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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 29, 2020—9:30 AM EST] Global equity markets are mixed this morning.  

The EuroStoxx 50 is up 0.4% from its last close.  In Asia, the MSCI Asia Apex 50 closed down 

1.0%.  Chinese markets were closed for the Chinese Lunar New Year.  U.S. equity index futures 

are signaling a higher open.  With 104 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, 68.3% of the companies have 

reported earnings above forecast, while 25.0% have reported earnings below forecast.   

 

BREAKING:  Houthi rebels claim they launched a drone and missile attack on Saudi oil 

facilities; oil prices have rallied on the news. 

 

It’s FOMC Day!  As we noted yesterday, we don’t expect much from the statement, but the press 

conference could be interesting.  Developed equity markets continue to recover.  We update on 

the coronavirus.  More on the U.K.  The CBO projects the deficit.  We are also monitoring some 

reports out of Afghanistan.  An update on Spain.  Here are the details: 

 

The Fed:   To recap, we don’t expect any change in policy.  In fact, in the statement, we 

shouldn’t see any reference to balance sheet expansion, since the Fed continues to insist that it 

isn’t QE.  However, we could see some hard questioning on the balance sheet in the press 

conference.  One potentially bearish factor would be if the Chair signals that the expansion will 

be taken away anytime soon.  There should also be some discussion of the coronavirus and the 

potential impact on monetary policy.  We expect Powell to suggest that the FOMC is watching 

developments and will move to lower rates if the virus negatively affects growth.  Overall, this 

one should be a snoozer, but if a surprise is going to happen it will be in the press conference.   

 

Coronavirus:  Hong Kong reopened today and the Hang Seng fell a bit less than 3%.  To date, 

nearly 6,000 cases have been confirmed and more than 130 have died.   Thus far, there have been 

no fatalities outside of China.  The U.S. has offered to send CDC officials to assist the Chinese 

government; so far, Beijing has not responded.  Countries are steadily restricting travel to China; 

British Airways (IAG, GBP, 5.918) has suspended flights to China.   The U.S. is considering a 

total ban on air traffic to China.  The U.S. and Japan have removed its nationals from Wuhan; the 

Americans have flown to Anchorage where they will be tested for the virus in a secure terminal.  

They will eventually arrive at March Air Reserve Base in Riverside, CA.  In general, this virus 

appears to be more easily transmitted compared to SARS, but much less deadly.  SARS killed 

about 10% of those affected; this virus appears to be fatal to 2% to 3%, so far.  China has 

confirmed cases of foreigners infected within China.  Markets are still dealing with the potential 
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economic impact of this virus, but there are three areas that are clearly affected—travel, tourism 

and movies.   

 

U.K.:  We continue to monitor for fallout from the Johnson government’s decision to accept 

Huawei (002502, CNY 2.99), defying a U.S. ban.  The fear is that if the U.S. doesn’t retaliate 

strongly, the EU will likely follow the same path.  Germany is considering accepting equipment 

from the Chinese firm under threat from Beijing that it will face auto tariffs if it complies with 

U.S. demands.  In some respects, Europe is in a very difficult spot.  The Eurozone has essentially 

become a “greater Germany” in economic terms.  In other words, as Germany has become 

dependent on exports, so has the rest of the Eurozone.  That means other nations can affect the 

Eurozone economy by reducing the amount of goods they buy from the region.  At the same 

time, its defense capabilities are modest at best, so the EU still depends on the U.S. for security.  

Europe seems to be betting that the U.S. won’t inflict costs high enough compared to the loss of 

future 5G.   

 

Bolivia:  Last October, Evo Morales, the former president of the country, fled into exile in 

Mexico after he was denied the right to run again for office.  Jeanine Anez took over as interim 

president with promises to step down once elections occurred.  Apparently, she has developed a 

fondness of the office as she has announced her candidacy.  This decision will be controversial, 

as she is seen as a divisive figure.  Elections are not due until Oct. 20.   

 

The deficit:  The Congressional Budget Office has updated its forecast for the deficit.  The 

numbers are large. 

 

 
 

In general, deficits around 5% of the GDP are usually associated with recessions.  To have 

deficits at this level late in an expansion suggests the deficit will expand even further when the 

inevitable recession occurs.  Still, it’s important to remember that the impact of deficits is 

dependent upon the level of unused resources in the economy.  The fact that we can run deficits 

of this magnitude without serious inflation ramifications suggests that there is still ample slack in 

the economy.  The dollar’s strength in the face of these deficits suggests there are no concerns 

about capacity to service the debt.  So, for now, this situation isn’t a problem.   

https://www.wsj.com/articles/from-bangkok-to-the-boulevards-of-paris-absence-of-chinese-tourists-hits-hard-11580295915?shareToken=st3eacd4b32a3940ca97365063ed9ef117
https://www.hollywoodreporter.com/features/chinas-film-industry-grinds-a-halt-coronavirus-epidemic-1274274?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://nyti.ms/2vuIxJA
https://nyti.ms/2vuIxJA
https://www.politico.eu/article/uk-takes-the-european-way-on-huawei-us-5g-security/?utm_source=POLITICO.EU&utm_campaign=6cdca5686d-EMAIL_CAMPAIGN_2020_01_29_05_53&utm_medium=email&utm_term=0_10959edeb5-6cdca5686d-190334489
https://nyti.ms/3ab5wJD
https://www.reuters.com/article/us-bolivia-politics/bolivias-anez-sparks-fierce-backlash-with-election-bid-idUSKBN1ZQ1II?utm_source=Eurasia+Group+Signal&utm_campaign=806f6cb6ac-EMAIL_CAMPAIGN_2020_01_29_12_17&utm_medium=email&utm_term=0_e605619869-806f6cb6ac-134308033
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A situation we are monitoring:  The U.S. has confirmed that an E-11A crashed in Afghanistan 

on Monday.  The aircraft is used by the Air Force for communications.  The Taliban has claimed 

it shot the aircraft down; the U.S. has denied the claim.   According to reports, SEALS recovered 

two bodies and the black box and destroyed sensitive equipment.  Iranian and Russian media are 

reporting that the senior CIA officer that was responsible for the operation that killed Qassim 

Soleimani died in the crash.   The U.S. has not confirmed these rumors.  We have doubts over 

the veracity of these reports.  Misinformation is rather normal with these sorts of things.  

However, we will continue to watch to see if there are further developments.   

 

Troubles in Catalonia: Unity among pro-Catalan independence parties suffered a blow on 

Wednesday, after Catalan President Quim Torra called for new regional elections. The move is 

in response to the President being stripped of his voting rights after the Spanish Court and 

Central Electoral board found him guilty of disobeying electoral rules. In December, President 

Torra was found guilty of disobedience for his refusal to remove banners in support of jailed pro-

independence leaders. New elections highlight the growing fractions between separatist parties, 

the Republican Left of Catalonia (ERC) and Junts Per Catalonia (JxCAT). Although the two 

sides agree on Catalan independence, the groups represent opposite sides of the political 

spectrum. The political storm has yet to cause uncertainty within Spain, but highlights the 

growing differences between the two sides.  

 

U.S. Economic Releases 

 

MBA mortgage applications rose 7.2% in the week ended January 24, reversing their 1.2% 

decline in the previous week.  Reflecting the recent rebound in the U.S. housing market, 

applications for home-purchase mortgages increased 5.3% to reach their highest level since 

January 2009.  Applications for refinancing mortgages rose 7.5%.  The average interest rate on a 

30-year, fixed-rate mortgage fell to 3.81%, for its lowest rate since November 2016. 

 

Separately, December wholesale inventories fell by a seasonally-adjusted 0.1%, compared to an 

expected gain of 0.1%.  On the other hand, stockpiles in November were revised upward from a 

decline of 0.1% to a gain of 0.1%.  Since wholesalers stand between manufacturers and final 

users, they tend to have a close view of supply and demand in the economy.  The flattish 

performance of inventories in late 2019 is consistent with continued caution among distributors 

and the likelihood that they’re trying to stockpile back in line with their sales. 

 

Finally, preliminary data showed the December merchandise trade deficit widened to a 

seasonally-adjusted $68.3 billion.  That was significantly worse than both the November deficit 

of $63.0 billion and the expected deficit of $65.0 billion.  The widening in the deficit came as 

U.S. exports rose only slightly, by 0.3%, while imports jumped 2.9%.  Compared with the same 

month one year earlier, exports in December were up 0.7%, but imports were down 4.9%. 

 

https://images.app.goo.gl/gVpCUCkWZjVftA8V8
https://www.businessinsider.com/us-air-force-private-jet-bombardier-crash-afghanistan-2020-1#the-aircraft-is-used-to-facilitate-communications-acting-as-a-central-hub-for-communications-between-forces-both-on-the-ground-and-in-the-air-5
https://twitter.com/USFOR_A/status/1221854389805158400
https://www.businessinsider.com/navy-seal-team-six-recovered-2-bodies-from-afghanistan-crash-2020-1?utmSource=twitter&utmContent=referral&utmTerm=topbar&referrer=twitter
https://www.businessinsider.com/navy-seal-team-six-recovered-2-bodies-from-afghanistan-crash-2020-1?utmSource=twitter&utmContent=referral&utmTerm=topbar&referrer=twitter
https://www.jpost.com/Middle-East/Iranian-media-CIA-agent-behind-Soleimani-killing-shot-down-in-Afghanistan-615652?utm_source=Eurasia+Group+Signal&utm_campaign=806f6cb6ac-EMAIL_CAMPAIGN_2020_01_29_12_17&utm_medium=email&utm_term=0_e605619869-806f6cb6ac-134308033
https://www.jpost.com/Middle-East/Iranian-media-CIA-agent-behind-Soleimani-killing-shot-down-in-Afghanistan-615652?utm_source=Eurasia+Group+Signal&utm_campaign=806f6cb6ac-EMAIL_CAMPAIGN_2020_01_29_12_17&utm_medium=email&utm_term=0_e605619869-806f6cb6ac-134308033
https://www.jpost.com/Middle-East/Iranian-media-CIA-agent-behind-Soleimani-killing-shot-down-in-Afghanistan-615652?utm_source=Eurasia+Group+Signal&utm_campaign=806f6cb6ac-EMAIL_CAMPAIGN_2020_01_29_12_17&utm_medium=email&utm_term=0_e605619869-806f6cb6ac-134308033


 

 

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

www.confluenceinvestment.com 

 4 

 
 

The graph above shows U.S. merchandise exports compared with imports since right before the 

Great Recession. 

 

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

EDT Indicator Expected Prior Rating

10:00 Pending Home Sales m/m jan 0.5% 1.2% **

Speaker or event

14:00 FOMC Rate Decision

14:30 Jerome Powell Holds Post-FOMC Meeting Press Conference Chairman of Board of Governors of Federal Reserve

Fed Speakers or Events

Economic Releases

District or position

Federal Reserve Board

 
 

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 Consumer Confidence m/m jan 39.1 39.1 39.5 * Equity bearish, bond bullish

Australia Westpac Leading Index m/m dec 0.1% 0.0% ** Equity and bond neutral

CPI y/y 4q 1.8% 1.7% 1.7% *** Equity and bond neutral

South Korea Consumer Confidence m/m jan 104.2 100.5 * Equity bullish, bond bearish

Department Store Sales y/y dec -0.8% 3.1% * Equity bearish, bond bullish

Discount Store Sales y/y dec -7.4% 0.1% * Equity bearish, bond bullish

EUROPE

Eurozone M3 Money Supply y/y dec 5.0% 5.6% 5.5% *** Equity bearish, bond bullish

Germany GfK Consumer Confidence m/m feb 9.9 9.7 9.6 ** Equity bullish, bond bearish

Import Price Index y/y dec -0.7% -2.1% -0.7% * Equity and bond neutral

France Consumer Confidence m/m jan 104.0 102.0 102.0 ** Equity bullish, bond bearish

Italy Consumer Confidence m/m jan 111.8 110.8 110.5 *** Equity bullish, bond bearish

Manufacturing Confidence m/m jan 99.9 99.1 99.4 *** Equity bullish, bond bearish

Economic Sentiment m/m jan 99.2 100.7 ** Equity and bond neutral

PPI y/y dec -3.1% -3.6% * Equity and bond neutral

UK Nationwide House Price Index y/y jan 1.9% 1.4% 1.5% * Equity bullish, bond bearish

AMERICAS

Brazil Total Outstanding Loans m/m dec 3471 Bil. 3410 Bil. 3451 Bil. ** 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) 177 180 -3 Up

3-mo T-bill yield (bps) 153 153 0 Neutral

TED spread (bps) 25 27 -2 Neutral

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

10-yr T-note (%) 1.63 1.66 -0.03 Neutral

Euribor/OIS spread (bps) -40 -40 0 Neutral

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

Currencies Direction

dollar Up Neutral

euro Down Down

yen Up Down

pound Down Down

franc Down Down  
 

Commodity Markets 
 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 
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Price Prior Change Explanation

Brent $60.03 $59.51 0.87%

WTI $53.90 $53.48 0.79%  

Natural Gas $1.91 $1.93 -1.40%  

Crack Spread $13.12 $12.88 1.84%

12-mo strip crack $15.38 $15.30 0.54%

Ethanol rack $1.44 $1.44 0.40%

Gold $1,571.57 $1,567.17 0.28%

Silver $17.50 $17.47 0.15%

Copper contract $259.05 $257.95 0.43%

Corn contract 386.25$       386.50$       -0.06%

Wheat contract 565.00$       569.75$       -0.83%

Soybeans contract 898.75$       895.00$       0.42%

Baltic Dry Freight 539 546 -7

Actual Expected Difference

Crude (mb) 0.1

Gasoline (mb) 1.6

Distillates (mb) -1.0

Refinery run rates (%) -0.70%

Natural gas (bcf) -201.0

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 

the Rockies and the Upper Midwest, with warmer-than-normal temperatures on the East Coast.  

Wet conditions are expected in the Northern Plains and in the 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 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 1/28/2019 close) 
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(Source: Bloomberg) 

 

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 1/28/2019 close) 

 

-10.0% -5.0% 0.0% 5.0%

Commodities

Foreign Developed ($)

Small Cap

Mid Cap

Emerging Markets ($)

US High Yield

Emerging Markets (local currency)

Foreign Developed (local currency)

Cash

Large Cap

US Corporate Bond

Real Estate

US Government Bond
YTD Asset Class Total Return

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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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. 


