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

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

closed up 0.9% from its prior close.  Chinese markets were higher, with the Shanghai Composite 

up 1.4% from the prior close and the Shenzhen Composite up 2.7%.  U.S. equity index futures 

are signaling a lower open. 

 

Good morning.  Global equities are higher as Chinese markets continue on a tear.  News on 

China leads our commentary this morning.  Our usual update of the pandemic follows, along 

with foreign news, an update on policy, market action and the economy.  The updated Weekly 

Energy Update is available.  Off to work:   

 

China news: 

• China’s foreign minister, Wang Yi, gave a speech this morning suggesting that current 

relations are at their lowest point since normalization in 1979. 

• Since taking power in 2012, Chairman Xi has aggressively consolidated control through a 

number of measures, including jettisoning informal term limits and purges of enemies.  

We noted a recent event where leaders close to Xi appeared to be instituting an 

aggressive crackdown on the legal system through a program of re-education (a long 

standing favorite tool of communists everywhere).  We are a bit surprised by the ferocity 

of this response; after all, there has been scant evidence of an independent judiciary for 

some time in China.  The fact that Xi seems to think these measures are necessary 

suggests a leader that is still unsure of his position, despite overwhelming evidence he 

has quelled opposition.  Either (a) Xi is becoming increasingly insecure, or (b) like Mao, 

he sees these sorts of measures as the way China is to be governed, a situation of constant 

“revolutionary” turmoil. 

• There are reports that the U.S. is considering steps to undermine the Hong Kong dollar’s 

peg to the U.S. dollar.  Hong Kong uses a currency board and issues its own currency 

based on U.S. dollars held in reserve.  If the U.S. were to deny the Hong Kong currency 

board access to U.S. dollars, the board could only issue new Hong Kong dollars by 

allowing the currency to depreciate.  It doesn’t appear that this action is imminent, 

although the very fact that it is under consideration suggests a deep deterioration of 

relations between China and the U.S.  Interestingly enough, Hong Kong has been 

experiencing inflows from abroad, which has required the currency board to intervene to 

prevent the Hong Kong currency from appreciating.   

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 
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• The U.S. has put visa restrictions on Chinese officials involved in setting Beijing’s Tibet 

policy.  China has retaliated.   

• China is criticizing U.S. fiscal stimulus, fearing a drop in the dollar and calling for a new 

reserve arrangement.  We note the CNY rallied this morning and this market action might 

be raising concerns in Beijing. This call for another reserve currency isn’t new, but there 

is a lack of attractive alternatives to the dollar.  We do note, in a recent WGR, we 

discussed that the potential for a Eurobond might be an attractive vehicle for reserve 

purposes.   

• FBI Director Wray gave a speech at the Hudson Institute where he indicated the Chinese 

government and the CPC are a threat to U.S. economic and national security.   

• It appears that if the U.S. wants to prevent the use of Huawei (002502, CNY 2.86) 

equipment, it is going to require the building of alternatives.  In other words, the U.S. 

government may need to fund the creation of 5G equipment from firms other than 

Huawei. Meanwhile, the company is asking the U.K. to slow its decision on using 

Huawei’s 5G equipment, fearing it will be ejected from the British market.   

• Despite the end of the “one-child policy” and steps to encourage additional births, 

Chinese couples apparently didn’t get the memo, as births hit a new low in 2019.  

• Over the past couple of weeks, we have been reporting on massive flooding in south-

central China along the Yangtze River.  The sluice gates have been opened at the Three 

Gorges Dam which will exacerbate flooding downstream.  The current death/missing toll 

is 119. 

• The Institute of International Finance (IFF) estimates that China’s total debt is 317% of 

GDP at the end of Q1 2020.  That is up from 300% in Q4 2019 and the largest quarterly 

rise in history.  Consumer debt is the fastest growing segment.  Foreign investment in 

China’s bonds is only 2% of the total; the vast majority of China’s bonds and debt are 

held internally.  The rise in debt is likely tied to stimulus efforts tied to the economic 

recovery from the pandemic.  In related news, we note that a Chinese developer has not 

paid its bondholders.   

• Chancellor Merkel has come under criticism for her government’s tepid opposition to 

China’s actions in Hong Kong.  Germany is trying to maintain economic relations with 

China in a period where Beijing’s actions are making it difficult to keep such ties.   

• The new national security law for Hong Kong makes it illegal for anyone to promote 

democratic reforms or criticize the government.  This includes people living outside of 

China or Hong Kong.  The extensive reach of this law is remarkable; it begs for a global 

response.   

o Meanwhile, China’s secret police have officially taken up residence in Hong 

Kong.   

o U.S. tech firms are trying to decide if they can safely continue to operate in Hong 

Kong. 

• There have been worries that the new security law will undermine Hong Kong’s financial 

firms.  At the same time, Beijing needs Hong Kong’s expertise in this area and we 

suspect that Chairman Xi will take steps to support the financial firms in Hong Kong 

https://www.ft.com/content/1ef17f70-3a27-44eb-b882-d47e9bf43884
https://www.ft.com/content/1ef17f70-3a27-44eb-b882-d47e9bf43884
https://www.japantimes.co.jp/news/2020/07/08/asia-pacific/politics-diplomacy-asia-pacific/u-s-china-impose-visa-restrictions-tibet-row/
https://www.scmp.com/economy/china-economy/article/3092147/us-coronavirus-stimulus-reignites-chinas-criticism-dollar?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3092147
https://www.wsj.com/articles/chinas-yuan-rallies-as-economy-recovers-11594282125?st=ld67w2yim1l3hwn
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_6_29_2020.pdf
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https://www.politico.com/news/2020/07/07/trump-administration-anti-huawei-strategy-348745
https://www.ft.com/content/305692fe-661f-4125-a6ed-9365ac7359a2?emailId=5f068ac5bfea0600049899d8&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.yicai.com/news/100691130.html
https://www.caixinglobal.com/2020-07-07/devastating-floods-leave-119-dead-or-missing-across-china-101576754.html
https://www.caixinglobal.com/2020-07-07/devastating-floods-leave-119-dead-or-missing-across-china-101576754.html
https://www.scmp.com/economy/china-economy/article/3084979/china-debt-how-big-it-who-owns-it-and-what-next?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3084979
https://www.scmp.com/economy/china-economy/article/3084979/china-debt-how-big-it-who-owns-it-and-what-next?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3084979
https://www.wsj.com/articles/chinese-developer-fails-to-repay-bondholders-11594111702?st=9jxgpcf1njzrl5t
https://www.ft.com/content/bf1adef9-a681-48c0-99b8-f551e7a5b66d
https://www.axios.com/china-hong-kong-law-global-activism-ff1ea6d1-0589-4a71-a462-eda5bea3f78f.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.washingtonpost.com/world/asia_pacific/beijings-secret-police-get-a-room-with-a-view-in-hong-kong/2020/07/08/c0e7de7e-c0e8-11ea-8908-68a2b9eae9e0_story.html
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20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 3 

while he cracks down on security.  Although we are early in the process, recent listings 

by Chinese tech firms in Hong Kong suggest that the former colony’s financial prowess 

will likely be preserved, at least for now. 

COVID-19:  The number of reported cases is 12,062,863 with 549,900 deaths and 6,609,462 

recoveries.  In the U.S., there are 3,055,144 confirmed cases with 132,309 deaths and 953,420 

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

that allows one to compare cases across nations using similar scaling metrics.  Axios has updated 

its state cases chart.    

 

Virology:   

• In the race for a vaccine, the U.S. has committed $2.0 billion to two companies, 

Novavax (NVAX, 101.44) and Regeneron Pharmaceuticals (REGN, 654.42) who are 

working on vaccine candidates as part of Operation Warp Speed.   

• Testing is being conducted on a drug derived from the blood plasma of former 

COVID-19 patients.  The drug may work for both treatment and as a prophylactic for 

the disease. 

• As testing increases, wait times for test results have increased as well.  This 

development is a problem because a tested person doesn’t know if they should 

continue their normal activities, assuming a negative test result, or self-quarantine, 

fearing a positive one. 

• Although mask wearing remains controversial, we note a natural experiment that 

occurred in Germany suggests mask use does reduce the spread of infections.   In 

March and April, some German states required masks, others did not.  Researchers 

were able to measure infection differences and conclude that mask wearing reduced 

inflection spread by 40% compared to areas that didn’t have similar rules.  

• Another area of controversy is the debate over airborne transmission.  The fact that 

infections appear tied to events held indoors in close quarters suggests that the virus is 

probably airborne and can stay in that state for long periods of time.  However, WHO 

continues to say that the evidence is inconclusive.   If it is established that a prime 

transmission factor is indoor crowded events, mitigation measures could be adopted, 

e.g., more outdoor events, crowd spacing, masks, improved ventilation, etc.  But as 

long as the messaging is inconclusive, mitigation measures will likely not be adopted.   

• As hospitalizations rise, the health care system is reporting growing shortages of 

personal protection equipment.   

 

Policy news: 

• Nearly 60% of Americans have nothing saved for retirement.  States are now moving to 

address this problem by creating programs to strongly encourage companies and 

individuals to start IRA contributions.   

• Recently, Washington issued rules that required foreign college students to take classes in 

person.  This action will either mean that colleges will need to take on campus students to 

retain and attract foreign students, or continue online classes and lose this source of 

https://www.wsj.com/articles/chinese-tech-firms-get-trading-boost-from-hong-kong-listings-11594200602?st=64bcd6c3ofu7m6f
https://www.wsj.com/articles/chinese-tech-firms-get-trading-boost-from-hong-kong-listings-11594200602?st=64bcd6c3ofu7m6f
https://www.nytimes.com/2020/07/09/world/coronavirus-updates.html
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://www.axios.com/coronavirus-map-cases-texas-florida-arizona-california-e158908e-efa8-4251-885d-8dcb01ecba08.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.axios.com/coronavirus-map-cases-texas-florida-arizona-california-e158908e-efa8-4251-885d-8dcb01ecba08.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.wsj.com/articles/u-s-commits-2-billion-for-covid-19-vaccine-drug-supplies-11594132175?st=qwaf5w88mp8qjhm
https://www.wsj.com/articles/drug-derived-from-plasma-of-covid-19-patients-to-be-tested-as-preventive-measure-11594211400?st=5qgkv2bm2sa8bpd
https://www.wsj.com/articles/wait-times-grow-for-covid-19-test-results-as-infections-rise-sharply-11594287001?st=3w1pauxs94lma8i
https://voxeu.org/article/unmasked-effect-face-masks-spread-covid-19
https://voxeu.org/article/unmasked-effect-face-masks-spread-covid-19
https://nyti.ms/3ix7pEy
https://www.washingtonpost.com/health/2020/07/08/ppe-shortage-masks-gloves-gowns/
https://www.nirsonline.org/wp-content/uploads/2018/09/SavingsCrisis_Final.pdf
https://www.wsj.com/articles/states-take-aim-at-people-with-no-retirement-plan-11593945474?st=fvtnmwewv6klaot
https://www.wsj.com/articles/new-u-s-rules-on-foreign-students-put-universitiesin-dilemma-11594149280?st=hv5icrbp52r16gj
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tuition revenue.  This trend comes along with an anticipated decline in Chinese students 

due to deteriorating relations. 

• Last September (seems so long ago, doesn’t it?) the financial markets were roiled by 

problems in the repo markets.  Although Fed officials still seem to struggle to explain 

what exactly happened, the response was to flood the non-bank financial system with 

liquidity.  The balance sheet contraction ended and has expanded with abandon with the 

onset of the pandemic.  One sign of good news is that the Fed has withdrawn specific 

repo support due to the lack of demand.  Of course, when one sends the balance sheet to 

historic highs, one shouldn’t see problems in the short-term funding markets.  

• One of the areas of risk to the economy are state and local governments.  Unlike the 

Federal government, the state and local governments don’t issue debt in a currency they 

control and so their spending is pro-cyclical; it rises and falls with the business cycle.  

Due to the downturn in the economy, state and local government spending is showing 

signs of falling, and if the Federal government fails to intervene, it could undermine 

Federal stimulus efforts.   

• The entire housing payments chain is at risk as well.  Renters and homeowners pay rent 

or mortgages respectively.  These payments flow to landlords or mortgage servicers and 

these flows eventually end up in mortgage backed securities.  There are government 

programs that offer protection to bondholders, but little support is available downstream.  

Congress continues to discuss another stimulus package; some of the last one did support 

the housing payments chain.  If additional support isn’t forthcoming, the housing 

payments chain is at risk.  Interestingly enough, this problem is also a threat to state and 

local governments, because if this payment chain is broken, property tax payments will 

likely fall as well.   

Foreign news: 

• Yesterday, Mexican President Andrés Manuel López Obrador, commonly known as 

AMLO, made a rare foreign trip to Washington to mark the implementation of USMCA.   

Although the relationship between Presidents Trump and AMLO was rocky at first, they 

have gotten along rather well over time.  Relations between Mexico and the U.S. have 

improved over the past two years.  

• The U.K. Johnson government unveiled a massive fiscal support package to help the 

economy’s recovery.  Much of it is based on funding to subsidize returning workers.   

o Scotland is rejecting Westminster’s food and environmental standards, showing 

continued divergences within the United Kingdom.  Separatism in Scotland has 

been rising, in part due to disagreements over Brexit. 

• Saudi Arabia is planning a summit meeting with Chinese officials.  As the U.S. loses 

interest in the Middle East, the high revenue/low population nations in the Middle East 

will look for new patrons.   

• It appears some European banks inadvertently purchased bonds issued by front 

companies for organized crime.    

https://www.wsj.com/articles/colleges-brace-for-sharp-drop-in-foreign-students-especially-from-china-11594114202?st=fk7elrzkw8s8vl4
https://www.ft.com/content/bc2d5e0e-0c02-4bca-89e7-a2a6784ab6f2
https://www.ft.com/content/bc2d5e0e-0c02-4bca-89e7-a2a6784ab6f2
https://www.wsj.com/articles/recession-forces-spending-cuts-on-states-cities-hit-by-coronavirus-11594200600?st=mj7l5y4yuqrcb0q
https://www.wsj.com/articles/recession-forces-spending-cuts-on-states-cities-hit-by-coronavirus-11594200600?st=mj7l5y4yuqrcb0q
https://apnews.com/0d00081786834ec789492bec201dc0f0
https://www.politico.com/news/2020/07/07/mexico-president-andres-manuel-lopez-obrador-friends-trump-350974?nname=playbook&nid=0000014f-1646-d88f-a1cf-5f46b7bd0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=630318
https://www.ft.com/content/59b3f22a-0dc7-417a-b2dc-ffc454e6c228?emailId=5f05a3c6dd6e5c00044b21cd&segmentId=2785c52b-1c00-edaa-29be-7452cf90b5a2
https://www.wsj.com/articles/visit-by-mexican-leader-highlights-unlikely-friendship-with-president-trump-11594160370?st=ffd9ilnvl5wewse
https://www.wsj.com/articles/visit-by-mexican-leader-highlights-unlikely-friendship-with-president-trump-11594160370?st=ffd9ilnvl5wewse
https://www.ft.com/content/19ac8a29-3ac7-4b43-8be2-95417d644d64?emailId=5f06f8a696ed260004842165&segmentId=2785c52b-1c00-edaa-29be-7452cf90b5a2
https://www.ft.com/content/19ac8a29-3ac7-4b43-8be2-95417d644d64?emailId=5f06f8a696ed260004842165&segmentId=2785c52b-1c00-edaa-29be-7452cf90b5a2
https://www.ft.com/content/ad1688ee-3d8d-4e52-9b16-a3632eed8be9?emailId=5f068ac5bfea0600049899d8&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://nyti.ms/3gDpa33
https://www.ft.com/content/246da90c-3a79-4a96-bdf0-d4b09619339e
https://english.alarabiya.net/en/News/gulf/2020/07/07/Saudi-Arabia-plans-to-host-Arab-Chinese-summit-furthering-ties-in-various-fields.html
https://www.ft.com/content/bcebd77c-057b-4fd0-bd99-b97e0e559455?emailId=5f053b20dd6e5c00044b1c3c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/bcebd77c-057b-4fd0-bd99-b97e0e559455?emailId=5f053b20dd6e5c00044b1c3c&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
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• Argentina has improved its offer for restructuring its defaulted bonds, taking the offer to 

53.5 cents on the dollar, from 40 cents.  The response from creditors was positive.    

Market and Economy news: 

• Although equity indices continue their impressive run, the equity market internals show 

that the industry’s most sensitive to reopening—travel, leisure and entertainment—are 

lagging.  The so-called “reopening” trade has been stalling.   High frequency data in 

states hit by surging cases tends to confirm what is happening in the equity market. 

• U.S. companies are cutting dividends aggressively, the fastest pace since 2009.   

• While equities have rallied, precious metals have as well.  We also note that industrial 

metals prices have improved too.  In the China section, we note that debt levels are 

surging, evidence that monetary stimulus is in place.  Aggressive monetary stimulus 

globally is a support for precious metals while Chinese stimulus is a boost for industrial 

metals prices.  Inflows into gold ETFs have been rising lately as investors add the yellow 

metal to portfolios in light of these factors.   

• The Atlanta FRB’s CFO survey suggests that employment will remain below pre-

pandemic levels through all of next year.  Fed presidents from Atlanta, Boston and 

Richmond all suggest that the economy may be stalling, which would suggest that policy 

support from the Fed will likely remain in place.   

U.S. Economic Releases  

 

For the week ending July 4, initial claims came in at 1.314MM, below estimates of 1.375MM. 

The prior report was revised downwards from 1.427MM to 1.413MM. 
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The chart above shows the four-week moving average for initial claims. The four-week average 

fell from 1.494MM to 1.437MM. With the exception of a few states, the country as a whole has 

seen a steep drop in initial claims.  

https://www.wsj.com/articles/argentina-bond-deal-endorsed-by-old-allies-gramercy-and-fintech-11594127303?st=gpogluh1xtty5he
https://www.wsj.com/articles/the-reopening-trade-is-stalling-11594206001?st=nu8z4ltbctahs6l
https://www.wsj.com/articles/the-reopening-trade-is-stalling-11594206001?st=nu8z4ltbctahs6l
https://www.wsj.com/articles/new-coronavirus-surges-stall-economic-recovery-11594209321?st=urbwwdlaat8wuso
https://www.wsj.com/articles/new-coronavirus-surges-stall-economic-recovery-11594209321?st=urbwwdlaat8wuso
https://www.wsj.com/articles/u-s-companies-slashed-dividends-at-fastest-pace-in-more-than-a-decade-11594239429?st=dy1frfdhyekcqsg
https://www.wsj.com/articles/gold-etf-inflows-hit-record-as-bullion-rally-continues-11594216597?st=cyswyjfp86sn1ux
https://www.frbatlanta.org/blogs/macroblog/2020/07/08/firms-do-not-anticipate-regaining-pre-covid-employment-levels-through-2021
https://www.reuters.com/article/us-usa-fed-recovery/fed-officials-suggest-u-s-recovery-may-be-stalling-idUSKBN2492TE
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The chart above shows the four-week moving average initial claims by region. The only region 

to see a rise in initial claims was the West, and that is solely due to a rise in claims in California.  
 

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

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort w/w 6-Jul 43.3 **

10:00 Wholesale Trade Sales m/m May 4.5% -16.9% **

10:00 Wholesale Inventories m/m May -1.2% -1.2% **

Speaker or event

12:00 Raphael Bostic Takes Part in Webinar on Fiscal Policy President of the Federal Reserve Bank of Atlanta

Fed Speakers or Events

Economic Releases

District or position

 
 

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 PPI y/y Jun -3.0% -3.7% -3.2% ** Equity and bond neutral

CPI y/y Jun 2.5% 2.4% 2.5% *** Equity and bond neutral

Money Stock M2 y/y Jun 7.2% 5.1% 5.7% ** Equity bullish, bond bearish

Money Stock M3 y/y Jun 5.9% 4.1% 4.4% ** Equity bullish, bond bearish

Core Machine Orders m/m May 1.7% -12.0% -5.0% ** Equity bullish, bond bearish

Japan Buying Foreign Bonds w/w 3-Jul -¥522.8b ¥174.6b * Equity and bond neutral

Japan Buying Foreign Stocks w/w 3-Jul ¥210.4b ¥148.3b * Equity and bond neutral

Foreign Buying Japan Bonds w/w 3-Jul -¥746.5b -¥1393.9b * Equity and bond neutral

Foreign Buying Japan Stocks w/w 3-Jul -¥77.0b -¥494.4b * Equity and bond neutral

Tokyo Avg Office Vacancies m/m Jun 1.97 1.64 ** Equity and bond neutral

Machine Tool Orders m/m Jun -32.0% -52.8% ** Equity and bond neutral

Australia Investor Loan Value m/m May -15.6% -4.2% -7.0% ** Equity bearish, bond bullish

Home Loans Value m/m May -11.6% -4.8% -5.5% ** Equity bearish, bond bullish

Owner-Occupier Loan Value m/m May -10.2% -5.0% -5.0% ** Equity bearish, bond bullish

New Zealand ANZ Truckometer Heavy m/m Jun 14.5% 86.9% ** Equity and bond neutral

ANZ Business Confidence m/m Jul -29.8 -34.4 ** Equity and bond neutral

ANZ Activity Outlook m/m Jul -6.8 -25.9 ** Equity and bond neutral

Europe

Germany Trade Balance m/m May 7.1b 3.5b 7.0b ** Equity and bond neutral

Current Account Balance m/m May 6.5b 7.7b 10.0b ** Equity and bond neutral

Russia CPI y/y Jun 3.2% 3.0% 3.2% *** Equity and bond neutral

CPI Core y/y Jun 2.9% 2.9% 3.0% *** Equity and bond neutral

AMERICAS

Mexico CPI w/w 3-Jul 0.55% 0.38% 0.44% ** Equity bearish, bond bullish

CPI Core m/m Jun 0.37% 0.30% 0.30% ** Equity bearish, bond bullish

Brazil Retail Sales m/m May -7.2% -16.8% -13.2% ** 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) 27 28 -1 Down

3-mo T-bill yield (bps) 13 14 -1 Neutral

TED spread (bps) 14 14 0 Up

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

10-yr T-note (%) 0.65 0.67 -0.02 Neutral

Euribor/OIS spread (bps) -43 -44 1 Neutral

EUR/USD 3-mo swap (bps) 7 9 -2 Down

Currencies Direction

dollar Up Down

euro Flat Up

yen Flat Up

pound Up 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 $43.33 $43.29 0.09%

WTI $40.77 $40.90 -0.32%

Natural Gas $1.85 $1.82 1.43%

Crack Spread $12.57 $12.48 0.74%

12-mo strip crack $11.20 $11.26 -0.50%

Ethanol rack $1.69 $1.68 0.91%

Gold $1,812.84 $1,808.89 0.22%

Silver $18.95 $18.72 1.23%

Copper contract $286.90 $282.40 1.59%

Corn contract 351.75$       346.25$       1.59%

Wheat contract 518.75$       516.50$       0.44%

Soybeans contract 903.50$       897.25$       0.70%

Baltic Dry Freight 1849 1949 -100

Actual Expected Difference

Crude (mb) 5.7 -3.0 8.7

Gasoline (mb) -4.8 1.0 -5.8

Distillates (mb) 3.1 0.5 2.6

Refinery run rates (%) 2.00% 0.50% 1.50%

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 cool conditions expected in Pacific and Rocky Mountain areas.  Dry conditions are 

predicted for the majority of the country, with wet conditions anticipated in the Rocky Mountain 

region.  There is some cyclone activity off the North Carolina coast.  It is highly probable that 

the storm could develop into a tropical cyclone within the next 48 hours. 
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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. 
 

June 26, 2020 
 

(N.B.  Due to the Independence Day holiday, the next report will be issued on July 10, 2020.) 
 

Since 2008, some central banks have implemented negative policy interest rates.  Standard 

economics suggests that negative nominal rates on deposits are impossible because holders could 

simply liquidate the deposit and “put the money under the mattress.”  We have observed that 

there are costs to holding cash in large amounts, so banks can implement a negative rate (perhaps 

best thought of as a fee) on holding cash.  Although there are limits to how low negative rates 

can go (at some point, the cost of providing safekeeping exceeds the benefits), we note the Swiss 

National Bank has had a policy rate of -0.75% since December 2014. 

 

 
 

Why would a central bank consider implementing a negative policy rate?  If economic conditions 

warranted easing and inflation was low,1 it may be impossible to use low but positive interest 

rates as a policy tool.  In that case, negative interest rates or some other unconventional monetary 

policy may be necessary.   

 

Are conditions similar in the U.S.?  Our analysis of the policy rate, using the Mankiw Rule, a 

variation on the Taylor Rule, suggests that the FOMC could consider negative policy rates.  The 

Taylor Rule is designed to calculate the neutral policy rate given core inflation and the measure 

of slack in the economy.  John Taylor measured slack using the difference between actual GDP 

and potential GDP.  The Taylor Rule assumes that the Fed should have an inflation target in its 

policy and should try to generate enough economic activity to maintain an economy near full 

 
1 For example, Switzerland’s May CPI was -1.3% from last year.   

https://www.confluenceinvestment.com/category/asset-allocation-reports/asset-allocation-weekly/
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utilization.  The rule will generate an estimate of the neutral policy rate; in theory, if the current 

fed funds target is below the calculated rate, the central bank should raise rates.  Greg Mankiw, a 

former chair of the Council of Economic Advisors in the Bush White House and current Harvard 

professor, developed a similar measure that substitutes the unemployment rate for the difficult-

to-observe potential GDP measure.  We have taken the original Mankiw Rule and created three 

other variations.  Specifically, our models use core CPI and either the unemployment rate, the 

employment/population ratio, involuntary part-time employment or yearly wage growth for non-

supervisory workers.  In this report, we are not using the wage growth variation because it is 

yielding a sharply positive policy rate; wages have increased because lower paid workers have 

been laid off in greater numbers than higher paid workers. 
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As the recession developed, the unemployment rate jumped, the employment/population ratio 

fell, and the number of involuntary part-time workers rose.  Complicating matters further, 

inflation declined.  All these factors pointed to the need for policy stimulus.  In fact, in the worst 

case, the employment/ population ratio variation, the nominal rate should be as low as -5.65%. 

 

In 2008 through most of 2011, these variations of the Mankiw Rule suggested the policy rate 

should have been below zero.  That is the case today.  So far, the FOMC has rejected a negative 

policy rate and instead relies on expanding the balance sheet and forward guidance.  The current 

program of balance sheet expansion is historically unique; for the first time, we are seeing the 

Fed buy an assortment of financial assets that expose it to credit risk.  These include corporate 

and high yield bonds.  As we noted last week, the current QE is reducing credit spreads, but, like 

forward guidance, the actual stimulative impact is uncertain.   
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So, why is the FOMC opposed to negative interest rates?  The most likely reason is the structure 

of the U.S. financial system.  The U.S. system has an extensive non-bank financial system; 

unlike banks, this system isn’t funded by deposits but by repo and money markets.  The non-

bank financial system, also known as the “shadow banking system,” finances large swaths of the 

U.S. economy.  Although it is difficult to estimate the size, there are reports it may be as large as 

$1.2 trillion.  The fear is that negative deposit rates would likely cause the money market funds 

to “break the buck” to account for the below-zero yield.  That could lead to difficult-to-determine 

outcomes, but it is plausible that the non-bank financial system may find itself without a source 

of funding.  Since there is no Fed backstop to the non-bank financial system, there could be a run 

on the loan providers.  Other nations have much smaller non-bank systems and thus can manage 

negative policy rates.  The U.S. probably can’t.   

 

And so, additional policy stimulus, if necessary, will come from further expansion of the balance 

sheet and forward guidance.  Another possibility would be yield curve control, which was 

implemented during WWII into the early 1950s.  In this policy, the Fed will set the desired rate 

of some or all of the Treasury curve, absorbing all the Treasury borrowing that the market won’t 

buy, thus fixing the interest rate.  The Bank of Japan and Reserve Bank of Australia are currently 

running such policies.  Although the FOMC hasn’t taken this step yet, it is being considered by 

Fed policymakers.  The conclusion—monetary policy will likely remain historically 

accommodative well into 2021.  
 
 
 
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/shadow-banking-is-growing-remains-opaque-and-carries-uncertain-risks-for-the-economy-2020-01-04
https://www.marketwatch.com/story/shadow-banking-is-growing-remains-opaque-and-carries-uncertain-risks-for-the-economy-2020-01-04
https://libertystreeteconomics.newyorkfed.org/2020/04/how-the-fed-managed-the-treasury-yield-curve-in-the-1940s.html
https://www.wsj.com/articles/fed-debates-whether-to-reinforce-low-rate-pledge-with-yield-caps-11591541970?shareToken=st65c2894026c74b2d8a946f4e408dd66c
https://www.wsj.com/articles/fed-debates-whether-to-reinforce-low-rate-pledge-with-yield-caps-11591541970?shareToken=st65c2894026c74b2d8a946f4e408dd66c
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Data Section 
 

U.S. Equity Markets – (as of 7/8/2020 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 7/8/2020 close) 
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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 

 

July 9, 2020 
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Based on our methodology,2 the current P/E is 27.4x, up 0.3x from last week.  The rise in the 

multiple is due to the continued lift in the index. 

 
This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the 
authors. It is based upon sources and data believed to be accurate and reliable. Opinions and forward-looking 

statements expressed are subject to change. This is not a solicitation or an offer to buy or sell any security. 

 
2 This chart offers a running snapshot of the S&P 500 P/E in a long-term historical context. We are using a specific 
measurement process, similar to Value Line, which combines earnings estimates and actual data. We use an 
adjusted operating earnings number going back to 1870 (we adjust as-reported earnings to operating earnings 
through a regression process until 1988), and actual operating earnings after 1988. For the current quarter, we use 
the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings 
sum includes two actual quarters (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. 


