WTI $52.91 $53.14 -0.43%  

Natural Gas $1.90 $1.90 -0.37%  

Crack Spread $12.29 $12.16 1.08%

12-mo strip crack $14.93 $14.96 -0.21%

Ethanol rack $1.43 $1.43 -0.03%

Gold $1,578.74 $1,582.06 -0.21%

Silver $18.02 $18.10 -0.47%

Copper contract $258.50 $259.65 -0.44%

Corn contract 378.50$       380.50$       -0.53%

Wheat contract 568.25$       572.25$       -0.70%

Soybeans contract 889.50$       897.25$       -0.86%

Baltic Dry Freight 546 557 -11

Actual Expected Difference

Crude (mb) 0.3

Gasoline (mb) 1.5

Distillates (mb) -1.0

Refinery run rates (%) -0.50%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts currently call for cold conditions to move from the west to the 

east, with most of the east coast remaining warmer-than-normal.  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 1/27/2019 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 1/27/2019 close) 
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Commodities
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Source: Bloomberg

 
 

Asset classes are defined as follows: Large Cap (S&P 500 Index), Mid Cap (S&P 400 Index), 

Small Cap (Russell 2000 Index), Foreign Developed (MSCI EAFE (USD and local currency) 

Index), Real Estate (FTSE NAREIT Index), Emerging Markets (MSCI Emerging Markets (USD 

and local currency) Index), Cash (iShares Short Treasury Bond ETF), U.S. Corporate Bond 

(iShares iBoxx $ Investment Grade Corporate Bond ETF), U.S. Government Bond (iShares 7-10 

Year Treasury Bond ETF), U.S. High Yield (iShares iBoxx $ High Yield Corporate Bond ETF), 

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date 

returns for various asset classes, 

updated daily.  The asset classes are 

ranked by total return (including 

dividends), with green indicating 

positive and red indicating negative 

returns from the beginning of the 

year, as of prior close. 
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P/E Update 

 

January 23, 2020 
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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. 


