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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 31, 2020—9:30 AM EDT] Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 0.6% from its last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.5% from its prior close.  Chinese markets were higher, with the Shanghai 

Composite up 0.8% from the prior close and the Shenzhen Composite up 0.7%.  U.S. equity 

index futures are signaling a higher open.  With 205 companies having reported, the S&P 500 Q2 

earnings stand at $24.50, higher than the $23.72 forecast for the quarter.  The forecast reflects a 

43.8% decrease from Q2 2019 earnings.  Thus far this quarter, 81.0% of the companies have 

reported earnings above forecast, while 16.6% have reported earnings below forecast.   
 

Happy St. Ignatius1 Day!  It’s Friday and the “dog days” of August await.  Equity markets are 

mostly higher this morning after the major tech firms revealed impressive earnings.  This may be 

one of the rare times where such earnings are a problem given the firms’ recent testimony to 

Congress.  Policy news, or the lack thereof, leads today’s coverage.  China and COVID-19 are 

next.  The new Asset Allocation Weekly is posted below (and published as a separate report on 

our website) and the related podcast and chart book are also available.  Here are the details:   

 

Policy news:   

• As a number of recovery measures are set to expire, congressional leaders remain far 

apart on a deal for another stimulus package.  The GOP has offered a series of individual 

bills that would address unemployment insurance and evictions.  Democrats were not 

impressed, fearing that once these measures pass, other goals would languish.  We do 

expect a bill to be passed, because the lack of additional support would be a serious 

problem.  As yesterday’s GDP data revealed, the economy is in a difficult spot. 

• On the topic of yesterday’s GDP data, the headline numbers were so historically bad that 

much of the detail was lost in the coverage.  This is the fourth recession since 1982, 

meaning that the U.S. economy has suffered a recession roughly every 9.5 years since 

then.  From 1946 through the 1982 recession, the economy had a recession, on average, 

every four years.  One reason that recessions became less frequent was due to a structural 

change in the economy.  As services became more important, downturns were less 

frequent.  This is because services are less prone to inventory cycles.  Goods production 

is hard to get exactly right; if overproduction occurs, and stockpiles rise, activity declines 

and recessions occur.  But, in services, the “inventory” is actually made up of workers.  

Firms will adjust tasks when business slows and only reluctantly reduce headcount.2  In 

 
1 The founder of the Society of Jesus (Jesuits). 
2 This is why the advent of gig work is so interesting.  It allows firms more flexibility in their “inventory.”   
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By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.wsj.com/articles/global-stock-markets-dow-update-7-31-2020-11596186556?st=u5dkysnrm5lm3yh
https://www.wsj.com/articles/global-stock-markets-dow-update-7-31-2020-11596186556?st=u5dkysnrm5lm3yh
https://www.wsj.com/articles/amazon-amzn-2q-earnings-report-2020-11596137257?st=hn5oxbi3p48hwgp
https://www.confluenceinvestment.com/category/asset-allocation-reports/asset-allocation-weekly/
https://www.confluenceinvestment.com/category/podcasts/asset-allocation-weekly-podcast/
https://www.confluenceinvestment.com/research-news/asset-allocation-weekly-chart-book/
https://www.politico.com/news/2020/07/30/senate-gop-unemployment-extension-388170?nname=playbook&nid=0000014f-1646-d88f-a1cf-5f46b7bd0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=630318
https://www.wsj.com/articles/lawmakers-spar-on-unemployment-aid-coronavirus-package-11596134183?st=6n9ztkngc287wjp
https://www.wsj.com/articles/lawmakers-spar-on-unemployment-aid-coronavirus-package-11596134183?st=6n9ztkngc287wjp
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general, there is less volatility in services relative to goods.  From 1947 until Q1 2020, 

the average contribution to GDP from services consumption was 1.1% per quarter with a 

standard deviation of 0.6%.  For goods over the same time frame, the average was +0.9% 

with a standard deviation of 1.7%.  However, last quarter, goods consumption subtracted 

2.2% from GDP, while services consumption pulled a whopping -22.9%. 

 
 

This chart highlights the problem of boosting growth.  Consumption dominates GDP and 

services dominate consumption.  Goods represent 33% of consumption and services 67%.  

Services are dependent on contact; 16% of service consumption is restaurant and 

recreation.  Add health care, another service that usually requires contact, and the 

percentage rises to 40%.  Without a reliable way to control the spread of the virus, getting 

services back will be very difficult.  A vaccine with widespread adoption is the best path 

to this goal, so, as Chair Powell indicated, the economic recovery is dependent on the 

virus.    

• Environmental groups are pressing the Fed to stop buying bonds of energy companies.  

The recent decision by the Fed to venture beyond buying Treasuries and mortgages 

exposes the institution to political pressures for which it isn’t accustomed. 

China news: 

• The CPC announced it will hold its central committee meeting in October.  Meanwhile, 

Chairman Xi is holding Politburo meetings about the economy where he is 

recommending a focus on fostering domestic demand for future growth.  This “pivot” to 

domestic consumption and away from the dependence on exports and investment has 

been recommended by economists for years.  The economics of the move are well 

understood, but the politics are another matter.  There are two problems with this shift 

politically; first, those who have benefited from the export/investment policy tend to be 

powerful members of the CPC.  Xi has deliberately purged most opposition but the 

blowback from harming this powerful group’s economic fortunes is risky.  Second, the 

transition won’t be easy; households would need to have assets and income moved in 

https://www.wsj.com/articles/environmental-groups-urge-fed-to-end-energy-bond-buying-11596121200?st=npagaqgw4kcsyln
https://www.japantimes.co.jp/news/2020/07/31/business/economy-business/xi-pivot-domestic-economy/
https://www.scmp.com/economy/china-economy/article/3095401/chinas-xi-jinping-braces-turbulence-ahead-relations-us?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3095401
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their direction and one would expect a lag between receiving that income and assets and 

increasing consumption.3  That would mean slower growth, at least for a while.  And, the 

CPC has made its mark on delivering growth, so the party’s political image would be 

harmed by a drop in GDP. 

o With regard to growth, China has returned to its old playbook of investment to lift 

output.  It is pressing state and local governments to borrow.  This may be a short-

term fix, but it does highlight how hard it is to break old habits.  It also explains 

this quarter’s lift in industrial metals prices. 

o Although this reform is likely necessary for China’s development, the proximate 

cause appears to be due to the deterioration of U.S./China relations.   

o It is also important to remember that China has a long history of cycling between 

openness and inwardness.  The former tends to occur when the government wants 

faster growth and the latter when it wants political stability.  We may be heading 

into an “inward” phase. 

• China’s economy does seem to be doing ok.  PMI data indicates the expansion continues.   

• Hong Kong legislative elections have been delayed, with leaders blaming COVID-19.  A 

number of pro-democracy candidates have been banned from running. 

• As we have been saying for a while, China continues to lag in its Phase One 

commitments.  At the same time, we are seeing a surge in corn orders, a welcome sign for 

American farmers. 

• At a hearing before the Senate Foreign Relations Committee, SoS Pompeo indicated that 

additional measures against China are planned.   

• Lee Teng-hui, Taiwan’s first elected president, died yesterday at age 97. 

COVID-19:  The number of reported cases is 17,322,041 with 673,833 deaths and 10,156,580 

recoveries.  In the U.S., there are 4,495,224 confirmed cases with 152,075 deaths and 1,414,155 

recoveries.  For those who like to keep score at home, the Financial Times has created a nifty 

interactive chart that allows one to compare cases across nations using similar scaling metrics.  

The FT has also issued an economic tracker that looks across countries with high frequency data 

on various factors.  The Rt data is showing some improvement.  Forty percent of the states have a 

reading under 1, which would indicate the virus spread should diminish.  On a local note, 

Missouri has the highest reading in the union, at 1.2.   
 

Virology: 

• Chinese hackers have reportedly targeted Moderna (MRNA, 77.63), one of the leading 

firms in vaccine research. 

• Sanofi (SNY, 52.50) and GlaxoSmithKline (GSK, 40.25) have made an agreement with 

the U.S. to provide the vaccine to the U.S.   

• Survivors of COVID-19 are being warned that their infection may not have provided 

lasting immunity and thus they should exercise care.   

 
3 The economic theory is called the permanent income hypothesis.  It postulates that households spend based on 
their income and wealth history.  Thus, if incomes fall but the decline is seen as temporary, spending continues.  If 
the opposite occurs, wherein a windfall happens, spending doesn’t immediately adjust.   

https://www.caixinglobal.com/2020-07-30/in-depth-chinas-exporters-find-14-billion-domestic-consumers-are-a-tough-sell-101586606.html
https://www.caixinglobal.com/2020-07-30/china-pushes-local-governments-to-borrow-220-billion-by-oct-31-101586188.html
https://www.scmp.com/week-asia/opinion/article/3093641/chinas-inward-shift-has-profound-implications-world-economy?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3093641
https://www.wsj.com/articles/chinas-manufacturing-recovery-picks-up-the-pace-11596171800?st=xqkh4p5mnt8zowa
https://nyti.ms/2XdiHVr
https://nyti.ms/30cPrjv
https://www.reuters.com/article/us-usa-trade-china-agriculture-analysis-idUSKCN24V04R
https://www.reuters.com/article/us-usa-trade-china-agriculture-analysis-idUSKCN24V04R
https://www.reuters.com/article/us-usa-china-exports/u-s-sells-record-amount-of-corn-to-china-as-tensions-rise-idUSKCN24V3B0
https://www.wsj.com/articles/chinas-corn-market-pop-could-lift-u-s-farmers-11596101400?st=felc7wy2q3rhl78
https://www.wsj.com/articles/pompeo-warns-new-measures-planned-for-china-over-human-rights-11596120988?st=sdwiyymehmmrq5a
https://nyti.ms/2Xb5zQO
https://www.ft.com/content/03f27af6-23c6-3d3c-8d65-849d500dcf2d
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
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
https://www.ft.com/content/272354f2-f970-4ae4-a8ae-848c4baf8f4a?emailId=5f2239a816a1ab0004486f8e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://rt.live/
https://www.reuters.com/article/us-health-coronavirus-moderna-cyber-excl/exclusive-chinese-backed-hackers-targeted-covid-19-vaccine-firm-moderna-idUSKCN24V38M
https://www.wsj.com/articles/sanofi-glaxosmithkline-ink-coronavirus-vaccine-deal-with-u-s-11596193203?st=opxzffhs3nh3eqm
https://www.wsj.com/articles/sanofi-glaxosmithkline-ink-coronavirus-vaccine-deal-with-u-s-11596193203?st=opxzffhs3nh3eqm
https://www.wsj.com/articles/covid-19-survivors-should-stay-vigilant-doctors-say-11596101402?st=h7gi9eca9idkha2
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• Former presidential candidate Herman Cain has died from COVID-19. 

• We are seeing the first lawsuits against companies over COVID-19 infections.  The GOP 

has been pressing for protection against such suits, correctly fearing that if companies 

face legal liability they will simply not reopen.  At the same time, if companies are given 

blanket protection, they will have no incentive to protect workers.  Finding a midpoint 

between applying complete immunity and full legal responsibility is an obvious 

necessity.  One way to thread this needle would be to rely on insurance standards—

companies have to engage in various precautionary standards and, if those are met, they 

are protected from lawsuits.   

• Testing remains a serious problem.  As the country has ramped up testing, it has 

overwhelmed the test processing industry, leading to delays so long as to render the tests 

nearly useless.  But, to improve the turnaround, we would need to reduce the number of 

tests.  Without adequate and widespread testing with quick responses, we are mostly 

“flying blind” regarding the virus. 

• We often hear commentators and political figures speak reverently about science.  

However, any reading about the history of science will show that science is a method of 

inquiry.  And it’s a good one.  Following the rules of science will tend to overcome 

human bias and reach favorable conclusions.  Nevertheless, the process of science isn’t 

always straightforward and it’s not sacred.  The history of science is littered with 

positions that were considered “facts” until disputed with new information.4  Often, it 

takes generational change to adjust theoretical understanding.5 

o One of the problems with COVID-19 is that we aren’t really sure how it spreads.  

Initially, it was thought to be spread on surfaces.  Thus, hand washing and mass 

sanitizing was implemented; this was probably best described as “hygiene 

theater.”  We all saw the shortages on hand sanitizers and bleach.  But further 

research indicated that it also probably spreads by droplets. 

▪ However, even this discovery complicated things.  If the dispersion comes 

from large droplets, they fall to earth by gravity.  This led to the 

recommendation of being “six feet apart,” or social distancing.   

▪ At the same time, there is evidence to suggest that much smaller droplets, 

or “aerosols,” may be the primary spreading vector, meaning that being 

six feet apart is completely inadequate.  These aerosols can be suspended 

in air for some degree of time and thus being further apart would be 

necessary.  Instead, the guidance would call for avoiding closed areas and 

close contact and crowds, especially indoor crowds.  Instead of bleach, we 

should be considering HEPA filters. 

▪ It isn’t all bad news.  Aerosols don’t last very long outside.  Sunlight can 

weaken them, and they dissipate in moving air.  There is probably less risk 

in outdoor activities.  Being indoors, on the other hand, is quite risky.  

Mass events and optional mask wearing indoors would present a problem, 

while walking the dog without a mask is much less risky. 

 
4 Until 1956, it was generally believed that humans had 48 chromosomes; turns out, we have 46. 
5 "Science progresses one funeral at a time." — Max Plank 

https://www.ft.com/content/69bba66d-c920-4454-83ce-eb51b3354482?emailId=5f239dc212321a00045d49eb&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/families-file-first-wave-of-covid-19-lawsuits-against-companies-over-worker-deaths-11596137454?st=gxm1giefizjv800
https://www.axios.com/coronavirus-testing-shortages-delays-aac7ef93-55f5-453d-ba6b-147915164d54.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.theatlantic.com/health/archive/2020/07/why-arent-we-talking-more-about-airborne-transmission/614737/?mod=djem10point
https://www.theatlantic.com/ideas/archive/2020/07/scourge-hygiene-theater/614599/
https://www.theatlantic.com/ideas/archive/2020/07/scourge-hygiene-theater/614599/
https://nyti.ms/2Pm9K85
https://nyti.ms/2Pm9K85
https://www.nature.com/scitable/content/The-chromosome-number-in-humans-a-brief-15575/
https://www.chemistryworld.com/news/science-really-does-advance-one-funeral-at-a-time-study-suggests/3010961.article
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o The point is, there is much we really don’t know.  And that is to be expected.  

This is a new virus.  It will take time and research to develop certainty 

surrounding COVID-19.  Unfortunately, the media does a poor job of reporting on 

science news, projecting an air of certainty when it isn’t warranted or indicating 

skepticism when it shouldn’t.   

o So, what should be done?  It is important to realize the situation is fluid and that 

recommendations will change over time.  In finance, we make decisions under 

conditions of uncertainty all the time.  In the end, all of us have to make 

probability judgements for which a certain degree of humility is required.   

Foreign news: 

• European regulators are looking to apply new regulations on tech firms that would 

undermine their ability to provide “house brands” that undercut prices on competitors.   

• For the first time, the EU is applying sanctions on Russia, North Korea and China over 

hacking.   

U.S. Economic Releases  
 

Despite the drop in personal income, personal spending came in higher than expected.  In June, 

personal income fell 1.1% from the prior month, falling more than expectations of a 0.6% 

decline.  Meanwhile, personal spending rose 5.6% from the prior month, higher than 

expectations of a 5.2% rise.  Real personal spending, which removes inflation, rose 5.2% from 

the prior month, above expectations of a 5.0% rise. 

 

 
 

The chart above shows the monthly change in personal income excluding transfer payments.  

The drop in personal income was likely due to the removal of stimulus checks.  Personal income 

excluding transfer payments rose 1.78% from the prior month.  

 

Clearly, the funding for that spending had to come from somewhere.  It came from savings. 
 

https://nyti.ms/2D1uiQy'
https://www.politico.eu/article/eu-slaps-sanctions-on-hackers-in-russia-north-korea-china/?utm_source=POLITICO.EU&utm_campaign=d208955717-EMAIL_CAMPAIGN_2020_07_31_04_52&utm_medium=email&utm_term=0_10959edeb5-d208955717-190334489
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Saving as a percentage of after-tax income fell to 19.0% from 24.2% in May and the peak of 

33.5% in April.  Households are slowly spending the stimulus and unemployment checks.  The 

good news is that the level of savings is still elevated, which should support continued 

consumption. 
 

The personal consumption expenditure deflator (PCE) remains well below the Fed’s target 

inflation rate, suggesting there is still some fiscal space for more stimulus.  PCE rose 0.8% from 

the prior year, below expectations of 0.9%.  Excluding food and energy, PCE rose 0.9% from the 

prior year, also below expectations of a 1.0% rise. 
 

 
 

The chart above shows the annual change in PCE and core PCE. 
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The employment index rose 0.5% from the prior quarter compared to expectations of a 0.6% rise. 
 

 
 

The chart above shows the annual change in the Employment Cost Index.  Employment costs are 

declining slowly. 
 

The table below lists the economic releases scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

9:45 MNI Chicago PMI m/m Jul 44.0 36.6 **

10:00 U. of Mich. Sentiment m/m Jul 72.9 73.2 **

10:00 U. of Mich. Current Conditions m/m Jul 85.5 84.2 **

10:00 U. of Mich. Expectations m/m Jul 65.5 66.2 **

10:00 U. of Mich. 1 Yr Inflation m/m Jul 3.1% **

10:00 U. of Mich. 5-10 Yr Inflation m/m Jul 2.7% **

Fed Speakers or Events

Economic Releases

No speakers or events scheduled  
 

Foreign Economic News 
 

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

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

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

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

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

China Composite PMI m/m Jul 54.1 54.2 * Equity and bond neutral

Manufacturing PMI m/m Jul 51.1 50.9 50.8 * Equity bullish, bond bearish

Non-manufacturing PMI m/m Jul 54.2 54.4 54.5 * Equity and bond neutral

Japan Jobless Rate m/m Jun 0.0 0.0 3.1% * Equity and bond neutral

Job-To-Applicant Ratio m/m Jun 1.11 1.20 1.15 ** Equity and bond neutral

Industrial Production m/m Jun 2.7% -8.9% 1.0% ** Equity bullish, bond bearish

Vehicle Production y/y May -61.1% -46.1% ** Equity bearish, bond bullish

Housing Starts y/y Jun -12.8% -12.3% -13.0% ** Equity and bond neutral

Construction Orders y/y Jun -13.4% -6.1% ** Equity bearish, bond bullish

Consumer Confidence Index m/m Jul 29.5 28.4 * Equity and bond neutral

India Fiscal Deficit INR Crore m/m Jun 196020 186831 * Equity and bond neutral

Australia Private Sector Credit m/m Jun 2.9% 3.2% 3.0% * Equity and bond neutral

PPI q/q 2Q -1.2% 0.2% *** Equity and bond neutral

New Zealand ANZ Consumer Confidence m/m Jul -0.2% 7.4% ** Equity bearish, bond bullish

Europe

Eurozone GDP SA q/q 2Q -12.1% -3.6% -12.1% ** Equity and bond neutral

CPI m/m Jul -0.3% 0.3% -0.5% *** Equity and bond neutral

CPI Core m/m Jul 1.2% 0.8% 0.8% ** Equity bearish, bond bullish

Germany Retail Sales y/y Jun -1.6% 13.9% -3.0% ** Equity and bond neutral

France GDP q/q 2Q -13.8% -5.3% -15.2% ** Equity and bond neutral

CPI EU Harmonized m/m Jul 0.9% 0.2% 0.4% ** Equity and bond neutral

CPI m/m Jul 0.8% 0.2% 0.3% ** Equity and bond neutral

Consumer Spending m/m Jun 9.0% 36.6% 6.8% ** Equity and bond neutral

Italy GDP WDA q/q 2Q -12.4% -5.3% -15.5% ** Equity bearish, bond bearish

CPI EU Harmonized m/m Jul -0.6% 0.0% -1.5% ** Equity and bond neutral

CPI NIC incl. tobacco m/m Jul -0.1% 0.1% 0.1% ** Equity and bond neutral

Retail Sales m/m Jun 12.1% 24.3% ** Equity and bond neutral

UK Nationwide House Px m/m Jul 1.7% -1.4% -0.2% *** Equity and bond neutral

AMERICAS

Mexico Budget Balance ytd Jun -293.3b -148.2b *** Equity bearish, bond bearish

Canada CFIB Business Barometer m/m Jul 61.3 54.6 ** Equity bullish, bond bearish

Brazil Central Government Budget Balance m/m Jun -194.7b -126.6b -160.0b ** 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) 26 27 -1 Down

3-mo T-bill yield (bps) 9 9 0 Neutral

TED spread (bps) 18 18 0 Up

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

10-yr T-note (%) 0.53 0.55 -0.02 Neutral

Euribor/OIS spread (bps) -46 -46 0 Neutral

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

Currencies Direction

dollar Down Down

euro Flat Up

yen Down Up

pound Up Down

franc Down Up   
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Commodity Markets 
 

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

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

Price Prior Change Explanation

Brent $43.31 $42.94 0.86%

WTI $40.18 $39.92 0.65%

Natural Gas $1.86 $1.83 1.48%

Crack Spread $10.54 $10.45 0.93%

12-mo strip crack $10.10 $10.03 0.71%

Ethanol rack $1.44 $1.45 -0.76%

Gold $1,975.78 $1,956.64 0.98%

Silver $24.13 $23.50 2.70%

Copper contract $291.10 $291.40 -0.10%

Corn contract 327.75$       326.75$       0.31%

Wheat contract 534.75$       529.50$       0.99%

Soybeans contract 893.00$       888.25$       0.53%

Baltic Dry Freight 1348 1317 31

Actual Expected Difference

Crude (mb) -10.6 1.0 -11.6

Gasoline (mb) 0.7 -2.0 2.7

Distillates (mb) 0.5 1.0 -0.5

Refinery run rates (%) 1.60% 0.45% 1.2%

Natural gas (bcf) 26.0 23.0 3.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

with warmer temps in the Southwest and the East Coast.  Wet conditions are expected 

throughout the East Coast.  TS Isaias has made its way to the Virgin Islands and is expected to 

continue to Florida.   
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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 31, 2020 
 

The pandemic has clearly affected the economy.  The decline in economic activity in Q2 will be 

historic.  However, it is still unclear what effects will be temporary and what will be long-lasting.  

A recent paper suggests that one permanent change may be a reduction in older workers.  

COVID-19 has a disproportionately negative impact on older people; studies have shown that 

nearly 75% of fatalities have occurred among those over the age of 65.  That age falls roughly in 

the middle of the baby boom generation.  Anyone born in 1955 or earlier falls into this high-risk 

category.   

 

Americans working past 65 years old, at least as a percentage of the total labor force, was 

common after WWII.  Social Security was still relatively new.  But, from 1947 to 1985, the 

participation rate for Americans over the age of 65 fell from the 28.6% peak in October 1949 to a 

low of 10.4% in June 1984.  The number of Americans in the labor force over the age of 65 

peaked at 10.8 MM in February.  It has fallen sharply since. 

 

 
 

This chart shows both the actual number of civilians employed over the age of 65 and the 

percentage of these workers compared to the labor force of 65-year-olds and older.  Participation 

has been rising since the early 1990s.  Some of this rise is simply due to a rising population of 

Americans aged 65 years and older relative to the total population. 

 

https://www.confluenceinvestment.com/category/asset-allocation-reports/asset-allocation-weekly/
https://bfi.uchicago.edu/wp-content/uploads/BFI_WP_202041.pdf
https://www.cdc.gov/mmwr/volumes/69/wr/mm6928e1.htm
https://www.cdc.gov/mmwr/volumes/69/wr/mm6928e1.htm
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This chart shows the actual and projected level of 65-year-olds and older compared to the total 

population.  The percentage has been rising since 2003 and is forecast to plateau in 2040.  The 

entire baby boom generation will be 65 years or older by the end of the decade.   

 

It is possible that the tendency for COVID-19 to be a greater risk to older workers may mean that 

the drop in employment for adults 65 and over will be lasting.  These workers have the option of 

taking Social Security and don’t necessarily need to take the risk of returning to work.  If they do 

leave the workforce for an extended period, perhaps 18 to 24 months for a widely available 

vaccine, employers may be less open to hiring this age of worker when a younger one can be 

found.   

 

What impact would a decline in workers aged 65 and older have?  Since older workers are often 

paid more due to their years of service, losing these workers will, at least initially, improve 

margins.  It will almost certainly lead to some increased hiring of younger workers and may 

accelerate lowering the age of the workforce.  It may also lead these older households to lower 

the risk in their portfolios by reducing equity positioning.  Of course, given current paltry interest 

rates on low-risk fixed income, investors striving for yield will be forced to take on equity-like 

risk at times.  It is still unclear whether the pandemic will lead to a permanent shift, but there is a 

good chance it will.  Thus, we will continue to monitor this development.        
 
 
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 7/30/2020 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 7/30/2020 close) 
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Mid Cap
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US Corporate Bond
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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. 

 



 

 

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

www.confluenceinvestment.com 

13 

 

P/E Update 

 

July 30, 2020 
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Based on our methodology,6 the current P/E is 27.9x, down 0.2x from last week.  The decline in 

the multiple is due to rising earnings forecasts for Q2. 

 

 
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. 

 
6 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. 


