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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: June 19, 2020—9:30 AM EDT] Global equity markets are higher this morning.  The 

EuroStoxx 50 is up 1.1% from its last close.  In Asia, the MSCI Asia Apex 50 closed up 0.5% 

from its prior close.  Chinese markets were higher, with the Shanghai Composite up 1.0% from 

the prior close and the Shenzhen Composite up 1.2%.  U.S. equity index futures are signaling a 

higher open. 

 

Good morning and happy Friday! U.S. equity futures are higher this morning as optimism over 

the economy continues to rise.  China remains in the news.  The forbearance being offered by 

lenders is having an adverse impact on the industry designed to deal with bad debt—bankruptcy 

lawyers and trustees, repossession firms, auction houses, etc.  Our usual commentary on 

COVID-19 is available.  Additionally, there are a couple of interesting market items.  Here are 

the details:   

 

China news:   

• SoS Pompeo met with Yang Jiechi yesterday in Hawaii.  Both sides have been mostly 

tight-lipped about the outcome; it appears that the U.S. and China stated their positions 

on various issues but if there was any attempt to find commonality, it isn’t obvious.  

Meanwhile, President Trump indicated the U.S. could still sever relations with China. 

• Large changes create opportunities.  As conditions change in Hong Kong, other nations 

are looking to provide a home for various businesses currently in the former colony.  

Japan is attempting to bring financial firms to Tokyo, for example.  At the same time, as 

the U.S. considers making Chinese firms delist from U.S. stock exchanges, Hong Kong 

bankers are trying to get these firms to list in Hong Kong.  Although only time will tell, it 

is possible that China will attempt to preserve Hong Kong’s financial power; as the U.S. 

leans toward closing off American financial markets from China, the Xi regime may need 

Hong Kong’s financial expertise.  That doesn’t mean that the CPC won’t try to end 

democracy in Hong Kong, but it may give the financial industry wide latitude to operate.   

• We continue to closely monitor the situation on the Indian/Chinese frontier.  The 

leadership of both nations appear to be trying to contain nationalist fervor that could force 

escalation.  China, due to its social controls, can generally manage such issues.  India, on 

the other hand, has an active tabloid press and thus PM Modi will have his hands full 

trying to keep group emotions in check.   

• One outcome from the border clash is that New Delhi may decide to join the West in 

dealing with China.  India has traditionally avoided such arrangements.  It was a key 
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member of the non-aligned movement during the Cold War and tried to avoid joining 

either the Communist Bloc or the Free World.  If the border issue leads to India joining 

the West, it will add to the encirclement of China and would be seen as a major loss for 

Beijing.   

Policy news:   

• One of the strengths of the U.S. system of capitalism is the ability to deal with failure.  In 

Europe, going bankrupt could put a person in debtor’s prison; in the U.S., debts are 

written down and the debtor could start over.  The U.S. system isn’t perfect, but it works 

remarkably well compared to other nations.  An infrastructure has developed around 

bankruptcy and bad debt; there are law firms that specialize in bankruptcies.  Towing 

firms engage in repossession; banks have workout groups.  Auction houses specialize in 

selling off the assets that are repossessed.  Firms clean up houses after evictions to 

prepare for sale or lease.  All this activity forces creditors to quickly adjust the value of 

their loan assets and allows debtors to start over.  Additionally, the repossessed asset then 

gets put back into the economy, usually at an attractive price, to find a new use. 

o That process is mostly on hold.  Despite rising bankruptcies on the horizon, at 

present, a set of policy decisions has effectively frozen the process.  In many 

states, evictions have been postponed.  Banks have been encouraged to offer debt 

service forbearance.  If the current downturn is mostly a short-term phenomenon 

and all will return to normal soon, these actions make sense.  However, if the 

recovery turns out to be long (as we expect), these policies will tend to keep debt 

backed by assets that have fallen in value in limbo. 

o If policy prevents the process of foreclosure, as we see in China and Japan, it can 

lead to slower growth.  At the same time, the bankruptcy process, much like 

insurance, isn’t designed for systemic events.  In other words, the process works if 

bankruptcy is caused by poor management or bad luck for an individual; it 

doesn’t work as well if the bankruptcies are due to an event that causes 

widespread failure.  That’s what we saw in the Great Depression; the policy of the 

Hoover administration was to liquidate the loans aggressively, but that led to a 

debt/deflation spiral that collapsed the economy.   

o Policymakers seem to be leaning toward this event as systemic, so it has 

encouraged lenders to avoid immediate repossession and the Fed has been buying 

up corporate debt.  The problem is that some of these loans are simply not going 

to get serviced and should be liquidated.  Unfortunately, it is hard to discern who 

is facing a solvency issue and who is facing a liquidity issue.  What we are doing 

works if it’s mostly the latter; it will create a Japan-like situation if it’s the former. 

• There is a growing call for a better way to fund small business.  Although the SBA exists, 

its lending doesn’t appear to be filling the need.  So, there is some speculation that the 

Fed’s current program may become permanent.   

o Our two cents?  A better way would be to reduce consolidation in the financial 

system and support the expansion of small banks.  Smaller banks seemed to do a 

better job of managing the PPP program; large banks do a good job with (a) 

https://www.wsj.com/articles/eddie-the-repo-man-has-time-on-his-hands-what-happens-when-your-debt-is-suspended-11592494459
https://nyti.ms/2N8ev3E
https://www.politico.com/news/2020/06/18/debate-small-business-loan-program-ends-329187
https://www.politico.com/news/2020/06/18/debate-small-business-loan-program-ends-329187
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massive loans to large borrowers, and (b) lending that is rules-based, like 

mortgages.  However, larger banks can only make money on operations that they 

can scale up and making individual lending decisions by human loan officers isn’t 

in their “sweet spot.”  That is a business that smaller banks can do more 

effectively. 

• European nations are on their way to implementing digital taxes.  This will exacerbate 

trade tensions.   

COVID-19:  The number of reported cases is 8,513,725 with 454,513 deaths and 4,181,443 

recoveries.   In the U.S., there are 2,191,200 confirmed cases with 118,435 deaths and 599,115 

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.     

 

Virology:   

• One of the treatments for those infected is to infuse antibodies from blood plasma from 

someone who has recovered from the virus.  A recent study suggests that giving plasma 

transfusions to someone in the early stages of the disease is safe. 

• Europe is attempting to secure a vaccine when one is produced.  It is talking to 

pharmaceutical companies to gain access to supplies when they become available.   

• India is seeing a surge in cases. 

• Sweden’s policy toward lockdown was much more liberal that most Western nations.  

The government’s position was that a vaccine was years from being developed, so it was 

better to learn to live with the virus and allow herd immunity to develop.  This policy has 

been controversial.  If a vaccine is available by this time next year, the policy could be 

considered reckless.  There have been other issues as well; there are reports suggesting 

that the medical system was rather quick to allow elderly patients to be denied care for 

recovery.  Additionally, neighboring nations are reluctant to open their borders with 

Sweden for fear of rising infections.   

Markets:   

• Japanese investors have been aggressively buying dollar assets in an attempt to capture a 

positive yield. 

• Advisors to the ultra-high net worth households are encouraging these investors to hold 

more gold.   

U.S. Economic Releases 

 

The current account balance narrowed slightly in the first quarter as the decline in exports was 

mostly less than the drop in imports.  In the first quarter, the current account deficit came in at 

$104.2B compared to estimates of $102.9B.  The current account deficit in Q4 2019 was revised 

from $109.8B to $104.3B  

 

https://www.wsj.com/articles/after-u-s-declares-impasse-on-digital-taxes-europe-continues-push-11592481834?shareToken=st6944fe805e6a44a099202462c57820b2
https://coronavirus.jhu.edu/map.html
https://ig.ft.com/coronavirus-chart/?areas=bra&areas=per&areas=arg&areas=chl&areas=pan&areas=ecu&areasRegional=usny&areasRegional=usnj&cumulative=0&logScale=1&perMillion=0&values=deaths
https://www.washingtonpost.com/health/2020/06/18/blood-plasma-people-who-recovered-is-safe-covid-19-treatment-study-says/?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.washingtonpost.com/health/2020/06/18/blood-plasma-people-who-recovered-is-safe-covid-19-treatment-study-says/?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.ft.com/content/5ffdf958-2683-488d-8af7-a83efe285e16?emailId=5eec346aeecaae0004d3ab20&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/5ffdf958-2683-488d-8af7-a83efe285e16?emailId=5eec346aeecaae0004d3ab20&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/coronavirus-latest-news-06-19-2020-11592556843?shareToken=st52f86e54607d4aff8de1d67685d6a43c
https://www.wsj.com/articles/coronavirus-is-taking-a-high-toll-on-swedens-elderly-families-blame-the-government-11592479430?shareToken=stb812435331ec44be9abbefc96da28f7e
https://www.wsj.com/articles/coronavirus-is-taking-a-high-toll-on-swedens-elderly-families-blame-the-government-11592479430?shareToken=stb812435331ec44be9abbefc96da28f7e
https://www.wsj.com/articles/coronavirus-is-taking-a-high-toll-on-swedens-elderly-families-blame-the-government-11592479430?shareToken=stb812435331ec44be9abbefc96da28f7e
https://www.ft.com/content/af311c89-95f6-48fd-beb9-0ac10f21eacc?emailId=5eec346aeecaae0004d3ab20&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.bloombergquint.com/global-economics/there-s-a-flood-of-japanese-money-rushing-into-dollar-assets
https://www.reuters.com/article/us-health-coronavirus-gold-wealth-analys-idUSKBN23P253?utm_source=reddit.com&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.reuters.com/article/us-health-coronavirus-gold-wealth-analys-idUSKBN23P253?utm_source=reddit.com&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
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The chart above shows the current account balance as a percentage of GDP.  In Q1, the current 

account was 1.94% of GDP.  

 

Although the current account was relatively tame in Q1, the financial account surged to its 

highest level on record. 
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The cause of the jump could be attributed to the increased activity in financial markets as 

participants were trying to hedge against risky assets; foreign acquisition of currency and 

deposits rose sharply.  
 

The table below shows the Fed events scheduled for the rest of the day. 

 

Speaker or event

10:15 Eric Rosengren Discusses Economic Outlook President of the Federal Reserve Bank of Boston

12:00 Randal Quarles Discusses Stress Testing Federal Reserve Vice Chairman of Supervision

13:00 Jerome Powell Youngstown Community Event Chairman of Board of Governors of Federal Reserve

Fed Speakers or Events

Economic Releases

District or position

 No economic releases today

 
 

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

China FX Net Settlement - Clients CNY m/m May 142.9b 84.9b ** Equity and bond neutral

Japan National CPI y/y May 0.1% 0.1% 0.2% *** Equity and bond neutral

National CPI Fresh Food y/y May -0.2% -0.2% -0.1% *** Equity and bond neutral

National CPI Fresh Food, Energy y/y May 0.4% 0.2% 0.4% *** Equity and bond neutral

Europe

Eurozone ECB Current Account SA m/m Apr 14.4b 27.4b ** Equity bearish, bond bullish

Germany PPI m/m May -2.2% -1.9% -2.0% ** Equity and bond neutral

Italy Current Account Balance y/y May 915m 4136m *** Equity and bond neutral

UK Retail Sales ex Auto Fuel y/y May -9.8% -18.4% -14.9% ** Equity and bond neutral

Retail Sales inc Auto Fuel y/y May -13.1% -22.6% -16.4% ** Equity and bond neutral

Public Finances (PSNCR) m/m May 71.4b 89.5b ** Equity and bond neutral

Public Sector Net Borrowing m/m May 54.5b 61.4b 49.3b ** Equity and bond neutral

Russia Money Supply Narrow Def w/w 11-Jun 12.72t 12.60t * Equity and bond neutral

AMERICAS

Mexico Aggregate Supply and Demand q/q 1Q -1.9% -1.6% -2.8% ** Equity and bond neutral

Canada Wholesale Trade Sales m/m Apr -21.6% -2.2% -10.6% ** Equity bearish, bond bullish  
 

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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 32 31 1 Down

3-mo T-bill yield (bps) 14 15 -1 Neutral

TED spread (bps) 18 16 2 Up

U.S. Libor/OIS spread (bps) 8 8 0 Up

10-yr T-note (%) 0.72 0.71 0.01 Neutral

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

EUR/USD 3-mo swap (bps) 12 12 0 Down

Currencies Direction

dollar Up Down

euro Flat Up

yen Flat Up

pound Down Down

franc Flat Up

Central Bank Action Current Prior Expected

Key Rate 4.500% 5.500% 4.500% On forecast   
 

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 $42.54 $41.51 2.48% Ease in US-China trade tensions

WTI $40.00 $38.84 2.99%

Natural Gas $1.65 $1.64 0.67%

Crack Spread $12.78 $13.20 -3.14%

12-mo strip crack $11.41 $11.68 -2.29%

Ethanol rack $1.47 $1.47 0.21%

Gold $1,729.72 $1,722.93 0.39%

Silver $17.53 $17.38 0.83%

Copper contract $265.00 $261.05 1.51%

Corn contract 336.50$       335.50$       0.30%

Wheat contract 489.00$       488.75$       0.05%

Soybeans contract 879.25$       876.00$       0.37%

Baltic Dry Freight 1527 1246 281

Actual Expected Difference

Crude (mb) 1.2 0.8 0.4

Gasoline (mb) -1.7 -1.0 -0.7

Distillates (mb) -1.4 3.0 -4.4

Refinery run rates (%) 0.70% 0.50% 0.20%

Natural gas (bcf) 85.0 93.0 -8.0

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 cool conditions expected in the Midwest region.  Wet conditions are expected for the 

majority of the country, with dry conditions in the Rocky Mountains and southwestern regions.  

There is some cyclone formation along the Carolina coast, but it is not expected to develop into a 

tropical storm.
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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 19, 2020 
 

By now, investors have rightly come around to the idea that the equity market’s strong rebound 

since late March can be largely ascribed to the aggressive monetary and fiscal policies put in 

place to counter the coronavirus crisis.  The economic downturn from the pandemic lockdown 

has been severe, pushing unemployment to its highest level since the Great Depression and 

freezing demand for most products.  All the same, the Federal Reserve’s massive bond-buying 

and the federal government’s gigantic spending programs have convinced many people that the 

public sector is doing what’s necessary to support a quick recovery and minimize the long-term 

damage.  Investors have bid up stocks in response.  The technology-heavy NASDAQ has even 

reached a new record high. 
 

What’s gotten less attention is that the policy moves have also helped limit the damage in the 

debt markets.  That’s especially clear in the market for riskier debt that the credit rating firms 

consider to be below-investment grade, i.e., “high yield” or “junk” bonds.  One way to measure 

the demand for that kind of debt is to compare the yield investors are requiring for that kind of 

bond versus the yield on a risk-free bond of similar maturity, such as the five-year Treasury note.  

As shown in the chart below, the effective yield on the BofA Merrill Lynch High-Yield Master II 

Index spiked to as much as 8.57% at the peak of the coronavirus crisis in March and April.  At 

the same time, safe-haven buying drove down the yield on the five-year Treasury note to just 

0.39%.  That boosted the high-yield spread over the five-year Treasury all the way to 8.18% 

compared with an average spread of 5.61% over the last several decades. 
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As shown in the chart, the April spread of 8.18% was one full standard deviation above the 

average spread since 1988.  But instead of rising even further above the one-standard deviation 

mark as typically happens during a recession, the spread has fallen modestly in May and June.  

We think that’s a clear indication that investor nerves have been calmed by the aggressive 

monetary and fiscal policy already put into place.  One particularly helpful move was the Fed’s 

decision to purchase corporate debt, ultimately including debt that had been downgraded to junk 

status after March 22 and corporate bond ETFs that might hold high-yield obligations. 

 

By pumping liquidity into the economy and helping many firms avoid bankruptcy, the U.S. 

policy moves have helped bolster not only junk bonds, but also investment-grade bonds and 

equities.  For example, the chart below shows how the spread of corporate investment-grade 

yields over the 10-year Treasury also initially spiked and then narrowed after the policy moves 

were implemented.  The pattern looks very similar to the narrowing of high-yield spreads.  

Although the financial markets remain volatile and credit spreads could widen again, we think 

the early signs of credit spread narrowing support increasing exposure to corporate credit in 

portfolios. 

 

1

2

3

4

5

6

7

0 

2 

4 

6 

8 

10 

12 

88 90 92 94 96 98 00 02 04 06 08 10 12 14 16 18 20

Baa - Treasury Spread

Average Spread

Moody's Baa Seasoned Corp. Bond

10-Year Treasury Note

U.S. Investment-Grade Spreads Over Time
Sources:  Haver Analytics, FRB, CIM

Y
ie

ld
 (%

)
S

p
re

a
d

 (
%

)

U.S. Investment-Grade Spreads Over Time
Sources:  Haver Analytics, FRB, CIM

Y
ie

ld
 (%

)
S

p
re

a
d

 (
%

)

 
 
 
 
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 6/18/2020 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 6/18/2020 close) 

 

-30.0% -20.0% -10.0% 0.0% 10.0% 20.0%

Commodities

Small Cap

Mid Cap

Real Estate

Foreign Developed ($)

Emerging Markets ($)

Foreign Developed (local currency)

Emerging Markets (local currency)

US High Yield

Large Cap

Cash

US Corporate Bond

US Government Bond
YTD Asset Class Total Return

Source: Bloomberg

 
 

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

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

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

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

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

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

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date 

returns for various asset classes, 

updated daily.  The asset classes are 

ranked by total return (including 

dividends), with green indicating 

positive and red indicating negative 

returns from the beginning of the 

year, as of prior close. 
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P/E Update 

 

June 18, 2020 
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Based on our methodology,1 the current P/E is 23.7x, up 0.1x from last week.  Rising index 

values for Q2 caused the rise in the multiple. 

 

 
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 three actual quarters (Q3, Q4 and Q1) and one estimate (Q2). 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. 


