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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: July 24, 2020—9:30 AM EDT] Global equity markets are generally lower this 

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

closed down 1.5% from its prior close.  Chinese markets were lower, with the Shanghai 

Composite down 3.9% from the prior close and the Shenzhen Composite down 5.0%.  U.S. 

equity index futures are signaling a lower open.  With 113 companies having reported, the S&P 

500 Q2 earnings stand at $23.80, higher than the $23.72 forecast for the quarter.  The forecast 

reflects a 43.8% decrease from Q2 2019 earnings.  Thus far this quarter, 79.6% of the companies 

have reported earnings above forecast, while 18.6% have reported earnings below forecast.   
 

A new Confluence of Ideas podcast episode is available, titled “The 2020 Election: Part 3.”  This 

is the final episode looking at the 2020 election.  In this episode, we handicap the election based 

on the tools of prediction, polling and decision markets.  We examine the geopolitics of the 

election, focusing on what countries are likely to intervene in our election, their capabilities and 

their goals.  We also touch on what we expect to see in terms of policy if we get a new president 

or if the incumbent wins, and likely market reaction in either scenario. 
 

Happy Friday!  This Friday is starting with a risk-off tone.  Worries about the economy after the 

rise in claims yesterday and rising tensions with China are affecting sentiment.  But the 

overarching worry is that Congress will fail to deliver another stimulus package.  We cover 

China and policy below, along with the pandemic news.  The new Asset Allocation Weekly is 

available in its usual place along with the companion podcast and chart book.  Let’s get to it:   
 

Policy news:   

• Yesterday, we reported the GOP was preparing to release its new stimulus package.  

They failed to do so.  Disagreements within the congressional GOP caucus and the White 

House suggest a party in disarray.  What are the sticking points? 

o The White House wants a payroll tax cut or holiday.  This isn’t necessarily a bad 

idea because the tax tends to fall most heavily on lower income workers.  

However, in this crisis it may not be all that effective because it doesn’t help 

people who are not working.  Since layoffs have most adversely affected lower 

paid workers, the holiday would give money to those less affected by the 

pandemic. 

o There is disagreement over unemployment insurance.  The $600 per week boost is 

having a distortive effect on the labor markets.  It overpays laid off workers 

outside major urban areas.  In these regions, the $31K per year that the payment 

represents, over and above what normal state insurance pays, is likely more than 
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they would get by working.  Thus, it becomes a disincentive to return to work.  

However, in higher paid urban areas, the additional benefit probably has less of 

this effect.  At the same time, it is hard to determine if reducing the benefit makes 

sense if there is no job to be had.  What remains a mystery is that these issues are 

nothing new.  Lawmakers have had about three months to think about the second 

round.  Over that time frame, it seems there would have been an effort to craft a 

policy that avoids the disincentive to return to work but supports those who can’t 

find a job.  The reaction yesterday suggests that if work was done, it didn’t get 

finished.    

o Here is the problem—financial markets have been assuming there would be an 

agreement.  It would include some degree of additional unemployment insurance 

supplement and another stimulus check.  Aid to state and local governments 

should be part of the agreement as well.  Once there is evidence that another 

round of stimulus will be delayed or less than expected, financial markets will 

discount that outcome.  Even delays pose a problem because the reaction of 

households to uncertainty will be to save resources and reduce spending.   

• One silver lining, though, is that once a deal is struck (and the odds that nothing happens 

in an election year are near zero), the government should be able to move stimulus checks 

faster this time around. 

China news: 

• In retaliation for closing the Houston consulate, China is forcing the U.S. to close a 

similar facility in Chengdu.  Tensions between the U.S. and China continue to escalate; 

we will offer some insights on this issue in an upcoming WGR. 

• The U.S. has arrested three Chinese nationals on accusations of visa fraud.  They 

apparently failed to declare their affiliation with the People’s Liberation Army.   

• The U.S. has sanctioned additional Chinese companies for alleged human rights 

violations in Xinjiang.   

• As we expected, China is taking steps to bolster Hong Kong’s status as a financial center.  

China needs the financial expertise contained in the city; other Chinese financial markets, 

such as Shanghai and Dalian, are simply not sophisticated enough to provide the services 

available already in Hong Kong (an aside: it seems that Xi may have been hasty in 

moving on the national security law—it would have made more sense to do so if other 

financial centers in China could replace Hong Kong).  This decision by China means that 

financial institutions and their workers will likely get a “light touch” from authorities, at 

least for a while.  It also opens a point of vulnerability for the West.  The U.S. could force 

international financial institutions to either quit Hong Kong or lose access to U.S. dollar 

markets.  Whether this step is taken remains to be seen.   

• Historic flooding continues to pressure the Three Gorges Dam.  Officials have admitted 

parts of the dam have buckled under the pressure building behind the dam.  If the dam 

were to fail, the impact would be catastrophic to downstream cities, most notably Wuhan.   

COVID-19:  The number of reported cases is 15,526,057 with 633,656 deaths and 8,873,385 

recoveries.  In the U.S., there are 4,038,864 confirmed cases with 144,305 deaths and 1,233,269 

recoveries.  For those who like to keep score at home, the FT has created an interactive chart that 

https://www.wsj.com/articles/second-stimulus-payment-could-deliver-cash-even-faster-11595522449?st=j7szc422ggijpr0
https://www.wsj.com/articles/second-stimulus-payment-could-deliver-cash-even-faster-11595522449?st=j7szc422ggijpr0
https://apnews.com/5979db970a71ec5a0fdd3ba6ac92e03d
https://apnews.com/5979db970a71ec5a0fdd3ba6ac92e03d
https://www.google.com/maps/place/Chengdu,+Sichuan,+China/@37.4968654,97.0511245,5z/data=!4m5!3m4!1s0x36efc52300447721:0xb98652ce2e240e02!8m2!3d30.572815!4d104.066801
https://www.bbc.com/news/world-us-canada-53521156
https://www.washingtonpost.com/business/2020/07/20/china-sanctions-uighurs-xinjiang/?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.wsj.com/articles/china-fortifies-hong-kongs-role-as-financial-powerhouse-11595514386?st=fjglfxre80izd85
https://asia.nikkei.com/Economy/Natural-disasters/Anxiety-grows-as-water-level-in-Three-Gorges-Dam-increases
https://asiatimes.com/2020/07/three-gorges-dam-deformed-but-safe-say-operators/
https://asiatimes.com/2020/07/three-gorges-dam-deformed-but-safe-say-operators/
https://www.ft.com/content/083aca55-f1e6-30d5-afc4-e26824be681e?emailId=5f1a5997b5c5130004c69712&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://coronavirus.jhu.edu/map.html
https://ig.ft.com/coronavirus-chart/?areas=usa&areas=swe&areasRegional=usny&areasRegional=usca&areasRegional=usfl&areasRegional=ustx&cumulative=0&logScale=1&perMillion=1&values=deaths
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allows one to compare cases across nations using similar scaling metrics.  There are 12 states, 

including Texas, with R0 numbers below 1, meaning the spread of the virus is weakening.   
 

Virology:   

• A growing shortage of test kits and an overwhelmed testing industry is leading health 

officials to restrict access to testing for COVID-19.  The impact of this change is unclear.  

For those who have come in contact with someone infected, their options are to either (a) 

ignore that fact and run the risk of spreading the disease, or (b) perhaps needlessly self-

quarantine.  These new restrictions are an unwelcome development but likely 

unavoidable if the industry lacks the capacity to meet testing demand.   

o At the same time, there may be another option.  German researchers have trained 

dogs to sniff out those with COVID-19 with a 94% success rate.  So, if your dog 

starts acting strangely around you, perhaps he is telling you something. 

• China claims it will have a vaccine ready before year’s end.  Recent national deal-making 

on securing vaccines reveals a lack of global coordination.  

• Bolivia is delaying its presidential elections again due to the pandemic.   

Foreign news: 

• Brexit talks appear to be stalled and probably won’t be finished by the end of July.  

However, we do expect negotiations to continue and note that financial markets seem to 

be taking these comments in stride. 

• Russia appears to have tested an anti-satellite weapon.   

Market and Economy news: 

• One of the most difficult factors to analyze in markets is their anticipatory nature.  When 

economics is taught, it is one of the areas that isn’t given as much emphasis as it should 

be.  Here is a case in point: Hershey (HSY, 146.33) is expecting a quiet Halloween and is 

planning to produce less themed product this year.  Since Halloween is a mask-wearing 

holiday, it would seem that trick-or-treating might not be affected.  And so, it might make 

sense to purchase Halloween goods early, just in case…besides, it’s good to have around. 

• The senior loan officer survey has suggested concerns about loan loss problems.  New 

surveys suggest banks are closing credit cards and reducing credit lines on fears that 

households may not be able to service additional debt.  Bank lending tends to be pro-

cyclical; it rises and falls with the business cycle, exacerbating the amplitude of the cycle.  

These actions by banks will tend to reduce consumer demand.    

U.S. Economic Releases  
 

There were no economic releases prior to the publication of this report.  The table below lists the 

economic releases scheduled for today. 
 

EDT Indicator Expected Prior Rating

9:45 Markit Manufacturing PMI m/m Jul 52.0 49.8 **

9:45 Markit Services PMI m/m Jul 51.0 47.9 **

9:45 Markit Composite PMI m/m Jul 47.9 **

10:00 Pending Home Sales m/m Jun 700k 676k **

10:00 Pending Home Sales m/m Jun 3.6% 16.6% **

Fed Speakers or Events

Economic Releases

No speakers or events scheduled  

https://rt.live/
https://www.wsj.com/articles/covid-19-test-shortages-prompt-health-authorities-to-narrow-access-11595515592?st=4qrza6r9mgmk902
https://www.wsj.com/articles/covid-19-test-shortages-prompt-health-authorities-to-narrow-access-11595515592?st=4qrza6r9mgmk902
https://www.bloomberg.com/news/articles/2020-07-24/dogs-can-sniff-out-coronavirus-infections-german-study-shows
https://www.bloomberg.com/news/articles/2020-07-24/dogs-can-sniff-out-coronavirus-infections-german-study-shows
https://www.wsj.com/articles/china-says-it-will-have-covid-19-vaccine-ready-this-year-11595521469?st=olxuu4k1ovjqjxa
https://www.ft.com/content/99f167ea-875b-4add-b3e2-749d208619f6?emailId=5f1a5997b5c5130004c69712&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/de1fbf40-87a3-4247-a569-c15a27beb68d?emailId=5f1a5997b5c5130004c69712&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/14e6c44f-5573-46c1-8f4c-224747562c42?emailId=5f1a5997b5c5130004c69712&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/7ef3b27f-fff2-451a-ac8b-4e1e94149ea9?emailId=5f1a5997b5c5130004c69712&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/hershey-braces-for-halloween-hit-from-coronavirus-11595517432?st=e788hl7m7nj42bp
https://www.wsj.com/articles/hershey-braces-for-halloween-hit-from-coronavirus-11595517432?st=e788hl7m7nj42bp
https://money.yahoo.com/banks-close-credit-cards-and-slash-credit-limits-amid-the-pandemic-survey-finds-170739834.html
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Foreign Economic News 
 

We monitor numerous global economic indicators on a continuous basis.  The most significant 

international news that was released overnight is outlined below.  Not all releases are equally 

significant, thus we have created a star rating to convey to our readers the importance of the 

various indicators.  The rating column below is a three-star scale of importance, with one star 

being the least important and three stars being the most important.  We note that these ratings do 

change over time as economic circumstances change.  Additionally, for ease of reading, we have 

also color-coded the market impact section, which indicates the effect on the foreign market.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 

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

a paragraph below if any development merits further explanation. 
 

Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Australia CBA Australia PMI Mfg m/m Jul 53.4 51.2 ** Equity and bond neutral

CBA Australia PMI Services m/m Jul 58.5 53.1 ** Equity bullish, bond bearish

CBA Australia PMI Composite m/m Jul 57.9 52.7 ** Equity bullish, bond bearish

New Zealand Exports NZD m/m Jun 5.07b 5.39b 5.07b ** Equity bullish, bond bearish

Imports NZD m/m Jun 4.64b 4.14b 4.64b ** Equity and bond neutral

Trade Balance NZD m/m Jun 426m 1253m 450m ** Equity and bond neutral

Europe

Eurozone Markit Eurozone Manufacturing PMI m/m Jul 51.1 47.4 50.1 ** Equity bullish, bond bearish

Markit Eurozone Services PMI m/m Jul 55.1 48.3 51.0 ** Equity bullish, bond bearish

Markit Eurozone Composite PMI m/m Jul 54.8 48.5 51.1 ** Equity bullish, bond bearish

Germany Markit/BME Germany Manufacturing PMI m/m Jul 50.0 45.2 48.0 ** Equity bullish, bond bearish

Markit Germany Services PMI m/m Jul 56.7 47.3 50.5 ** Equity bullish, bond bearish

Markit/BME Germany Composite PMI m/m Jul 55.5 47.0 50.2 ** Equity bullish, bond bearish

France Markit France Manufacturing PMI m/m Jul 52.0 52.3 53.0 ** Equity and bond neutral

Markit France Services PMI m/m Jul 57.8 50.7 52.4 ** Equity bullish, bond bearish

Markit France Composite PMI m/m Jul 57.6 51.7 53.5 ** Equity bullish, bond bearish

Italy Consumer Confidence Index m/m Jul 100.0 100.6 103.3 ** Equity and bond neutral

Manufacturing Confidence m/m Jul 85.2 79.8 86.0 ** Equity and bond neutral

Economic Sentiment m/m Jul 76.7 65.4 ** Equity bullish, bond bearish

AMERICAS

Mexico Economic Activity IGAE y/y May -22.73% -19.85% -20.30% *** Equity bearish, bond bullish

Brazil FGV Consumer Confidence m/m Jul 78.8 71.1 *** 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) 26 26 0 Down

3-mo T-bill yield (bps) 11 11 0 Neutral

TED spread (bps) 16 15 1 Up

U.S. Libor/OIS spread (bps) 7 7 0 Up

10-yr T-note (%) 0.58 0.58 0.00 Neutral

Euribor/OIS spread (bps) -45 -45 0 Neutral

EUR/USD 3-mo swap (bps) 8 8 0 Down

Currencies Direction

dollar Up Down

euro Flat Up

yen Down Up

pound Flat Down

franc Flat 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 $43.74 $43.31 0.99%

WTI $41.52 $41.07 1.10%

Natural Gas $1.76 $1.79 -1.51%

Crack Spread $11.21 $11.43 -1.94%

12-mo strip crack $10.85 $11.00 -1.36%

Ethanol rack $1.50 $1.50 0.03%

Gold $1,892.19 $1,887.44 0.25%

Silver $22.58 $22.59 -0.05%

Copper contract $289.70 $293.85 -1.41%

Corn contract 335.75$       335.50$       0.07%

Wheat contract 535.25$       529.50$       1.09%

Soybeans contract 899.50$       900.00$       -0.06%

Baltic Dry Freight 1388 1473 -85

Actual Expected Difference

Crude (mb) 4.9 -0.8 5.6

Gasoline (mb) -1.8 -1.5 -0.3

Distillates (mb) 1.1 0.8 0.3

Refinery run rates (%) -0.74% 0.50% -1.24%

Natural gas (bcf) 37.0 36.0 1.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts currently call for warmer temperatures for most of the country, 

with cooler temps in the Midwest.  Wet conditions are expected throughout the South and 

Midwest regions.  In the Gulf of Mexico, a tropical depression has strengthened into Tropical 

Storm Hanna and is expected to bring tropical-storm-force winds to portions of the Texas coast. 

Also, Topical Storm Gonzalo, which is located along the coast of Venezuela, is expected to make 

its way into the Caribbean Sea. 
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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. Note that this report is also offered as a separate document on our website. 
 

July 24, 2020 
 

In the Federal Reserve’s 107-year history, it has used a number of different methods to manage 

monetary policy.  In its early years, it relied on the discount rate and reserve requirement 

adjustments as policy tools.  During WWII, it managed the yield curve to a specific interest rate 

to support Treasury borrowing to fund the war effort.  In the early 1950s, monetary policy 

became independent of government borrowing.  From this period into the late 1970s, the Fed 

managed monetary policy by setting a target rate for fed funds.  Chair Volcker moved to target 

the money supply in a bid to bring down inflation; monetary targeting ended by 1987.  From 

1987 until 2008, the primary tool of monetary policy was the fed funds policy rate.  If the 

banking system was oversupplied with reserves, the fed funds rate would decline below target.  

The Fed would engage in open market operations to reduce the level of reserves to lift the 

effective fed funds rate.  Under conditions of an undersupplied market, banks would be bidding 

up rates to acquire reserves; the Fed would inject money into the banking system to prevent the 

effective fed funds rate from overshooting the target rate.  During the Great Financial Crisis, the 

U.S. central bank flooded the banking system with reserves to ensure ample liquidity; this action 

led to a massive level of bank reserves rendering the traditional fed funds rate management 

impossible.   The level of reserves would have anchored the fed funds rate at zero.  To allow for 

rate flexibility, the Fed began paying interest on reserves. 
 

In March, when the pandemic triggered financial stress, the FOMC responded quickly.  Not only 

were rates cut but the Fed announced a series of actions designed to provide liquidity to various 

parts of the financial system.  In an unprecedented step, the central bank bought corporate bonds, 

including some that were below investment grade.  It purchased municipal bonds.  It also offered 

broad support for money markets and commercial paper.  And, it increased and broadened swap 

lines with foreign central banks to provide global dollar liquidity.  All these actions led to a 

massive rise in the Fed’s balance sheet. 
 

https://www.confluenceinvestment.com/category/asset-allocation-reports/asset-allocation-weekly/
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This chart shows the Federal Reserve’s balance sheet relative to nominal GDP.  Note that the 

current level of the balance sheet is at all-time highs. 
 

Recently, the Fed’s balance sheet has contracted; this change has raised concerns that the central 

bank may be withdrawing stimulus which would be bearish for the economy and financial 

markets. 
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This fear is misplaced, but understandable.  This chart shows the balance sheet along with the 

Chicago FRB’s National Financial Conditions Index.  A rising index number indicates increasing 

financial system stress.  We have shaded three periods of quantitative easing.  It is notable that 

the first two cycles had specific levels of asset purchases.  In other words, a given level of buying 

and a definitive end date was established.  The third cycle was more open ended in time but 

initially fixed in terms of purchases. 
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The recent rise in the balance sheet is less about supporting the economy and more about 

suppressing financial stress.  And so, as the level of stress has declined, the demand for Fed 

support has as well, leading to a decline in the balance sheet.  This isn’t due to the Fed 

withdrawing support; it is, in fact, evidence of the Fed’s success.  It should be noted, however, 

that the facilities remain in place.  If stress rises, the Fed has policies in place to suppress it.   
 

The central bank’s next step will likely be to add accommodation.  In other words, additional 

actions will likely be necessary to encourage economic recovery.  Potential policies might entail 

yield curve control, “QE for people,” or direct payment from the Fed to households.  The 

important point is that one should not mistake the recent decline in the balance sheet as a sign of 

tightening.      
 

 

 

 

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative 

purposes only and should not be construed as individualized investment advice or a recommendation. The investment or strategy 

discussed may not be suitable for all investors. Investors must make their own decisions based on their specific investment 

objectives and financial circumstances. Opinions expressed are current as of the date shown and are subject to change.  

https://www.marketwatch.com/story/feds-brainard-eyeing-weak-recovery-says-new-policy-tools-may-be-needed-2020-07-14
https://www.marketwatch.com/story/feds-brainard-eyeing-weak-recovery-says-new-policy-tools-may-be-needed-2020-07-14
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Data Section 
 

U.S. Equity Markets – (as of 7/23/2020 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 7/23/2020 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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Based on our methodology,1 the current P/E is 28.1x, up 0.6x from last week.  The rise in the 

multiple is due to the continued lift in the index and steady earnings forecasts. 

 

 
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 (Q4 and Q1) and two estimates (Q2 and Q3). 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. 


