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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: March 11, 2020—9:30 AM EDT] Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is currently up 1.7% from its last close.  In Asia, the MSCI Asia 

Apex 50 closed down 1.1%.  Chinese markets were lower, with the Shanghai Composite down 

0.9% and the Shenzhen Composite down 1.5%.  U.S. equity index futures are signaling a lower 

open.   
 

The newest episode of our Confluence of Ideas podcast series is available. This episode 

discusses Confluence’s asset allocation process. In earlier episodes, Bill O’Grady examined the 

importance of process when investors are making decisions under conditions of uncertainty, 

while Mark Keller talked about the process for managing the firm’s value-oriented equity 

strategies. In this podcast, Greg Ellston, Confluence’s CIO of Asset Allocation, discusses the 

investment team’s process for managing the asset allocation strategies.   

 

On this day in 1918, the first cases of Spanish influenza were reported in Ft. Riley, Kansas.  How 

ironic it is that we’re now dealing with another big epidemic, though there is still no indication 

that it will be a mass killer like the Spanish flu.  As always, below we provide an update on 

COVID-19, its economic impact and the evolving policy responses.  We also discuss the 

escalating Saudi-Russia oil price war and the results of yesterday’s primary elections. 

 

COVID-19:  Official data show confirmed cases have risen to 121,061 worldwide, with 4,368 

deaths and 66,216 recoveries.  New cases continue to slow in China, but the epidemic is 

accelerating elsewhere.  In the United States, confirmed cases rose to 1,039, with 29 deaths and 

eight recoveries.  In the hot spot around Seattle, authorities say COVID-19 has now spread to at 

least 11 elder care facilities; at least three have reported fatalities.  Separately, New York Gov. 

Andrew Cuomo called out the national guard to help set up a “containment area” in a New York 

City suburb that has had a rash of cases.  Residents will be free to walk around the three square 

mile area, but significant public gatherings will be banned for two weeks.  Illustrating one 

important way the epidemic could impact the political process, former Vice President Biden and 

Vermont Sen. Bernie Sanders canceled campaign rallies yesterday on concerns about spreading 

the virus.  Across the pond, even Britain’s junior Health Minister Nadine Dorries has been 

diagnosed with COVID-19, less than a week after she attended a reception with Prime Minister 

Johnson.  In South Korea, a new cluster of infections discovered at a call center led to a surge in 

new cases that ended a four-day string of declines.  Italy had its deadliest day of the crisis, with 

its death toll rising by 168 to a total of 631 dead. 
 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.confluenceinvestment.com/category/podcasts/
https://www.nytimes.com/2020/03/11/world/coronavirus-news.html?action=click&module=Top%20Stories&pgtype=Homepage
https://gisanddata.maps.arcgis.com/apps/opsdashboard/index.html#/bda7594740fd40299423467b48e9ecf6
https://gisanddata.maps.arcgis.com/apps/opsdashboard/index.html#/bda7594740fd40299423467b48e9ecf6
https://www.wsj.com/articles/new-coronavirus-spread-slows-in-worst-hit-asian-countries-11583835505?mod=hp_lead_pos4
https://www.ft.com/content/0332280e-6228-11ea-b3f3-fe4680ea68b5
https://www.ft.com/content/0332280e-6228-11ea-b3f3-fe4680ea68b5
https://www.ft.com/content/004fc65a-6363-11ea-a6cd-df28cc3c6a68
https://www.ft.com/content/004fc65a-6363-11ea-a6cd-df28cc3c6a68
https://www.ft.com/content/e45122a0-634e-11ea-b3f3-fe4680ea68b5
https://www.ft.com/content/e45122a0-634e-11ea-b3f3-fe4680ea68b5
https://www.scmp.com/news/china/society/article/3074583/coronavirus-latest-chinas-imported-cases-rise-italy-reports?utm_medium=email&utm_source=mailchimp&utm_campaign=enlz-scmp_international&utm_content=20200311&MCUID=b11497b3c2&MCCampaignID=2618e1a7dd&MCAccountID=3775521f5f542047246d9c827&tc=8
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• Economic Impact.  People are becoming more aware that the epidemic’s dual impact on 

both the supply side of the economy and the demand side will make the economic harm 

deeper and longer lasting than initially thought.  Some businesses are expecting the 

impact to last even into the third quarter.  In terms of the spreading economic impact, 

today Poland said it will close its schools, universities, cultural institutions and other 

mass events for next week.  In Japan, worries about the effects of the epidemic have 

made many major firms reluctant to offer base pay hikes in their annual wage talks 

beginning today.  Toyota (TM, 126.99) is forgoing its uniform monthly pay scale 

increase for the first time since 2013.  The moves could hold down Japanese incomes for 

some time to come. 

• Fiscal Policy Response.  Precisely as we warned in our Comment yesterday, the 

administration’s Tuesday discussions with congressional leaders regarding an economic 

support package fell flat as both Republican and Democratic legislators apparently want 

to focus on smaller, more targeted measures instead of broad measures like a payroll tax 

cut.  For Democrats, that may be because of a perception that the White House is 

overreaching.  Reports say President Trump has privately floated ideas ranging from 

eliminating the payroll tax permanently to offering massive tax cuts to the oil and gas 

industry.  For Republicans, the resistance seems to be rooted in ideological antipathy for 

big government programs to support the broad working class.  In any case, we suspect the 

pushback against the program is a key reason for the weakness in stocks this morning.  

Still, we note that Democrats in the House reportedly are preparing to propose some 

targeted measures as early as Wednesday in order to start the ball rolling before Congress 

starts a one-week break on Thursday.  In terms of administrative action, sources say the 

Treasury Department is also likely to extend this year’s April 15 tax filing deadline. 

– Italy ramped up the size of its emergency economic support to €25 billion from 

the €7.5 billion approved just last week. 

– In a video call with EU leaders, ECB Chief Christine Lagarde urged a stronger, 

more coordinated fiscal response across the Eurozone.  A prominent group of 

German economists also urged Chancellor Merkel’s government to abandon its 

commitment to a balanced budget in order to boost the COVID-19 fight. 

• Monetary Policy Response.  The Bank of England announced an emergency cut in its 

benchmark short-term interest rate, reducing it to just 0.25% from 0.75% previously.  The 

central bank also introduced a host of measures aimed at maintaining the flow of credit to 

British businesses.  The unexpected support for the economy has been a key factor in 

boosting European stocks so far this morning. 

Oil market:  In a further escalation of the oil price war with Russia, the Saudi government said 

it would boost its crude production capacity to 13 million barrels per day from 12 million 

previously.  The announcement has put additional significant downward pressure on oil prices so 

far today.  However, as the threat of lower oil prices continues to suggest reduced U.S. shale 

drilling, investors are realizing that would likely also cut natural gas production (often a by-

product of oil output).  Natural gas prices have therefore surged in recent days. 

 

https://www.wsj.com/articles/coronavirus-confronts-global-economy-with-long-road-to-recovery-11583855225?mod=hp_lead_pos2
https://www.wsj.com/articles/coronavirus-confronts-global-economy-with-long-road-to-recovery-11583855225?mod=hp_lead_pos2
https://www.wsj.com/articles/coronavirus-confronts-global-economy-with-long-road-to-recovery-11583855225?mod=hp_lead_pos2
https://www.ft.com/content/986b533f-1d3e-3920-ae80-da8dcd8af7b7
https://www.ft.com/content/986b533f-1d3e-3920-ae80-da8dcd8af7b7
https://www.japantimes.co.jp/news/2020/03/11/business/corporate-business/toyota-japan-shun-base-pay-hikes-coronavirus-jitters/#.Xmjev6hKiUk
https://www.japantimes.co.jp/news/2020/03/11/business/corporate-business/toyota-japan-shun-base-pay-hikes-coronavirus-jitters/#.Xmjev6hKiUk
https://www.japantimes.co.jp/news/2020/03/11/business/corporate-business/toyota-japan-shun-base-pay-hikes-coronavirus-jitters/#.Xmjev6hKiUk
https://www.wsj.com/articles/white-house-intensifies-push-for-coronavirus-stimulus-measures-11583851800?mod=hp_lead_pos6
https://www.wsj.com/articles/white-house-intensifies-push-for-coronavirus-stimulus-measures-11583851800?mod=hp_lead_pos6
https://www.wsj.com/articles/white-house-intensifies-push-for-coronavirus-stimulus-measures-11583851800?mod=hp_lead_pos6
https://www.wsj.com/articles/u-s-treasury-likely-to-push-back-april-15-tax-filing-deadline-sources-11583897351?mod=article_inline
https://www.wsj.com/articles/u-s-treasury-likely-to-push-back-april-15-tax-filing-deadline-sources-11583897351?mod=article_inline
https://www.ft.com/content/986b533f-1d3e-3920-ae80-da8dcd8af7b7
https://www.ft.com/content/44eac1f2-6386-11ea-a6cd-df28cc3c6a68
https://www.ft.com/content/44eac1f2-6386-11ea-a6cd-df28cc3c6a68
https://www.ft.com/content/05b2be14-6367-11ea-a6cd-df28cc3c6a68
https://www.ft.com/content/05b2be14-6367-11ea-a6cd-df28cc3c6a68
https://www.ft.com/content/da47d98c-636e-11ea-a6cd-df28cc3c6a68
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Russia:  President Putin said he would support a legislative proposal to lift the country’s term 

limits so could remain in power until at least 2036, which we discussed in yesterday’s Comment.  

The Duma has already approved the change. 

 

Super Tuesday II:  In yesterday’s Democratic primary elections, former Vice President Biden 

again put in a strong showing with convincing wins over Sen. Sanders in Michigan, Missouri, 

Mississippi and Idaho.  The race in Washington State is too close to call at the moment.  Based 

on current estimates of how many pledged delegates each candidate has won, we estimate Biden 

would only have to win 46.8% of the remaining delegates to lock up the party’s nomination on 

the first vote at the summer convention.  That suggests Sen. Sanders could well drop out in the 

coming days.  By removing the threat of Sanders-style “democratic socialism,” such a move 

would likely be positive for equities.  Just as important, Biden seems to be forming a broad, 

durable coalition consisting primarily of African Americans, white suburbanites and older voters.  

That coalition would likely be potent in much of the Midwest and South.  In other words, Biden 

is positioning himself to be a strong rival to President Trump in the November elections.  If 

momentum keeps swinging toward Biden, we would look for many foreign leaders to push back 

stronger against Trump’s foreign and trade policies on hopes of waiting him out until January. 

 

U.S. Economic Releases 
 

MBA mortgage application rose 55.4% from the prior week.  Additionally, purchases and 

refinancing rose 5.6% and 78.6%, respectively.  The 30-year fixed rate fell 10 bps from 3.57% to 

3.47%. 
 

CPI in February rose 0.1% from the prior month, in line with expectations.  Meanwhile, core CPI 

rose 0.2% from the prior month, also in line with expectations. 
 

 
 

The chart aboves shows the annual change in headline CPI and core CPI.  For February, headline 

CPI rose 2.4% from the prior year, while core CPI rose 2.3%.  Assuming the price war between 

https://www.wsj.com/articles/putin-backs-proposal-paving-way-for-new-presidential-term-11583848309
https://www.wsj.com/articles/putin-backs-proposal-paving-way-for-new-presidential-term-11583848309
https://www.rferl.org/a/russia-s-lower-chamber-approves-bill-allowing-putin-to-run-for-new-term/30481215.html
https://www.wsj.com/articles/biden-and-sanders-square-off-in-super-tuesday-sequel-11583797878
https://www.wsj.com/articles/biden-and-sanders-square-off-in-super-tuesday-sequel-11583797878
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Russia and Saudi Arabia continues, we expect core CPI to rise faster than headline CPI, which 

will likely be weighed down by energy prices.   
 

Real average weekly and hourly earnings rose 0.7% and 0.6%, respectively, from the prior year. 

 

 
 

The chart above shows the annual change in real average earnings for non-supervisory and 

production earnings.  Real earnings for non-supervisory workers rose 1.0% from the prior year. 
 

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

 

EDT Indicator Expected Prior Rating

13:00 Monthly Budget Statement m/m Feb -$236.8 Bil -$234.0 Bil **

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 Aggregate Financing CNY m/m Feb 0.855 Tril 5.070 Tril 1.586 Tril * Equity and bond neutral

New Yuan Loans m/m Feb 0.906 Tril 3.304 Tril 1.120 Tril * Equity and bond neutral

Money Supply M2 y/y Feb 8.8% 8.4% 8.5% ** Equity bullish, bond bearish

Australia Westpac Consumer Confidence y/y Mar -3.8% 2.3% ** Equity bearish, bond bearish

Investor Loan Value m/m Jan 3.6% 2.8% 2.3% ** Equity bullish, bond bearish

Home Loans Value m/m Jan 4.6% 4.4% 3.0% ** Equity bullish, bond bearish

Owner-Occupier Loan Value m/m Jan 5.0% 5.1% 2.8% ** Equity bullish, bond bearish

New Zealand Card Spending Retail m/m Feb 0.6% -0.1% -0.3% ** Equity bullish, bond bearish

Card Spending Total m/m Feb 0.0% 0.3% ** Equity and bond neutral

EUROPE

Italy PPI y/y Jan -3.4% -3.1% ** Equity and bond neutral

UK Monthly GDP m/m Jan 0.0% 0.3% 0.2% ** Equity and bond neutral

Index of Services m/m Jan 0.1% 0.3% 0.2% ** Equity and bond neutral

Industrial Production y/y Jan -2.9% -1.8% -2.6% *** Equity bearish, bond bearish

Manufacturing Production y/y Jan -3.6% -2.5% -3.5% *** Equity bearish, bond bearish

Visible Trade Balance GBP/Mn m/m Jan -£3.720 Bil -£0.845 Bil -£7.000 Bil *** Equity bearish, bond bullish

Construction Output y/y Jan 1.6% 5.0% 2.4% *** Equity bearish, bond bullish

AMERICAS

Mexico Nominal Wages m/m Feb 5.5% 5.0% *** Equity and bond neutral

International Reserves Weekly w/w 6-Mar $185.571 Bil $184.250 Bil *** Equity bullish, bond bearish

ANTAD Same-Store Sales m/m Feb 7.5% 4.3% *** Equity bullish, bond bearish

Brazil Industrial Production y/y Jan -0.9% -1.2% -1.0% ** 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) 77 90 -13 Up

3-mo T-bill yield (bps) 39 45 -6 Neutral

TED spread (bps) 38 45 -7 Neutral

U.S. Libor/OIS spread (bps) 30 42 -12 Up

10-yr T-note (%) 0.71 0.81 -0.10 Neutral

Euribor/OIS spread (bps) -48 -47 -1 Neutral

EUR/USD 3-mo swap (bps) 16 19 -3 Down

Currencies Direction

dollar Down Neutral

euro Up Up

yen Up Up

pound Up Up

franc Up Up

Central Bank Action Current Prior Expected

Bank of England Bank Rate 0.250% 0.750% On forecast

BOE Asset Purchase Target 10 Bil 10 Bil On forecast

BOE Corporate Bond Target 435 Bil 435 Bil 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. 
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Price Prior Change Explanation

Brent $36.24 $37.22 -2.63% Oil Price War

WTI $33.47 $34.36 -2.59%

Natural Gas $1.92 $1.94 -0.88%

Crack Spread $15.18 $15.70 -3.36%

12-mo strip crack $12.61 $12.94 -2.59%

Ethanol rack $1.40 $1.39 0.32%

Gold $1,667.24 $1,649.40 1.08%

Silver $17.10 $16.89 1.20%

Copper contract $251.90 $252.15 -0.10%

Corn contract 375.50$       377.50$       -0.53%

Wheat contract 519.50$       522.25$       -0.53%

Soybeans contract 879.00$       876.25$       0.31%

Baltic Dry Freight 627 616 11

Actual Expected Difference

Crude (mb) 1.7

Gasoline (mb) -2.9

Distillates (mb) -2.3

Refinery run rates (%) 0.45%

Natural gas (bcf) -57.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts currently call for warmer-than-normal temperatures for most of 

the eastern region and Alaska, meanwhile colder-than-normal temperatures are expected for most 

of the country.  Wet conditions are expected throughout most of the country.
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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.  
 

March 6, 2020 
 

In the turmoil caused by COVID-19, fixed income has performed remarkably well.  Ten-year T-

note yields have declined to record lows and, as we will show below, there is no evidence of 

severe stress in the credit markets.   
 

First, here is what we are seeing in Treasuries. 
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This chart shows our 10-year T-note model.  It uses fed funds, the 15-year average of inflation,1 

the yen/dollar exchange rate, oil prices, German bund yields and fiscal deficits as a percentage of 

GDP.  At the end of last year, the fair value was around 2.40%; as the above chart shows, it has 

declined sharply to 1.94%.  Of course, that yield remains well above current yields.  The implied 

three-month LIBOR rate from the two-year deferred Eurodollar futures suggests the financial 

markets expect another 50 bps of rate cuts over the next two years.  Even assuming a 0.75% fed 

funds target only lowers the fair value to 1.84%.  Assuming those rate cuts at a German bund 

yield of -3.60% (a decline of 300 bps from current levels) would get the model to current yields.  

A negative yield to that level would be unprecedented.  The most likely justification for current 

yields would be a sharp drop in inflation expectations.  If inflation expectations decline to 1% 

per year along with the assumption of 100 bps of rate cuts, that would justify current yields.  This 

analysis suggests that long-duration Treasuries are richly valued at current levels, and if our base 

case that COVID-19 won’t trigger a recession is accurate, then a back-up in these yields would 

be expected.   

 
1 Which is a proxy for inflation expectations.   
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What is perhaps most interesting is that there has not been a strong reaction in credit.  Comparing 

the 10-year to Baa yields shows that spreads have not moved significantly, only around 30 bps. 
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In high yield, spreads have widened as well, but the increase is not notable so far. 
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Yields have increased by 80 bps but remain 120 bps below average. 
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The lack of pressure in the credit markets, at least to this point, suggests the current situation 

probably won’t evolve into deep financial crisis or a recession.  We will continue to monitor the 

credit markets closely in the coming weeks, but financial stress appears quite manageable for 

now.   

 

 

 
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 3/10/2020 close) 
 

-60.0% -40.0% -20.0% 0.0%
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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 3/10/2020 close) 

 

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

Small Cap

Mid Cap
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Commodities

Emerging Markets ($)
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Large Cap
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US High Yield

US Corporate Bond

Cash
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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 

 

March 5, 2020 

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10 20

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM TRAILING P/E

P
/E

Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 3/4/2020 = 20.6x

 
 

Based on our methodology,2 the current P/E is 20.6x, up 0.2x from last week.  The rise in the 

multiple is due to adjusting Q4 for Standard and Poor’s earnings and away from estimates from 

Thomson/Reuters. 

 

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


